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PROSPECTUS
SHARES
(LOGO)

COMMON STOCK

THIS IS AN INITIAL PUBLIC OFFERING OF COMMON STOCK BY SMARTERKIDS.COM, INC. THE
ESTIMATED INITIAL PUBLIC OFFERING PRICE WILL BE BETWEEN $ AND $ PER SHARE.

PRIOR TO THIS OFFERING, THERE HAS BEEN NO PUBLIC MARKET FOR THE COMMON STOCK.
SMARTERKIDS.COM HAS APPLIED TO HAVE THE COMMON STOCK APPROVED FOR QUOTATION ON THE
NASDAQ NATIONAL MARKET UNDER THE SYMBOL SKDS.

PER SHARE TOTAL

Initial public offering price..........c.oeiiiiiiiiiiinnnnennnn. $ $
Underwriting discounts and commisSSions.......ouueeeenueeennnennn $ $
Proceeds to SmarterKids.com, before expenses.................... $ $

SMARTERKIDS.COM AND CERTAIN SELLING STOCKHOLDERS HAVE GRANTED THE UNDERWRITERS OPTIONS
FOR A PERIOD OF 30 DAYS TO PURCHASE UP TO ADDITIONAL SHARES OF COMMON STOCK.

INVESTING IN THE COMMON STOCK INVOLVES A HIGH DEGREE OF RISK. SEE "RISK FACTORS"
BEGINNING ON PAGE 7.

NEITHER THE SECURITIES AND EXCHANGE COMMISSION NOR ANY STATE SECURITIES COMMISSION HAS
APPROVED OR DISAPPROVED OF THESE SECURITIES OR PASSED UPON THE ADEQUACY OR ACCURACY OF
THIS PROSPECTUS. ANY REPRESENTATION TO THE CONTRARY IS A CRIMINAL OFFENSE.

HAMBRECHT & QUIST U.S. BANCORP PIPER JAFFRAY
ExOFFERING
, 1999
[COMPANY LOGO APPEARS HERE]
HELPING PARENTS HELP THEIR CHILDREN LEARN
[PICTURE OF HAPPY CHILD]

MYSMARTERKIDS WE BELIEVE THAT MYSMARTERKIDS OFFERS THE MOST PERSONALIZED SHOPPING
EXPERIENCE IN E-COMMERCE FOR CHILDREN'S EDUCATIONAL PRODUCTS. PARENTS ENTER INFORMATION
ABOUT THEIR CHILD'S EDUCATION AND DEVELOPMENT TO BUILD A PROFILE AND MYSMARTERKIDS USES

THE INFORMATION TO PRESENT A REFINED ASSORTMENT OF PRODUCTS AND SERVICES.

PARENTS CENTER OUR PARENTS RESOURCE CENTER, DEVELOPED AND STAFFED BY TEACHERS OFFERS
FUN AND EDUCATIONAL ACTIVITIES, PROVIDES ANSWERS TO EDUCATIONAL QUESTIONS, AND PROVIDES
RESOURCES FOR PARENTS SEEKING TO HELP THEIR CHILDREN LEARN.

SMARTER PRODUCTS WE CARRY ONLY THE BEST EDUCATIONAL BOOKS, TOYS AND GAMES, AND
SOFTWARE. EVERY PRODUCT AT SMARTERKIDS.COM HAS BEEN CAREFULLY SELECTED AND REVIEWED BY
TEACHERS AND EDUCATION SPECIALISTS FOR QUALITY, DEPTH, CONTENT AND FUN.

[PICTURE OF SELECTED PRODUCTS]

THE DESTINATION FOR EDUCATIONAL PRODUCTS AND RESOURCES [PICTURE OF COMPANY WEBSITE
SHOWING PRODUCTS, SERVICES AND ADDITIONAL RESOURCES OFFERED BY THE COMPANY]

[PICTURE OF MOTHER WITH 2 CHILDREN]



AGE/GRADE BASED SHOPPING WE'VE DESIGNED SMARTERKIDS.COM TO MAKE IT EASY AND CONVENIENT
TO SHOP. OUR SITE IS ORGANIZED IN THE SAME WAY PARENTS THINK ABOUT THEIR KIDS, AS
INDIVIDUALS WITH UNIQUE LEARNING STYLES AND GOALS.

RECOMMENDATIONS BY PROVIDING A CONTINUALLY UPDATED ASSORTMENT OF OUR BEST SELLERS,
TEACHERS' FAVORITES AND PARENTS' FAVORITES, DOZENS OF OUR RECOMMENDED PRODUCTS ARE JUST
ONE CLICK AWAY.

[PICTURE OF SELECTED PRODUCTS]

ADDITIONAL RESOURCES SMARTERKIDS.COM OFFERS A NUMBER OF EASY-TO-USE TESTS AND SURVEYS
TO BOTH MEASURE ABILITIES, AND HELP PARENTS DETERMINE HOW THEIR CHILD LEARNS BEST.

[PICTURE OF FATHER AND SON READING]
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We maintain a World Wide Web site at www.smarterkids.com. Information contained on our website

does not constitute part of this prospectus.

SmarterKids.com, SmarterKids, MySmarterKids and SmartPicks are trademarks of SmarterKids.com,
Inc. All other brand names or trademarks appearing in this prospectus are the property of their

respective holders.

Prospectus Summary

This summary highlights selected information contained elsewhere in this prospectus. This summary
does not contain all of the information that you should consider before investing in our common stock.
You should read the entire prospectus carefully, including "Risk Factors" and our financial statements

and the notes to those financial statements, before making an investment decision.

SmarterKids.com



SmarterKids.com is a leading online retailer focused on children's educational books, toys and games,
and software. We offer a unique assortment of fun and educationally relevant products, a trusted
brand, competitive prices and an easy-to-use online shopping environment. We provide extensive
educational content and help parents and gift givers find quality products and make informed purchase

decisions tailored to a child's individual developmental needs and learning goals.

We launched our website in November 1998. In a survey of the top 40 Web retailers, SmarterKids.com
was the 16th most visited shopping website in July 1999, with almost one million visitors, as estimated

by PC Data, an independent Internet research firm.

With thousands of educational products to choose from and few reliable information sources, it is
difficult for parents to identify and buy quality products and services that fit the particular needs of
their children. Parents need a resource where they can access reliable product information and trusted
educational content to help them make informed purchase decisions and buy products conveniently.
Traditional retailers of educational products, including mass market retailers, typically lack a focus on
education, do not have an in- depth understanding of educational products and may not understand
the developmental needs of individual children. In addition, these retailers often have a narrow
product selection, high facilities and staffing costs, offer limited service, and lack merchandising
flexibility and shopping convenience. Because of the limitations of the traditional retail channel, the

Internet has emerged as an increasingly popular way to shop.

SmarterKids.com integrates carefully selected products, helpful content and interactive tools with an
intuitive and easy-to-use interface to create a compelling and unique online shopping experience. Our
dedicated team of teachers carefully selects and then reviews only those products that meet our high
quality standards. Our rapidly growing collection of competitively priced educational products
includes over 1,800 books, toys and games, and software titles from over 300 suppliers. Because we are
focused on education, many of our products, particularly toys and games, are often not found on many
of the other popular e-commerce websites. The MySmarterKids personalization area on our website
allows parents to build a confidential educational profile of their child that can include information
about the child's age and grade, learning styles, learning goals and performance on standardized tests.
Our SmartPicks technology uses this profile to make tailored product recommendations from among

our distinctive assortment of products.

Key elements of our strategy to be the leading online provider of children's educational products,

services and resources for parents include:

. continuing to enhance our customers' experience to build a trusted brand . aggressively building brand
awareness and expanding our customer base . pursuing additional revenue opportunities . leveraging
the power of our customer database . maintaining scalable and efficient fulfillment operations to ensure
customer satisfaction J.L.. Hammett Co., a leading national distributor of educational products,
currently supplies our inventory and performs distribution services for us. Our relationship with J.L.
Hammett Co. provides us with industry and supplier relationships, favorable credit and price terms

from vendors, and the ability to scale our warehouse operations.



SmarterKids.com, Inc. was incorporated in Delaware in 1994. Our principal offices are located at 200
Highland Avenue, Needham, Massachusetts 02494, and our telephone number is 781-449-7567. Our
website is located at www.smarterkids.com. The information contained in our website is not part of

this prospectus.
The Offering

Common stock offered by SmarterKids.com... shares Common stock to be outstanding after this
offering......ccceceeevvreececvcrcnnuenee shares Use of proceeds.......cccoevururercunce. For general corporate purposes,
including advertising and other marketing expenses to promote and enhance our website, purchasing
inventory, expanding our fulfillment capabilities, upgrading our computer systems and other general
purposes, including possible acquisitions. Proposed Nasdaq National Market symbol.... SKDS The
number of shares of our common stock that will be outstanding after this offering, unless otherwise
indicated, is based on the number outstanding on September 7, 1999 with a pro forma adjustment to
include an aggregate of 8,488,591 shares of common stock to be issued upon the consummation of this
offering as a result of conversion of all outstanding shares of preferred stock, including shares of series

C preferred stock issued in July 1999. It excludes:

. 1,879,434 shares subject to outstanding options at a weighted-average exercise price of $0.41 per
share and 1,733,332 additional shares available for issuance under stock plans that will be in effect
following this offering; and . warrants to purchase 408,727 shares of common stock at a weighted-
average exercise price of $2.83 per share that are currently outstanding or that we are obligated to issue
subject to certain conditions, 270,727 of which are currently exercisable, and 218,727 of which must

be exercised prior to the closing of this offering.

Unless otherwise indicated, all information in this prospectus assumes that the underwriters' over-
allotment option will not be exercised and does not reflect a stock split of our outstanding shares of
common stock anticipated to occur immediately prior to this offering. The term "SmarterKids.com,"

we," "us" and "our" refer to SmarterKids.com, Inc., a Delaware corporation.

Summary Financial Data (in thousands, except share and per share data) The following summary
financial data are derived from the financial statements of SmarterKids.com. The pro forma as adjusted
balance sheet data give effect to the conversion of all outstanding shares of preferred stock, including
the shares of series C preferred stock issued in July 1999 for net proceeds of $25.3 million, into an
aggregate of 8,488,591 shares of common stock upon the closing of this offering. The pro forma as
adjusted balance sheet data also reflect our receipt of the net proceeds of $ million from the sale of
shares of common stock in this offering, at an assumed initial public offering price of $ per share, after

deducting the estimated underwriting discounts and commissions and offering expenses.

Year Ended Six Months Ended
December 31, June 30,
1994 1995 1996 1997 1998 1998 1999
Statement of Operations Data:
Net revenues:
Online retail.......... $ - $ -- $ -- $ - $ 22 % -- $

387
Proprietary CD-ROM(1).. 219 401 1,240 1,416 2,278 1,152



Total net revenues.... 219 401 1,240 1,416 2,300 1,152

387
Cost of revenues:

Online retail.......... -- -- -- -- 20 --
279

Proprietary CD-ROM..... 28 319 407 491 908 401

Total cost of

TEVENUES. . vvveennenn. 28 319 407 491 928 401
279
Gross profit............ $ 191 ¢ 82 $ 833 $ 925 $ 1,372 $ 751 $
108
Operating expenses...... $ 668 $ 1,553 $ 2,533 $ 1,992 $ 4,733 $ 1,607 $
7,455
Net 1oSS....cvvvvvvnnnnn. (477) (1,470) (1,649) (1,014) (3,342) (871)
(7,295)
Net loss attributable to
common stockholders.... (477) (1,470) (1,649) (1,081) (3,596) (933)
(7,295)

Basic and diluted net

loss per common share.. $ (0.48) $ (1.47) $ (1.65) $ (1.08) $ (3.52) $ (0.93) $
(6.64)

Shares used to compute

basic and diluted net

loss per common share.. 1,000,000 1,000,000 1,000,404 1,001,432 1,022,349 1,005,071
1,097,932

Pro forma basic and

diluted net loss per

common share........... $ (0.64) $
(1.38)

Shares used to compute

pro forma basic and

diluted net loss per

common share........... 5,227,349
5,302,932

(1) From our incorporation in 1994 until November 1998, our business focused on the development,

marketing and sale of our proprietary educational and entertainment CD-ROM software.

June 30, 1999 Pro Forma Actual As Adjusted

Balance Sheet Data:

Cash and cash equivalents.........coiiiiiiiiineinnnnnnnn $ 687
Working capital (deficit).......cuviiininiiinnnnenon.. (3,605)
Total @SSeLS ..t ittt ittt it e e e e e e e 1,759
Redeemable preferred stock........ouviiiiiiniiinnnnnn. 10,287
Stockholders' equity (deficit).......cvvviinunnnnennnnn. (13,770)

Risk Factors

You should carefully consider the following risk factors and all other information contained in this
prospectus before purchasing our common stock. Investing in our common stock involves a high
degree of risk. Any of the following risks could harm our business, operating results and financial

condition and could result in a complete loss of your investment.



Risks Related to Our Business Our business is difficult to evaluate because we have a limited operating
history with our new business model. Our market may not develop as anticipated, and we may not

successfully execute our business strategy.

We have a limited operating history upon which you can evaluate our business. Although we began
operations in 1994 with the development, marketing and sales of our proprietary educational and
entertainment CD-ROM software, we did not launch the SmarterKids.com website and begin selling
children's educational products online until November 1998. In addition, most of our management
team was hired within the last eighteen months. You must consider the challenges, risks and difficulties
frequently encountered by early stage companies using new and unproven business models in new and

rapidly evolving markets. Some of these challenges relate to our ability to:

.increase our brand name recognition . expand our customer base . manage our supplier/distributor
relationships . upgrade our website, transaction-processing systems, fulfillment infrastructure and
inventory management systems We cannot be certain that our business strategy will be successful or

that we will successfully address these and other challenges, risks and uncertainties.

We have a history of losses, and we expect to incur substantial net losses in the future. If we do not

achieve profitability, our financial condition and our stock price could suffer.

Since inception, we have incurred significant losses. As of June 30, 1999, we had an accumulated deficit
of $15.6 million. We incurred net losses of $3.3 million for the fiscal year ended December 31, 1998
and $7.3 million for the six months ended June 30, 1999.

We expect operating losses and negative cash flow to continue for the foreseeable future. We anticipate
our losses will increase significantly from current levels because we expect to incur significant

additional costs and expenses related to:

. brand development, advertising, marketing and promotional activities, including product discounts .
expansion of our supplier/distributor relationships . expansion of our order fulfillment infrastructure .
continued development of our website, transaction-processing systems, fulfillment capabilities and
network infrastructure . expansion of our product offerings and website content . strategic relationship
development . employment of additional personnel as our business expands Our ability to become
profitable depends on our ability to generate and sustain substantially higher revenue while
maintaining reasonable expense levels. In particular, although we intend to increase significantly our
spending on marketing and promotional activities, these efforts may not be effective in converting a
large number of customers from traditional shopping methods to online shopping for educational
products and services or attracting online customers to our website. If we do achieve profitability, we
cannot be certain that we will be able to sustain or increase profitability on a quarterly or annual basis

in the future.

We have been unable to fund our operations with the cash generated from our business. If we do not
generate cash sufficient to fund our operations, we may need additional financing to continue our

growth or our growth may be limited.



We require substantial working capital to fund our business. Since our inception, we have experienced
negative cash flow from operations and expect to experience significant negative cash flow from
operations for the foreseeable future. We currently anticipate that the net proceeds of this offering,
together with our available funds, will be sufficient to meet our anticipated needs for working capital
and capital expenditures through at least the next 12 months. However, we may need to raise
additional funds prior to or after the expiration of such period. If we raise additional funds through the
issuance of equity or debt securities, such securities may have rights senior to those of our
stockholders, and our stockholders may experience additional dilution. We cannot be certain that

additional financing will be available to us on favorable terms when required, or at all.

We may not be able to rapidly attract a high volume of customers, which would inhibit our revenue

growth.

If we do not attract and retain a high volume of online customers at a reasonable cost, we will not be
able to increase our revenues or achieve profitability. Although we intend to increase significantly our
expenditures for marketing and promotional activities, these efforts may not be effective in converting
a large number of customers from traditional shopping methods to online shopping for educational
products and services or attracting online customers to our website. We do not know if the forms of
marketing and promotional activities that we intend to implement will have the desired result. Even if
we are successful at attracting additional online customers, we expect it will take several years to
adequately build our customer base for long-term success. Factors that could prevent us from attracting

and retaining customers include:

.lack of consumer awareness of our website . customer concern about the security of online
transactions and the privacy of information customers supply about their children . shipping charges,
which are not incurred when shopping at traditional stores . longer delivery times associated with
Internet orders, as compared to the immediate receipt of products at a traditional store . pricing that
does not meet customer expectations or prices offered by our competitors . product damage from
shipping and improper shipments arising from incorrectly filled orders . delayed response to customer
service requests . difficulty in returning or exchanging orders Our market is highly seasonal and may
cause our operating results to fluctuate from quarter to quarter. Our annual results are highly

dependent on the success of our holiday selling season.

The market for children's educational books, toys and games, and software is highly seasonal due to the
holiday season. In addition, Internet usage generally declines in the summer. Accordingly, we expect to
experience seasonal fluctuations in our revenue. In particular, we expect a disproportionate amount of’
our revenue to be realized during the fourth quarter of each calendar year. If for any reason our revenue
is below expectations during the fourth quarter, our annual operating results would be adversely

affected.

Because of our limited operations during last year's holiday season, we do not have meaningful
comparative data indicating the volume or timing of holiday orders. We may not accurately predict

appropriate inventory levels or staffing needs. In the future, our seasonal sales patterns may become



more pronounced, may strain our personnel and fulfillment relationships and may cause a shortfall in
revenue as compared to expenses in a given period. These seasonal patterns will cause quarterly

fluctuations in our operating results and could adversely affect our financial performance.

Our limited operating history makes forecasting difficult. We may be unable to adjust our spending in a

timely manner to compensate for any unexpected revenue shortfall.

As a result of our limited operating history with our current business model introduced in November
1998, it is difficult to accurately forecast future revenues. Also, we have limited meaningful historical
financial data upon which to base planned operating expenses. We base our current and future expense
levels on our operating plans and estimates of future revenue. Revenue and operating results are
difficult to forecast because they generally depend on the volume and timing of the orders we receive.
As a result, we may be unable to adjust our spending in a timely manner to compensate for any
unexpected revenue shortfall. We may also be unable to expand our operations in a timely manner to

adequately meet customer demand to the extent it exceeds our expectations.

We expect our quarterly operating results to fluctuate. If we fail to meet the expectations of public

market analysts and investors, the market price of our common stock will decline.

If our quarterly revenue or operating results fall below investor or securities analyst expectations, our
stock price could fall substantially. Our annual and quarterly operating results may be affected and may
fluctuate significantly in the future due to a variety of factors, many of which are outside of our control.
Many of the other risk factors listed in this prospectus may negatively affect our quarterly operating
results and contribute to fluctuations. Our limited operating history makes it difficult to assess the
impact of these factors on our operating results. Because of this difficulty in predicting future
performance, our operating results will likely fall below the expectations of securities analysts or
investors in some future quarter or quarters, which would likely adversely affect the market price of our

common stock.
A third party has claimed that we infringe his intellectual property.

On July 15,1999, Leslie S. Minkus filed a patent infringement lawsuit against us and National
Computer Systems in the United States District Court for the Northern District of Illinois, alleging that
our use of SmartPicks infringes a patent held by Mr. Minkus (U.S. Patent No. 5,122,952). We are
obligated to indemnify National Computer Systems in that action. The patent purports to disclose and
claim a computer system for matching appropriate educational products with a child's developmental
profile comprising so-called "static and dynamic data." Mr. Minkus is seeking temporary and
permanent injunctions, as well as unspecified damages. The hearing for the preliminary injunction
motion is scheduled for November 1999. We believe that the suit is without merit and that we have

meritorious defenses based on non-infringement and the invalidity of the Minkus patent.

Patent litigation, however, is subject to inherent uncertainties. In addition, cases like this generally
involve issues of law that are evolving, presenting further uncertainty. Our defense of this litigation,
regardless of the merits of the complaint, has been, and will likely continue to be, time- consuming and

a diversion for our personnel. A failure to prevail in this litigation could result in:



. our paying monetary damages . the issuance of a preliminary or permanent injunction requiring us to
stop using SmartPicks . our having to redesign SmartPicks, which could be costly and time- consuming,
assuming that a redesign is feasible . our having to reimburse Mr. Minkus for some or all of his
attorneys' fees . our having to obtain from Mr. Minkus a license to his patent, which license might not
be made available to us on reasonable terms or at all Any of these results would harm our business,
financial condition and operating results. Furthermore, we expect to continue to incur substantial costs
in defending against this litigation, and these costs could increase significantly if our dispute goes to

trial.

We are dependent on J.L.. Hammett Co., our sole product source and distribution services provider. The
loss of this relationship or J.L.. Hammett Co.'s inability, for any reason, to perform these functions could

lead to interruptions in our operations, lost revenues and increased expense.

We are highly dependent upon our relationship with J.L.. Hammett Co., a national distributor of
educational products, which serves as our exclusive provider of products and distribution services. J.L.
Hammett Co. works closely with us to determine our projected inventory needs and then orders and
maintains the physical inventory of children's educational books, toys and games and software
necessary to satisfy customer orders. J.L.. Hammett Co. orders and stocks inventory on our behalf,
fulfills our customer orders as they are received, and then packs and ships the orders using our
packaging materials. J.L.. Hammett Co. also handles promotional mailings and product returns as
necessary on our behalf. J.L.. Hammett Co. is, to a limited extent, a competitor. The termination of our
relationship with J.L.. Hammett Co. could lead to interruptions in our operations, lost revenues and
increased expense necessary to quickly implement an alternative distribution and order fulfillment

infrastructure.

Our success depends on our ability, in conjunction with J.L.. Hammett Co., to rapidly expand fulfillment

operations in order to accommodate a significant increase in customer orders.

Our current fulfillment operations may not be adequate to accommodate significant increases in
customer demand that may occur during the final quarter of 1999. We plan to take action, including
the hiring of additional personnel to work directly for us at the J.L.. Hammett Co. facility and the
funding of additional inventory in the final quarter of 1999, to satisfy such anticipated increases in
product demand. There can be no assurance that the measures we take will be successful. If we do not
successfully expand our fulfillment operations to accommodate demand generally and, in particular,
increased demand during the final quarter of each calendar year due to the seasonal nature of our

business, our business will be adversely affected.

We face significant inventory risks because consumer demand can change for products that we have in

inventory or on order.

We anticipate that we will have established direct merchandising relationships with our vendors and
that we will own our inventory by the end of 1999. The demand for certain products can change what
we have in inventory or on order. As a result, we may own inventory that may become obsolete if
customer orders do not materialize. This risk may be greatest in the first calendar quarter of each year,

after we have increased significantly our inventory levels for the prior holiday season. This risk will



increase as we enter new product categories due to our lack of experience in purchasing products for
these categories. In addition, to the extent that demand for our products increases over time, we may be

forced to increase inventory levels. Any such increase would subject us to additional inventory risks.

Our business relies on our ability to obtain sufficient quantities of quality merchandise on acceptable
commercial terms. If the J.L.. Hammett Co. relationship is terminated and we do not establish or fail to

maintain supplier relationships on acceptable terms, our revenues and profitability could suffer.

With the exception of our five Skills Test CD-ROMs, which J.L.. Hammett Co. holds on a consignment
basis, J.L. Hammett Co. supplies all of the educational products we sell. We rely on J.L. Hammett Co.
and its relationships with manufacturers and suppliers, to provide the children's educational products
we sell. J.L.. Hammett Co. may be unable, or unwilling due to competing priorities or otherwise, to fulfill
our customer orders as directed. In addition, vendors may stop selling merchandise to us or to J.L.
Hammett Co. and we may not be able to secure identical or comparable merchandise from alternative
vendors in a timely manner or on acceptable terms. From time to time, we expect to experience
difficulty in obtaining sufficient quantities of certain products from J.L.. Hammett Co. due to its
inability to obtain such products in a quantity sufficient to satisfy its needs and the needs of others to
whom it may provide such order fulfillment services. If we cannot supply our products to consumers at
acceptable prices, we may lose sales and market share as consumers make purchases elsewhere. Further,

an increase in supply costs could increase operating losses beyond current expectations.

If we do not successfully maintain and expand our website and the systems that process customers'

orders, we could lose customers and our revenues could be reduced.

Our success, in particular our ability to successfully receive and fulfill orders and provide high quality
customer service, largely depends on the efficient and uninterrupted operation of our computer and
communications systems and those systems of J.L.. Hammett Co. Our success also depends on our
ability to rapidly expand our website, transaction-processing systems and network infrastructure
without systems interruptions in order to accommodate significant increases in customer traffic and
demand. Many of our software systems are custom-developed, and we rely on our employees and third-
party contractors to develop and maintain these systems. If any of these employees or contractors

become unavailable to us, we may experience difficulty in improving and maintaining such systems.

Although we expect to periodically enhance and expand our website, transaction-processing systems
and network infrastructure, we may experience interruptions in our systems. We may be unable to
project the rate or timing of increases, if any, in the use of our website. This would make it difficult for
us to effectively upgrade and expand our transaction-processing systems and to integrate smoothly any
newly developed or purchased modules with our existing systems. Due to the seasonal nature of our
business, it is particularly important that we are able to expand our website, transaction-processing
systems and network infrastructure as necessary in preparation for the holiday season and that we
operate during that period without systems interruptions. Our failure to achieve or maintain high
capacity data transmission without system downtime, particularly during this period, would adversely
affect our business. In addition, we rely on a third party, Exodus Communications, to host our website

and are thus subject to its ability to provide service when and as we require.



We may fail to compete effectively in our market.

The e-commerce market is new, rapidly evolving and intensely competitive. We expect competition to
intensify in the future. Barriers to entry are minimal, and current and new competitors can launch new
websites at a relatively low cost. In addition, the markets for children's books, toys and games, and
software in general, including those for children's educational products, are very competitive and

highly fragmented, with no clear dominant leader and increasing public and commercial attention.
Our competitors can be divided into several groups, including:

. mass market retail chains, such as Kmart, Target and Wal-Mart . mass market book sellers, toy stores
and computer hardware and software stores, such as Barnes & Noble, Toys "R" Us and CompUSA..
traditional regional or local bookstores, toy stores and computer and software stores . traditional
specialty educational retailers, such as Learning Express, Learningsmith, Noodle Kidoodle and Zany
Brainy . online book sellers, toy sellers and computer software sellers, such as Amazon.com, €Toys, Kay
Bee Toys, toysmart.com and Beyond.com . educational catalog distributors, such as Scholastic Many of
our current and potential competitors have longer operating histories, larger customer or user bases,
greater brand recognition and significantly greater financial, marketing and other resources than we do.
Many of these current and potential competitors can devote substantially greater resources to
marketing and promotional campaigns and website and systems development than we can. Their
financial strength could prevent us from increasing market share. In addition, larger, more well-
established and more well-financed entities are acquiring, investing in and forming joint ventures with
online competitors and publishers or suppliers of children's educational books, toys and games, and

software as the use of the Internet increases.

Our competitors may be able to secure products from vendors on more favorable terms, fulfill customer
orders more efficiently and adopt more aggressive pricing or inventory availability policies than we can.
Traditional store-based retailers also enable customers to see and feel products in a manner that is not
possible over the Internet. Some of our competitors have significantly greater experience in selling

children's educational products.

Our online competitors are able to use the Internet as a marketing medium to reach significant
numbers of potential customers. Internet consumers can easily compare prices among online retailers,
which may increase pricing pressures. New Internet technologies and the expansion of existing
technologies, such as price comparison programs that select specific titles from a variety of websites
and may direct customers to other online educational books, games and software retailers, may increase

pricing pressures and competition.

Increased competition may result in reduced operating margins, loss of market share and diminished

brand awareness.

If we enter new business categories and pursue new product offerings and services that do not achieve

market acceptance, our brand and reputation could be damaged and we could incur financial losses.



We may choose to expand our operations by expanding the breadth and depth of products and services
offered or expanding our market presence through relationships with third parties. In addition, we may
pursue the acquisition of new or complementary businesses, products, services or technologies,
although we have no present understandings, commitments or agreements with respect to any material
acquisitions or investments. We may not be successful in our efforts to expand our operations, and
potential customers may not react favorably to these efforts. Furthermore, any new product or service
category that is launched by us but not favorably received by consumers could damage our brand or
reputation. An expansion of our business in this manner would also require significant additional
expenses, expose us to additional supplier/distributor inventory risk and would strain our

management, financial and operational resources.

Establishing the SmarterKids.com brand quickly and cost-effectively is essential for us to be successful.
If we do not establish the SmarterKids.com brand quickly, we may not capture sufficient market share

or increase revenues enough to achieve profitability.

We believe that establishing, maintaining and enhancing the SmarterKids.com brand is critical to
attracting customers. Promotion of the SmarterKids.com brand will depend largely on our success in
providing a high quality online experience supported by a high level of customer service, which cannot
be assured. In addition, to attract and retain online users and to promote and maintain the
SmarterKids.com brand, we have spent and intend to continue to spend significant amounts on an
aggressive brand-enhancement strategy, which includes advertising, promotional programs and public
relations activities. Revenues generated from these activities may not be sufficient to offset associated
costs.

We rely on our relationships with iVillage, Microsoft's Encarta, Lightspan, National Computer Systems,
and other online services, search engines and directories to drive traffic to our website. If these
relationships do not continue, it will be difficult for us to increase market share and achieve
profitability.

We rely on our relationships with iVillage, Microsoft's Encarta, Lightspan, NCS, and other online
services, search engines and directories to drive traffic to our websites. We cannot be sure that such
relationships will be available to us in the future on acceptable commercial terms, if at all. If we are
unable to maintain satisfactory relationships with these or other parties on acceptable commercial
terms, or if our competitors are better able to leverage such relationships, our business, operating
results and financial condition could be negatively affected. We may not achieve sufficient online traffic
or product purchasing volume to realize sufficient sales to maintain these relationships. Failure to
achieve sufficient traffic or generate sufficient revenues from purchases originating from third-party
websites would likely reduce our profit margins and may result in termination of these types of
relationships. Without these relationships, it is unlikely that we can sufficiently increase market share
and achieve profitability.

If we are unable to manage our growth and the related expansion in our operations effectively, our

business may be harmed.



Our ability to successfully offer products and services and implement our business model in a rapidly
evolving market requires an effective planning and management process. We continue to increase the
scope of our operations and have grown our headcount substantially. Excluding part-time employees,
we have grown from 15 employees at December 31, 1997, to 39 employees at June 30, 1999. We will
need to add additional personnel in the future. We may be unable to hire qualified employees as
needed. Our growth has placed, and our anticipated future operations will continue to place, a

significant strain on our management, information systems, network and other resources.

We may not be able to implement and integrate our new financial reporting systems. Failure to have

adequate, accurate and timely financial information would adversely affect our business.

We will soon implement new accounting and financial reporting software. In connection with this
implementation, we may encounter difficulties integrating the new software with our other information
systems. Additionally, we are in the process of upgrading certain other information systems and
internal controls, including those related to the ordering and tracking of inventory. If we grow rapidly,
we will face additional challenges in upgrading and maintaining such systems. If we fail to successfully
implement and integrate these new financial reporting and information systems or we are not able to
scale these systems with our growth, we may not have adequate, accurate and timely financial

information, which would adversely affect our business.

We depend upon United Parcel Service to deliver our products on a timely and consistent basis. A
deterioration in our relationship with United Parcel Service could decrease our ability to track
shipments, cause shipment delays, and increase our shipping costs and the number of damaged

products.

Our supply and distribution system is dependent upon our relationship with United Parcel Service. If
our relationship with United Parcel Service is terminated or impaired or if United Parcel Service is
unable to deliver product for us, whether through labor shortage, slow down or stoppage, deteriorating
financial or business condition or for any other reason, we would be required to use alternative carriers
for the shipment of products to our customers. We may be unable to engage an alternative carrier on a
timely basis or upon terms favorable to us. Potential adverse consequences of changing carriers

include:

. reduced visibility into order status and package tracking . delays in order processing and product
delivery . increased cost of delivery, resulting in reduced gross margins . reduced shipment quality
which may result in damaged products and customer dissatisfaction If we do not respond to rapid

technological changes, our services could become obsolete and we could lose customers.

To remain competitive, we must continue to enhance and improve the functionality and features of our
online store. The Internet and the online commerce industry are rapidly changing. If competitors
introduce new products and services embodying new technologies, or if new industry standards and
practices emerge, our existing website and proprietary technology and systems may become obsolete.

Our future success will depend on our ability to do the following:



.both license and internally develop leading technologies useful in our business . enhance our existing
services . develop new services and technologies that address the increasingly sophisticated and varied
needs of our prospective customers . respond to technological advances and emerging industry
standards and practices on a cost-effective and timely basis Ongoing development of our website and
other proprietary technology entails significant expense and technical risks. We may use new
technologies ineffectively or we may fail to adapt our website, transaction-processing systems and
network infrastructure to customer requirements or emerging industry standards. If we face material
delays in introducing new services, products and enhancements, our customers may forego the use of

our services and use those of our competitors.

Our facilities and systems are vulnerable to unexpected problems. The occurrence of a natural disaster

or other unexpected problem could damage our reputation and brand and reduce our revenues.

Substantially all of our computer and communications hardware systems are located at a third-party
facility owned and operated by Exodus Communications in Waltham, Massachusetts. Our systems and
operations, including our fulfillment operations, are vulnerable to damage or interruption from fire,
flood, power loss, telecommunications failure, break-ins, earthquake and similar events. We have no
formal disaster recovery plan, and our business interruption insurance may not adequately compensate
us for losses that may occur. The occurrence of a natural disaster or unanticipated problems at our
supplier/distributor's facilities or at Exodus facility could cause interruptions or delays in our business,
loss of data or render us unable to accept and fulfill customer orders. The occurrence of any or all of

these events could adversely affect our reputation, brand and business.
Intellectual property claims against us can be costly and result in the loss of significant rights.

We regard trademarks, copyrights, service marks, trade secrets, patents and similar intellectual
property as important to our success. We rely on trademark and copyright law, trade secret protection
and confidentiality and/or license agreements with our employees, customers, partners and others to

protect our proprietary rights.

Other parties may assert infringement or unfair competition claims against us. In the past, other parties
have sent us notice of claims of infringement of proprietary rights, including trademarks, copyrights
and patents related to our business, and we may receive other notices in the future. If we are forced to
defend against any such claims, whether they are with merit or are determined in our favor, then we
may face costly litigation, diversion of technical and management personnel, and product shipment
delays. If there is a successful claim of infringement against us and we are unable to develop non-
infringing technology or license the infringed or similar technology on a timely basis, or if we are
required to cease using one or more of our business or product names due to a successful trademark

infringement claim against us, it could adversely affect our business.

In addition, effective trademark, service mark, copyright, trade secret and patent protection may not be
available in every country in which we sell our products and services online. Therefore, the steps we

take to protect our proprietary rights may be inadequate and our business could be adversely affected.



The ownership and protection of the SmarterKids.com trademark is uncertain. If we lose the right to
use this name, our brand and reputation could be impaired, we could lose customers and we would

incur significant costs to change our name and promote a new name.

We conduct business on the Web using the trademark SmarterKids.com. We have filed applications to
register the marks SmarterKids and SmarterKids.com with the U.S. Patent and Trademark Office
(PTO). The PTO's initial responses to these applications identified conflicts with other marks. An
infringement action could be brought against us at any time by the holders of these registered marks or
of unregistered marks. There is a substantial risk that the owner of such marks would overcome any
defenses that we could raise. If the owner of such marks were to prevail in such an action, we could lose
the ability to use the SmarterKids and SmarterKids.com trademarks and could be subject to substantial
damages. Such outcomes could adversely affect our business. If we are required to change our company
or domain name, we could lose customers and brand equity which would have a material adverse effect
on our business and financial condition. Although we may attempt to acquire or license the rights to
potentially relevant third-party trademarks and domain names, there is no assurance that we will be

successful.

If we are unable to retain or acquire the necessary domain names, our brand and reputation could be

damaged and we could lose customers.

We currently hold the Web domain name SmarterKids.com as well as several other variations of this
domain name. The acquisition and maintenance of domain names generally is regulated by
governmental agencies and their designees. In the United States, the National Science Foundation has
appointed Network Solutions, Inc., and recently several others, as the current registrars for the ".com",
"net" and "org" generic top-level domains. The regulation of domain names in the United States and in
foreign countries is subject to change in the near future. As a result, we may be unable to acquire or
maintain relevant domain names in all countries in which we conduct business. Furthermore, the
relationship between regulations governing domain names and laws protecting trademarks and similar
proprietary rights is unclear. Therefore, we may be unable to prevent third parties from acquiring
domain names that are similar to, infringe upon or otherwise decrease the value of our trademarks and
other proprietary rights. In addition, other parties hold domain names that are similar to ours and any

confusion of our website with another party's could diminish our brand.
The success of our business depends on the continuing contribution of our key personnel.

Our future success is dependent on key members of our management team. The competition for
qualified personnel in the children's educational products market is extremely intense. The loss of

service of one or more of our senior management could have a material adverse effect on our business.

Our computer systems and those of our key suppliers and service providers may not be year 2000

compliant, which may disrupt our operations.

Many existing computer programs use only two digits to identify a year. These programs were designed
and developed without addressing the impact of the upcoming change in the century. If not corrected,

many computer software applications could fail or create erroneous results by, at or beyond the year



2000. We use software, computer technology and other services internally developed and provided by
third-party vendors that may fail due to the year 2000 phenomenon. For example, we are dependent on
the financial institutions involved in processing our customers' credit card payments for Internet
services and a third party that hosts our servers. We are also dependent on telecommunications

vendors to maintain our network and UPS and other carriers to deliver orders to customers.

We have reviewed the proprietary aspects of our internally developed software and we believe it to be
year 2000 compliant. We are currently assessing the year 2000 readiness of our third-party supplied
software, computer technology and other services as well as those of J.L.. Hammett Co., our product
and distribution services provider. Based upon the results of this assessment, we will develop and
implement, if necessary, a remediation plan with respect to third-party suppliers, third-party vendors
and computer technology and services that may fail to be year 2000 compliant. At this time, the
expenses associated with this assessment and potential remediation plan cannot be determined. The
failure of our software or computer systems or of our third-party suppliers to be year 2000 compliant

would have a material adverse effect on our business.

The year 2000 readiness of the general infrastructure necessary to support our operations is difficult to
assess. For instance, we depend on the integrity and stability of the Internet to provide our services. We
also depend on the year 2000 compliance of the computer systems and financial services used by
consumers. A significant disruption in the ability of consumers to reliably access the Internet or
portions of it or to use their credit cards would have an adverse effect on demand for our services and

would have a material adverse effect on our business.
We may be subject to product liability claims.

We face an inherent risk of exposure to product liability claims in the event that the use of the
products we sell results in injury. We may not have adequate resources in the event of a successful claim
against us. Our general liability insurance may not cover these claims or we may not be indemnified for
any or all of the liabilities that may be imposed. We cannot predict whether product liability claims will

be brought against us in the future or if the resulting adverse publicity would harm our business.

Risks Related to the Internet Industry We depend on the Internet and the development of the Internet

infrastructure.

Our success will depend in large part on continued growth in, and the use of, the Internet for
commerce. The e-commerce market is new and rapidly evolving, and the extent of consumer
acceptance is uncertain. The issues concerning the commercial use of the Internet that we expect to
affect the development of the market for our services include security, reliability, cost of access, ease of

access, ease of use, speed and quality of service.

In addition, companies that control access to Internet transactions through network access or Web
browsers could promote our competitors or charge us a substantial fee for inclusion in their product or

service offerings. Either of these developments could adversely affect our business.

Our business is subject to government regulation of the Internet and other legal uncertainties which

could negatively impact our operations.



Laws and regulations directly applicable to communications or commerce over the Internet are
becoming more prevalent. The United States Congress recently enacted Internet laws regarding
children's privacy, copyrights, taxation and the transmission of sexually explicit material. The
European Union recently enacted its own privacy regulations. The laws governing the use of the
Internet, however, remain largely unsettled, even in areas where there has been some legislative action.
It may take years to determine whether and how existing laws such as those governing intellectual
property, privacy, libel and taxation apply to the Internet. In addition, the growth and development of
the market for online commerce may prompt calls for more stringent consumer protection laws, both in
the United States and abroad, that may impose additional burdens on companies conducting business
online. The adoption or modification of laws or regulations relating to the Internet could adversely
affect our business. Because we receive a significant amount of orders as a result of e-mail advertising,
new regulations affecting the use of unsolicited e-mail advertising, or spamming, would impair our

marketing efforts.
We may be liable for the content we provide on our website or which is accessed from our website.

We believe that our future success will depend in part upon our ability to deliver original and
compelling descriptive content about the children's educational books, toys and games, and software
that we sell on the Internet. As a publisher of online content, we face potential liability for defamation,
negligence, copyright, patent or trademark infringement, or other claims based on the nature and
content of materials that we publish or distribute. In the past, plaintiffs have brought such claims and
sometimes successfully litigated them against online services. Although we carry general liability
insurance, our insurance may not cover claims of these types or may be inadequate to indemnify us for
all liability that may be imposed on us. If we face liability, particularly liability that is not covered by
our insurance or is in excess of our insurance coverage, then our reputation and our business may

suffer.

Our revenues and reputation would be adversely affected if our security measures fail or if we

experience significant credit card fraud.

Consumer concerns regarding the security of transactions conducted on the Internet and users' privacy
may inhibit the growth of use of the Internet and e-commerce. To securely transmit confidential
information, such as customer credit card numbers, we rely on encryption and authentication
technology that we license from third parties. We cannot predict whether we will experience
compromises of, or breaches in, the technologies we use to protect customer transaction data. Under
current credit card practices, merchants are liable for fraudulent credit card transactions where, as is
the case with the transactions we process, the merchant does not obtain a cardholder's signature. A

failure to adequately control fraudulent credit card transactions would harm our business.

Furthermore, our servers may be vulnerable to computer viruses, physical or electronic break-ins and
similar disruptions. We may need to expend significant additional capital and other resources to
protect against security breaches or alleviate problems caused by any such breaches. We cannot
guarantee that security breaches will not occur, and if our security measures fail our business could be

harmed. Any penetration of our network security or misappropriation of our users' personal or credit



card information could subject us to liability. We may be liable for claims based on unauthorized
purchases with credit card information, impersonation or other similar fraud claims. Claims could also
be based on other misuses of personal information, including the use of this information for

unauthorized marketing purposes. These claims could result in litigation.
Privacy concerns and legislation may limit the information we can gather.

When a visitor first arrives at our website, our software creates a profile for that visitor. If the visitor
registers or logs in, the visitor's identity is added to the profile, preserving any profile information that
was gathered up to that point. We track both explicit user profile data supplied by the user as well as
implicit profile attributes derived from the user's behavior on the website. We suggest that parents
provide us with an educational profile on their children. This is an important feature of our website.
Privacy concerns relating to children are particularly acute. Privacy concerns may cause visitors to
resist providing the personal data or avoid websites that track the Web behavioral information
necessary to support this profiling capability. More importantly, even the perception of security and
privacy concerns, whether or not valid, may indirectly inhibit market acceptance of our products. For
example, the European Union recently adopted a directive addressing data privacy that may limit the
collection and use of certain information regarding Internet users. This directive may limit our ability
to target advertising or collect and use information in certain European countries. In addition,
legislative or regulatory requirements may heighten these concerns if businesses must notify website
users that the data captured after visiting websites may be used to direct product promotion and
advertising to that user. Other countries and political entities, such as the European Union, have
adopted such legislation or regulatory requirements. The United States may adopt similar legislation or
regulatory requirements. If privacy legislation is enacted or consumer privacy concerns are not

adequately addressed, our business, financial condition and operating results could be harmed.

Websites typically place "cookies" on a user's hard drive without the user's knowledge or consent. We
use cookies for a variety of reasons, including the collection of data derived from the user's Internet
activity. Most currently available Web browsers allow users to remove cookies at any time or to prevent
cookies from being stored on their hard drives. In addition, some commentators, privacy advocates and
governmental bodies have suggested limiting or eliminating the use of cookies. Any reduction or
limitation in the use of cookies could limit the effectiveness of our sales and marketing efforts. The
FTC and several states have investigated the use by certain Internet companies of personal
information. We could incur significant additional expenses if new regulations regarding the use of
personal information are introduced or if our privacy practices were investigated.

Our revenues could decrease if we became subject to sales and other taxes.

We do not currently collect sales or other similar taxes for physical shipments of goods into states other
than Massachusetts. However, one or more local, state, federal or foreign jurisdictions may seek to
impose sales tax collection obligations on us. In addition, any new operation in states outside
Massachusetts could subject our shipments in such states to state sales taxes under current or future
laws. A number of legislative proposals have been made at the federal, state and local level, and by

foreign governments, that would impose additional taxes on the sale of goods and services over the



Internet and certain states have taken measures to tax Internet-related activities. Although Congress
recently placed a three-year moratorium on new state and local taxes on Internet access or on
discriminatory taxes on electronic commerce, existing state or local laws were expressly excepted from
this moratorium. Further, once this moratorium is lifted, some type of federal and/or state taxes may be
imposed upon Internet commerce. Such legislation or other attempts at regulating commerce over the
Internet may substantially impair the growth of commerce on the Internet and, as a result, adversely
affect our opportunity to derive financial benefit from such activities. If one or more states or any
foreign country successfully asserts that we should collect sales or other taxes on the sale of our

products, it could adversely affect our business and results of operations.

Risks Associated with this Offering The broad discretion we have in the use of proceeds of this offering
increases the risk that we may not use them effectively or that we may use them in ways with which you

or the market in general may not agree.

Presently, we intend to use the proceeds from this offering for general corporate purposes, including
advertising and other marketing expenses to promote and enhance our website, purchasing inventory,
expanding our fulfillment capabilities and upgrading our computer systems. We may also use a portion
of the proceeds to expand our business through strategic alliances and acquisitions. We have not yet
determined the amount of net proceeds to be used specifically for any of the foregoing purposes. As a
result, investors in this offering will be relying on management's judgment with only limited
information about its specific intentions regarding the use of proceeds. Additional information
regarding the ways in which we intend to spend the proceeds of this offering is included in this

prospectus under the heading "Use of Proceeds."

Our officers and directors will exercise significant control over us, which could delay or prevent

someone from acquiring or merging with us.

After this offering, our executive officers, directors and entities affiliated with them will control
approximately % of our common stock. As a result, these stockholders, acting together, would be able to
significantly influence all matters requiring approval by our stockholders, including the election of

directors and the approval of mergers or other business combination transactions.

No public market for our common stock currently exists, and our stock price may fluctuate after this
offering. As a result, investors in our common stock may not be able to resell their shares at or above

the initial public offering price.

There has not been a public market for our common stock. We cannot predict the extent to which
investor interest in our company will lead to the development of an active, liquid trading market.
Active trading markets generally result in lower price volatility and more efficient execution of buy and
sell orders for investors. The initial public offering price for the shares will be determined by
negotiations between us and the representatives of the underwriters and may not be indicative of
prices that will prevail in the trading market. The market price of our common stock may decline below
the initial public offering price. A more detailed discussion of the factors to be considered in
determining the initial public offering price is included in this prospectus under the heading

"Underwriting."



Market prices of emerging Internet companies have been highly volatile, and the market for our stock

may be highly volatile as well.

The stock market has experienced significant price and trading volume fluctuations, and the market
prices of technology companies, particularly Internet companies, have been highly volatile. A number
of recent initial public offerings by Internet companies have been accompanied by exceptional share
price and trading volume changes in the first days and weeks after the securities were released for
public trading. Investors may not be able to resell their shares at or above the initial public offering
price. In the past, following periods of volatility in the market price of a public company's securities,
securities class action litigation has often been instituted against that company. Such litigation could

result in substantial costs and a diversion of management's attention and resources.

New investors will suffer immediate and substantial dilution in the net tangible book value of their

shares.

We expect the initial public offering price to be substantially higher than the net tangible book value
per share of the common stock. Therefore, you will incur immediate dilution in net tangible book value
of § per share, assuming an initial public offering price of § per share. You may incur additional
dilution if holders of stock options exercise their options or if warrantholders exercise their warrants to

purchase common stock.

A substantial number of our securities may be sold in the market in the future. This could cause our

stock price to decline significantly, even if our business is doing well.

The market price of our common stock could decline as a result of sales by our existing stockholders of
a large number of shares of our common stock in the market after this offering (and after applicable
lockup periods in many cases) or the perception that such sales could occur. These sales also might
make it more difficult for us to sell equity securities in the future at a time and at a price that we deem

appropriate.

Anti-takeover provisions in our charter documents and Delaware law could prevent or delay a change

in control of our company.

Our Corporate Charter and By-laws may discourage, delay or prevent a merger or acquisition that a

stockholder may consider favorable by:

. authorizing the issuance of "blank check" preferred stock . providing for a classified board of directors
with staggered, three-year terms . limiting the persons who may call special meetings of stockholders .
prohibiting stockholder action by written consent . establishing advance notice requirements for
nominations for election to the board of directors or for proposing matters that can be acted on at
stockholder meetings Certain provisions of Delaware law may also discourage, delay or prevent

someone from acquiring or merging with us.



Forward-looking Statements

Some of the statements under "Prospectus Summary," "Risk Factors," "Use of Proceeds," "Management's
Discussion and Analysis of Financial Condition and Results of Operations," "Business" and elsewhere in
this prospectus constitute forward-looking statements. These statements involve known and unknown
risks, uncertainties, and other factors that may cause our or our industry's actual results, levels of
activity, performance, or achievements to be materially different from any future results, levels of
activity, performance, or achievements expressed or implied by such forward-looking statements. Such
factors include, among other things, those listed under "Risk Factors" and elsewhere in this prospectus.

nn

In some cases, you can identify forward-looking statements by terminology such as "may," "will,"

"should," "expect,” "plan,” "anticipate,” "believe," "estimate," "predict,” "potential” or "continue" or the
negative of such terms or other comparable terminology. These statements are only predictions. Actual
events or results may differ materially. In evaluating these statements, you should specifically consider
various factors, including the risks outlined under "Risk Factors." Although we believe that the
expectations reflected in the forward-looking statements are reasonable, we cannot guarantee future
results, levels of activity, performance or achievements. Moreover, neither we nor any other person
assumes responsibility for the accuracy and completeness of such statements. We are under no duty to
update any of the forward-looking statements after the date of this prospectus to conform such
statements to actual results.

Use of Proceeds

We will receive estimated net proceeds of $ from the sale in this
offering of shares of common stock at an assumed initial public offering
price of $ per share after deducting estimated underwriting discounts and
commissions of $ and estimated expenses of $ . If the underwriters' over-
allotment option is exercised in full, we will receive net proceeds of §$
We will not receive any proceeds from the sale of common stock by the selling
stockholders.

The primary purposes of this offering are to increase our capitalization and financial flexibility, create a
public market for our common stock and facilitate future access to public markets. We intend to use the
proceeds for working capital and other general corporate purposes, including advertising and other
marketing expenses to promote and enhance our website, purchasing inventory, expanding our

fulfillment capabilities and upgrading our computer systems.

Although we may use a portion of the net proceeds to acquire technology or businesses that are
complementary to our business, we currently have no commitments or agreements for such

acquisitions and are not involved in negotiations regarding any acquisitions.

Pending use of the net proceeds for the above purposes, we intend to invest the net proceeds in short-

term, interest-bearing, investment-grade securities.



Dividend Policy

We currently intend to retain all future earnings, if any, for funding our growth and, therefore, do not

expect to pay any dividends in the foreseeable future.

Capitalization

The following table sets forth our capitalization as of June 30, 1999 on an actual, pro forma and pro
forma as adjusted basis. The "actual" column reflects our capitalization as of June 30,1999 on a
historical basis, without any adjustments to reflect subsequent events or anticipated events. The "pro
forma" column reflects our actual capitalization as of June 30, 1999 with adjustments for the following:

. the filing prior to the closing of this offering of an Amended and Restated Certificate of Incorporation
authorizing 90,000,000 shares of common stock and 10,000,000 shares of undesignated preferred
stock.

. the automatic conversion of each share of series A and series B preferred stock into 1,000 shares of

common stock upon the closing of this offering.

The "pro forma as adjusted" column reflects our capitalization as of June 30, 1999 with the preceding

"pro forma" adjustments plus:

. the issuance of 4,284,091 shares of series C preferred stock in July 1999 for net proceeds of $25.3
million and the automatic conversion of all of the series C preferred stock into 4,284,091 shares of
common stock upon the closing of this offering.

the receipt of the estimated net proceeds of $ million from our sale

in this offering of shares of common stock at an assumed initial
public offering price of §$ per share.

None of the columns set forth below reflect:

. warrants to purchase 408,727 shares of our common stock, 218,727 of which expire upon the closing

of this offering.

. options to purchase 1,879,434 shares of common stock at an average exercise price of $0.41 per

share, and 1,733,332 shares of common stock reserved for future issuance under our stock plans.

The information shown in the table below is qualified by, and should be read in conjunction with, our

more detailed financial statements and the related notes appearing elsewhere in this prospectus.
As of June 30, 1999
Pro Pro Forma
Actual Forma As Adjusted

(in thousands, except share
data)

Redeemable preferred stock: Series C redeemable convertible preferred stock, $.01 par value; no shares
authorized, issued and outstanding, actual, pro forma and pro forma as adjusted..........ceceuveucuees $--$--%

-- Series B redeemable convertible preferred stock, $.01 par value; 3,518 shares authorized, issued and



outstanding, actual; no shares authorized, issued and outstanding, pro forma and pro forma as
adjusted.......... 7,036 -- -- Series A convertible preferred stock, $.01 par value; 687 shares authorized,
issued and outstanding; no shares authorized, issued and outstanding, pro forma and pro forma as
adjusted......cocvevevcnerererererenennnnnes 3,251 -- -- Total redeemable preferred stock............. 10,287 -- --
Stockholders' equity (deficit): Preferred stock, $.01 par value; no shares authorized, issued and
outstanding, actual; 10,000,000 shares authorized, no shares issued and outstanding, pro forma and
pro forma as adjusted.......ccceceeeeeueununnne -- -- -- Common stock, $.01 par value; 10,000,000 shares
authorized, 1,170,131 shares issued and outstanding, actual; 90,000,000 shares authorized, 5,374,631
shares issued and outstanding, pro forma; 90,000,000 shares authorized, shares issued and
outstanding, pro forma as adjusted........... 12 54 Additional paid-in capital........ccc........ 4,042 14,287
Deferred stock compensation.........c.c....... (2,256) (2,256) (2,256) Accumulated defiCit.....ceereereervevenene.
(15,568) (15,568) (15,568) Total stockholders' equity (deficit)......... (13,770) (3,483) Total
capitalization.......ceeeeereereenne $(3,483) $(3,483) §

Dilution

Our pro forma net tangible book value (deficit) as of June 30, 1999 was $(3.5) million, or $(0.65) per
share of common stock. Pro forma net tangible book value per share represents the amount of our total
tangible assets less total tangible liabilities, divided by 5,374,631 shares of common stock outstanding
after giving effect to the conversion of each outstanding share of series A and series B preferred stock
into 1,000 shares of common stock upon the closing of this offering. After giving effect to the sale of
the shares of common stock offered hereby at an assumed initial public offering price of § per share
and after deducting the estimated underwriting discounts and commissions and estimated offering
expenses, the pro forma net tangible book value as of June 30, 1999 would have been § , or
approximately $ per share. This represents an immediate increase in pro forma net tangible book value
of § per share to existing stockholders and an immediate dilution in net tangible book value of § per
share to new investors of common stock in this offering. Based upon the midpoint of the offering price
range, new investors will pay § per share and the net tangible book value per share is expected to be $
immediately after the offering. Further, investors in this offering will contribute approximately % of
our net tangible assets, but will own approximately % of our company. The following table illustrates

this dilution on a per share basis:

Assumed initial public offering price per share................ $ Pro forma net tangible book value (deficit)
per share before this offering, as of June 30, 1999...........cceuuucees $(0.65) Increase in pro forma net
tangible book value per share attributable to new investors in this offering.............. Pro forma net

tangible book value per share after offering..... Dilution in pro forma tangible book value per share to
NEW INVESTOIS.uuueererenerereresteeseressnsassssesessssene $ The following table summarizes, on a pro forma basis as
of June 30, 1999, the total number of shares of common stock purchased from us, the total
consideration paid and the average price per share paid by existing stockholders and by the new
investors purchasing shares of common stock in this offering, before deducting estimated underwriting

discounts and commissions and offering expenses payable by SmarterKids.com:



Shares Purchased Total Consideration --------========= ==mmccmmmmommono- Average Price Number Percent

Amount Percent Per Share

Existing stockholders... 5,374,631 % $11,300,000 % $2.10
New investors...........
Total..........oovunn. 100% $ 100% $

The foregoing discussion and tables above do not reflect the issuance of 4,284,091 shares of series C
preferred stock in July 1999 for gross consideration of $26.9 million and net proceeds to
SmarterKids.com of $25.3 million, and assume no conversion of the series C preferred stock into
4,284,091 shares of common stock upon the closing of this offering. The foregoing discussion and
tables above also assume no exercise of stock options or warrants outstanding as of June 30, 1999. As
of June 30, 1999, there were outstanding options to purchase 1,968,394 shares of common stock at a
weighted average exercise price of $0.19 per share and 579,606 shares were reserved for issuance
under our stock plan. As of June 30, 1999, there were also warrants to purchase 213,700 shares of
common stock at a weighted average exercise price of $1.32 per share outstanding or that we were
obligated to issue subject to certain conditions. The foregoing discussion also excludes an additional
1,733,332 shares reserved for issuance under stock plans amended or adopted in connection with this
offering. To the extent that any shares available for issuance upon exercise of outstanding options or
warrants or pursuant to our stock plans are issued, there will be further dilution to new public

investors.

Selected Financial Data

The following selected financial data should be read in conjunction with our "Management's Discussion
and Analysis of Financial Condition and Results of Operations" and financial statements and related
notes included elsewhere in this prospectus. The statement of operations data for the years ended
December 31, 1996, 1997 and 1998 and the balance sheet data at December 31, 1997 and 1998 are
derived from our audited financial statements appearing elsewhere in this prospectus. The statement
of operations data for the year ended December 31, 1995 and the balance sheet data at December 31,
1995 and 1996 are derived from our audited financial statements not included in this prospectus. The
statement of operations data for the year ended December 31, 1994 and the balance sheet data at
December 31, 1994 are derived from our unaudited financial statements not included in this
prospectus. The unaudited financial statements, in the opinion of management, reflect all adjustments
necessary for a fair presentation of that data. Interim results at June 30, 1999 and for the six-month
periods ended June 30, 1998 and 1999 are derived from our unaudited financial statements appearing
elsewhere in this prospectus which, in the opinion of management, reflect all adjustments necessary for
a fair presentation of that data. The pro forma as adjusted balance sheet data as of June 30, 1999
reflects the automatic conversion of each outstanding share of series A and series B preferred stock
into 1,000 shares of common stock upon the closing of this offering, the issuance of 4,284,091 shares
of series C preferred stock in July 1999 for net proceeds of $25.3 million and the automatic conversion

of each share of series C preferred stock into one share of common stock upon the closing of this



offering, and the receipt of the estimated net proceeds from our sale in this offering of shares of
common stock at an assumed initial public offering price of § per share. Historical results are not

indicative of the results to be expected in the future.

Year Ended Six Months Ended
December 31, June 30,
1994 1995 1996 1997 1998 1998 1999

(in thousands, except share and per share data)

Statement of Operations Data: Net revenues: Online retail.......... $--6--9$--6--$22¢%--$387
Proprietary CD-ROM..... 219 401 1,240 1,416 2,278 1,152 -- Total net revenues.. 219 401 1,240 1,416
2,300 1,152 387 Cost of revenues: Online retail.......... -- == -- -- 20 -- 279 Proprietary CD-ROM..... 28
319407 491 908 401 -- Total cost of revenues............ 28 319 407 491 928 401 279 Gross profit............
19182 833 925 1,372 751 108 Operating expenses: Marketing and sales.... 156 645 1,033 756 2,678
846 5,713 Development........... 269 631887721 1,378 529 763 General and administrative........ 243
277 611430490 213 399 Stock compensation..... -- -- 2 15 187 19 580 Total operating
€XPEenses............ 668 1,553 2,533 1,922 4,733 1,607 7,455 Loss from operations.... (477) (1,471)
(1,700) (997) (3,361) (856) (7,347) Interest and other income (expense), net.. -- 1 51 (17) 19 (15) 52 Net
10SS.ueervienenne (477) (1,470) (1,649) (1,014) (3,342) (871) (7,295) Accretion on redeemable preferred
stock........ -- -- - (67) (254) (62) -- Net loss attributable to common stockholders.... $ (477) $ (1,470) $
(1,649) $ (1,081) $ (3,596) $ (933) $ (7,295) Basic and diluted net loss per common share (1).............. $
(0.48) $(1.47) $ (1.65) $ (1.08) $ (3.52) $ (0.93) $ (6.64) Shares used to compute basic and diluted net
loss per common share (1).....ccccceeeunee. 1,000,000 1,000,000 1,000,404 1,001,432 1,022,349 1,005,071
1,097,932 Pro forma basic and diluted net loss per common share (1) ...... $ (0.64) $ (1.38) Shares used
to compute pro forma basic and diluted net loss per common share (1)....... 5,227,349 5,302,932

December 31, June 30, 1999
Pro Forma
1994 1995 1996 1997 1998 Actual As Adjusted
(in thousands)
Balance Sheet Data: Cash and cash equivalents........... $140$ 2,307 $433§2938$4273$687%
Working capital (deficit).............. 274 1,959 333 110 3,066 (3,605) Total assets............ 425 2,748 1,470
1,145 5,504 1,759 Total long-term debt, net of current portion................ ----104 41 -- -- Total
redeemable preferred stock........ --3,2513,251 4,011 10,287 10,287 Total stockholders' equity

(deficit)....... (341) (1,144) (2,791) (3,839) (7,162) (13,770) (1) For an explanation of the computation of

historical and pro forma net loss per share, see Note 2 in our financial statements.

Management's Discussion and Analysis of Financial Condition
and Results of Operations

The following discussion and analysis of our financial condition and results of operations should be
read in conjunction with our financial statements and related notes included elsewhere in this
prospectus. This discussion contains forward-looking statements based upon current expectations that

involve risks and uncertainties, such as our plans, objectives, expectations and intentions. Our actual



results and the timing of certain events could differ materially from those anticipated in these forward-
looking statements as a result of certain factors, including those set forth under "Risk Factors,"

"Business" and elsewhere in this prospectus. See "Forward-Looking Statements."
Overview

SmarterKids.com is a leading online retailer focused exclusively on children's educational books, toys

and games, and software.

From inception through March 1998, our activities consisted primarily of the conception,
development, publishing, marketing and sales of our proprietary educational and entertainment CD-
ROM software. In March 1998, we commenced development of the SmarterKids.com website. In
November 1998, we launched the SmarterKids.com website, transitioned our business model to online
sales of third-party educational products and discontinued the sale of our proprietary CD-ROM

products through traditional retail channels.

Due to the transition of our business model in late 1998, we believe that period-to-period comparisons
prior to 1999 are less meaningful than an analysis of quarterly results in 1999. While we have grown
rapidly since launching our website, total revenues decreased since the beginning of 1999 due to the
discontinuation of our proprietary CD-ROM business. Over the same period, marketing and sales
expenses increased significantly as a result of our promotional activities. As a result of the ongoing
start-up expenses associated with our new business model, we expect to incur significant operating
losses for the foreseeable future. We also expect that the rate at which we incur losses will increase
significantly from current levels as we continue to incur additional expenses to advertise and promote
our website, expand our product offerings and website content, enhance and upgrade our website and
other systems, expand our fulfillment capabilities, develop strategic and marketing relationships, and

hire additional personnel.

Prior to November 1998, revenues consisted solely of sales of our proprietary CD-ROM products and
were recognized upon shipment, net of return allowances. Cost of revenues consisted primarily of
production and shipping costs. Marketing and sales expenses consisted primarily of promotions and
advertising of our products through national computer software retailers. Development costs consisted

primarily of compensation for employees developing our proprietary CD-ROM software.

Revenues in 1999 consist of online sales of third-party educational products and charges to customers
for shipping. Revenues are recognized upon shipment and are net of allowances for product returns,
promotional discounts and coupons. Cost of revenues consists primarily of the cost of products sold to
customers and our shipping costs. Marketing and sales expenses consist primarily of the cost of
advertising and promotional activities, fulfillment fees to J.L. Hammett Co. and expenses for personnel
engaged in marketing, merchandising and customer service activities. We intend to continue to pursue
an aggressive branding and marketing campaign to attract new customers and, therefore, expect
marketing and sales expenses to increase significantly in future periods. In addition, we expect
marketing and sales expenses to increase significantly as we expand fulfillment and customer service
capabilities to accommodate anticipated increases in sales volume. Development expenses consist

primarily of payroll and related costs for personnel performing website design, development and



testing. We believe that continued investment in website development is critical to attaining our
strategic objectives and therefore anticipate website development expenses to increase significantly.
General and administrative expenses consist primarily of payroll and related costs for executive and
administrative personnel, professional service expenses and other general corporate expenses. We
expect general and administrative expenses to increase as we expand our staff and incur additional
costs related to the growth of our business infrastructure and costs associated with being a public
company. Interest and other income (expense), net consist primarily of interest expense related to

short-term lease obligations and interest earned on the short-term investment of cash.

With respect to our need to attract, retain and motivate qualified employees and business partners, we
provide our employees and business partners with equity-based compensation. Stock compensation
expenses represent non-cash charges related to stock options and warrants given to employees and
directors and non-employee business partners. For employee and director grants, the compensation
charge reflects the difference between the exercise price of the options and the estimated fair value of
the underlying common stock on the date of the grant. This compensation charge is deferred initially
and amortized to expense over the vesting period of the applicable options. For non-employee grants,
the compensation charge reflects the fair value of the options and warrants on the initial measurement
date (typically the date of grant for those exercisable immediately or with fixed vesting periods, or the
date when vesting becomes fixed for those with variable vesting periods), as well as subsequent
remeasurements of such fair value until the options and warrants vest. Accordingly, we cannot
currently estimate additional charges related to future remeasurement of unvested non-employee
options and warrants. As of June 30, 1999, $2.3 million of deferred stock compensation remained to

be amortized to expense in future periods for stock options and warrants granted through June 30,
1999.

The market for children's educational books, toys and games, and software is highly seasonal due to the
holiday season. In addition, Internet usage generally declines in the summer. Accordingly, we expect to
experience seasonal fluctuations in our revenues. In particular, we expect a disproportionate amount of

our revenues to be realized during the fourth quarter of each calendar year.

J.L. Hammett Co. is currently our sole supplier and distributor of products and provides distribution
services and inventory management. J.L.. Hammett Co. provides all logistical support for freight and
delivery from vendors, and currently owns and stocks all of our products, supports our purchasing and
forecast system and fulfills all our orders. J.L. Hammett Co. provides these services for a fixed
percentage markup on product cost. In order to have greater flexibility and scalability, more control
over inventory and closer relationships with our suppliers, we expect to establish direct relationships
with all vendors and purchase our own inventory beginning in late 1999. We anticipate that this
arrangement will increase our cash requirements and that a significant portion of our working capital

will be attributable to the purchase of inventory.

Results of Operations Comparison of Six Months Ended June 30, 1998 and June 30, 1999 Revenues.
Net revenues decreased from $1.2 million in the six months ended June 30, 1998 to $387,000 in the

six months ended June 30, 1999. This decrease is a result of the discontinuation of our business model



focused on the sales of our proprietary CD-ROM software and the transition of our business model to

online sales of third-party educational products.

Cost of revenues. Cost of revenues decreased from $401,000 in the six months ended June 30, 1998 to
$279,000 in the six months ended June 30, 1999. Our gross profit margin decreased from 65.2% of net
revenues in the six months ended June 30, 1998 to 27.9% of net revenues in the six months ended

June 30, 1999. These changes are attributable to the transition of our business model to online sales of

third-party educational products.

Marketing and sales. Marketing and sales expenses increased from $846,000 in the six months ended
June 30, 1998 to $5.7 million in the six months ended June 30, 1999. This increase was primarily
attributable to the initiation of our advertising campaigns and promotional activities, fees to our
fulfillment partner, J.L. Hammett Co., as well as to increased headcount and related expenses required

to implement our new Internet business model.

Development. Development expenses increased from $529,000 in the six months ended June 30, 1998
to $763,000 in the six months ended June 30, 1999. This increase was attributable primarily to
increased headcount and costs related to enhancing the features, content and functionality of our
website. We expect development expenses to increase as we continue to develop new promotional

programs on our website, as well as add new features and upgrade technology.

General and administrative. General and administrative expenses increased from $213,000 in the six
months ended June 30, 1998 to $399,000 in the six months ended June 30, 1999. This increase was
attributable primarily to increased headcount and increased professional services expenses. We expect
general and administrative expenses to increase as we expand our operations and infrastructure to

support future growth and transition to being a public company.

Stock compensation. We recorded deferred stock compensation of $1,185,000 and amortized
$364,000 of total deferred stock compensation as an expense in the six months ended June 30, 1999
related to stock options and warrants granted to employees. The remaining total deferred stock
compensation is being amortized over the vesting period of the individual options and warrants. We
recorded additional stock compensation of $216,000 as an expense in the six months ended June 30,

1999 related to warrants and options granted to non- employees.

Interest and other income (expense), net. Interest and other income (expense), net increased from
$15,000 in other net expense in the six months ended June 30, 1998 to $52,000 in other net income in
the sixth months ended June 30, 1999. This increase was primarily attributable to an increase in

interest income from invested capital.

Comparison of Years Ended December 31, 1996, 1997 and 1998 Revenues. Revenues increased from
$1.2 million in 1996 to $1.4 million in 1997 to $2.3 million in 1998. This increase was primarily
attributable to increased sales of CD-ROM products, which was a result of new product offerings and

expanded marketing and sales efforts through traditional retail channels.



Cost of revenues. Cost of revenues increased from $407,000 in 1996 to $491,000 in 1997 to $928,000
in 1998. This increase was primarily attributable to additional costs associated with increased sales of
CD-ROM products. Our gross margin decreased from 67.2% of net revenues in 1996 to 65.3% in 1997,
t0 59.7% in 1998.

Marketing and sales. Marketing and sales expenses decreased from $1.0 million in 1996 to $756,000
in 1997. This decrease was primarily attributable to a decrease in headcount and related expenses as
we repositioned our product line. Marketing and sales expenses increased from $756,000 in 1997 to
$2.7 million in 1998. This increase was primarily attributable to additional costs associated with
promotions and advertising for our repositioned proprietary CD-ROM products and the launch of our

website in November 1998.

Development. Development expenses decreased from $887,000 in 1996 to $721,000 in 1997. This
decrease was primarily attributable to a decrease in headcount and related expenses as we repositioned
our product line. Development expenses increased from $721,000 in 1997 to $1.4 million in 1998.
This increase was primarily attributable to additional costs associated with development of the

SmarterKids.com website.

General and administrative. General and administrative expenses decreased from $611,000 in 1996 to
$430,000 in 1997. This decrease was primarily attributable to a decrease in headcount and related
expenses as we repositioned our product line. General and administrative expenses increased from
$430,000 in 1997 to $490,000 in 1998. This increase was primarily attributable to increased

headcount and related expenses reflecting the momentum of our repositioned product line.

Stock compensation. With respect to stock options granted, we recorded deferred stock compensation
of $1.5 million and amortized $81,000 of stock compensation as an expense in 1998 and recorded
deferred stock compensation of $62,000 and amortized $4,000 of stock compensation as an expense
in 1997. We recorded additional stock compensation of $11,000 and $106,000 as an expense in each
of the years ended December 31, 1997 and 1998 related to options and warrants granted to non-

employees.

Interest and other income (expense), net. Interest and other income (expense), net decreased from
$51,000 in other net income in 1996 to $17,000 in other net expense in 1997. This decrease was
primarily attributable to expenses associated with our capital lease. Interest and other income
(expense), net increased from $17,000 in other net expense in 1997 to $19,000 in other net income in

1998. This increase was primarily attributable to an increase in interest income from invested capital.

Selected Quarterly Results of Operations The following table sets forth selected unaudited statement
of operations data for the six quarters in the period ended June 30, 1999, both in dollar amounts and
as a percentage of total net revenues. This data was derived from our unaudited financial statements
that, in our opinion, reflect all adjustments, consisting of only normal recurring adjustments, necessary
for a fair presentation of this quarterly information. This data should be read in conjunction with the
audited financial statements and related notes included elsewhere in this prospectus.

Quarter Ended
Mar. 31, June 30, Sept. 30, Dec. 31, Mar. 31, June 30,



1998 1998 1998 1998 1999 1999
(in thousands)

Net revenues:

Online retail.......... $ - $  -- $ - $ 22 $ 94  $ 293
Proprietary CD-ROM..... 519 633 663 463 -- --
Total net revenues... 519 633 663 485 94 293
Cost of revenues:
Online retail.......... -- -- -- 20 69 210
Proprietary CD-ROM..... 171 230 219 288 - --
Total cost of
TEVENUES. ..vvweennn. 171 230 219 308 69 210
Gross profit............ 348 403 444 177 25 83
Operating expenses:
Marketing and sales ... 377 469 565 1,267 2,023 3,690
Development............ 252 277 303 546 367 396
General and
administrative........ 99 114 117 160 155 244
Stock compensation..... 9 10 48 120 384 196
Total operating
EXPENSES. . vvveeennn. 737 870 1,033 2,093 2,929 4,526
Loss from operations.... (389) (467) (589) (1,916) (2,904) (4,443)
Interest and other
income (expense), net.. (5) (10) 4 30 24 28
Net 10SS..evueeunennnnn. $ (394) $ (477) $ (585)  $(1,886) $ (2,880) $ (4,415)

As a Percentage of Total Net Revenues

Net revenues:

Online retail.......... --% --% --% 4.5% 100.0% 100.0%
Proprietary CD-ROM..... 100.0 100.0 100.0 95.5 -- -
Total net revenues... 100.0 100.0 100.0 100.0 100.0 100.0
Cost of revenues:
Online retail.......... -- -- -- 4.1 73.4 71.7
Proprietary CD-ROM..... 32.9 36.3 33.0 59.4 -- -
Total cost of
TEVENUES. ..vvveernn. 32.9 36.3 33.0 63.5 73.4 71.7
Gross profit............ 67.1 63.7 67.0 36.5 26.6 28.3
Operating Expenses:
Marketing and sales ... 72.6 74.1 85.2 261.2 2,152.1 1,259.4
Development............ 48.6 43.8 45.7 112.6 390.4 135.1
General and
administrative........ 19.1 18.0 17.7 33.0 164.9 83.3
Stock compensation..... 1.7 1.6 7.2 24.8 408.5 66.9
Total operating
EXPENSES. v v vvvrnnnnn 142.0 137.5 155.8 431.6 3,115.9 1,544.7
Loss from operations.... (74.9) (73.8) (88.8) (395.1) (3,089.3) (1,516.4)
Interest and other
income (expense), net.. (1.0) (1.6) 0.6 6.2 25.5 9.6
Net 1oSS...cvvveveennn.. (75.9)% (75.4)% (88.2)% (389.9)% (3,063.8)% (1,506.8)%

Due to the fact that we transitioned to our online business model in November 1998, we believe that
period-to-period comparisons prior to 1999 are less meaningful than an analysis of quarterly results in
1999.

Revenues increased in the quarter ended June 30, 1999 over the quarter ended March 31, 1999 due

primarily to increased consumer awareness of our brand and increased number of customers.

Cost of revenues increased in the quarter ended June 30, 1999 over the quarter ended March 31, 1999
primarily due to increased revenues. Gross margins increased in the quarter ended June 30, 1999 over

the previous quarter due to a more favorable mix of product sales.



Marketing and sales expenses increased in the quarter ended June 30, 1999 over the quarter ended

March 31, 1999 primarily due to increases in promotional and advertising activities.

Development expenses increased in the quarter ended June 30, 1999 over the quarter ended March 31,

1999 primarily due to increased headcount and related expenses.

General and administrative expenses increased in the quarter ended June 30, 1999 over the quarter
ended March 31, 1999 primarily due to increased headcount and related expenses and professional

fees.

Liquidity and Capital Resources Since inception, the Company has incurred significant losses. The
Company has met its cash requirements primarily through the sale of capital stock and the use of
capital leases. The Company has received capital from investors in three private venture capital

financings totaling $37.0 million through July 1999.

Net cash used in operating activities was $3.6 million in the six months ended June 30, 1999 as
compared to $612,000 in the six months ended June 30, 1998. This increase in cash used in operating
activities was primarily attributable to increased expenses associated with launching and promoting
our new website and retail internet business. Net cash used in operating activities was $2.0 million in
the year ended December 31, 1998, as compared to $947,000 in the year ended December 31, 1997. In
each of these periods, our principal operating cash requirements were to fund our working capital
needs. In future periods, we expect that operating cash requirements will increase and that a significant
portion of our cash used in operating activities will be attributable to the purchase of inventory as we

anticipate owning our inventory by the end of 1999.

Net cash used in investing activities was $40,000 in the six months ended June 30, 1999 as compared
to $13,000 in the six months ended June 30, 1998. Net cash used in investing activities was $33,000 in
the year ended December 31, 1998, and cash flows from investing activities was $181,000 in the year
ended December 31, 1997. The cash generated from investing activities in 1997 reflected a release of a

restricted cash deposit related to a prior lease arrangement.

Net cash provided by financing activities was $83,000 in the six months ended June 30, 1999 as
compared to $1.2 million in the six months ended June 30, 1998. Net cash provided by financing
activities was $6.0 million in the year ended December 31, 1998, as compared to $626,000 in the year
ended December 31, 1997. Net cash provided by financing activities in the year ended December 31,
1998 consisted primarily of net proceeds of $6.1 million from the issuance of series B redeemable
preferred stock. In the year ended December 31, 1997, net cash provided by financing activities
consisted primarily of proceeds of $710,000 derived from the issuance of series B redeemable

preferred stock.

As of June 30, 1999, we had $687,000 of cash and cash equivalents. As of that date, our principal
commitments consisted of obligations outstanding under capital leases in the amount of $17,000 and
accounts payable of $3,641,000. Although we currently have no material commitments for capital

expenditures, we anticipate that our business model will require us to commit significant resources to



aggressively promote our brand, expand our product and service offerings and enhance our
infrastructure. Subsequent to the June 30, 1999 balance sheet date, we sold 4,284,091 shares of series
C preferred stock in July 1999, resulting in net proceeds to us of $25.3 million.

We currently anticipate that the net proceeds of this offering, together with current cash and cash
equivalents, will be sufficient to meet our anticipated needs for working capital and capital
expenditures through at least the next 12 months. We anticipate that we are likely to need additional
financing to execute our business model after such 12 months, or sooner if we need to respond to
business contingencies such as lower-than-anticipated revenues, funding additional advertising
expenditures, developing new or enhancing existing content, features or services, enhancing our
operating infrastructure, responding to competitive pressures, or acquiring complementary businesses
or technologies. If we raise additional funds through the issuance of equity or convertible debt
securities, the percentage ownership of our stockholders may be reduced, and these newly-issued
securities may have rights, preferences or privileges senior to those of existing stockholders, including
those acquiring shares in this offering. We cannot be certain that additional financing will be available

to us on favorable terms when required, or at all.

Recent Accounting Pronouncements In March 1998, the AICPA issued Statement of Position No. 98-1,
"Accounting for the Costs of Computer Software Developed or Obtained for Internal Use". SOP 98-1
provides guidance regarding when software developed or obtained for internal use should be
capitalized. SOP 98-1 is effective for fiscal years beginning after December 15, 1998. The adoption of
SOP 98-1 in the six months ended June 30, 1999 did not have a material impact on our financial

position or results of operations.

In April 1998, the AICPA issued Statement of Position No. 98-5, "Reporting on Costs of Start-up
Activities," which requires all costs associated with pre- opening, pre-operating and organization
activities to be expensed as incurred. The adoption of SOP 98-5 in the six months ended June 30, 1999

did not have a material impact on our financial position or results of operations.

In June 1998, the FASB issued Statement of Financial Accounting Standards No. 133, "Accounting for
Derivative Instruments and Hedging Activities". SFAS 133 establishes accounting and reporting
standards for derivative instruments, including certain derivative instruments embedded in other
contracts (collectively referred to as derivatives), and for hedging activities. SFAS 133, as amended by
SFAS 137, is effective for all fiscal quarters of all fiscal years beginning after June 15, 2000, with earlier
application encouraged. We do not currently nor do we intend in the foreseeable future to use
derivative instruments, and therefore, do not expect that adoption of SFAS 133 will have any impact

on our financial position or results of operations.

In December 1998, the AICPA issued Statement of Position No. 98-9, "Modification of SOP No 97-2,
Software Revenue Recognition, with Respect to Certain Transactions". SOP 98-9 amends SOP 97-2 to
require recognition of revenue using the "residual method" in circumstances outlined in SOP 98-9.
Under the residual method, revenue is recognized as follows: (1) the total fair value of undelivered
elements, as indicated by vendor specific objective evidence, is deferred and subsequently recognized

in accordance with the relevant sections of SOP 97-2 and (2) the difference between the total



arrangement fee and the amount deferred for the undelivered elements is recognized as revenue
related to the delivered elements. SOP 98-9 is effective for transactions entered into in fiscal years
beginning after March 15, 1999. Also, the provisions of SOP 97-2 that were deferred by SOP 98-4 will
continue to be deferred until the date SOP 98-9 becomes effective. We do not expect that the adoption

of SOP 98-9 will have a significant impact on our results of operations or financial position.
Year 2000 Compliance

Our failure or the failure of our key business partners, service vendors, suppliers, manufacturers or
customers to be year 2000 compliant could have material adverse consequences on our business and
results of operations. Such consequences could include difficulties in operating our website effectively,
taking product orders, shipping products, delivering products and conducting other essential and

fundamental business operations.
The year 2000 computer issue creates a significant risk for us in at least four areas:

. potential warranty or other claims arising from our software products or the software products of
others that we sell . systems we use to run our business . systems used by our suppliers, vendors, and
service partners . systems used by customers A failure in any of these areas to be year 2000 compliant

may seriously harm our operations.

Background of year 2000 issues. Many currently installed computer and communications systems and
software and hardware products are unable to distinguish 21st century dates from 20th century dates.
This inability could result in system failures or miscalculations causing business disruptions. As a
result, many software, computer, communications and other systems need to be upgraded or replaced

to become year 2000 compliant.

Our product testing. We have tested those few proprietary CD-ROM products that we continue to sell
online for year 2000 compliance. We derived our testing method from our review and analysis of the
year 2000 testing practices of other software vendors, relevant industry year 2000 compliance
standards and the specific functions and operating environments of our products. The tests were run
on all supported platforms for each current release of our products and included testing for date
calculations and internal storage of date information with test numbers starting in 1999 and going
beyond the year 2000. Based on these tests, we believe our current proprietary CD-ROM products to
be year 2000 compliant with respect to date calculations and internal storage of date information. We

have not done any year 2000 compliance testing on any of the third-party products that we sell online.

Our website testing. We have reviewed the year 2000 compliance of our externally and internally
developed proprietary software that shapes and controls a person's experience while they interact with
our website. This review included testing to determine how our systems will function at and beyond the
year 2000. Since inception, we have internally developed or reviewed the development of most of the
systems for the operation of our website. These systems include the software used to provide our
website's search, customer interaction, and transaction processing. Based upon our assessment to date,

we believe that our internally developed proprietary software is year 2000 compliant.



Our external vendors and third party supplied software. The systems and software of third parties on
which we rely may contain errors or faults with respect to the year 2000. For example, we depend on
J.L. Hammett Co. to process our orders, financial institutions to process credit card transactions,
telecommunications vendors to maintain our network, Exodus Communications to host our website,
shipping companies to deliver products to customers, affiliate networks to allow other websites to sell
through SmarterKids.com, and software, hardware and systems for use in our administrative,
communications, accounting, database, security, network, electronic mail, product development,
website operations, telephone and other systems. We have sought assurances from these third parties
that their software, computer technology and other services are year 2000 compliant. J.L. Hammett Co.

has stated that it believes that its systems and software used in our operations are year 2000 compliant.

The failure of software and computer systems from J.L.. Hammett Co. or our other third-party suppliers
to be year 2000 compliant could have a material adverse effect on us. Known or unknown errors or
defects that affect the operation of our software and systems and those of third parties could result in
delay or loss of revenue, interruption of services, cancellation of customer orders, diversion of
development resources, damage to our reputation, increased service and warranty costs and litigation

costs.

Our internal systems. We periodically review our internally developed management information and
other systems to identify any products, services or systems that may not be year 2000 compliant and to
take corrective action when required. To date, we have not identified any material year 2000 problems

with our internally developed computer systems.

Costs of addressing year 2000 compliance. Based on our preliminary evaluations, we do not believe we
will incur significant expenses or be required to invest heavily in computer system improvements to be
year 2000 compliant. However, significant uncertainty exists concerning the potential costs and effects
associated with year 2000 compliance. Any year 2000 compliance problem experienced by our
customers, our vendors, our business partners or us could reduce demand for our products, which could

have a material adverse effect on our business.

Customer claims. We may be subject to customer claims to the extent our software products or the
software products of others that we sell fail to operate properly as a result of the occurrence of the date
January 1, 2000. Liability may result to the extent our products are not able to store, display, calculate,
compute and otherwise process date-related data. We could also be subject to claims based on the
failure of our software products or the software products of others that we sell to work with software or

hardware from other vendors.

Contingency planning. Our contingency plan is focused on those activities and functions specifically
related to processing customer orders. It addresses only those types of failures for which contingency
operation is possible. For example, if all communications links between our website and J.L.. Hammett
Co. were to fail, but we were still able to accept customer orders at the website, customer order data

would be copied to physical media and transported by courier to our fulfillment location.



Our contingency plan does not address any types of failures for which contingency operations would
be impossible. For example, any significant disruption in the Internet would prevent customers from
placing orders via the Internet. The failure of our credit card processor would prevent customers from

making payments.

It is likely that some types of failures were unforeseen, overlooked, or otherwise omitted from our
analysis and were therefore omitted from our contingency plan. We believe the reasonably likely worst
case scenario would involve year 2000 issues preventing a significant number of users from accessing
our website and the loss of critical services to our business. A prolonged failure beyond our control or
that was unforeseen could prevent us from operating our business, prevent users from accessing our
website, or prevent visitors to our website from placing orders. We believe that some of the business

consequences, in the event of such failure, would include:
.lost revenues

.increased operating costs . loss of customers or visitors to our website . claims of mismanagement,
misrepresentation or breach of contract Any of these consequences would likely harm our business,

operating results and financial condition.

Business

Overview

SmarterKids.com is a leading online retailer focused on children's educational books, toys and games,
and software. We offer a unique assortment of fun and educationally relevant products, a trusted
brand, competitive prices and an easy-to-use online shopping environment. We provide extensive
educational content and help parents and gift givers find quality products and make informed purchase

decisions tailored to a child's individual developmental needs and learning goals.

SmarterKids.com integrates carefully selected products, helpful content and interactive tools with an
intuitive and easy-to-use interface to create a compelling and unique online shopping experience. Our
dedicated team of teachers carefully selects and then reviews only those products that meet our high
quality standards. Our rapidly growing collection of competitively priced educational products
includes over 1,800 books, toys and games, and software titles from over 300 suppliers. Because we are
focused on education, many of our products, particularly toys and games, are often not found on many

of the other popular e-commerce websites.

The MySmarterKids personalization area on our website allows parents to build an evolving and
confidential educational profile of their child that can include information about the child's age and
grade, learning styles, learning goals and performance on standardized tests. Our SmartPicks
technology uses this profile to make tailored product recommendations from among our distinctive

assortment of products.



We launched our website in November 1998. In a survey of the top 40 Web retailers, SmarterKids.com
was the 16th most visited shopping website in July, with almost one million visitors, as estimated by

PC Data, an independent Internet research firm.
Industry Background

Our business lies at the intersection of the consumer market for educational and developmental

products for children and the increasing acceptance of Internet-based commerce.

The Educational Products Market As a result of a number of societal trends, including constraints on
school budgets and the increasing use of standardized tests, many parents are taking a more active role
in their children's education. In their efforts to help their children learn, improve their children's
standardized test scores and make learning fun, parents are increasingly purchasing educational books,

toys and games, and software.

Parents are faced with the challenge of finding quality educational products and selecting the right
products for their children. With thousands of educational products to choose from and few reliable
sources of information, finding the appropriate products for a specific child's needs and goals can be
overwhelming and confusing. Parents seek a resource for comprehensive and trusted educational

content and product information to help them make informed purchase decisions.

Limitations of the Traditional Retail Channel The traditional retail channel, including mass-market
retailers, has numerous participants and is highly fragmented. In general, store-based retailers face a
number of challenges in providing a shopping experience that meets the needs of parents. These

include:

. narrow selection of products due to physical space limitations . high costs from the need to build and
operate multiple retail locations . lack of flexibility in product display and merchandising capabilities .
lack of convenience due to limited hours of operation and geographic location . lack of focus on
educational products and limited educational expertise Specialty educational and creative toy and
game retailers that are focused on education often lack an in-depth understanding of their products
and the expertise or time to analyze a child's specific needs. As a result, the traditional retail channel
fails to satisfy parents' needs for selection, convenience, personalized service, and advice and

information.

Growth of the Internet and Consumer E-Commerce Because of the inherent limitations of traditional
channels of distribution, the Internet is dramatically affecting the way consumers and businesses are
buying and selling products and services. International Data Corporation, IDC, estimates that there
were 142 million Internet users worldwide at the end of 1998 and anticipates that this number will
grow to over 500 million users by the end of 2003. IDC also estimates that the worldwide consumer e-
commerce market will grow from approximately $15 billion in 1998 to approximately $171 billion in

2003. The Internet is well-suited for consumer commerce for a number of reasons:

.increased convenience due to the ability to access the Internet at any time from almost any location .
virtually unlimited "shelf" space to allow merchants to offer a wide selection of products and services .

low facilities and staffing costs . merchandising flexibility due to the merchant's ability to quickly



update and customize product selection and presentation, editorial content and prices . enhanced
knowledge of customers' needs from the merchant's ability to gather, process and store large amounts

of customer information . the ability to provide a large amount of targeted information.

In addition, a growing number of consumers are using the Internet to not only make purchases but also
to obtain information and manage personal needs. Many Internet-based companies have emerged to
address these online opportunities. These companies are focusing on such areas as consumer goods,

travel, personal finance and healthcare.

Limitations of Online Retailers that Offer Educational Products Although online retailers have a
number of advantages, those that offer educational products as a component of their product mix have

been limited in a number of ways because they:

. are often not focused on education . do not offer in-depth evaluations of products . lack extensive
educational and editorial content . lack the ability to assess an individual child's needs to personalize
the online experience The limitations of traditional and online retailers create a significant opportunity
for an educational resource that combines educational expertise and assessment tools, a wide range of
quality educational products and the power of the Internet to help parents make informed purchase

decisions.

The SmarterKids.com Solution SmarterKids.com is a leading online retailer focused on children's
educational books, toys and games, and software. We combine our expertise in children's education
with our sophisticated and proprietary product analysis to help parents make better purchase
decisions. Key features of our solution include:

Broad Assortment of Carefully Reviewed and Selected Educational Products. Our rapidly growing
collection of competitively priced educational products includes over 1,800 books, toys and games, and
software titles from over 300 suppliers. SmarterKids.com has a dedicated team of teachers who
carefully select and then review only those products that meet our high quality standards and that are
fun, educationally relevant and effective in helping children learn. In our KidsLab, children test and
review many of our current and prospective products. Our comprehensive review process determines
product suitability based on the skills taught, effectiveness in addressing each skill, the appropriate
grade level(s), the teaching approach, learning style and the occasion for use, such as bedtime, travel or
group play. Each product is assigned a rating for "fun," "ease of use" and "reusability" and is then given
an overall "Reviewer's Opinion." Because we are focused on education, many of our products,

particularly toys and games, are not found on many of the other popular e-commerce websites.

Compelling Educational Content and Contextual Merchandising. We believe that SmarterKids.com is
an authority on educational products. Our staff of educational experts develops our content, including
educational articles, parenting advice and product reviews, and we also license educational content
from third parties. Our website integrates content with access to relevant products. The benefit we
provide parents comes, first, in our selection of the best educational products in the marketplace to
offer from our website and, second, by providing extensive online advice and information about
specific products to help parents and gift givers make appropriate selections. For example, the Smarter

Parents Resource Center suggests weekly and monthly educational activities parents can do with their



children and then suggests products to expand on these activities. Other supporting content includes
the Smarter Parents Resource Center which offers a Teacher Talk Glossary and helps parents prepare
their children for standardized tests. Ask the Teacher enables parents to submit questions to our staff
of teachers regarding their child's development and review archived answers to previous questions.

Smarter Websites connects parents to other relevant educational websites.

Convenient and Easy-to-Use Website. We integrate carefully selected products, helpful content and
interactive tools, with an intuitive and easy-to- use interface. We organize our website around age and
grade levels, which is the way parents typically think about the educational development of their
children. We offer full search and browsing capabilities that enable parents to find products easily.
Furthermore, we notify registered parents when we offer relevant new products or specials. We provide
customers the convenience and flexibility of shopping 24 hours a day, 7 days a week, with dedicated

customer service and reliable and timely product delivery.

Technology That Matches Products With a Child's Unique Educational Profile. Parents can use our
proprietary technology to find products that meet their child's unique educational needs. The
MySmarterKids personalization area allows parents to build an evolving and confidential educational
profile of their child that can include information about the child's age and grade, learning goals and

results from:

.our Learning Styles Survey that parents can fill out online . skills check-up assessment tests that
children can take online . CD-ROM based skills tests that parents can order from our website . scores
from state-sponsored standardized tests Our proprietary SmartPicks technology then uses this
developmental profile to make targeted product recommendations. SmartPicks "reshuffles" our entire
store so that we emphasize those products that our educational experts believe are appropriate for the
individual child's unique needs and individual goals. On subsequent visits, our website will recognize
registered members and display increasingly relevant products and services. We believe we are the first

and presently the only educational products and services website to offer this level of personalization.
Strategy

Our objective is to be the leading online provider of children's educational products, services and

resources for parents. To achieve this objective, our strategy is to:

Continue to Enhance our Customers' Experience to Build a Trusted Brand. We intend to make the
SmarterKids.com brand synonymous with being the trusted online provider of children's educational
products and services. We build customer loyalty and trust through the quality of the products we offer,
the depth of our educational content and the high level of our customer service. We intend to enhance
these experiences by offering more content, additional products and child assessment tools, additional
customer service features and technology enhancements. We also intend to offer subscription

programs, publications and incentives for our most loyal customers.

Aggressively Build Brand Awareness and Expand our Customer Base. We plan to increase our brand
awareness through a variety of marketing and promotional techniques to drive traffic to our website.

We advertise on leading parent- oriented websites and have developed a number of key strategic



marketing relationships with online media partners such as iVillage and Microsoft's Encarta, and
affiliate marketing relationships with LinkShare and Yahoo!'s GeoCities. We complement these web-
based efforts with carefully targeted print, radio, television and direct mail advertising, as well as other

consumer- oriented promotional campaigns.

Pursue Additional Revenue Opportunities. We intend to leverage our brand and customer base to

develop additional revenue opportunities. These include:

.increasing product selection in existing categories . adding new product categories and products for
additional age ranges . introducing private label products . introducing online learning and testing
services . acquiring or partnering with new or complementary businesses, products, services or
technologies Leverage the Power of Our Customer Database. Our customer database is comprised of
detailed customer information, buying patterns and educational profiles. Parents who use
MySmarterKids provide us with information about their children, including demographics, learning
goals, learning styles and standardized or online test scores. This growing database enables us to
accurately target product, service and promotional offerings to customers for whom they are most
relevant. We believe that our customer database will enable us to optimize our product selection and
website design, increase repeat purchases and maintain long-term, profitable relationships with our

customers while maintaining a strict level of privacy and confidentiality.

Maintain Scalable and Efficient Fulfillment Operations to Ensure Customer Satisfaction. We intend to
maintain an efficient and low-cost inventory and fulfillment infrastructure that can scale rapidly. Our
relationship with J.L.. Hammett Co. provides us with industry and supplier relationships, favorable
credit and pricing terms from suppliers and the ability to scale our warehouse operations. We intend to
provide for even greater flexibility and scalability, more control of our inventory and closer
relationships with our suppliers. To do so, we anticipate purchasing our own inventory and establishing
direct relationships with our vendors by the end of 1999 while continuing to maintain and enhance our
relationship with J.L.. Hammett Co. While we will own our own inventory on a going-forward basis by
the end of 1999, we anticipate that we will be able to maintain favorable purchase and credit terms

because of our continuing relationship with J.L.. Hammett Co.

Shopping at SmarterKids.com We have designed the SmarterKids.com website to make it easy and
convenient to use. Our website provides a wealth of useful information and is organized in the same
way that parents typically think about the educational development of their kids--by age and grade

level.

Website Design and Utility. The primary means by which our products and features are organized is by
SmarterKids.com's five age and grade ranges-- Toddler, Preschool through Kindergarten, Grades 1-3,
Grades 4-6 and Grades 7-9. Parents naturally think about their children in terms of their age and
grade, and by organizing our website in this manner SmarterKids.com is able to emphasize its unique

focus on the individual child.

Within each age and grade range, or "aisle," visitors can browse through links organized by parents' or
teachers' favorites, subject matter, brand, keyword or theme. Each aisle also has pictures and prices of

highlighted products with links to our teachers' reviews of these products.



From our home page, or within each aisle, customers may access a number of helpful areas within the

website, including:

. product categories such as Parents' Favorites, Teachers' Favorites, Best Sellers, Monthly Picks, Gift
Ideas, Cool and Unique or Twenty Costing $20 or Less . product groups, organized by well-known
brands or favorite characters . SmarterKids.com's Learning Styles Survey . subject links, to find
products which address a particular educational or developmental area . a keyword search box, where
customers can enter a product name, manufacturer name or descriptive words to find a product These
areas are constantly evaluated and refined to reflect the feedback we gather from our customers and

any seasonal, periodic or promotional opportunities we choose to pursue.

Products. SmarterKids.com offers three product types--books, toys and games, and software--ranging
in price from under $2.00 to $100.00. These products range from those based on popular brands and
licensed characters to hard-to- find specialty items. Each product listing has a picture of the product;
narrative review; indication of skills developed, educational approach utilized, and best application;
and ratings for ease of use, fun, reusability and depth of instruction. With one click, a user can see all
applicable brands, categories and special offers for each product type. For example, a parent might
select a vividly illustrated book that teaches letter recognition, software that uses an engaging
interactive story to develop creativity, or a puzzle that teaches motor skills and spatial-relationship

awareness.

MySmarterKids offers what we believe to be one of the most personalized shopping experiences in e-
commerce. Parents enter information related to their child's education and development to build a
personal profile, and SmarterKids.com uses the information to present an educationally appropriate
assortment of products. The more information that a parent enters, the more precise will be the
product recommendations made by SmartPicks, our proprietary personalization technology.

MySmarterKids incorporates a child's age and grade, learning goals and results from:

.our Learning Styles Survey that parents fill out online . a skills check-up assessment test that children
can take online . a CD-ROM-based skills test that parents can order from our website . scores from
state-sponsored standardized tests For example, when a parent wishes to focus a first grade child on
pre- reading skills, SmartPicks presents only those products appropriate to that age and skill goal.
Further individual customization can be achieved when a parent completes our Learning Styles Survey
to determine whether a child learns best through a linguistic, visual, musical, interpersonal,
intrapersonal, mathematical or physical style. If a child's learning style is visual, SmartPicks will
customize this child's shopping area by suggesting products that teach pre-reading skills to a first
grader through visual learning. SmartPicks retains a child's information for future reference by the
parent. When a parent returns to our website, new products will automatically be suggested that

achieve the learning goals and fit the learning style and age range of the child.

We protect all information entered into MySmarterKids and elsewhere and strictly adhere to

commonly accepted privacy standards established by TrustE and the Better Business Bureau.



Product Selection, Check-out and Payment functions are easy and intuitive. Because we maintain an
integrated inventory system and stock each item that we sell, we are able to show availability for each
product. Our credit card approval technology prevents customers from experiencing delays in check-
out. Customers receive e-mail confirmations of their orders, notification of shipment, and the ability to

track their shipment through UPS.

Website Content is designed and selected to achieve our mission of helping parents help their children
learn. SmarterKids.com's product reviews, which are prepared by our team of teachers, we believe are
thorough, objective and reliable. To promote trust, we encourage customers to access explanations of
our product review methodology. Our Parents Center suggests weekly learning activities that parents
can do with their children, helps parents prepare their children for standardized tests, and offers a
Teacher Talk Glossary to explain terms used by education professionals. Ask the Teacher enables
parents to submit questions regarding their child's development and review archived answers to
previous questions. Smarter Links connects parents to relevant and powerful information sources.

Parents who register for MySmarterKids receive twice-monthly e-mailed newsletters.

Strategic Relationships Our strategic relationships primarily increase our visibility, reinforce our

positioning and expand our customer base. Key strategic relationships include:

National Computer Systems is the largest processor of standardized tests for kindergarten through
grade 12 in the United States. NCS provides processing and scoring for over 30 million student
assessment tests, such as the Iowa Test of Basic Skills, in all 50 states and for the U.S. Department of
Education. In May 1999, NCS launched its WeHelpKids.com website, offering a variety of electronic
HelpTests and value-added services aimed at providing assessment and identification of a student's
academic strengths and weaknesses. WeHelpKids.com contains a direct link to our website, which
draws parents eager to support and encourage their children's learning. Using their results from
standardized tests, our SmartPicks system can provide personalized product recommendations.
WeHelpKids.com has commenced its pilot program in Michigan and plans to add tests and services for

students in other states.

The Lightspan Partnership, Inc. creates and sells curriculum-based educational CD-ROM software and
web programs. It recently launched a monthly subscription online service that offers customized
classroom resource pages for teachers, students and parents. Our relationship with Lightspan will

include a co-branded store, content sharing and joint marketing activities.

J.L. Hammett Co. is a leading national distributor of educational products to schools and also operates
over 70 retail stores. It has supplied educational products for 136 years. We leverage J.L.. Hammett Co.'s
experience in distribution and strong knowledge of educational products to better meet the needs of
our customers. In addition, J.L.. Hammett Co. promotes SmarterKids.com by including our literature in

the shipments that it delivers to schools and with retail transactions.

Marketing and Promotion We use an aggressive and multi-faceted advertising and promotional
strategy to build awareness and attract customers to our website. We use a personalized database
marketing approach to build our customer base and encourage repeat transactions. We emphasize

responsive and reliable customer service to earn our customers' loyalty.



Online Marketing efforts range from comprehensive partnerships with websites which are important
to our customer base, to banner advertising across the major banner networks. With our partnership
websites we are usually the preferred, if not exclusive, online retailer of children's educational books,
toys and games, and software. We place banners, buttons and text links on their websites in return for a
specified number of impressions, and we jointly develop content, promotions and e-mail marketing
programs. For example, we sponsor ABCNews.com's Homework Help section, and have a persistent

search box on the home page of Microsoft's Encarta encyclopedia website.

Affiliates are websites that feature links to SmarterKids.com in return for a commission on sales that

result from such referrals. Our over 10,000 affiliates range from vertically-oriented websites to online
malls to individuals' websites. These programs are managed by LinkShare and Yahoo!'s GeoCities. We
are currently the exclusive educational products reseller in Yahoo!'s GeoCities' Pages That Pay affiliate

program.

Offline Marketing is an increasingly important component of SmarterKids.com's customer acquisition
and branding efforts. We advertise in a variety of parenting-oriented and other magazines and through
direct mail and free-standing inserts. We also run radio and television advertisements and have

significant promotions with a number of traditional, family-oriented companies.

E-Mail is the primary vehicle by which we communicate with our customers and registered users. We
send them periodic newsletters and notify them of private, customer-only offers. Increasingly, we
personalize our information and offers to specific subsets of our customers, according to the products
they have purchased and the information they have provided in their children's MySmarterKids

profiles, further enhancing the value we add and our relationship with them.
Operations

J.L. Hammett Co., a leading national distributor of educational products to schools, provides our
inventory and distribution services. Because of J.L. Hammett Co.'s leadership position, our relationship
has provided us with access to industry and supplier relationships, favorable credit and price terms due
to its buying power and the ability to scale our warehouse operations as needed. J.L.. Hammett Co.
provides us with a well-trained staff and warehouse capacity to manage seasonal upturns and

unanticipated changes in demand.

We select our own inventory, take all orders and manage our customer service. J.L.. Hammett Co.
currently owns the inventory, picks, packs and ships all orders, and maintains the warehouse
management system. To provide for even greater flexibility and scalability, more control of our
inventory and closer relationships with our suppliers, we anticipate purchasing our own inventory and
establishing direct relationships with all vendors by the end of 1999 while we maintain and enhance

our relationship with J.L.. Hammett Co.
Customer Service
We seek to provide a customer experience that exceeds customer expectations. Our goals include:

. same day shipping



. responding to all e-mail inquiries within the same day . maintaining a return rate of less than 1% .
maintaining at least 99% of inventory items in stock at any time We maintain a toll-free telephone
customer service center staffed with customer service representatives trained to assist customers with
product selection, order processing, shipping and billing and any other questions or problems. We train
our representatives to be competent and courteous. We give representatives wide discretion to ensure
that customers are satisfied with their purchases and their purchasing experience.

Technology

We have implemented a broad array of scalable systems for website management, search, customer
service, electronic transaction management and data interchange, e-mail, order processing, payment
processing, office administrative services, and accounting. These systems use a combination of our own
and commercially-available technologies. We focus our internal development efforts on creating and
improving specialized software that is unique and able to enhance our business. We use a set of

applications for:

. evaluating and reviewing products for eligibility in our store . accepting and validating customer
orders . managing customer telephone and e-mail inquiries and requests for service . transmitting order
and related information among our website, headquarters, and fulfillment locations . profiling
customers' order histories and purchasing patterns . conducting and managing customer payment
transactions . interacting with our fulfillment company We develop or select systems that are based on
industry-standard architectures that have been designed to minimize downtime in case of outages or
catastrophic occurrences. They provide 24-hours-a-day, 7-days-a-week availability. Our transaction
processing methods and databases are designed without arbitrary capacity constraints and are scalable
to any volume of demand that we expect to encounter. We have implemented load balancing systems

and redundant servers to provide for fault tolerance.

Since September 1999, our systems infrastructure has been hosted at Exodus Communications in
Waltham, Massachusetts. Exodus provides redundant communication lines from multiple providers,
24-hour monitoring and engineering support, its own generators and multiple back-up systems.
Exodus also maintains private peering relationships. Private peering refers to a private network that
Exodus built with major tier-one Internet providers. Customers who connect through those service
providers will be routed faster through the private network and avoid the unpredictable performance

of the public Internet.
Competition

The markets for books, toys and games, and software, including those for children's educational
products, are very competitive and highly fragmented, with no clear dominant leader and increasing
public and commercial attention. In addition, the consumer e-commerce industry is new, rapidly

evolving and intensely competitive, and we expect competition to intensify in the future.

Our competitors can be divided into several groups including:



. mass market retail chains, such as Kmart, Target and Wal-Mart . mass market book sellers, toy stores
and computer hardware and software stores, such as Barnes & Noble, Toys "R" Us and CompUSA..
traditional regional or local bookstores, toy stores and computer and software stores . traditional and
online specialty educational retailers, such as Learning Express, Learningsmith, Noodle Kidoodle and
Zany Brainy . online book sellers, toy sellers and computer software sellers, such as Amazon.com, eToys,
Kay Bee Toys, toysmart.com and Beyond.com . educational catalog distributors, such as Scholastic We

believe that the principal competitive factors in our market are:

. brand recognition and trust . ability to attract and retain consumers . breadth of product selection .
product pricing . availability of educational and authoritative information . quality and responsiveness
of customer service We believe that we compete favorably on many of these factors. We expect our
brand recognition to increase as a result of current and future strategic relationships and marketing

and advertising campaigns. We will also continue to expand our product selection.

Many of our current and potential competitors have longer operating histories, larger customer or user
bases, greater brand recognition and significantly greater financial, marketing and other resources than
we do. Additionally, industry consolidation may increase competition. Online retailers are being
acquired by, receiving investments from, and entering into other commercial relationships with larger,
well-established and well-financed companies as use of the Internet and other electronic services
increases. Competitors have and may continue to adopt aggressive pricing or inventory availability
policies and devote substantially more resources to website and systems development than we do.

Increased competition may result in reduced operating margins, loss of market share and a diminished
brand.

Intellectual Property We regard the protection of our intellectual property as critical to our future
success and rely on a combination of copyright, trademark, service mark and trade secret laws, license
agreements and contractual restrictions to establish and protect our proprietary rights in our website
architecture and technology, products, content and services. We have a pending patent application
relating to the SmartPicks product selection algorithm we use on our website. We have entered into
confidentiality and invention assignment agreements with our employees and contractors in order to
limit disclosure of our proprietary information and to protect our ownership interest in our website
architecture and technology. We cannot assure you that these contractual arrangements or the other
steps taken by us to protect our intellectual property will prove sufficient to prevent misappropriation

of our technology or deter independent third-party development of similar technologies.

We conduct business on the Internet using the trademark SmarterKids.com. There are a number of
other trademarks and domain names similar to ours. An infringement action could be brought against
us at any time by the holders of these marks. There is a substantial risk that the owner of other marks
would overcome any defenses that we could raise. If the owner of such marks were to prevail in such an
action, we could lose the ability to use the SmarterKids and SmarterKids.com trademark and domain
name and could be subject to substantial damages. Such outcomes could adversely affect our business.

If we are required to change our company, trademarks or domain name, we could lose customers and



brand equity which would have a material adverse effect on our business and financial condition.
Although we may attempt to acquire or license the right to use potentially relevant third- party

trademarks and domain names, we may not be successful.
We are presently a party to one patent infringement lawsuit. See "Legal Proceedings."

We have licensed in the past, and expect that we may license in the future, certain of our intellectual
property rights, such as trademarks or copyrighted material, to third parties. While we attempt to
ensure that the quality of the SmarterKids.com brand is maintained by such licensees, we cannot assure
you that such licensees will not take actions that might materially adversely affect the value of our

intellectual property rights or reputation, which could harm our business.

Regulatory Environment In general, existing laws and regulations apply to transactions and other
activities on the Internet. However, the precise applicability of these laws and regulations to the
Internet is sometimes uncertain. The vast majority of these laws were adopted prior to the advent of
the Internet and, as a result, do not contemplate or address the unique issues of the Internet or
electronic commerce. Nevertheless, numerous federal and state government agencies have already
demonstrated significant activity in promoting consumer protection and enforcing other regulatory
and disclosure statutes on the Internet. Additionally, due to the increasing use of the Internet as a
medium for commerce and communication, it is likely that new laws and regulations may be enacted
with respect to the Internet and electronic commerce covering issues such as user privacy, freedom of
expression, advertising, pricing, content and quality of products and services, taxation, intellectual
property rights and information security. The adoption of such laws or regulations and the
applicability of existing laws and regulations to the Internet may adversely impact our ability to

conduct our business and the growth of Internet use, thereby negatively affecting our business.

We have adopted a privacy policy that sets forth our policies regarding our use of personal user
information and have posted this policy on our website. It is possible, however, that federal or state
legislation may be enacted governing user privacy, use of personal user information and privacy policy
requirements. In fact, several states have recently proposed legislation that would limit the uses of
personal user information gathered online and require the establishment of privacy policies. While we
have implemented programs designed to enhance the protection of the privacy of our users, including
children, we cannot assure you that such programs will conform with any regulations that may be
established. Future regulations may adversely affect the ability to utilize demographic and personal
information from users, which could have an adverse effect on our ability to provide targeted product

sales. Any such developments could have a material adverse effect on our business.

It is also possible that "cookies" may become subject to laws limiting or prohibiting their use. The term
"cookies" refers to information keyed to a specific server, file pathway or directory location that is
stored on a user's hard drive, possibly without the user's knowledge or consent, which is used to track
demographic information and to target advertising. Certain currently available Internet browsers allow
users to modify their browser settings to remove cookies at any time or prevent cookies from being
stored on their hard drives. In addition, a number of Internet commentators, advocates and

governmental bodies in the United States and other countries have urged the passage of laws limiting



or abolishing the use of cookies. Limitations on or elimination of the use of cookies could restrict the
effectiveness of our targeting of advertisements, which could have a material adverse effect on our

ability to generate advertising revenue.

We retain on our website personal information about our users that we obtain with their consent. We
have a stringent privacy policy covering this information. As a matter of corporate policy, we do not
supply customer lists to third parties. However, if third persons were able to penetrate our network
security and gain access to, or otherwise misappropriate, our users' personal information, we could be
subject to liability and our reputation would be harmed. Liability could include claims for misuses of
personal information, such as for unauthorized marketing purposes or unauthorized use of credit cards.
These claims could result in litigation, our involvement in which, regardless of the outcome, could

require us to expend significant financial resources.

The European Union has adopted a directive that imposes restrictions on the collection and use of
personal data. Under the European Union directive, European Union citizens are guaranteed certain
rights, including the right of access to their data, the right to know where the data originated, the right
to have inaccurate data rectified, the right to recourse in the event of unlawful processing and the right
to withhold permission to use their data for direct marketing. The European Union directive could,
among other things, affect U.S. companies that collect information over the Internet from individuals
in European Union member countries, and may impose restrictions that are more stringent than
current Internet privacy standards in the United States. This could adversely affect our ability to

expand our sales efforts to Europe.

Legislative proposals have been made by the federal government that would afford broader protection
to owners of databases of information, such as stock quotes and sports scores. Such protection already
exists in the European Union. If enacted, this legislation could result in an increase in the price of
services that provide data to websites. In addition, such legislation could create potential liability for

unauthorized use of such data.

A number of legislative proposals have been made at the federal, state and local level, and by foreign
governments, that would impose additional taxes on the sale of goods and services over the Internet
and certain states have taken measures to tax Internet-related activities. Although Congress recently
placed a three-year moratorium on new state and local taxes on Internet access or on discriminatory
taxes on electronic commerce, existing state or local laws were expressly excepted from this
moratorium. Further, once this moratorium is lifted, some type of federal or state taxes may be
imposed upon Internet commerce. The taxation of commerce over the Internet may substantially

impair the growth of commerce on the Internet and, as a result, adversely affect our business.

Because our services are accessible throughout the United States, a state may claim that we are required
to qualify to do business as a foreign corporation in that state. We are qualified to do business only in
Massachusetts and Delaware. Our failure to qualify as a foreign corporation in a state where we are

required to do so could subject us to taxes and penalties and could result in our inability to enforce



contracts in such states. Any such new legislation or regulation, or the application of laws or regulations
from jurisdictions whose laws do not currently apply to our business, could have a material adverse

effect on our business.
Employees

As of August 31, 1999, SmarterKids.com had 60 full-time employees, including 20 in marketing and
sales, 9 in customer service, 7 in editorial and education review, 14 in development and 10 in general
and administrative. From time to time, we also employ independent contractors to support these
operational areas. Our employees are not represented by a union, and we believe our employee

relations are good.
Facilities

SmarterKids.com is headquartered in Needham, Massachusetts, where we lease an office with
approximately 12,700 square feet of space under leases expiring in October 2001. We believe that
these facilities are adequate to meet our current requirements and that suitable additional or substitute

space will be available as needed.
Legal Proceedings

On July 15,1999, Leslie S. Minkus filed a patent infringement lawsuit against us and NCS in the
United States District Court for the Northern District of Illinois, alleging that our use of SmartPicks
infringes a patent held by Mr. Minkus (U.S. Patent No. 5,122,952). We are obligated to indemnify NCS
in that action. The patent at issue purports to disclose and claim a computer system for matching
appropriate educational products with a child's developmental profile comprising so-called "static and
dynamic data." Mr. Minkus is seeking temporary and permanent injunctions, as well as unspecified
damages. The hearing for the preliminary injunction motion is scheduled for November 1999. We
believe that the suit is without merit and that we have meritorious defenses based on non-infringement

and the invalidity of the Minkus patent.

Patent litigation, however, is subject to inherent uncertainties. In addition, cases like this generally
involve issues of law that are evolving, presenting further uncertainty. Our defense of this litigation,
regardless of the merits of the complaint, has been, and will likely continue to be, time- consuming and

a diversion for our personnel. A failure to prevail in this litigation could result in:

. our paying monetary damages . the issuance of a preliminary or permanent injunction requiring us to
stop using SmartPicks, which could occur at any time . our having to redesign SmartPicks, which could
be costly and time- consuming, assuming that a redesign is feasible . our having to reimburse Mr.
Minkus for some or all of his attorneys' fees . our having to obtain from Mr. Minkus a license to his
patent, which license might not be made available to us on reasonable terms, or at all Any of these
results would harm our business, financial condition and operating results. Furthermore, we expect to
continue to incur substantial costs in defending against this litigation and these costs could increase

significantly if our dispute goes to trial.



Management

Directors, Executive Officers and Key Employees The following table sets forth certain information

about our executive officers and directors, as well as certain members of our senior management.
Name Age Position

David Blohm............. 49 President and Chief Executive Officer Jeff Pucci.............. 39 Co-Founder and
Chairman Richard Viard........... 39 Co-Founder and Senior Vice President, Product Development Albert
Noyes............ 41 Senior Vice President, Marketing and Sales Robert Cahill........... 33 Vice President,
Finance Mark DeChambeau......... 38 Vice President, Operations Neal Goldman............ 38 Vice
President, Business Development Joseph Panepinto........ 35 Vice President, Editorial Richard
Secor........... 39 Vice President, MIS and Chief Information Officer John Zimmermann......... 40 Vice
President, Merchandising Susan Graham............ 29 Director, Education Pauline O'Keeffe........ 32
Director, Public Relations Richard Roseman......... 31 Director, Customer Acquisition and Retention Lisa
Tanzer Lewis....... 32 Director, Product Management Richard D'Amore......... 45 Director Michael
Fitzgerald...... 46 Director Brian Hickey............ 54 Director Michael Kolowich........ 47 Director David
Blohm has served as SmarterKids.com's President and Chief Executive Officer since January 1998 and
served as President and Chief Operating Officer from September 1995 to January 1998. Prior to
joining us, Mr. Blohm served as President of ThinkingWorks, Inc., an educational research company,
from June 1994 to September 1995. Mr. Blohm served as the President and Chief Executive Officer of
MathSoft, Inc., a company he co-founded, from August 1985 to May 1994.

Jeff Pucci, our co-founder, has served as SmarterKids.com's Chairman since August 1995, served as Co-
Chief Executive Officer from January 1998 to June 1998 and Chief Executive Officer from August
1995 to January 1998. Mr. Pucci was President and Chief Executive Officer of SmarterKids.com from
May 1994 to August 1995.

Richard Viard, our co-founder, has served as SmarterKids.com's Senior Vice President, Product
Development since April 1994. Mr. Viard served on our Board of Directors since our inception to
November 1998.

Albert Noyes has served as SmarterKids.com's Senior Vice President, Marketing and Sales since
September 1997. Prior to joining us, Mr. Noyes served as Vice President of Sales and Marketing of
net.Genesis, a developer and marketer of website usage and performance analysis products, from July
1996 to May 1997. From November 1995 to May 1996, Mr. Noyes served as Chief Executive Officer of
The Mesa Group, a developer and marketer of messaging and groupware software, which was
subsequently acquired by Microsoft. Mr. Noyes served as Venture Partner/Entrepreneur-in-Residence
for Highland Capital, a venture capital firm from October 1994 to October 1995.

Robert Cahill has served as SmarterKids.com's Vice President, Finance since June 1999 and served as
Controller from October 1997 to June 1999. Prior to joining us, Mr. Cahill served as Accounting
Manager for Gensym Corp., a developer and marketer of software products, from May 1995 to October
1997. Mr. Cahill served as a Senior Accountant for Ernst & Young LLP from January 1993 to May
1995.



Mark DeChambeau has served as SmarterKids.com's Vice President, Operations since November 1998.
Prior to joining us, Mr. DeChambeau was self-employed as an operations consultant from March 1997
to October 1998. Mr. DeChambeau served as Operations Manager for The Fulfillment Center, a full
service fulfillment and distribution center, from October 1993 through January 1997.

Neal Goldman has served as SmarterKids.com's Vice President, Business Development since April
1999. Prior to joining us, Mr. Goldman served as Vice President of Business Development for Dr.
Solomon's Software, an anti-virus software vendor, from November 1996 to October 1998. Mr.
Goldman served as product line manager for FTP Software, an Internet software company, from July
1995 to May 1996. He also served as Vice President of Marketing at Liant Software, a development
tools company, from August 1994 to May 1995. Mr. Goldman wrote The Complete Idiot's Pocket
Reference Guide to the Internet, published by Macmillan Publishing.

Joseph Panepinto has served as SmarterKids.com's Vice President, Editorial since April 1999. Prior to
joining us, Mr. Panepinto served as Editor of FamilyPC magazine from August 1997 to February 1999,

in a variety of senior positions for FamilyPC from June 1994 to August 1997 and as a consultant for
FamilyPC from March 1994 to May 1994.

Richard Secor has served as SmarterKids.com's Vice President, MIS and Chief Information Officer
since October 1998. Prior to joining us, Mr. Secor served as Chief Information Officer for W.A. Wilde
Company, a provider of direct mail advertising services, from February 1996 to October 1998. Mr.
Secor served as Director of Information Services for ResponseNet, a division of W.A. Wilde Company,
from September 1994 to February 1996.

John Zimmermann has served as SmarterKids.com's Vice President, Merchandising since June 1999.
Prior to joining us, Mr. Zimmermann served as Senior Vice President of Marketing and Merchandising
for The Big Party!, a chain of over 50 party supply super stores, from December 1997 to September
1998. Mr. Zimmermann served as Merchandise Manager for Bradlees, Inc. a regional discounter, from
June 1995 to December 1997. Mr. Zimmermann also served as Merchandise Manager of Contempo

Casuals, a national specialty store, from June 1994 to June 1995.

Susan Graham has served as SmarterKids.com's Director, Education since June 1998 and served as
Educational Product Manager from July 1998 to February 1999. Ms. Graham served as a kindergarten
teacher at the American School in London from Fall 1995 to Spring 1997 and in the Washington D.C.
Public School District from Fall 1992 to Spring 1994.

Pauline O'Keeffe has served as SmarterKids.com's Director, Public Relations since July 1999. Prior to
joining us, Ms. O'Keeffe served in a variety of capacities, including as Vice President of Public Relations

for The Weber Group, a public relations firm, from January 1991 to July 1999.

Richard Roseman has served as SmarterKids.com's Director, Customer Acquisition and Retention since
February 1999. Prior to joining us, Mr. Roseman served as Director of Marketing for Geerlings & Wade,
Inc., a marketer of domestic and imported wine and accessories through the mail and online, from June
1998 to January 1999. Mr. Roseman served as Marketing Manager for SC Publishing, Inc., a division of

Specialty Catalog Corporation, which markets educational courses, books and accessories for



professionals through catalogs and online, from June 1995 to May 1998. Mr. Roseman served as

Director of Special Projects for ServiSource, a jewelry manufacturer owned by M. Fabrikant & Sons,
from February 1994 to May 1995.

Lisa Tanzer Lewis has served as SmarterKids.com's Director, Product Management since July 1999.
Prior to joining us, Ms. Lewis served as the Director of Business Development for Staples Inc., an office
supply retailer, from June 1998 through June 1999. Ms. Lewis held several marketing and product
development positions, including Director of U.S. Marketing and Director of Global Marketing in the
Preschool Division, at Hasbro, Inc., a manufacturer of toys and games, from October 1994 to June
1998.

Richard D'Amore has been a director of SmarterKids.com since November 1998. He has served as a
general partner at North Bridge Venture Management Company since March 1994. Previously, Mr.
D'Amore served as a general partner for Hambro International Equity Investors from July 1982 to
March 1994.

Michael Fitzgerald has been a director of SmarterKids.com since November 1998. He is a founder of
and has been a general partner of Commonwealth Capital Ventures since April 1995. Mr. Fitzgerald
served as a general partner at Palmer Partners, the manager of three early stage venture capital funds,
from June 1981 to December 1994.

Brian Hickey has been a director of SmarterKids.com since July 1999. Mr. Hickey has served as the
Chairman of Harlequin Enterprises Limited, a book publishing and printing company, since December
1997 and its Chief Executive Officer since December 1988. Mr. Hickey also served as President of
Harlequin from December 1988 to December 1997.

Michael Kolowich has been a director of SmarterKids.com since January 1999. Mr. Kolowich has
served as the Vice Chairman and as a Director of NewsEdge Corporation, a provider of news and
information services, since February 1998. From September 1996 to February 1998, Mr. Kolowich
served as the Chairman, President and Chief Executive Officer of Individual, Inc., which merged with
NewsEdge in February 1998. Mr. Kolowich served as the President of AT&T New Media Services, a
division of AT&T that he founded, from November 1994 to July 1996. Mr. Kolowich also served as
President of Ziff-Davis Interactive, a division of Ziff-Davis Interactive Publishing Company that he
founded, from April 1988 to November 1999.

Election of Officers and Directors Our Board of Directors consists of six members. Currently, each
director is elected pursuant to a voting agreement among SmarterKids.com and certain stockholders.
This agreement will automatically terminate upon the closing of this offering; provided, however, that
for so long as Brighter Vision Holdings, Inc. owns at least 500,000 shares of our common stock, we

have agreed to nominate a representative of its choice to our Board of Directors.

Our executive officers are elected by the Board of Directors and serve until their successors are duly
elected and qualified. There are no family relationships among any of our executive officers or

directors.



Upon the closing of this offering, our Board of Directors will be divided into three classes, with the
members of each class of directors serving for staggered three-year terms. Messrs. Hickey and
Kolowich will serve in the class of directors whose term expires in 2000; Messrs. Fitzgerald and Pucci
will serve in the class of the directors whose term expires in 2001; and Messrs. Blohm and D'Amore
will serve in the class of directors whose term expires in 2002. At each annual meeting of stockholders,
a class of directors will be elected for a three-year term to succeed the directors of the same class whose

term is then expiring.

Committees of the Board of Directors The Compensation Committee consists of Messrs. D'Amore and
Kolowich. The Compensation Committee reviews and evaluates the compensation and benefits of all
of our executive officers, reviews general policy matters relating to compensation and benefits of our
employees and makes recommendations concerning these matters to the Board of Directors. The

Compensation Committee also administers our stock option and stock purchase plans.

The Audit Committee consists of Messrs. Hickey and Fitzgerald. The Audit Committee reviews, with
our independent auditors, the scope and timing of the auditors' services, the auditors' report on our
financial statements following completion of their annual audit, and our internal accounting and
financial control policies and procedures. In addition, the Audit Committee will make annual

recommendations to the Board of Directors regarding the appointment of independent auditors.

Director Compensation Neither employee nor non-employee directors receive cash compensation for
services performed in their capacity as directors. We reimburse directors for reasonable out-of-pocket
expenses incurred in attending meetings of the Board of Directors and any of its committees on which
they serve. Directors are also eligible to participate in our 1995 Stock Plan and 1999 Non-Employee
Director Stock Option Plan. Under our 1995 Stock Plan, non-employee directors are eligible to receive
stock option grants at the discretion of the Board. In November 1998, each of Messrs. D'Amore and
Fitzgerald was granted an option to purchase 30,000 shares of common stock at an exercise price of
$0.20. In January 1999, Mr. Kolowich was granted an option to purchase 50,000 shares of common
stock at an exercise price of $0.20 per share and an option to purchase 50,000 shares of common stock
at an exercise price of $2.00 per share. In July 1999, Mr. Hickey was granted an option to purchase

30,000 shares of common stock at an exercise price of $6.27.

Compensation Committee Interlocks and Insider Participation The current members of our
Compensation Committee are Messrs. D'Amore and Fitzgerald. No executive officer has served as a
director or member of the Compensation Committee, or other committee serving an equivalent
function, of any other entity whose executive officers served as a member of the Compensation
Committee of our Board of Directors. For a description of transactions between us and certain entities

affiliated with Messrs. D'Amore and Fitzgerald, see "Certain Transactions" below.

Executive Compensation The following summary compensation table sets forth certain information
concerning the compensation of our Chief Executive Officer and our four other most highly paid
executive officers for the fiscal year ended December 31, 1998. Mr. Secor joined us in October 1998

with an annual salary of $121,000. All other compensation paid to the executive officers named below



for the fiscal year ended December 31, 1998 is comprised of insurance premiums paid by us for life
insurance policies of each executive officer. The five officers listed in the chart below are sometimes

referred to as the named executive officers.

Summary Compensation Table

Annual Long-Term
Compensation Compensation

Securities All

Underlying Other
Name and Principal Positions Salary ($) Bonus ($) Options (#) Compensation
David Blohm........cccueuuee.. $120,751 $ -- 180,000 $696 President and Chief Executive Officer Jeff
PucCiu.cceeeeeeeenne. 118,643 -- 180,000 696 Co-Founder and Chairman of the Board Richard
Viard......ccoeeuneen. 91,892 -- 180,000 696 Co-Founder and Senior Vice President, Development Albert
Noyes.....ccoeuereunee. 105,794 15,073 100,000 696 Senior Vice President, Marketing and Sales Richard
STTelo) SRS 25,142 -- 50,000 116 Vice President, MIS and Chief Information Officer Option

Grants in Last Fiscal Year The following table provides certain information regarding stock options
granted to the named executive officers during the fiscal year ended December 31, 1998. We granted to
our employees options to purchase 822,500 shares of common stock during the 1998 fiscal year. All
options were granted with an exercise price at least equal to the fair market value of the common stock
on the date of the grant, as determined by the Board of Directors. Options may terminate before their
expiration date if the optionee is no longer an employee or consultant of the company. Please note that
for the purposes of calculating the potential realizable value, we have calculated the gains or "option
spreads” that would exist for the options assuming an annual compound stock appreciation of 5% and
10% from the date the option was granted over the full option term. These assumed annual compound

rates are mandated by the SEC and do not represent our estimate or projection of future stock prices.

Option Grants in Last Fiscal Year Potential Realizable Value at Assumed Annual Rates of Stock Price
Appreciation for Individual Grants Option Term ($) Number of Securities Percent of Total Underlying
Options Options Granted to Exercise Granted Employees in Price Per Expiration Name (#) Fiscal Year
(%) Share ($) Date 5% 10%

David Blohm............. 180,000 21.88% $.20 11/6/08 $ 22,640 $ 57,375
Jeff Pucci.............. 180,000 21.88 .22 11/6/03 10,941 24,176
Richard Viard........... 180,000 21.88 .22 11/6/03 10,941 24,176
Albert Noyes............ 100,000 12.15 .20 11/6/08 12,578 31,875
Richard Secor........... 50,000 6.08 .20 10/19/08 6,289 15,937

Year-End Option Table The following table sets forth information regarding exercisable and
unexercisable stock options held as of December 31, 1998 by each of the named executive officers. The
value realized upon exercise of stock options is calculated by determining the difference between the
exercise price per share and the fair market value on the date of exercise. There was no public trading
market for our common stock as of December 31, 1998. Accordingly, the value of unexercised in-the-
money options has been calculated by determining the difference between the exercise price per share

and an assumed initial public offering price of § .

Aggregated Option Exercises in Last Fiscal Year and Fiscal Year-End Option Values



Number of Securities

Shares Underlying Unexercised Value of Unexercised In-
Acquired on Options at Fiscal Year End the-Money Options at
Fiscal
Exercise Value (#) Year End ($)
Name (#) Realized($) (Exercisable/Unexercisable)

(Exercisable/Unexercisable)

David Blohm............. -- -- 200,0000 / 314,000
Jeff Pucci.............. -- -- -- 180,000
Richard Viard........... -- - - 180,000
Albert Noyes............ 28,000 - 17,000 / 235,000
Richard Secor........... - -— - 50,000

Employment Contracts, Termination of Employment Agreements and Change in Control
Arrangements Messrs. Pucci and Viard have employment agreements with us each dated November 6,
1998. If we terminate the employment of Mr. Pucci or Mr. Viard for any reason during the term of his
respective employment agreement, Mr. Pucci or Mr. Viard, as the case may be, will continue to receive
his salary for the remaining term of the agreement, regardless of whether he obtains other
employment, and his stock options granted in connection with the commencement of his employment
will continue to vest for the remaining term of the agreement. Pursuant to these employment
agreements, each of Messrs. Pucci and Viard was granted options to purchase 180,000 shares of our
common stock on November 6, 1998 with an exercise price of $.22 per share. The shares vest over four
years with 45,000 shares vesting on November 6, 1999 and 11,250 shares vesting in equal installments
at the end of each calendar quarter beginning December 31, 1999. These employment agreements

expire on November 6, 2000.

Certain nonqualified and incentive stock option agreements with each of David Blohm, Michael
Kolowich, Albert Noyes, Jeff Pucci, Richard Viard and other senior management provide for the
acceleration of certain unvested options upon the consummation of this offering. See "Principal

Stockholders."

Employee Benefit Plans 1995 Stock Plan The 1995 Stock Plan, as amended, was adopted by the Board
of Directors and approved by our stockholders on September 5, 1995. The aggregate number of shares
of common stock which may be issued under the 1995 Stock Plan is 2,548,000. Under the 1995 Stock
Plan, we are authorized to grant incentive stock options and non-qualified stock options, as well as
awards of common stock and opportunities to make direct purchases of common stock to our
employees, consultants, directors and officers. The 1995 Stock Plan is administered by the Board of
Directors and the Compensation Committee. The 1995 Stock Plan provides that the Board of
Directors and the Compensation Committee each has the authority to select the participants and
determine the terms of the stock options, awards and purchase rights granted under the 1995 Stock
Plan.

An incentive stock option is not transferable by the recipient except by will or by the laws of descent
and distribution. Non-qualified stock options and other awards are transferable only to the extent
provided in the agreement relating to such option or award or in response to a valid domestic relations

order. Generally, no incentive stock options may be exercised more than three months following



termination of employment, and no stock option may be exercised following termination of
employment for cause. However, in the event that termination is due to death or disability, the stock

option is exercisable for a maximum of 180 days after such termination.

In September 1999, the Board of Directors voted to terminate the 1995 Stock Plan effective on the
consummation of this offering. As of June 30, 1999, we had outstanding under the 1995 Stock Plan

stock options exercisable for 1,933,394 shares of common stock.

1999 Stock Option and Incentive Plan The 1999 Stock Option and Incentive Plan was adopted by the
Board of Directors and approved by our stockholders in September 1999. The 1999 Stock Option and
Incentive Plan is to be effective on the consummation of this offering and provides for the grant of
stock-based awards to our employees, officers and directors, and consultants or advisors, including
incentive stock options and non-qualified stock options and other equity-based awards. Incentive stock
options may be granted only to our employees. A total of 1,333,333 shares of common stock may be
issued upon the exercise of options or other awards granted under the 1999 Stock Option and
Incentive Plan. The maximum number of shares that may be granted to any employee under the 1999
Stock Option and Incentive Plan shall not exceed 333,333 shares of common stock during any

calendar year.

The 1999 Stock Option and Incentive Plan is administered by the Board of Directors and the
Compensation Committee. The 1999 Stock Option and Incentive Plan provides that the Board of
Directors and the Compensation Committee each has the authority to select the persons to whom
awards are granted and determine the terms of each award, including the number of shares of common
stock to be granted. Payment of the exercise price of an award may be made in cash, shares of common
stock, a combination of cash or stock or by any other method approved by the Board or Compensation
Committee, consistent with Section 422 of the Internal Revenue Code and Rule 16b-3 under the
Exchange Act. Unless otherwise permitted by us, awards are not assignable or transferable except by

will or the laws of descent and distribution.

Each of the Board of Directors or Compensation Committee may, in its sole discretion, amend, modify
or terminate any award granted or made under the 1999 Stock Option and Incentive Plan, so long as
such amendment, modification or termination would not materially and adversely affect the
participant. Each of the Board or Compensation Committee may also, in its sole discretion, accelerate
or extend the date or dates on which all or any particular option or options granted under the 1999
Stock Option and Incentive Plan may be exercised. No options or shares have been granted to date

under the 1999 Stock Option and Incentive Plan.

1999 Non-Employee Director Stock Option Plan The 1999 Non-Employee Director Stock Option Plan
was adopted by the Board of Directors and approved by our stockholders in September 1999. The
1999 Non- Employee Director Stock Option Plan will take effect upon completion of this offering. The
1999 Non-Employee Director Stock Option Plan provides for the grant of options to purchase a
maximum of 133,333 shares of Common Stock of the Company to non-employee directors of the

Company.



The 1999 Non-Employee Director Stock Option Plan will be administered by a committee appointed
by the Board of Directors. In the event the Board of Directors does not appoint such a committee, then
the Board shall have all power and authority to administer the 1999 Non-Employee Director Stock
Option Plan.

Under the 1999 Non-Employee Director Stock Option Plan, each director who is not also an employee
or officer of the Company and who is not a director at the time of this offering shall be automatically
granted on the date such person is first elected to the Board of Directors an option to purchase 30,000
shares of common stock. Each time a non-employee director is re-elected to the Board, including
current directors, such non-employee director will automatically receive an option to purchase 1,333
shares of common stock. Provided that the director continues to serve as a member of the Board of
Directors, one-third of the shares included in each grant will become exercisable on each of the first,
second and third anniversaries of the date of grant. All options granted under the 1999 Non-Employee
Director Stock Option Plan will have an exercise price equal to the fair market value of the common
stock on the date of grant. The term of each option will be for a period of ten years from the date of
grant. Options may not be assigned or transferred except by will or by the laws of descent and
distribution and are exercisable to the extent vested only while the optionee is serving as a director or
within 90 days after the optionee ceases to serve as a director (except that if a director dies or becomes
disabled while he or she is serving as a director, the option is exercisable until the scheduled expiration
date of the option). No options have been granted to date under the 1999 Non-Employee Director
Stock Option Plan.

1999 Employee Stock Purchase Plan The 1999 Employee Stock Purchase Plan was adopted by the
Board of Directors and approved by our stockholders in September 1999. The 1999 Employee Stock
Purchase Plan will take effect upon completion of this offering. The 1999 Employee Stock Purchase
Plan provides for the issuance of a maximum of 266,666 shares of common stock. The 1999 Employee
Stock Purchase Plan is administered by the Board of Directors and the Compensation Committee. All
employees whose customary employment is for more than 20 hours per week and for more than three
months in any calendar year and who have completed more than 90 days of employment on or before
the first day of any six-month payment period are eligible to participate in the 1999 Employee Stock
Purchase Plan. Outside directors and employees who would own 5% or more of the total combined
voting power of value of our stock immediately after the grant may not participate in the 1999

Employee Stock Purchase Plan.

To participate in the 1999 Employee Stock Purchase Plan, an employee must authorize us to deduct an
amount not less than one percent nor more than 10 percent of a participant's total cash compensation
from his or her pay during six-month payment periods. The payment periods will commence on
January 1 and July 1, and end on June 30 and December 31, respectively, of each year. In no case shall
an employee be entitled to purchase more than 666 shares in any one payment period. The exercise
price for the option granted in each payment period is 85% of the lesser of the average market price of

the common stock on the first or last business day of the payment period, in either event rounded up to



the nearest cent. If an employee is not a participant on the last day of the payment period, such
employee is not entitled to exercise his or her option, and the amount of his or her accumulated payroll

deductions will be refunded.

Options granted under the 1999 Employee Stock Purchase Plan may not be transferred or assigned. An
employee's rights under the 1999 Employee Stock Purchase Plan terminate upon his or her voluntary
withdrawal from the plan at any time or upon termination of employment. No options or shares have

been granted to date under the 1999 Employee Stock Purchase Plan.
401(k) Plan

We maintain a 401(k) Retirement Savings Plan, which is intended to qualify under Section 401(a) of
the Internal Revenue Code. All employees who are at least 21 years of age and who have completed six
months of service are eligible to participate in the 401(k) Plan. Under the 401(k) Plan, participants
generally may elect to defer up to 15% of their compensation. In addition, at the discretion of the
Board of Directors, we may make matching contributions to the 401(k) Plan for all eligible employees.

We have not made any matching contributions to the 401(k) Plan to date.

Limitation of Liability and Indemnification of Officers and Directors Our Amended and Restated
Certificate of Incorporation and Amended and Restated By-Laws provide that our directors and
officers shall be indemnified by us to the fullest extent permitted by Delaware law, as it now exists or
may in the future be amended, against all expenses and liabilities reasonably incurred in connection
with their service for us or on our behalf. In addition, our Amended and Restated Certificate of
Incorporation provides that our directors will not be personally liable for monetary damages to us for
breaches of their fiduciary duty as directors, unless they violated their duty of loyalty to us or our
stockholders, acted in bad faith, knowingly or intentionally violated the law, authorized illegal
dividends or redemptions or derived an improper personal benefit from their action as directors. We
intend to obtain insurance which insures our directors and officers against certain losses and which

insures us against our obligations to indemnify our directors and officers.

Principal Stockholders

The following table sets forth certain information known to us regarding beneficial ownership of our

common stock as of July 31, 1999 by:

. each of the named executive officers . each of our directors . each person known by us to be the
beneficial owner of more than 5% of our common stock . all executive officers and directors as a group
Unless otherwise noted below, the address of each person listed in the table is c/o SmarterKids.com,
Inc., 200 Highland Avenue, Needham, Massachusetts 02494, and each person has sole voting and
investment power over the shares shown as beneficially owned except to the extent authority is shared

by spouses under applicable law and except as set forth in the footnotes to the table.



We have determined beneficial ownership in accordance with the rules of the SEC. We have assumed
the conversion into common stock of all outstanding shares of preferred stock. Shares of common
stock subject to options that are either currently exercisable or exercisable within 60 days after July 31,
1999 and shares of common stock subject to options that are exercisable upon the closing of this
offering are treated as outstanding and beneficially owned by the option holder for the purpose of
computing the percentage ownership of the option holder. However, these shares are not treated as
outstanding for the purpose of computing the percentage ownership of any other person. The
percentages contained in the "After the Offering" column assume that the underwriters do not exercise
their over-allotment option to purchase up to an aggregate of additional shares from us and from
certain of the selling stockholders listed in the table below.
Percentage of Common
Shares of Stock Outstanding

Common Stock —-=-------=----—-oo—-
Beneficially Before the After the

Name and Address of Beneficial Owner Owned(#)  Offering(%) Offering(%)

David Blohm(1)...cccueevuveveueennee. 379,000 3.7% Jeff Pucci(2)...cccevevveereervereenens 379,000 3.8 Richard
Viard(3).eeeereeeeneenne 378,000 3.8 Albert Noyes(4)......cccevuvererencnes 209,000 2.1 Richard

KTTele) SN -- -- Richard D'Amore(5)....ccccccueuenen.e. 1,978,545 20.2 Michael
Fitzgerald(6)........c.eu..... 1,239,272 12.6 Michael Kolowich(7)......cccoveuveneee. 100,000 1.0 Brian
Hickey(8)...cocouvererivrvrunenes -- -- 225 Duncan Mill Road Don Mills, Ontario, Canada M3B 3K9 North Bridge
Venture Partners III, L.P.(5)...cccoeeeereneerereenenne 1,978,545 20.2 950 Winter Street, Suite 4600 Waltham,
MA 02451 Commonwealth Capital Ventures II, L.P.(6)......ccccoveveueurururencnce. 1,239,272 12.6 20 William
Street Wellesley, MA 02181 Brighter Vision Holdings, Inc.......... 1,116,605 11.4 c/o Torstar
Corporation One Yonge Street Toronto, Canada M5E IP9 Intel Corporation.........c.ceceeueeee. 797,575 8.1

2200 Mission College Blvd., Mailstop RN6-46 Santa Clara, CA 95952 Van Wagoner Capital
Management......... 638,060 6.5 245 California Street, Suite 2450 San Francisco, CA 94104 WMUR TV,
| 55T 0°) SO 634,000 6.5 100 Commercial Street Manchester, NH 02105 All executive officers
and directors as a group (14 persons)(10).............. 4,700,317 44.7 * Less than 1% (1) Consists of
267,000 shares issuable upon the exercise of options exercisable within 60 days of July 31, 1999 and
112,000 shares which will become exercisable upon the closing of this offering. (2) Includes 45,000
shares which will become exercisable upon the closing of this offering. (3) Includes 45,000 shares which
will become exercisable upon the closing of this offering. (4) Includes 36,000 shares issuable upon the
exercise of options exercisable within 60 days of July 31, 1999 and 115,000 shares which will become
exercisable upon the closing of this offering. (5) Consists of 1,978,545 shares held by North Bridge
Venture Partners III, L.P. Mr. D'Amore is a general partner of the general partner of North Bridge
Venture Partners III, L.P. and may be deemed to share voting and investment power with respect to all
shares held by North Bridge Venture Partners III, L.P. Mr. D'Amore disclaims beneficial ownership of
such shares, except to the extent of his pecuniary interest therein, if any. (6) Consists of 1,228,000
shares held by Commonwealth Capital Ventures II, L.P. and 11,272 shares held by CCV II Associates
Fund, L.P. Mr. Fitzgerald is a general partner of the general partner of Commonwealth Capital
Ventures II, L.P. and the general partner of CCV II Associates Fund, L.P. and may be deemed to share

voting and investment power with respect to all shares held by Commonwealth Capital Ventures II, L.P.



and CCV II Associates Fund, L.P. Mr. Fitzgerald disclaims beneficial ownership of such shares, except to
the extent of his pecuniary interest therein, if any. (7) Includes 50,000 shares which will become
exercisable upon the closing of the offering. (8) Excludes 1,116,605 shares held by Brighter Vision
Holdings, Inc. Mr. Hickey is the chairman and chief executive officer of Harlequin Enterprises Limited.
Harlequin Enterprises Limited and Brighter Vision Holdings, Inc. are both wholly-owned subsidiaries
of Torstar Corporation. Mr. Hickey disclaims beneficial ownership of such shares. (9) Excludes 386,000
shares held by Frank Imes, the President and controlling shareholder of WMUR TV, Inc. Mr. Imes may
be deemed to share voting and investment power with respect to all shares held by WMUR TV, Inc. Mr.
Imes disclaims beneficial ownership of such shares held by WMUR TV, Inc., except to the extent of his
pecuniary interest therein, if any. (10) Includes an aggregate of 310,500 shares issuable upon the
exercise of options exercisable within 60 days of July 31, 1999 and an aggregate of 397,000 shares

which will become exercisable upon the closing of this offering.

Shares Eligible for Future Sale

Prior to this offering, there has been no public market for our common stock. Future sales of
substantial amounts of common stock in the public market could lower prevailing market prices. As
described below, no shares currently outstanding will be available for sale immediately after this
offering because of contractual restrictions on resale. Sales of substantial amounts of our common
stock in the public market after the restrictions lapse could harm the prevailing market price and

impair our ability to raise equity capital in the future.

Upon completion of the offering, we will have outstanding shares of common stock assuming the
exercise of warrants to purchase 218,727 shares of common stock which terminate upon the closing of
the offering. Of these shares, the shares sold in the offering, plus any shares issued upon exercise of the
underwriters' over-allotment option, will be freely tradable without restriction under the Securities Act,
unless purchased by our "affiliates” as that term is defined in Rule 144 under the Securities Act. In

general, affiliates include officers, directors or 10% stockholders.

The remaining 10,051,509 shares outstanding are "restricted securities" within the meaning of SEC
Rule 144. Restricted securities may be sold in the public market only if registered or if they qualify for
an exemption from registration under Rules 144 or 701 promulgated under the Securities Act, which
are summarized below. Sales of the restricted securities in the public market, or the availability of such

shares for sale, could adversely affect the market price of the common stock.

We anticipate that our directors, officers and significant securityholders will enter into lock-up
agreements in connection with this offering generally providing that they will not offer, sell, contract to
sell or grant any option to purchase or otherwise dispose of our common stock or any securities
exercisable for or convertible into our common stock owned by them for a period of 180 days after the
date of this prospectus without the prior written consent of Hambrecht & Quist LLC. Taking into
account the lock-up agreements, and assuming Hambrecht & Quist LLC does not release stockholders
from these agreements, the number of shares that will be available for sale in the public market under
the provisions of Rule 144 and 701 will be as follows:



. Beginning on the date of this prospectus, only the shares sold in this offering will be immediately

available for sale in the public market.

. Beginning 180 days after the date of this prospectus, approximately 7,125,762 shares will be eligible

for sale, including 1,299,344 shares subject to outstanding vested options and warrants.

. At various times thereafter upon the expiration of applicable holding periods, 5,724,247 shares will

become eligible for sale, including 1,423,156 shares subject to outstanding options and warrants.

In general, under Rule 144, after the expiration of the lock-up agreements, a person who has
beneficially owned restricted securities for at least one year would be entitled to sell within any three-

month period a number of shares that does not exceed the greater of:

. one percent of the number of shares of common stock then outstanding which will equal
approximately shares immediately after the offering; or . the average weekly trading volume of the

common stock during the four calendar weeks preceding the sale.

Sales under Rule 144 are also subject to requirements with respect to manner of sale, notice and the
availability of current public information about us. Under Rule 144(k), a person who is not deemed to
have been our affiliate at any time during the three months preceding a sale and who has beneficially
owned the shares proposed to be sold for at least two years, is entitled to sell such shares without

complying with the manner of sale, public information, volume limitation or notice provisions of Rule
144.

Rule 701 permits our employees, officers, directors or consultants who purchased shares pursuant to a
written compensatory plan or contract to resell such shares in reliance upon Rule 144 but without
compliance with specific restrictions. Rule 701 provides that affiliates may sell their Rule 701 shares
under Rule 144 without complying with the holding period requirement and that non-affiliates may
sell such shares in reliance on Rule 144 without complying with the holding period, public information,

volume limitation or notice provisions of Rule 144.

Certain Transactions

Between May 1997 and November 1998, we issued and sold an aggregate of 3,518 shares of our series
B preferred stock to certain private investors for an aggregate purchase price of $7,036,000 or $2,000
per share. Each share of series B preferred stock will convert into 1,000 shares of common stock upon
the closing of this offering. On November 9, 1998, North Bridge Venture Partners III, L.P. purchased
1,500 shares of series B preferred stock for an aggregate purchase price of $3,000,000, and
Commonwealth Capital Ventures II, L.P. purchased 1,000 shares of series B preferred stock for an
aggregate purchase price of $2,000,000. Richard A. D'Amore, a member of the Board of Directors, is
general partner of the general partner of North Bridge Venture Partners III, L.P. Michael T. Fitzgerald, a
member of the Board of Directors, is general partner of the general partner of Commonwealth Capital
Ventures II, L..P.



In July 1999, we issued and sold an aggregate of 4,284,091 shares of our series C preferred stock to
certain private investors for an aggregate purchase price of $26,856,966.53 or $6.27 per share. Each
share of series C preferred stock will convert into one share of common stock upon the closing of this
offering. North Bridge Venture Partners III, L.P. purchased 478,545 shares of series C preferred stock
for an aggregate purchase price of $2,999,999, Commonwealth Capital Ventures II, L.P. and one of its
affiliates, of which Mr. Fitzgerald is a general partner, purchased an aggregate of 239,272 shares of
series C preferred stock for an aggregate purchase price of $1,499,996.

Description of Securities

Effective upon the closing of this offering and the filing of our Amended and Restated Certificate of
Incorporation, our authorized capital stock will consist of 90,000,000 shares of common stock, par
value $.01 per share, and 10,000,000 shares of preferred stock, par value $.01 per share. The following
summary description of our capital stock is not intended to be complete and is qualified by reference to
the provisions of applicable law and to our Amended and Restated Certificate of Incorporation and
Amended and Restated By-laws, filed as exhibits to the registration statement of which this prospectus

is a part.
Common Stock

As of July 31, 1999, there were 1,327,171 shares of common stock outstanding held by 18
stockholders of record. Based upon the number of shares outstanding as of that date and giving effect
to the issuance of the shares of common stock offered by us in this offering and the conversion of the
outstanding shares of preferred stock, there will be shares of common stock outstanding upon the
closing of this offering. In addition, as of July 31, 1999, there were outstanding stock options and

warrants to purchase 2,342,121 shares of common stock.

Holders of common stock are entitled to one vote for each share held on all matters submitted to a vote
of stockholders and do not have cumulative voting rights. Directors are elected by a plurality of the
votes of the shares present in person or by proxy at the meeting and entitled to vote in such election.
Holders of common stock are entitled to receive ratably such dividends, if any, as may be declared by
the Board of Directors out of funds legally available therefor, after provision has been made for any
preferential dividend rights of outstanding preferred stock. Upon our liquidation, dissolution or
winding up, the holders of common stock are entitled to receive ratably the net assets available after
the payment of all of our debts and other liabilities, and after the satisfaction of the rights of any
outstanding preferred stock. Holders of the common stock have no preemptive, subscription,
redemption or conversion rights, nor are they entitled to the benefit of any sinking fund. The
outstanding shares of common stock are, and the shares offered by us in this offering will be, when
issued and paid for, validly issued, fully paid and non-assessable. The rights, powers, preferences and
privileges of holders of common stock are subordinate to, and may be adversely affected by, the rights

of the holders of shares of any series of preferred stock which we may designate and issue in the future.

Preferred Stock



Upon closing of this offering, all outstanding shares of preferred stock will automatically convert into
an aggregate of 8,488,591 shares of common stock. Thereafter, the Board of Directors will generally be
authorized, without further stockholder approval, to issue from time to time up to an aggregate of
10,000,000 shares of preferred stock, in one or more series. Each series of preferred stock shall have
such number of shares, designations, preferences, voting powers, qualifications and special or relative
rights or privileges as shall be determined by the Board of Directors, which may include, among others,
dividend rights, voting rights, redemption and sinking fund provisions, liquidation preferences,

conversion rights and preemptive rights.

Our stockholders have granted the Board of Directors authority to issue the preferred stock and to
determine the rights and preferences of the preferred stock in order to eliminate delays associated with
a stockholder vote on specific issuances. The rights of the holders of common stock will be subordinate
to the rights of holders of any preferred stock issued in the future. The issuance of preferred stock,
while providing desirable flexibility in connection with possible acquisitions and other corporate
purposes, could adversely affect the voting power or other rights of the holders of common stock, and
could make it more difficult for a third party to acquire, or discourage a third party from attempting to
acquire, a majority of our outstanding voting stock. We have not, to date, issued any shares of such
preferred stock, and we have no present plans to issue any shares of preferred stock.

Warrants
As of September 7, 1999, there were outstanding warrants to purchase:

. 110,000 shares of common stock issued to J.L. Hammett Co. at an exercise price of $2.00. These

warrants expire on September 29, 2003.

. 80,700 shares of common stock issued to Edu Ventures, Inc. at an exercise price of $.20 and 25,000
shares of common stock issued to Edu Ventures, Inc. at an exercise price of $2.00. These warrants

expire immediately prior to this offering.

. 75,000 shares of common stock issued to National Computer Systems, Inc. at an exercise price of
$2.00 per share.

. five shares of series B preferred stock issued to Silicon Valley Bank at an exercise price of $2,000 per
share that will expire on March 24, 2003. Upon the closing of this offering, these warrants will convert

into warrants to purchase 5,000 shares of common stock at an exercise price of $2.00 per share.

. 113,027 shares of series C preferred stock issued to Thomas Weisel Partners, LLC at an exercise price

of $6.269. These warrants expire immediately prior to this offering.

Included in the warrants to purchase 110,000 shares of common stock above and pursuant to our
arrangement with J.L.. Hammett Co., we are obligated to issue warrants to purchase an aggregate of
60,000 shares of common stock, to be issued in six month intervals through October 1, 2000 at an
exercise price of $2.00 per share. In addition, the warrants issued to National Computer Systems, Inc.
are comprised of 75,000 shares of common stock, which we are obligated to issue at an exercise price

of $2.00 per share upon its achievement of specific milestones.



Registration Rights

Upon the expiration of the contractual lock-up period with the underwriters, certain stockholders will
be entitled to require us to register under the Securities Act up to a total of 9,213,591 shares of
outstanding common stock under the terms of an investor rights agreement between us and the rights
holders. In addition, a holder of a warrant exercisable for 5,000 shares of common stock will have
certain registration rights. The investor rights agreement provides that if we propose to register in a
firm commitment underwritten offering any of our securities under the Securities Act at any time or
times, the stockholders having registration rights will generally be entitled to include shares of
common stock held by them in such registration. However, the managing underwriter of any offering
may exclude for marketing reasons some or all of the shares from the registration. Some of these
stockholders also have the right to require us, on no more than two occasions, to prepare and file a
registration statement under the Securities Act registering the shares of common stock held by them.
We are generally required to bear the expenses of all such registrations, except underwriting discounts

and commissions. These rights terminate on the fifth anniversary of this offering,

Anti-Takeover Effects of Delaware Law and Certain Charter and By-Law Provisions Upon completion
of this offering, the provisions of Section 203 of the General Corporation Law of Delaware will
prohibit us from engaging in a "business combination" with an "interested stockholder" for a period of
three years after the date of the transaction in which the person became an interested stockholder,
unless the business combination is approved in a prescribed manner. A "business combination” includes
mergers, asset sales and other transactions resulting in a financial benefit to the interested stockholder.
An "interested stockholder" is generally defined as a person who, together with affiliates and associates,

owns, or within three years did own, 15% or more of the corporation's voting stock.

Our Amended and Restated Certificate of Incorporation provides for the division of the Board of
Directors into three classes as nearly equal in size as possible with staggered three-year terms. In
addition, our Amended and Restated Certificate of Incorporation provides that directors may be
removed only for cause by the affirmative vote of the holders of 75% of the shares of our capital stock
entitled to vote. Under our Amended and Restated Certificate of Incorporation, any vacancy on the
Board of Directors, however occurring, including a vacancy resulting from an enlargement of the
Board, may only be filled by vote of a majority of the directors then in office. The likely effect of the
classification of the Board of Directors and the limitations on the removal of directors and filling of
vacancies is an increase in the time required for the stockholders to change the composition of the
Board of Directors. For example, in general, at least two annual meetings of the stockholders will be

necessary for stockholders to effect a change in a majority of the members of the Board of Directors.

Our Amended and Restated Certificate of Incorporation also provides that, after the effective date of
the registration statement of which this prospectus is a part, any action required or permitted to be
taken by our stockholders at an annual meeting or special meeting of stockholders may only be taken if
it is properly brought before the meeting and may not be taken by written action in lieu of a meeting.
Our Amended and Restated By-laws provide that special meetings of the stockholders may only be
called by the Board of Directors, the Chairman of the Board of Directors, the Chief Executive Officer or



the President. Our Amended and Restated By-laws further provide that in order for any matter to be
considered "properly brought" before a meeting, a stockholder must comply with requirements
regarding advance notice to us. The foregoing provisions could have the effect of delaying until the
next stockholders meeting stockholder actions which are favored by the holders of a majority of our
outstanding voting securities. These provisions may also discourage another person or entity from
making a tender offer for our common stock, because such person or entity, even if it acquired a
majority of our outstanding voting securities, would be able to take action as a stockholder, such as
electing new directors or approving a merger, only at a duly called stockholders meeting, and not by

written consent.

The General Corporation Law of Delaware provides generally that the affirmative vote of a majority of
the shares entitled to vote on any matter is required to amend a corporation's certificate of
incorporation or by-laws, unless a corporation's certificate of incorporation or by-laws, as the case may
be, requires a greater percentage. Our Amended and Restated Certificate of Incorporation requires the
affirmative vote of the holders of at least 75% of the shares of our capital stock that are issued and
outstanding and entitled to vote to amend or repeal any of the foregoing provisions of the Amended
and Restated Certificate of Incorporation. Our Amended and Restated By-laws may generally be
amended or repealed by a majority vote of the Board of Directors and may also be amended or repealed
by the affirmative vote of the holders of at least 75% of the shares of our capital stock that are issued
and outstanding and entitled to vote. The 75% stockholder vote would be in addition to any separate
class vote that might in the future be required in accordance with the terms of any series of preferred

stock that might be outstanding at the time any such amendments are submitted to stockholders.

Transfer Agent and Registrar The transfer agent and registrar for the common stock is ChaseMellon
Shareholder Services, L.L.C.

Underwriting

The underwriters named below, through their representatives, Hambrecht & Quist LLC, U.S. Bancorp
Piper Jaffray Inc. and E*OFFERING Corp., have severally agreed to purchase, and we have agreed to
sell them, an aggregate of shares of common stock pursuant to an underwriting agreement. The
number of shares of common stock that each underwriter has agreed to purchase is listed opposite its

name below:

Number of Name Shares Hambrecht & Quist LLC.....covviinivcccinnnniniccnininnnns U.S. Bancorp Piper Jaffray
E*OFFERING COTP.cecerererereerernerereneencneresnesesesseessesees Total

The underwriting agreement provides that the obligations of the underwriters are conditioned on the
absence of any material adverse change in our business and the receipt of certificates, opinions and
letters from us and the selling stockholders, their counsel and the independent auditors. The nature of
the underwriters' obligation is such that they are committed to purchase all shares of common stock

offered by this prospectus if any of the shares are purchased.



The following table shows the per share and total underwriting discounts and commissions to be paid
to the underwriters by SmarterKids.com and the selling stockholders. These amounts are shown
assuming both no exercise and full exercise of the underwriters' over-allotment option to purchase

additional shares.

Paid by SmarterKids.com

No Full
Exercise Exercise
PEr Share...iviii ittt ittt ittt $ $
LI - 1 $ $
Paid by Selling Stockholders No Full Exercise Exercise
L =Y = oS PP -- $
e X o 1 - $

The underwriters initially propose to offer part of the shares of common stock directly to the public at
the initial public offering price listed on the cover page of this prospectus and part to selected dealers
at a price that represents a concession not in excess of $ per share under the public offering price. The
underwriters may allow, and such dealers may reallow a concession not in excess of § per share to other
underwriters or selected other dealers. After the initial public offering of the shares of common stock,

the offering price and other selling terms may be changed by the representatives of the underwriters.

A prospectus in electronic format is being made available on the website maintained by E*OFFERING
Corp. Other than the prospectus in electronic format and the information that is identified as being a
part of the prospectus, the information on EXOFFERING Corp.'s website and any information provided
on any other website maintained by E*OFFERING Corp. is not part of this prospectus and has not
been approved or endorsed by SmarterKids.com or any underwriter and should not be relied upon by

prospective investors.

In the underwriting agreement, SmarterKids.com, , and have
granted to the underwriters options, exercisable no later than 30 days after
the date of this prospectus, to purchase up to an aggregate of additional

shares of common stock at the initial public offering price, less

underwriting discounts and commissions, listed on the cover page of this prospectus. To the extent that
the underwriters exercise these options, each underwriter will have a firm commitment to purchase
approximately the same percentage which the number of shares of common stock to be purchased by it
shown in the above table bears to the total number of shares of common stock offered by this

prospectus.

At our request, the underwriters have reserved up to shares of common stock to be sold in the offering
and offered for sale, at the public offering price, to our directors, officers, employees, business associates
and related persons. The number of shares of common stock available for sale to the general public will
be reduced to the extent these individuals purchase the reserved shares. Any reserved shares which are
not so purchased will be offered by the underwriters to the general public on the same basis as the
other shares offered by this prospectus.



The offering of the shares is made for delivery when, as and if accepted by the underwriters and subject
to prior sale and to withdrawal, cancellation or modification of the offering without notice. The

underwriters reserve the right to reject an order for the purchase of shares in whole or in part.

SmarterKids.com and the selling stockholders have agreed to indemnify the underwriters against
liabilities, including liabilities under the Securities Act, and to contribute to payments the underwriters

may be required to make with respect to these liabilities.

We anticipate that our directors, officers and our significant stockholders will agree not to directly or
indirectly, without the prior written consent of Hambrecht & Quist LLC on behalf of the underwriters,
whether any such transaction described above is to be settled by delivery of common stock or such

other securities, in cash or otherwise, during the 180-day period following the date of this prospectus:

. offer, pledge, sell, contract to sell, sell any option or contract to purchase, purchase any option or
contract to sell, grant any option, right or warrant to purchase, lend or otherwise transfer or dispose of,
directly or indirectly, any shares of common stock or any securities convertible into or exercisable or
exchangeable for common stock (whether any such shares or any such securities are then owned by
such person or are later acquired directly from us); or . enter into any swap or other arrangement that
transfers to another, in whole or in part, any of the economic consequences of ownership of common

stock.

We have also agreed that we will not, without the prior written consent of Hambrecht & Quist LLC,
offer or sell any shares of common stock, options or warrants to acquire shares of our common stock or
securities exchangeable for or convertible into shares of common stock during the 180-day period

following the date of this prospectus.
The restrictions described in the previous paragraphs do not apply to:

. the sale to the underwriters of the shares of common stock under the underwriting agreement . the
issuance of shares of our common stock upon the exercise of an option or warrant or the conversion of
a security outstanding on the date of this prospectus or that we are obligated to issue . transactions by
any person other than SmarterKids.com relating to shares of common stock or other securities
acquired in open market transactions after the completion of the offering of the shares of common
stock . issuance of shares of common stock in connection with acquisitions of businesses or assets or
strategic partnership arrangements, provided that such shares may not be sold without the prior
written consent of Hambrecht & Quist LLC during the 180-day period following the date of this
prospectus . issuance of shares of common stock or options to purchase shares of common stock
pursuant to our employee benefit plans as in existence on the date of the prospectus The underwriters
participating in this offering may over-allot or effect transactions which stabilize, maintain or otherwise
affect the market price of the common stock at levels above those which might otherwise prevail in the
open market, including by entering stabilizing bids, effecting syndicate covering transactions or
imposing penalty bids. A stabilizing bid means the placing of any bid or effecting of any purchase, for
the purpose of pegging, fixing or maintaining the price of the common stock. A syndicate covering
transaction means the placing of any bid on behalf of the underwriting syndicate or the effecting of

any purchase to reduce a short position created in connection with the offering. A penalty bid means an



arrangement that permits the underwriters to reclaim a selling concession from a syndicate member in
connection with the offering when shares of common stock sold by the syndicate member are
purchased in syndicate covering transactions. These transactions may be effected on the Nasdaq
National Market, in the over-the- counter market or otherwise. Stabilizing, if commenced, may be

discontinued at any time.

The representatives of the underwriters have advised us that the underwriters do not intend to

confirm discretionary sales in excess of five percent of the shares offered hereby.

E*OFFERING Corp., one of the representatives of the underwriters, was organized and registered as a
broker-dealer on January 12, 1999. Since its inception, EXOFFERING Corp. has been named as a lead
or co-manager of 10 filed public offerings of equity securities and has acted as a syndicate member in
an additional 14 public offerings of equity securities. EXOFFERING Corp. does not have any material
relationship with us or any of our officers, directors or controlling persons, except with respect to its
contractual relationship with us under the underwriting agreement entered into in connection with

this offering.

Prior to the offering, there has been no public market for the common stock. The initial public offering
price for the common stock will be determined by negotiation among SmarterKids.com, the selling
stockholders and the representatives of the underwriters. The factors that will be considered in
determining the initial public offering price are prevailing market and economic conditions, our
revenues and earnings, market valuations of other companies engaged in activities similar to us,
estimates of our business potential and prospects, the present state of our business operations, our
management and other factors deemed relevant. The estimated initial public offering price range on
the cover of this preliminary prospectus is subject to change as a result of market conditions or other

factors.

Legal Matters

The validity of the shares of common stock to be issued in this offering will be passed upon for
SmarterKids.com by Testa, Hurwitz & Thibeault, LLP, Boston, Massachusetts. Certain legal matters in
connection with this offering will be passed upon for the underwriters by Hale and Dorr LLP, Boston,

Massachusetts.

Experts

The financial statements of SmarterKids.com, Inc. as of December 31, 1997 and 1998 and for each of
the three years in the period ended December 31, 1998 included in this prospectus have been so
included in reliance upon the report of PricewaterhouseCoopers LLP, independent accountants, given

on the authority of said firm as experts in auditing and accounting.



Where You Can Find More Information

We have filed with the SEC a registration statement on Form S-1 under the Securities Act registering
the common stock to be sold in this offering. As permitted by the rules and regulations of the SEC, this
prospectus omits certain information contained in the registration statement and the exhibits and
schedules filed as a part of the registration statement. For further information concerning us and the
common stock to be sold in this offering, you should refer to the registration statement and to the
exhibits and schedules filed as part of the registration statement. Statements contained in this
prospectus regarding the contents of any agreement or other document filed as an exhibit to the
registration statement are not necessarily complete, and in each instance reference is made to the copy
of the agreement filed as an exhibit to the registration statement each statement being qualified by this
reference. The registration statement, including the exhibits and schedules filed as a part of the
registration statement, may be inspected at the public reference facilities maintained by the SEC at
Room 1024, Judiciary Plaza, 450 Fifth Street, N.W., Washington, D.C. 20549, and at its regional offices
located at Seven World Trade Center, New York, New York 10007 and 500 West Madison Street, Suite
1400, Chicago, Illinois 60661, and copies of all or any part thereof may be obtained from such offices
upon payment of the prescribed fees. You may call the SEC at 1-800-SEC-0330 for further information
on the operation of the public reference rooms, and you can request copies of the documents upon
payment of a duplicating fee by writing to the SEC. In addition, the SEC maintains a website that
contains reports, proxy and information statements and other information regarding registrants

(including us) that file electronically with the SEC which can be accessed at http://www.sec.gov.
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Report of Independent Accountants

To the Board of Directors and Stockholders of SmarterKids.com, Inc.

In our opinion, the accompanying balance sheet and the related statements of operations, of
stockholders' equity (deficit), and of cash flows present fairly, in all material respects, the financial

position of SmarterKids.com, Inc. at December 31, 1998 and 1997 and the results of its operations and



its cash flows for each of the three years in the period ended December 31, 1998, in conformity with
generally accepted accounting principles. These financial statements are the responsibility of the
Company's management; our responsibility is to express an opinion on these financial statements
based on our audits. We conducted our audits of these statements in accordance with generally
accepted auditing standards, which require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable

basis for the opinion expressed above.

PricewaterhouseCoopers LLP Boston, Massachusetts September 9, 1999

Smarterkids.com, Inc.

BALANCE SHEET (In thousands, except share data)

December 31, Pro forma
———————————————— June 30, June 30,
1997 1998 1999 1999
(unaudited)
ASSETS (Note 2)

Current assets: Cash and cash equivalents............. $293$4,273 % 687 $ 687 Accounts receivable, net
of allowance for doubtful accounts of $28, $27 and $27 at December 31, 1997 and 1998 and June 30,
1999 (unaudited), respectively......cccoevuriririnenee. 567915311 311 InventorieS...eueeereenneen. 154 104 241
241 Other current assets.......ceeeeeuene 28 153 398 398 Total current assets.......cee.e... 1,042 5,445 1,637
1,637 Property and equipment, net.............. 77 44 70 70 Other assets........ccoceurecuruncunnne 26 15 52 52 Total
ASSETSurrrrrrrrrrrrrrererenne $1,145 $ 5,504 $ 1,759 $ 1,759 LIABILITIES, REDEEMABLE PREFERRED
STOCK AND STOCKHOLDERS' EQUITY (DEFICIT) Current liabilities: Current portion of long-term
debt......$ 30 § -- § -- § -- Current portion of capital lease obligations........cceceeueeeceenses 44411717
Accounts payable........ccceevuiunne 312 833 3,641 3,641 Accrued expenses........coceeeeeueucae 305787 1,077
1,077 Sales returns allowances............... 241 718 507 507 Total current liabilities............ 932 2,379
5,242 5,242 Capital lease obligations................ 41 -- -- -- Total liabilities.......ccoereruene 973 2,379 5,242
5,242 Commitments and contingencies (Notes 12 and 13)......cccceeeeevccrerrurecece. -- -- -- -- Redeemable

preferred stock: Series B redeemable convertible preferred stock, $0.01 par value; 3,518 shares
authorized; 380, 3,518 and 3,518 shares issued and outstanding at December 31, 1997 and 1998 and
June 30, 1999 (unaudited), respectively; no shares authorized, issued and outstanding at June 30, 1999
on a pro forma basis (unaudited)......ccceeuruereueuenene. 760 7,036 7,036 -- Series A convertible preferred stock,
$0.01 par value; 687 shares authorized, issued and outstanding at December 31, 1997 and 1998 and
June 30, 1999 (unaudited), respectively; no shares authorized, issued and outstanding at June 30, 1999
on a pro forma basis (unaudited)............... 3,251 3,251 3,251 -- Total redeemable preferred stock 4,011
10,287 10,287 -- Stockholders' equity (deficit): Common stock, $0.01 par value; 10,000,000 shares
authorized; 1,001,833, 1,085,673, 1,170,131 and 5,374,631 shares issued and outstanding at



December 31,1997 and 1998, June 30, 1999 (unaudited) and June 30, 1999 on a pro forma basis
(unaudited), respectively............. 10 11 12 54 Additional paid-in capial.............. 886 2,535 4,042 14,287
Deferred stock compensation........... (58) (1,435) (2,256) (2,256) Accumulated deficit.......coeuene... (4,677)
(8,273) (15,568) (15,568) Total stockholders' equity (deficit)......cccevruririrercncnes (3,839) (7,162) (13,770)
(3,483) Total liabilities, redeemable preferred stock and stockholders' equity (deficit)........cceueueees $1,145
$ 5,504 $ 1,759 $ 1,759 The accompanying notes are an integral part of these financial statements.

Smarterkids.com, Inc.

Statement of Operations

(In thousands, except per share and share data)

Year Ended Six Months Ended
December 31, June 30,
1996 1997 1998 1998 1999
(unaudited)
Net revenues:
Online retail......... $ - $ -- $ 22 $ - $ 387
Proprietary CD-ROM.... 1,240 1,416 2,278 1,152 -
Total net revenues.. 1,240 1,416 2,300 1,152 387
Cost of revenues:
Online retail......... -- -- 20 -- 279
Proprietary CD-ROM.... 407 491 908 401 -
Total cost of
TEeVENUEeS....ouuunn. 407 491 928 401 279
Gross profit............ 833 925 1,372 751 108
Operating expenses:
Marketing and sales .. 1,033 756 2,678 846 5,713
Development........... 887 721 1,378 529 763
General and
administrative....... 611 430 490 213 399
Stock compensation.... 2 15 187 19 580
Total operating
EXPENSES. . vvvvwen.. 2,533 1,922 4,733 1,607 7,455
Loss from operations.... (1,700) (997) (3,361) (856) (7,347)
Interest income......... 48 3 41 2 59
Interest expense........ (10) (15) (18) (14) (2)
Other income (expense).. 13 (5) (4) (3) (5)
Net 10SS..evueeunennnnn. (1,649) (1,014) (3,342) (871) (7,295)
Accretion of redeemable
preferred stock........ -- (67) (254) (62) --
Net loss attributable to
common stockholders.... $ (1,649) $ (21,081) $ (3,596) $ (933) $ (7,295)

Basic and diluted net

loss per common share.. $ (1.65) $ (1.08) $ (3.52) $ (0.93) $ (6.64)
Weighted average shares

used in computing basic

and diluted net loss

per common share....... 1,000,404 1,001,432 1,022,349 1,005,071 1,097,932
Unaudited pro forma

basic and diluted net

loss per common share.. $ (0.64) $ (1.38)
Weighted average shares

used in computing



unaudited pro forma
basic and diluted net
loss per common share.. 5,227,349 5,302,932

The accompanying notes are an integral part of these financial statements.
Smarterkids.com, Inc.

Statement of Stockholders' Equity (Deficit)

(In thousands, except share data)

Total
Common Stock Additional Deferred Stockholders'
———————————————— Paid-In Stock Accumulated Equity
Shares Amount Capital Compensation Deficit (Deficit)

Balance at December 31, 1995................... 1,000,000 $10 $ 793 $ -- $ (1,947) $ (1,144) Issuance of
common stock pursuant to exercise of stock options............... 1,250 -- -- Issuance of stock options to
consultants........... 2 2 Net losS...cuuuen.... (1,649) (1,649) Balance at December 31, 1996...................
1,001,250 10 795 -- (3,596) (2,791) Issuance of common stock pursuant to exercise of stock
OPtioNS...cceueecne. 583 -- -- Accretion of redeemable preferred stock related to issuance costs................. 18
(67) (49) Issuance of stock options to consultants........... 11 11 Deferred stock compensation related to
employee stock option grants......... 62 (62) -- Amortization of deferred stock compensation.......... 44
Net loss......cu...... (1,014) (1,014) Balance at December 31, 1997................... 1,001,833 10 886 (58)
(4,677) (3,839) Issuance of common stock pursuant to exercise of stock options............... 83,8401910
Accretion of redeemable preferred stock related to issuance costs................. 69 (254) (185) Issuance of
warrants for amendment of debt agreement............. 7 7 Issuance and revaluation of stock options and
warrants to consultants........ 106 106 Deferred stock compensation related to employee stock option
grants......... 1,458 (1,458) -- Amortization of deferred stock compensation.......... 81 81 Net loss.....ucuu.e..
(3,342) (3,342) Balance at December 31, 1998.........ccco.... 1,085,673 11 2,535 (1,435) (8,273) (7,162)
Issuance of common stock pursuant to exercise of options (unaudited)........... 84,458 1106 107
Issuance and revaluation of stock options and warrants to consultants (unaudited)........... 216 216
Deferred stock compensation related to stock option and warrant grants (unaudited)........... 1,185
(1,185) -- Amortization of deferred stock compensation (unaudited)........... 364 364 Net loss
(unaudited)... (7,295) (7,295) Balance at June 30, 1999 (unaudited)............ 1,170,131 $12 $4,042
$(2,256) $(15,568) $(13,770) The accompanying notes are an integral part of these financial

statements.



Smarterkids.com, Inc.

Statement of Cash Flows

(In thousands)

Six Months
Year Ended Ended
December 31, June 30,
1996 1997 1998 1998 1999
(unaudited)
Increase (Decrease) in Cash Cash flows from operating activities: Net 10SS.......coeceeerevruruncece $(1,649)

$(1,014) $(3,342) $(871) $(7,295) Adjustments to reconcile net loss to net cash used in operating
activities: Depreciation and amortization....... 71 60 66 34 14 Compensation expense related to stock
option and warrant grants.... 2 15 187 19 580 Debt issue costs.........ccceuuucee -- -- 77 -- Changes in assets
and liabilities: Accounts receivable................. (315) (22) (348) (142) 604 Inventories......ceeeeveereennes (90)
(1) 50 (28) (137) Other current assetS.......coueee.. (13) (14) (125) (17) (245) Other assetS...cuueeeeeververneen 12
(17) 11 (85) (37) Accounts payable........cccccuue. 140 (16) 521 (102) 2,808 Accrued expenses.......cceeeerueeee
93 54 482 230 290 Sales returns allowances............ (62) 8477 343 (211) Net cash used in operating
ACLIVILIES.cureeereerrereenenns (1,811) (947) (2,014) (612) (3,629) Cash flows from investing activities:
Purchases of property and equipment..........c.cccececucuce. (63) (18) (33) (13) (40) (Deposit) release of
restricted cash......coeeeeviicnnee (199) 199 -- -- -- Net cash provided by (used in) investing
activitieS......o.... (262) 181 (33) (13) (40) Cash flows from financing activities: Proceeds from sale-
leaseback of property and equipment............. -- 112 -- -- -- Repayments of long-term debt and capital
lease obligations.......... (5) (196) (74) (39) (24) Proceeds from issuance of Series B redeemable preferred
stock, net of issuance Costs........cceceerennee -- 710 6,091 1,215 -- Proceeds from exercise of common stock
OPLIONS...erereeeeuemenenenes ---- 101 107 Proceeds from long-term debt........ 204 -- -- -- -- Net cash provided
by financing activities.....c.ooevvirencnee. 199 626 6,027 1,177 83 Net increase (decrease) in cash and cash
equivalents........coceuueee. (1,874) (140) 3,980 552 (3,586) Cash and cash equivalents at beginning of
period.......ccccuce. 2,307 433 293 293 4,273 Cash and cash equivalents at end of period......c.ccceceeeeeeeeeurunne $
433 $293 $ 4,273 § 845 § 687 Supplemental disclosure of cash flow information: Cash paid during
the year for interest........ocoecveevcurcunnes $11$158119% 7 $ 2 Supplemental disclosure of noncash
investing and financing activities: Capital lease obligations incurred for property and equipment......... $
- $112§-- $ -- § -- Issuance of warrants to purchase common stock in exchange for services related to
Series B redeemable preferred stock offering........c.cccevueueuencece -- 18 69 -- -- The accompanying notes are

an integral part of these financial statements.



Smarterkids.com, Inc.

Notes to Financial Statements

1. Formation and Operations of the Company:

SmarterKids.com, Inc. (the "Company") is a leading online retailer focused on children's educational
books, toys and games, and software. Prior to 1999, the Company was engaged in developing,
marketing and selling proprietary educational and entertainment software. The Company primarily
sold its products to national distributors and its principal market was the domestic consumer market.
In March 1998, the Company commenced development of the SmarterKids.com website. In November
1998, the Company launched the SmarterKids.com website and transitioned its business model to sell
third-party educational products online and discontinued its efforts to develop and sell proprietary
CD-ROM products through conventional retail channels. The Company was incorporated in Delaware
on March 28, 1994 and changed its name to Virtual Knowledge, Inc. effective August 4, 1997. Effective

September 1998, the Company changed its name to SmarterKids.com, Inc.
2. Summary of Significant Accounting Policies:

Cash and Cash Equivalents The Company considers all highly liquid investments purchased with an
original maturity of three months or less to be cash equivalents. The Company invested its excess cash
primarily in money market funds at major financial institutions in 1997 and 1998. These investments
are subject to minimal credit and market risks. At December 1997 and 1998, the Company classified its
cash equivalent investments, totaling $201,000 and $4,251,000, respectively, as available for sale. The
carrying amount in the financial statements approximates fair value because of the short maturity and

holding period of these instruments.

Financial Instruments The Company's financial instruments consist of cash and cash equivalents,
accounts receivable, accounts payable, long-term debt and capital lease obligations. The carrying

amounts of these instruments at December 31, 1997 and 1998 approximate their fair values.
Inventories

Inventories of proprietary CD-ROM products are stated at the lower of cost or market, cost being

determined on a first-in, first-out basis. All inventory consists of finished goods.

Property and Equipment Property and equipment assets are recorded at cost and depreciated using the

straight-line method over their estimated useful lives, generally three years.

Concentrations of Credit Risk and Significant Customers At December 31, 1997 and 1998, accounts
receivable from the Company's three largest customers, all of which are distributors of the Company's
proprietary CD-ROM products, accounted for 80% and 96%, respectively, of total amounts due to the
Company. Management believes its credit policies are prudent and reflect normal industry terms and
business risk. The Company does not anticipate non- performance by the counterparties and,

accordingly, does not require collateral.



Sales to three customers accounted for 34%, 30% and 21% of the Company's total net revenue in 1996.
Sales to four customers accounted for 16%, 14%, 16% and 25% of the Company's total net revenue in

1997. Sales to two customers accounted for 40% and 35% of the Company's total net revenue in 1998.

Smarterkids.com, Inc.

NOTES TO FINANCIAL STATEMENTS--(Continued) Concentrations of Vendor and Distributor Risk
The Company outsourced manufacturing of its proprietary CD-ROM products to two vendors. As of
December 31, 1998 and into 1999, the Company had only limited product manufacturing. Also, the
Company outsources distribution of its products to one vendor. Although this creates a concentration
in sources of supply and distribution, management believes that other distributors are available to
provide similar products and services on comparable terms. A failure of or change in the Company's
distributor, however, could cause a delay in the fulfillment of orders and a possible loss of sales, which

would adversely affect operating results.
Revenue Recognition

The Company recognizes revenue from product sales, net of any discounts and allowances made for
estimated product returns, when the products are shipped to customers, provided that no significant
Company obligations remain and collection of the receivable is probable. Outbound shipping and

handling charges billed to customers are included in net revenues.
Cost of Revenues

Cost of revenues consist of the cost of merchandise sold to customers and the Company's shipping

costs.

Marketing and Sales Expenses Marketing and sales expenses consist primarily of advertising and
promotional expenditures, as well as payroll and related costs for personnel engaged in marketing and
sales. Fulfillment costs related to online retail products, including the outsourced cost of operating and
staffing distribution centers and customer service, are also included in marketing and sales expenses.
Advertising costs are charged to operations when the advertisement is initially placed. Advertising
expenses for 1996, 1997 and 1998 were $406,000, $276,000 and $1,154,000, respectively.

Development Expenses

Costs incurred in the development of the Company's proprietary CD-ROM products through the
establishment of technological feasibility, as defined by Statement of Financial Accounting Standards
("SFAS") No. 86, "Accounting for the Costs of Computer Software to be Sold, Leased, or Otherwise
Marketed," are expensed as incurred. Development costs incurred thereafter and until the products are
first available for release have not been material and, therefore, have not been capitalized. Development
expenses also includes payroll and related costs for personnel engaged in website design, development

and testing.



General and Administrative Expenses General and administrative expenses consist of payroll and
related costs for executive and administrative personnel, as well as costs for professional fees and other

general corporate expenses.
Stock Compensation

Stock options issued to employees and members of the Company's Board of Directors are accounted

for in accordance with Accounting Principles Board Opinion No. 25, "Accounting for Stock Issued to

Smarterkids.com, Inc.

NOTES TO FINANCIAL STATEMENTS--(Continued) Employees" ("APB 25") and related
interpretations; accordingly, compensation expense is recorded for options awarded to employees and
directors to the extent that the exercise prices are less than the common stock's fair market value on the
date of grant, where the number of options and exercise price are fixed. The difference between the fair
value of the Company's common stock and the exercise price of the stock option is recorded as
deferred stock compensation. Deferred stock compensation is amortized to compensation expense
over the vesting period of the underlying stock option. The Company follows the disclosure
requirements of Statement of Financial Accounting Standards ("SFAS") No. 123, "Accounting for
Stock-Based Compensation" ("SFAS 123") (Note 9). All stock-based awards to non-employees are

accounted for at their fair value in accordance with SFAS No. 123.

Net loss per common share -- Historical The Company computes net loss per common share in
accordance with SFAS No. 128, "Earnings Per Share," ("SFAS 128") and SEC Staff Accounting Bulletin
No. 98 ("SAB 98"). Under the provisions of SFAS 128 and SAB 98, basic net loss per common share is
computed by dividing net loss attributable to common stockholders by the weighted average number
of common shares outstanding. The calculation of diluted net loss per common share for the years
ended December 31, 1996, 1997 and 1998 does not include 815,400, 1,031,567 and 1,850,094

potential shares of common stock equivalents, respectively, as their inclusion would be antidilutive.

Net loss per common share -- Pro Forma (Unaudited) Pro forma net loss per common share is
calculated assuming the automatic conversion of all preferred stock outstanding at December 31, 1998
and June 30, 1999, which converts automatically into 4,204,500 shares of common stock upon the
completion of the Company's initial public offering (Note 6). Therefore, accretion of redeemable
preferred stock is excluded from the calculation of pro forma net loss per common share. The
calculation of pro forma net loss per common share for the year ended December 31, 1998 and the six
months ended June 30, 1999 does not include 1,754,394 and 2,086,394 potential shares of common

stock equivalents, respectively, as their inclusion would be antidilutive.

Unaudited Interim Financial Statements The financial statements and related notes as of June 30,
1999 and for the six months ended June 30, 1998 and 1999 are unaudited. In the opinion of the
Company's management, the June 30, 1998 and 1999 unaudited interim financial statements include

all adjustments, consisting only of normal recurring adjustments, necessary for a fair presentation of



the financial position and results of operations for these interim periods. The results of operations for
the six months ended June 30, 1999 are not necessarily indicative of the results of operations for the

year ended December 31, 1999 or any other future period.

Unaudited Pro Forma Balance Sheet Under the terms of the Company's convertible preferred stock
(Note 6), all of such preferred stock will be converted automatically into shares of common stock prior
to the closing of an initial public offering of common stock with an offering price of at least $10.00 per
share and proceeds to the Company of at least $15,000,000, or upon the vote of the holders of a
majority of the outstanding shares of preferred stock. The unaudited pro forma balance sheet reflects
the conversion of each share of Series A and Series B preferred stock into 1,000 shares of common

stock as if the conversion had occurred on June 30, 1999.

Smarterkids.com, Inc.

NOTES TO FINANCIAL STATEMENTS--(Continued) Segment Reporting In June 1997, the Financial
Accounting Standards Board ("FASB") issued SFAS No. 131, "Disclosures About Segments of an
Enterprise and Related Information" ("SFAS 131"). This statement requires companies to report
information about operating segments consistent with management's internal view of the Company.
The Company adopted SFAS 131 effective for its fiscal year ended December 31, 1998. The Company
operates in a single segment: retail domestic software and other product sales. The Company has no

organizational structure dictated by product lines, geography or customer type.
Comprehensive Income

In June 1997, the FASB issued SFAS No. 130, "Comprehensive Income" ("SFAS 130"). SFAS 130
establishes standards for reporting and display of comprehensive income and its components in a full
set of general-purpose financial statements. Adoption of SFAS 130 did not impact the Company's
financial statements as the Company had no items of other comprehensive income during the three
year period ended December 31, 1998 or the six months ended June 30, 1998 and 1999.

Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles
requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities and the disclosures of contingent liabilities at the period end, and the reported amounts

of revenues and expenses during the reporting period. Actual results could differ from those estimates.

Recent Accounting Pronouncements In March 1998, the Accounting Standards Executive Committee
of the American Institute of Certified Public Accountants ("AICPA") issued Statement of Position No.
98-1, "Accounting for the Costs of Computer Software Developed or Obtained for Internal Use" ("SOP
98-1"). SOP 98-1 provides guidance regarding when software developed or obtained for internal use
should be capitalized. SOP 98-1 is effective for fiscal years beginning after December 15, 1998. The
adoption of SOP 98-1 in the six months ended June 30, 1999 did not have a material impact on the

Company's financial position or results of operations.



In April 1998, the AICPA issued Statement of Position No. 98-5, "Reporting on Costs of Start-up
Activities" ("SOP 98-5"), which requires all costs associated with pre-opening, pre-operating and
organization activities to be expensed as incurred. The adoption of SOP 98-5 in the six months ended
June 30, 1999 did not have a material impact on the Company's financial position or results of

operations.

In June 1998, the Financial Accounting Standards Board issued SFAS No. 133, "Accounting for
Derivative Instruments and Hedging Activities" ("SFAS 133"). SFAS 133 establishes accounting and
reporting standards for derivative instruments, including certain derivative instruments embedded in
other contracts (collectively referred to as derivatives), and for hedging activities. SFAS 133, as
amended by SFAS 137, is effective for all fiscal quarters of all fiscal years beginning after June 15,
2000, with earlier application encouraged. The Company does not currently nor does it intend in the
foreseeable future to use derivative instruments and, therefore, does not expect that adoption of SFAS

133 will have any impact on its financial position or results of operations.

In December 1998, the AICPA issued Statement of Position No. 98-9, "Modification of SOP No 97-2,
Software Revenue Recognition, with Respect to Certain Transactions” ("SOP 98-9"). SOP 98-9 amends
SOP 97-2 to require recognition of revenue using the "residual method" in circumstances outlined in
SOP 98-9.

Smarterkids.com, Inc.

NOTES TO FINANCIAL STATEMENTS--(Continued) Under the residual method, revenue is
recognized as follows: (1) the total fair value of undelivered elements, as indicated by vendor specific
objective evidence, is deferred and subsequently recognized in accordance with the relevant sections of
SOP 97-2 and (2) the difference between the total arrangement fee and the amount deferred for the
undelivered elements is recognized as revenue related to the delivered elements. SOP 98-9 is effective
for transactions entered into in fiscal years beginning after March 15, 1999. Also, the provisions of
SOP 97-2 that were deferred by SOP 98-4 will continue to be deferred until the date SOP 98-9
becomes effective. The Company does not expect that the adoption of SOP 98-9 will have a significant

impact on the Company's results of operations or financial position.
3.Allowances for Doubtful Accounts and Sales Returns:
Allowances for doubtful accounts and sales returns consist of the following (in thousands):

Year ended December 31,1996 1997 1998

Balance at beginning of year.............cccouu.... $ 309 $ 262 $ 269
Additions:

Charged against revenues Or e€Xpens€............. 98 237 601
Deductions:

Write-offs and returns.........ovveuvennnennnnn. (145) (230) (125)
Balance at end of year........cuuvueiiinneennnnnnn. $ 262 $ 269 $ 745

4.Property and Equipment:

Property and equipment consist of the following (in thousands):



December 31,1997 1998

LYo N i 7= T = AP $ 18 $ 28
Furniture and fixtures......... oottt innnnenn. 1 5
Computer and office equipment.........oiiuiiiiiiiinneennnnnnn 214 233

233 266
Less--Accumulated depreciation and amortization............... 156 222

$ 77 3% 44

Furniture and fixtures and computer and office equipment includes $214,000 at December 31, 1997
and 1998 related to assets held under capital leases. Accumulated depreciation related to assets held
under these leases was $152,000 and $214,000 at December 31, 1997 and 1998, respectively.
Depreciation and amortization expense for the years ended December 31, 1996, 1997 and 1998 was
approximately $71,000, $60,000 and $66,000, respectively.
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NOTES TO FINANCIAL STATEMENTS--(Continued) 5. Accrued Expenses:
Accrued expenses consist of the following (in thousands):

December 31,1997 1998

=l S e 1V TP $ 57 % 268
(o 1 A=Y= oY =P 63 94
Professional fees. ...ttt ettt e 123 172
¥ V2= o e = g Ve P PP -- 159
[0 ol = N 62 94

$ 305 % 787

6. Preferred Stock:

In October 1995, the Company authorized 10,000 shares of preferred stock and designated 687
preferred shares as Series A convertible preferred stock (the "Series A preferred"). The Company sold
634 shares of Series A preferred to an entity affiliated with a common stockholder and member of the
Board of Directors of the Company for net proceeds of $3,000,000. In addition, 53 shares of Series A
preferred were issued in connection with the conversion of a $240,000 note payable, plus accrued

interest of $11,000, due to the same common stockholder.

In 1997, the Company designated and sold 380 shares of Series B redeemable convertible preferred
stock (the "Series B preferred") for net proceeds of $710,000. Included in this offering, the Company
sold 125 shares of the Series B preferred for net proceeds of $234,000 to an entity with which the
Company subsequently entered a marketing and licensing agreement. The Company also entered into a
stock purchase agreement with this entity allowing for the purchase of preferred stock having a
conversion value of 250,000 common shares, at the same terms as the Series B preferred. The option
expired unexercised in July 1998. As payment for certain costs associated with the issuance of the

Series B preferred, the Company issued warrants to purchase 44,000 shares of common stock (Note 8).



In 1998, the Company issued an additional 3,138 shares of the Series B preferred for net proceeds of
$6,091,000. As payment for certain costs associated with the issuance of the Series B preferred, the

Company issued warrants to purchase 36,700 shares of common stock (Note 8).
The Series A and Series B preferred have the following characteristics:
Voting

Holders of Series A and Series B preferred are entitled to the number of votes equal to the number of

common shares into which the shares of preferred stock are convertible.
Dividends

Holders of Series A and Series B preferred are entitled to receive dividends when and if declared by the

Board of Directors.

Liquidation Preference In the event of any liquidation, dissolution or winding-up of the affairs of the
Company, (including via merger or acqusition) the holders of Series A and Series B preferred are
entitled to receive, on a pro rata basis, prior to and in preference to holders of common stock, an

amount equal to the greater of (i) $4,732
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NOTES TO FINANCIAL STATEMENTS--(Continued) and $2,000 per share, respectively, plus any
declared but unpaid dividends or (ii) such amount per share as would have been payable had each
preferred share been converted to common stock immediately prior to such liquidation, dissolution or
winding-up. Because this preference applies to mergers and acquisitions, the Company has classified its

Series A preferred as redeemable preferred stock on its balance sheet.
Conversion

Each Series A and Series B preferred share may be converted at any time, at the option of the

stockholder, into 1,000 shares of common stock, subject to certain anti-dilution adjustments.

The Series A and Series B preferred is automatically converted into 1,000 shares of common stock
upon the closing of an initial public offering in which proceeds to the Company equal or exceed

$15,000,000 and in which the price to the public is at least $10.00 per common share.
Redemption

The Series B preferred is redeemable on or after October 31, 2003 over a three-year period at the
option of the holders at a redemption price of $2,000 per share plus any declared but unpaid
dividends. Redemption amounts for Series B preferred stock, excluding any declared but unpaid

dividends, are as follows:

Series B
Cumulative Redemption
Year Percentage Amount

(in thousands)



2004 . i e e e e e 50% 1,175
2005 . i e e e e e 100% 3,518
$7,036

7. Common Stock:

As of December 31, 1998, the Company had reserved 6,806,027 shares of common stock for issuance
upon conversion of the Series A and Series B preferred (Note 6) and upon exercise of warrants (Note 8)

and common stock options (Note 9).
8. Warrants:

In 1997 and 1998, in connection with issuance of the Series B preferred (Note 6), the Company issued
warrants to purchase a total of 44,000 and 36,700 shares, respectively, of the Company's common
stock with an exercise price of $0.20 per share. These warrants were exercisable immediately and
expire at the earlier of a change in control of the Company, completion of an initial public offering, or
five years from the date of grant. The fair values ascribed to these warrants at the time of issuance were
estimated by management to be $18,000 and $69,000 for 1997 and 1998, respectively. The values of
these warrants were recorded as a decrease to accumulated deficit and an increase to additional paid-in

capital.

In March 1998, in connection with an amended debt agreement, the Company granted warrants to
purchase 5 shares of Series B preferred with an exercise price of $2,000 per share. These warrants were
exercisable immediately and expire in five years. The fair value ascribed to these warrants was $7,000
and was recorded as interest expense in 1998. Upon completion of an initial public offering, there
warrants will convert into warrants to purchase 5,000 shares of common stock at an exercise price of
$2.00 per share.
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NOTES TO FINANCIAL STATEMENTS--(Continued) In September 1998, the Company issued
warrants to its distribution partner to purchase 38,000 shares of the Company's common stock with an
exercise price of $2.00 per share. Of these warrants 10,000 vested immediately. An additional 28,000
warrants vest in increments of 7,000 on each of March 1, 1999, October 1, 1999, March 1, 2000 and
October 1, 2000, providing that the parties maintain an on-going relationship. These warrants expire
in five years. The fair value ascribed to these warrants was $51,000 which was recorded as
compensation expense in 1998. The unvested warrants were remeasured at June 30, 1999 and the
Company recorded additional deferred stock compensation of $58,000 and amortized to stock

compensation expense of $8,000 in the six months ended June 30, 1999 (unaudited).

In December 1998, the Company granted warrants to a consultant to purchase 15,000 shares of the
Company's common stock with an exercise price of $2.00 per share. These warrants were exercisable
immediately and expire at the earlier of a change in control of the Company, completion of an initial
public offering, or five years from the date of grant. The fair value ascribed to these warrants at the time

of issuance was $22,000 and was recorded as compensation expense in 1998.



(Unaudited)--In March 1999, the Company issued warrants to an affiliated party to purchase 75,000
shares of the Company's common stock with an exercise price of $2.00 per share. These warrants vest
upon the attainment of certain performance targets and expire in five years. The value of these
warrants will be determined upon the attainment of these performance goals based on their fair value.

Related compensation expense of $216,000 was recorded in the six months ended June 30, 1999.

(Unaudited)--In July 1999, in connection with the issuance of Series C redeemable convertible
preferred stock (Note 13), the Company issued warrants to purchase 113,027 shares of the Company's
Series C preferred stock with an exercise price of $6.27 per share. These warrants were exercisable
immediately and expire at the earlier of a change in control of the Company, completion of an initial
public offering, or four years from the date of grant. The value ascribed to these warrants was $515,000
based on the fair value on the date of issuance and will be recorded in the issuance period as a decrease

to accumulated deficit and an increase to additional paid-in capital.

A summary of the status of stock warrant activity as of December 1996, 1997 and 1998 and changes
during the years then ended is presented below:
Weighted-

Number of Average
Shares Exercise Price

Outstanding--December 31, 1995.........cciiiiunnn. -- -
Granted (weighted average fair value of $0.00)... -- -
Exercised. ...covuiiiiiiiii i i e - --
Forfeited......coiuineiiiiiiii i, -- --

Outstanding--December 31, 1996.........ccvviiivunn. -- -
Granted (weighted average fair value of $0.42)... 44,000 $0.20
Exercised. ...covutiiiiiiiii i e e - --
Forfeited. ... ..ottt -- --

Outstanding--December 31, 1997.........cciiiiiunnn. 44,000 0.20
Granted (weighted average fair value of $1.45)... 94,700 1.30
Exercised. ...covutiiiiiiiii i e e - --
Forfeited. ... ..ottt -- --

Outstanding--December 31, 1998..........c.cciviiiunnn 138,700 $0.95
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NOTES TO FINANCIAL STATEMENTS--(Continued) The fair value of each warrant is estimated on
the date of grant using the Black-Scholes option pricing model with the following assumptions for the
three years ended December 31, 1998: 0% dividend yield, 90% volatility, risk-free interest rates of
6.2%, 6.1% and 5.0% for 1996, 1997 and 1998, respectively; and an expected term of five years.

9. Stock Option Plan:

In 1995, the Company adopted the 1995 Stock Plan (the "Plan"). The Plan provides for issuance of
incentive stock options to employees of the Company and nonqualified stock options, awards of stock,
and direct stock purchase opportunities to directors, officers, employees and consultants of the
Company. The Board of Directors determines the term of each option, option price, number of shares
for which each option is granted and the rate at which each option is exercisable. The total number of
shares which may be issued under the Plan is 2,548,000. For holders of 10% or more of the Company's



outstanding common stock, options may not be granted at less than 110% of the fair market value of
the common stock at the date of grant and the option term may not exceed five years. The option term

for nonqualified stock options may not exceed ten years from the date of grant.

The Company recorded deferred stock compensation of $62,000 and $1,500,000 in 1997 and 1998,
respectively, related to employee stock option grants. The Company recognized $4,000 and $81,000 in
non-cash stock compensation expense related to amortization of deferred stock compensation on

employee stock option grants during 1997 and 1998, respectively.

During 1996, 1997 and 1998, the Company granted nonqualified stock options under the Plan to non-
employees, for services performed, to purchase 126,000, 20,000 and 3,500 shares of common stock,
respectively. Accordingly, the Company recorded stock compensation expense of $2,000, $11,000 and
$33,000 in 1996, 1997 and 1998, respectively. Such amounts were determined under the Black-
Scholes model based on the fair value of the options granted, including adjustments for revaluation at

each period-end for unvested options.

A summary of the status of the Plan as of December 31, 1996, 1997 and 1998 and changes during the

years then ended is presented below:

Weighted- Average Number of Exercise Shares Price

Outstanding--December 31, 1995. ... ...ttt nnnnnnn 657,400 $0.64
Granted (weighted average fair value of $0.03)........ 309,500 0.13
= =Y =Y [P (1,250) 0.04
[T B = o =Y A (150,250) 0.09

Outstanding--December 31, 1996...... .0ttt nnnnnnn 815,400 0.55
Granted (weighted average fair value of $0.22)........ 375,000 0.20
D=y o o3 A=Y =Y« PP (583) 0.15
[T B = o =Y A (202,250) 2.03

Outstanding--December 31, 1997.... ...ttt nnnnnnnn 987,567 0.11
Granted (weighted average fair value of $1.83)........ 825,500 0.21
= =Y =Y [P (83,840) 0.12
[T B = o =Y A (17,833) 0.19

Outstanding--December 31, 1998... ... ..ttt innnnnnn 1,711,394 $0.11
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NOTES TO FINANCIAL STATEMENTS--(Continued) The following table summarizes information

about stock options outstanding at December 31, 1998:

Weighted-
Average

Remaining

Contractual Number
Exercise Number Life of Shares
Price of Shares (years) Exercisable
$0.02--$0.04 441,560 6.7 438,185
$0.10--$0.20 905,334 8.8 190,032
$0.22--$0.50 364,500 9.9 4,500

1,711,394 632,717



In March 1997, the Company's Board of Directors determined that because certain options held by an
employee of the Company had an exercise price significantly higher than the fair value of the
Company's common stock, such options were not providing the incentive intended. Accordingly,
options to purchase 134,000 shares of common stock with an exercise price of $3.00 per share were
cancelled and reissued at a price of $0.20 per share. The exercise price of the reissued options equaled

the fair market value of the Company's common stock on the date of repricing.

Stock compensation expense has been recognized for options granted under the Plan pursuant to APB
No. 25. Had stock compensation cost been determined based on the fair value of the options at the
grant date consistent with the provisions of SFAS No. 123, the Company's net loss attributable to
common stockholders would have been increased to the pro forma amounts indicated below. Because
options vest over several years and additional option grants are expected to be made in future years,
the pro forma results for 1996, 1997 and 1998 are not representative of pro forma results for future

years.

Year ended December 31, 1996 1997 1998 (in thousands) Net loss attributable to common

stockholders: As reported........eererereeresesennens $(1,649) $(1,081) $(3,596) Pro
£ 1w 0.5 - VNNUR N (1,654) (1,086) (3,621) Net loss per common share: As
rEPOIted..ecuecucuencueeecuesenenenne $(1.65) $ (1.08) § (3.52) Pro forma....cceceeeeceeeeeeeceerencnnns (1.65) (1.08)

(3.54) The fair value of each option grant was estimated on the date of grant using the Black-Scholes
option-pricing model with the following assumptions for grants in 1996, 1997 and 1998: no dividend
yield; no volatility; risk-free interest rates of 6.2%, 6.1% and 5.0%, respectively, and expected option

terms of five years.

(Unaudited)--During the six months ended June 30, 1999, stock options to purchase 274,000 and
50,000 shares of common stock were granted to employees with exercise prices of $0.20 and $2.00 per
share, respectively. These exercise prices were below the estimated fair market value of the Company's
common stock at the date of grant. Deferred stock compensation of $985,000 was recorded in
accordance with APB No. 25, and will be amortized over the related vesting periods ranging from
immediate vesting to four years. Related stock compensation expense of $331,000 was recorded during
the six months ended June 30, 1999.
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NOTES TO FINANCIAL STATEMENTS--(Continued) (Unaudited)--During the six months ended
June 30, 1999, the Company granted nonqualified stock options to non-employees for services
performed to purchase 29,500 shares of common stock. Accordingly, the Company recorded additional
deferred stock compensation expense of $175,000 in the six months ended June 30, 1999 related to
non-employee option grants. Such amounts were determined under the Black-Scholes model based on
the fair value of the options granted, including adjustments for revaluation at each period end of
unvested options granted previously to non-employees. The Company recognized $25,000 in stock
compensation expense related to amortization of deferred stock compensation on non-employee

option grants during the six months ended June 30, 1999.



10. Income Taxes:
Deferred tax assets consist of the following (in thousands):

December 31,1997 1998

Net operating loss carryforwards..........c.oiueeennueennnnnn $1,229 $2,261
Research and development credit carryforwards................ 55 90
L0 ol = P 172 485
Deferred tax @SSetS ... iiieiiiie ittt nnnneennns 1,456 2,836
Deferred tax asset valuation allowance.............eeeeeunenn. (1,456) (2,836)
$ - $ --

The Company has provided a valuation allowance for the full amount of the net deferred tax asset at
December 31, 1997 and 1998 since the realization of these future benefits is not sufficiently assured.
At December 31, 1998, available net operating loss carryforwards for federal and state tax purposes
were $5,615,000, which expire through 2018. At December 31, 1998, the Company has research and
development tax credit carryforwards of approximately $60,000 and $45,000 available to reduce
future federal and state tax liabilities, respectively, which expire through 2018.

Under the provisions of the Internal Revenue Code, certain substantial changes in the Company's
ownership could result in an annual limitation of the amount of net operating loss carryforwards and

research and development credit carryforwards which can be utilized in future years.

Income taxes computed using the federal statutory income tax rate differ from the Company's effective

tax rate primarily due to the following (in thousands):
Year Ended December 31,1996 1997 1998

Income tax expense (benefit) at US federal

statutory tax Tate...uve'ven e n e ieenennnnennnnn $(561) $(345) $(1,136)
State income taxes, net of federal tax effect...... (125) (59) (221)
Permanent items.........oiiiiiiiiiiiiiiii i 19 1 1
(O RT= o (20) 13 (24)
Change in deferred tax asset valuation allowance... 687 390 1,380
Provision for income taxes...........oeuveeenunnnnnn. $ - $ - % --

Smarterkids.com, Inc.

NOTES TO FINANCIAL STATEMENTS--(Continued) 11. Defined Contribution Plan:

In January 1996, the Company adopted a defined contribution plan under Section 401(k) of the
Internal Revenue Code covering substantially all employees. Under the plan, employees may contribute
the lower of up to 15% of their salaries or a dollar amount prescribed by the Internal Revenue Code.
The Board of Directors may elect to make a discretionary contribution to the plan. The Company made
no contributions during the years ended December 31, 1996, 1997 and 1998.

12. Commitments:

Leases



The Company leases its facilities and certain computer equipment under noncancelable operating
leases. Rental expense under operating leases for the years ended December 31, 1996, 1997 and 1998
was $101,000, $101,000 and $121,000, respectively. In April 1997, the Company entered into an
agreement for the sale and capital leaseback of substantially all of the Company's fixed assets. Proceeds
from the sale were $112,000 and the sale did not result in a gain or loss. The Company's obligations
under capital leases reflect an annual interest rate of 13% and are secured by most of the Company's

fixed assets.
Future minimum lease obligations as of December 31, 1998 are as follows (in thousands):
Operating Capital Leases Leases

Year Ending December 31,

L L PPN $171 $44
7010 148 -
Total minimum lease payments........oiiiuinneeeinnneeennnnn $319 44
Less--amount representing interest, imputed at 13%......... 3
$41

License Agreements

The Company has entered into agreements with various third parties whereby the Company is
obligated to pay a royalty ranging from 3% to 10% of the revenues on certain of its software products.

Royalty payments in the years ended December 31, 1996, 1997 and 1998 were not significant.
13. Subsequent Events:
Equity Financing

On July 12, 1999, the Company issued 4,284,091 shares of newly designated Series C redeemable
preferred stock (the "Series C preferred") for net proceeds of $25,300,000. The Series C preferred has
voting, dividends, liquidation and redemption rights similar to the Series B preferred. The Series C
preferred is convertible into one share of common stock for each issued and outstanding share upon
the date of conversion. In connection with this financing, the Company issued warrants to purchase

113,027 shares of Series C preferred with an exercise price of $6.27 per share (Note 8).

Smarterkids.com, Inc.

NOTES TO FINANCIAL STATEMENTS--(Continued) Litigation On July 15, 1999, a patent
infringement suit was filed against the Company. Specifically, the suit alleges that the SmartPicks
technology developed by the Company in connection with its web-based product line infringes on a
patent held by the plaintiff. This patent purports to disclose and claim a computer system for matching
appropriate educational products with a child's developmental profile comprising so-called "static and
dynamic data." The complaint seeks temporary and permanent injunctions, as well as unspecified

damages. The hearing for the preliminary injunction motion is scheduled for November 1999.



During August 1999, the Company incurred legal expenses of $60,000 pursuant to the above
referenced patent litigation. These expenses have been included in general and administrative expenses
in the Company's statement of operations for the month ended August 31, 1999. Management
anticipates that further material expenditures will be incurred in defense of this case at least through
December 1999. Management believes that the suit is without merit and that the Company has
meritorious defenses based on non-infringement and the invalidity of the subject patent. However, the
action has not progressed sufficiently for the Company to estimate a range of possible loss, if any,

should it not prevail in its defense related to this action.

The Company is party from time to time to certain other litigation matters and claims which are
normal in the course of its operations and, while the results of litigation and claims cannot be predicted
with certainty, management believes that the final outcome of such matters will not have a materially

adverse effect on the Company's financial position or results from operations.

1999 Stock Option and Incentive Plan In September 1999, the Board of Directors voted to terminate
the 1995 Stock Option Plan effective on the consummation of the current initial public offering. As of
June 30, 1999, the Company had outstanding under the 1995 Stock Option Plan stock options
exercisable for 676,591 shares of common stock. The 1999 Stock Option and Incentive Plan provides
for the grant of stock-based awards to employees, officers and directors, and consultants or advisors,
including incentive stock options and non-qualified stock options and other equity-based awards. A
total of 1,333,333 shares of common stock may be issued upon the exercise of options or other awards

granted under the 1999 Stock Option and Incentive Plan.

1999 Non-Employee Director Stock Option Plan The 1999 Non-Employee Director Stock Option Plan
(the "Director Plan") was adopted by the Board of Directors and approved by stockholders in
September 1999 and will take effect upon completion of the current initial public offering. The
Director Plan provides for the grant of options to purchase a maximum of 133,333 shares of common
stock of the Company to non-employee directors of the Company. The Director Plan will be
administered by a committee appointed by the Board of Directors. Under the Director Plan, each
director who is not an employee or officer of the Company and who is not a director at the time of the
current initial public offering shall be automatically granted on the date such person is first elected to
the Board of Directors an option to purchase 30,000 shares of common stock. Each time a non-
employee director is re-elected to the Board, such non-employee director will automatically receive an
option to purchase 1,333 shares of common stock. Provided that the director continues to serve as a
member of the Board of Directors, one-third of the shares included in each grant will become
exercisable on each of the first, second and third anniversaries of the date of grant. All options granted
under the Director Plan will have an exercise price equal to the fair market value of the common stock

on the date of grant. No options have been granted under the Director Plan.
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NOTES TO FINANCIAL STATEMENTS--(Continued) 1999 Employee Stock Purchase Plan The 1999
Employee Stock Purchase Plan was adopted by the Board of Directors and approved by stockholders in
September 1999 and will take effect upon completion of the current initial public offering. The 1999
Employee Stock Purchase Plan provides for the issuance of a maximum of 266,666 shares of common
stock. The 1999 Employee Stock Purchase Plan is administered by the Board of Directors and the
Compensation Committee. All employees whose customary employment is for more than 20 hours per
week and for more than three months in any calendar year and who have completed more than 90 days
of employment on or before the first day of any six-month payment period are eligible to participate in
the 1999 Employee Stock Purchase Plan. Outside directors and employees who would own 5% or more
of the total combined voting power or value of the Company's common stock immediately after the

grant may not participate in the 1999 Employee Stock Purchase Plan.

Amended and Restated Certificate of Incorporation In September 1999, the Board of Directors
approved the filing upon the effectiveness of the registration statement covering this offering of an
Amended and Restated Certificate of Incorporation authorizing 90,000,000 shares of common stock
and 10,000,000 shares of undesignated preferred stock.

[For E*offering Online Prospectus Only/

"Meet the Management" Presentation for Smarterkids.com

Prospective investors will be able to log on to a website maintained by EXOFFERING Corp. at
www.eoffering.com, where a prospectus is available for review. Within designated sections of the
prospectus, including [click here for "Meet the Management" Presentation], embedded hyperlinks will
provide exclusive access to the "Meet the Management" Presentation. This presentation is made in
conjunction with the prospectus and is qualified in its entirety by the written prospectus, and should be

viewed in conjunction with the written prospectus.
Visual 1: Disclaimer
Imagery: Company logo (with disclaimer).

Visual text: The "Meet the Management" Presentation is part of our prospectus. This presentation is
made in conjunction with such prospectus and is qualified in its entirety by the written prospectus and
should be viewed in conjunction with the written prospectus. Prospective investors should carefully
consider the information set forth under the heading of "Risk Factors" beginning on page 7 of the

prospectus.

Script (David Blohm): The "Meet the Management" Presentation is part of our prospectus. This
presentation is made in conjunction with such prospectus and is qualified in its entirety by the written

prospectus and should be viewed in conjunction with the written prospectus. Prospective investors



should carefully consider the information set forth under the heading of "Risk Factors" beginning on

page 7 of the prospectus.
Visual 2: Introduction Imagery: Company logo and watermark of children in the background.

Visual Text: "Helping You Help Your Children" Script (David Blohm) (see "Business--Overview"):
Welcome to SmarterKids.com. I'm David Blohm, President and Chief Executive Officer. I would also
like to introduce Albert Noyes, our Senior Vice President, Marketing and Sales and Robert Cahill, our
Vice President, Finance. We would like to talk with you about SmarterKids.com, a leading online
retailer focused on children's educational books, toys and games, and software. We provide extensive
educational content and help parents and gift givers find quality products and make informed purchase

decisions tailored to a child's individual developmental needs and learning goals.

Visual 3: Market Landscape Imagery: Surrounding border containing three photos of children and the

company logo.
Visual Text: Company logo and bulleted text as follows:

. many parents are taking a more active role in their children's education . parents are increasingly
purchasing educational books, toys and games, and software Script (David Blohm) (see "Business--
Industry Background"): As a result of a number of societal trends, including constraints on school
budgets and the increasing use of standardized tests, many parents are taking a more active role in
their children's education. In their efforts to help their children learn, improve their children's
standardized test scores and make learning fun, parents are increasingly purchasing educational books,

toys and games, and software.

[For E*offering Online Prospectus Only/

Parents are faced with the challenge of finding quality educational products and selecting the right
products for their children. With thousands of educational products to choose from and few reliable
sources of information, finding the appropriate products for a specific child's needs and goals can be
overwhelming and confusing. Parents seek a resource for comprehensive and trusted educational

content and product information to help them make informed purchase decisions.

Visual 4: Market Landscape (con't) Visual Text: The traditional retail channel, including mass-market
retailers, has numerous participants and is highly fragmented. In general, store-based retailers face a
number of challenges in providing a shopping experience that meets the needs of parents. These

include:

. narrow selection of products due to physical space limitations . high costs from the need to build and
operate multiple retail locations . lack of flexibility in product display and merchandising capabilities .
lack of convenience due to limited hours of operation and geographic location . lack of focus on

educational products and limited educational expertise Script (David Blohm) (see "Business--Industry



Background"): The traditional retail channel, including mass-market retailers, has numerous
participants and is highly fragmented. In general, store-based retailers face a number of challenges in

providing a shopping experience that meets the needs of parents. These include:

. narrow selection of products due to physical space limitations . high costs from the need to build and
operate multiple retail locations . lack of flexibility in product display and merchandising capabilities .
lack of convenience due to limited hours of operation and geographic location . lack of focus on
educational products and limited educational expertise Visual 5: Market Landscape (con't) Visual Text:
Although online retailers have a number of advantages, those that offer educational products as a

component of their product mix have been limited in a number of ways because they:

. are often not focused on education . do not offer in-depth evaluations of products . lack extensive
educational and editorial content . lack the ability to assess an individual child's needs to personalize
the online experience Script (David Blohm) (see "Business Industry Background"): Although online
retailers have a number of advantages, those that offer educational products as a component of their

product mix have been limited in a number of ways because they:

. are often not focused on education . do not offer in-depth evaluations of products . lack extensive
educational and editorial content . lack the ability to assess an individual child's needs to personalize

the online experience

[For E*offering Online Prospectus Only/

The limitations of traditional and online retailers create a significant opportunity for an educational
resource that combines educational expertise and assessment tools, a wide range of quality educational

products and the power of the Internet to help parents make informed purchase decisions.

Visual 6: Shopping at SmarterKids.com Imagery: Screen shot of the SmarterKids.com website with

featured promotions and pictures of various products and content.

Visual Text: Company logo, tool bar, promotions and recommendations and text describing site

functionality and age categories.

Script (David Blohm) (see "Business--The SmarterKids.com Solution"): SmarterKids.com is a leading
online retailer focused on children's educational books, toys and games, and software. We combine our
expertise in children's education with our sophisticated and proprietary product analysis to help

parents make better purchase decisions. Key features of our solution include:

We have a broad assortment of carefully reviewed and selected educational products. Our rapidly
growing collection of competitively priced educational products includes over 1,800 books, toys and
games, and software titles from over 300 suppliers. SmarterKids.com has a dedicated team of teachers
who carefully select and then review only those products that meet our high quality standards and that

are fun, educationally relevant and effective in helping children learn. In our KidsLab, children test and



review many of our current and prospective products. Because we are focused on education, many of
our products, particularly toys and games, are not found on many of the other popular e-commerce

websites.

We have compelling educational content and contextual merchandising. We believe that
SmarterKids.com is an authority on educational products. Our staff of educational experts develops
our content, including educational articles, parenting advice and product reviews, and we also license
educational content from third parties. Our website integrates content with access to relevant products.
The benefit we provide parents comes, first, in our selection of the best educational products in the
marketplace to offer from our website and second, by providing extensive online advice and
information about specific products to help parents and gift givers make appropriate selections. For
example, the Smarter Parents Resource Center suggests weekly and monthly educational activities
parents can do with their children and then suggests products to expand on these activities. Ask the
Teacher enables parents to submit questions to our staff of teachers regarding their child's

development and review archived answers to previous questions.

We have a convenient and easy-to-use website. We integrate carefully selected products, helpful
content and interactive tools, with an intuitive and easy-to- use interface. We organize our website
around age and grade levels, which is the way parents typically think about the educational
development of their children. We offer full search and browsing capabilities that enable parents to
find products easily. Furthermore, we notify registered parents when we offer relevant new products or
specials. We provide customers the convenience and flexibility of shopping 24 hours a day, 7 days a

week, with dedicated customer service and reliable and timely product delivery.

Visual 7: Shopping at SmarterKids.com (con't) Imagery: Screen shot of the SmarterKids.com website
with various text boxes demonstrating the SmarterKids.com proprietary matching technology and

including a link to a child's hypothetical educational profile.

Visual text: Tool bar, text relating to hypothetical educational profile, including name of child, age,
grade level, learning goal and learning style. At the bottom of the screen are SmartPicks for the child,

followed by hyperlinks that take the user to recommend products based on the results.

[For E*offering Online Prospectus Only/

Script (David Blohm) (see "Business--The SmarterKids.com Solution"): We have technology that
matches products with a child's unique educational profile. Parents can use our proprietary technology
to find products that meet their child's unique educational needs. The MySmarterKids personalization
area allows parents to build an evolving and confidential educational profile of their child that can

include information about the child's age and grade as well as learning goals.

Our proprietary SmartPicks technology then uses this developmental profile to make targeted product
recommendations. SmartPicks "reshuffles” our entire store so that we emphasize those products that

our educational experts believe are appropriate for the individual child's unique needs and individual



goals. On subsequent visits, our website will recognize registered members and display increasingly
relevant products and services. We believe we are the first and presently the only educational products

and services website to offer this level of personalization.

Now, for a discussion of our strategic and marketing relationships as well as our competition, I'll turn it

over to Albert Noyes, Al...

Visual 8: Strategic and Marketing Relationships Imagery: Depiction of various logos of

customers/strategic relationships placed.

Visual Text: Names of companies which have formed strategic and marketing relationships with
SmarterKids.com:

. National Computer Systems . The Lightspan Partnership, Inc.
.J.L. Hammett Co.

.ABC News.com's Homework Help . LinkShare . Yahoo! GeoCities . iVillage . Microsoft's Encarta Script
(Albert Noyes) (see "Business--Strategic Relationships, and--Strategy"): Thanks, David. Our strategic
relationships primarily increase our visibility, reinforce our positioning and expand our customer base.

Our key strategic relationships include:

National Computer Systems is the largest processor of standardized tests for kindergarten through
grade 12 in the United States. NCS provides processing and scoring for over 30 million student
assessment tests, such as the Iowa Test of Basic Skills, in all 50 states and for the U.S. Department of
Education. In May 1999, NCS launched its WeHelpKids.com website, offering a variety of electronic
HelpTests and value-added services aimed at providing assessment and identification of a student's
academic strengths and weaknesses. WeHelpKids.com contains a direct link to our website, which
draws parents eager to support and encourage their children's learning. Using their results from
standardized tests, our SmartPicks system can provide personalized product recommendations. In
addition to promotion of SmarterKids.com on its website, NCS often features SmarterKids.com in its
communications with schools and parents. WeHelpKids.com has commenced its pilot program in

Michigan and plans to add tests and services for students in other states.

The Lightspan Partnership, Inc. creates and sells curriculum-based educational CD-ROM software and
web programs. It recently launched a monthly subscription online service that offers customized
classroom resource pages for teachers, students and parents. Our relationship with Lightspan will

include a co-branded store, content sharing and joint marketing activities.

[For E*offering Online Prospectus Only/

J.L. Hammett Co. is a leading national distributor of educational products to schools and also operates
over 70 retalil stores. It has supplied educational products for 136 years. We leverage J.L.. Hammett Co.'s

experience in distribution and strong knowledge of educational products to better meet the needs of



our customers. In addition, J.L. Hammett Co. promotes SmarterKids.com by including our literature in

the shipments that it delivers to schools and with retail transactions.

Also, we plan to increase our brand awareness through a variety of marketing and promotional
techniques to drive traffic to our website. We advertise on leading parent-oriented websites and have
developed a number of key strategic marketing relationships with online media partners such as
iVillage and Microsoft's Encarta, and affiliate marketing relationships with LinkShare and Yahoo!'s
GeoCities. We complement these web-based efforts with carefully targeted print, radio, television and

direct mail advertising, as well as other consumer promotional campaigns.

Visual 9: Competition Imagery: Listing of various industry sectors and companies that provide

competition within the SmarterKids.com retail business line, i.e., educational products for children.

Visual Text: Bullet points identifying and describing SmarterKids.com competitors: Our competitors

can be divided into several groups including:

. mass market retail chains, such as Kmart, Target, and Wal-Mart . mass market book sellers, toy stores
and computer hardware and software stores such as Barnes & Noble, Toys"R"Us and CompUSA..
traditional regional or local bookstores, toy stores and computer and software stores . traditional and
online specialty educational retailers, such as Learning Express, Learningsmith, Noodle Kidoodle, Zany
Brainy . online book sellers, toy sellers and computer software sellers such as Amazon.com, eToys, Kay
Bee Toys, toysmart.com and Beyond.com . educational catalog distributors such as Scholastic Script
(Albert Noyes) (see "Business--Competition"): The markets for books, toys and games, and software
including those for children's educational products, are very competitive and highly fragmented, with
no clear dominant leader and increasing public and commercial attention. In addition, the consumer e-
commerce industry is new, rapidly evolving and intensely competitive and we expect competition to

intensify in the future.
Our competitors can be divided into several groups including:

. mass market retail chains, such as Kmart, Target, and Wal-Mart . mass market book sellers, toy stores
and computer hardware and software stores, such as Barnes & Noble, Toys"R"Us and CompUSA..
traditional regional or local bookstores, toy stores and computer and software stores . traditional and
online specialty educational retailers, such as Learning Express, Learningsmith, Noodle Kidoodle, Zany
Brainy . online book sellers, toy sellers and computer software sellers, such as Amazon.com, eToys, Kay

Bee Toys, toysmart.com and Beyond.com, and . educational catalog distributors, such as Scholastic

[For E*offering Online Prospectus Only/

We believe that the principal competitive factors in our market are:

. brand recognition and trust . ability to attract and retain consumers . breadth of product selection .
product pricing . availability of educational and authoritative information . quality and responsiveness
of customer service And with that, I will turn it over to Bob for a discussion of our quarterly financial

results. Bob...



Visual 10: Historical Financials Imagery: Selected Quarterly Results of Operations (March 31, 1998-
June 30, 1999).

Visual Text: "Selected Quarterly Results of Operations" table.

Script (Robert Cahill) (see "Management's Discussion and Analysis of Financial Condition and Results
of Operations-- Selected Quarterly Results of Operations"): Thanks, Al. The following table sets forth
selected unaudited statement of operations data for the six quarters in the period ended June 30, 1999
both in dollar amounts and as a percentage of total net revenues. This data was derived from our
unaudited financial statements that, in our opinion, reflect all adjustments, consisting of only normal
recurring adjustments, necessary for a fair presentation of this quarterly information. This data should
be read in conjunction with our "Management's Discussion and Analysis of Financial Condition and
Results of Operations" and the audited financial statements and related notes included elsewhere in the

prospectus.

Due to the fact that we transitioned to our online business model in November 1998, we believe that
period-to-period comparisons prior to 1999 are less meaningful than an analysis of quarterly results in

1999.

Revenues increased in the quarter ended June 30, 1999 over the quarter ended March 31, 1999 due

primarily to increased consumer awareness of our brand and increased number of customers.

Cost of revenues increased in the quarter ended June 30, 1999 over the quarter ended March 31, 1999
primarily due to increased revenues. Gross margins increased in the quarter ended June 30, 1999 over

the previous quarter due to a more favorable mix of product sales.

Marketing and sales expenses increased in the quarter ended June 30, 1999 over the quarter ended

March 31, 1999 primarily due to increases in promotional and advertising activities.

Development expenses increased in the quarter ended June 30, 1999 over the quarter ended March 31,

1999 primarily due to increased headcount and related expenses.

General and administrative expenses increased in the quarter ended June 30, 1999 over the quarter
ended March 31, 1999 primarily due to increased headcount and related expenses and professional

fees.
David...

Visual 11: End of Presentation Imagery: Company logo and watermark of children in the background
Visual Text: Helping You Help Your Children (the text is part of company logo) Script (David Blohm):
We hope that this presentation was helpful in understanding the business model of SmarterKids.com
and the strategy that our management team intends to execute. We encourage you to refer back to the
prospectus for additional support and disclosure as well as to take a look at the "risk factors" in detail.

Again, thank you for your interest in SmarterKids.com.
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We maintain a World Wide Web site at www.smarterkids.com. Information contained on our website

does not constitute part of this prospectus.

SmarterKids.com, SmarterKids, MySmarterKids and SmartPicks are trademarks of SmarterKids.com,
Inc. All other brand names or trademarks appearing in this prospectus are the property of their

respective holders.

Educational Products Meet E-commerce

At SmarterKids.com, we sell a wide range of educational books and software, toys and games online

that encourage learning, creativity, social skills and a sense of accomplishment.

[Picture of Teacher with Child]

To Shop, click on the appropriate Age/Grade Area



[Picture of Age/grade Groups Used by Company to Organize
Products]

Teacher Reviewed Educational Products

We only sell products that meet our high standards for quality, content and fun. All products are

evaluated by our team of experienced teachers and childhood development specialists.

[Picture of Selected Products/

[Company Logo/
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You should rely only on information contained in this prospectus. We have not authorized anyone to
provide you with information different from that contained in this prospectus. We are offering to sell,
and seeking offers to buy, shares of common stock only in jurisdictions where offers and sales are
permitted. The information contained in this prospectus is accurate only as of the date of this

prospectus, regardless of the time of delivery of this prospectus or of any sale of our common stock.

No action is being taken in any jurisdiction outside the United States to permit a public offering of the
common stock or possession or distribution of this prospectus in any such jurisdiction. Persons who
come into possession of this prospectus in jurisdictions outside the United States are required to
inform themselves about and to observe any restrictions as to this offering and the distribution of this

prospectus applicable to that jurisdiction.



Until, 1999, all dealers that buy, sell or trade in the common stock, whether or not participating in this
offering, may be required to deliver a prospectus. This is in addition to the dealers' obligation to deliver

a prospectus when acting as underwriters and with respect to their unsold allotments or subscriptions.

Part I1

Information Not Required in the Prospectus

Item 13. Other Expenses of Issuance and Distribution.

Estimated expenses, other than underwriting discounts and commissions, payable by us in connection

with the sale of the common stock being registered under this registration statement are as follows:

SEC registration TeE...uuuiiii ittt ittt ettt teieeeeanaeennns $16,680
NASD failing T . uiiiit i ettt ettt eeeeaeeeeanans 6,500
Nasdag National Market listing fee...... ..., 75,625
Printing and engraving eXpensSesS. .. ... eeteinneteenneeeeennnennns *
Legal fees and EXPeNSES . .« e et e eeiieeeeeeeeeeeeeeeeeeeeeennnn *
Accounting fees and EXPeNnsSes.......uiiiiteennnenneenennnnnnnnnnnn *
Transfer agent and registrar fees and expenses................... *
MiSCELLlanEOUS . vttt tiit ittt ittt ittt e i e e *

I - 1 P $ *

*To be filed by amendment.

Item 14. Indemnification of Directors and Officers.

The Delaware General Corporation Law and our charter and by-laws provide for indemnification of
our directors and officers for liabilities and expenses that they may incur in such capacities. In general,
directors and officers are indemnified with respect to actions taken in good faith in a manner
reasonably believed to be in, or not opposed to, our best interests and, with respect to any criminal
action or proceeding, actions that the indemnitee had no reasonable cause to believe were unlawful.
Reference is made to our charter and bylaws filed as Exhibits 3.2 and 3.3 to this registration statement,

respectively.

The underwriting agreement provides that the underwriters are obligated, under certain
circumstances, to indemnify our directors, officers and controlling persons against certain liabilities,
including liabilities under the Securities Act. Reference is made to the form of underwriting agreement

filed as Exhibit 1.1 to this registration statement.
In addition, we intend to apply for directors and officers liability insurance policy.
Item 15. Recent Sales of Unregistered Securities.

In the three years preceding the filing of this registration statement, we have issued the following

securities that were not registered under the Securities Act:

(a) Issuances of Capital Stock.



Between May 15, 1997 and November 6, 1998, we issued and sold an aggregate of 3,518 shares of
Series B Preferred Stock in a private financing for an aggregate price of $7,036,000.

On July 12, 1999, we issued and sold an aggregate of 4,284,091 shares of series C preferred stock to 10
institutional investors and to 5 individual investors in a private financing for an aggregate price of
$26,856,966.53.

With the exception of the sales of securities in July 1999, no underwriters were used in the foregoing
transactions. All sales of securities described above were made in reliance upon the exemption from
registration provided by Section 4(2) of the Securities Act for transactions by an issuer not involving a

public offering.
(b) Issuances of Warrants.

On December 31, 1997 and November 6, 1998, we issued warrants to Edu Ventures, Inc. to purchase
44,000 and 36,700 shares of common stock, respectively, each at an exercise price of §.20. On
December 31, 1998 and September 1, 1999, we issued warrants to Edu Ventures, Inc. to purchase
15,000 and 10,000 shares of common stock, respectively, each at an exercise price of $2.00. These

warrants expire immediately prior to the offering.

On March 8, 1999, we issued a warrant to National Computer Systems, Inc. to purchase 75,000 shares
of common stock at an exercise price of $2.00. The issuance of shares pursuant to this warrant depends

on the achievement of specific milestones.

On March 25, 1998, we issued a warrant to Silicon Valley Bank for five shares of series B preferred

stock at an exercise price of $2,000 per share that will expire on March 24, 2003.

On September 29, 1998, we issued a warrant to J.L.. Hammett Co. to purchase 38,000 shares of
common stock at an exercise price of $2.00 that will expire on September 29, 2003. On September 7,
1999, we issued an additional 72,000 shares of common stock at an exercise price of $2.00 that will
expire on September 7, 2004 On July, 12, 1999, we issued a warrant to Thomas Weisel Partners LLC
for 113,027 shares of series C preferred stock at an exercise price of $6.269. This warrant expires

immediately prior to this offering.
(c) Grants and Exercises of Stock Options.

Since June 30, 1996, we have granted stock options to purchase 1,641,600 shares of common stock
with exercise prices ranging from $0.20 to $6.27 per share, to employees, directors and consultants
pursuant to our 1995 Stock Plan. Of these options, 132,666 have been exercised for a weighted average
exercise price of $0.88 as of September 7, 1999. The issuance of common stock upon exercise of the
options was exempt either pursuant to Rule 701, as a transaction pursuant to a compensatory benefit

plan, or pursuant to Section 4(2), as a transaction by an issuer not involving a public offering.
Item 16. Exhibits and Financial Statement Schedules.
(a) Exhibits:

Exhibit No. Description



L1x Form of Underwriting Agreement

Amended and Restated Certificate of Incorporation, as amended, of

SmarterKids.com currently in effect

3.2 Form of Second Amended and Restated Certificate of Incorporation
of SmarterKids.com to be filed with the Secretary of State of
Delaware and effective upon the effectiveness of the registration
statement

3.3 Form of Amendment to the Second Amended and Restated Certificate

of Incorporation of SmarterKids.com to be filed with the Secretary

of State of Delaware and effective upon the closing of the

w
[N

offering

3.4 Amended and Restated By-laws of SmarterKids.com currently in
effect

3.5 Form of Second Amended and Restated By-laws of SmarterKids.com to
be effective upon the effectiveness of the offering

4 4x Specimen certificate for shares of SmarterKids.com's common stock

5.1x% Legal opinion of Testa, Hurwitz & Thibeault, LLP

10.1 1995 Stock Plan, as amended

10.2 1999 Stock Option and Incentive Plan

10.3 1999 Non-Employee Director Stock Option Plan

10.4 1999 Employee Stock Purchase Plan

Exhibit No. Description 10.5 Amended and Restated Investor Rights Agreement dated as of July 12,
1999 by and among SmarterKids.com, certain stockholders of SmarterKids.com and certain senior
management of SmarterKids.com 10.6 Amended and Restated Stockholders Voting Agreement dated
as of July 12, 1999 among SmarterKids.com, certain stockholders of SmarterKids.com and certain
senior management of SmarterKids.com 10.7 Lease Agreement dated as of September 1, 1998
between SmarterKids.com and McFarland FLP 10.8*+ Contract for Services and Term Sheet dated
September 29, 1998 between SmarterKids.com and J.L.. Hammett Co. 10.9 Letter Agreement dated
November 6, 1998 between SmarterKids.com and Jeff Pucci 10.10 Letter Agreement dated November
6, 1998 between SmarterKids.com and Richard Viard 11.1 Statement re: Computation of Per Share
Earnings (This exhibit has been omitted because the information is shown in the financial statements
or notes thereto.) 23.1* Consent of Testa, Hurwitz & Thibeault, LLP (contained in Exhibit 5.1) 23.2
Consent of PricewaterhouseCoopers LLP 24.1 Power of Attorney (contained on page 11-4) 27.1
Financial Data Schedule (This exhibit has been omitted because the information is shown in the

financial statements or notes thereto.)
*To be filed by amendment. + Confidential materials to be omitted and filed separately with the SEC.
(b) Financial Statement Schedules.

No financial statement schedules for which provision is made in the applicable accounting regulations
of the SEC are included here since the required information is disclosed in the notes to the financial

statements or the schedules are inapplicable and therefore have been omitted.
Item 17. Undertakings.

Insofar as indemnification for liabilities arising under the Securities Act may be permitted to directors,
officers and controlling persons of the registrant pursuant to the provisions described in Item 14
above, or otherwise, the registrant has been advised that in the opinion of the SEC such
indemnification is against public policy as expressed in the Securities Act and is, therefore,

unenforceable. In the event that a claim for indemnification against such liabilities (other than the



payment by the registrant of expenses incurred or paid by a director, officer or controlling person of
the registrant in the successful defense of any action, suit or proceeding) is asserted by such director,
officer or controlling person in connection with the securities being registered, the registrant will,
unless in the opinion of its counsel the matter has been settled by controlling precedent, submit to a
court of appropriate jurisdiction the question whether such indemnification by it is against public
policy as expressed in the Securities Act and will be governed by the final adjudication of such issue.

The undersigned registrant hereby undertakes (1) to provide to the underwriters at the closing
specified in the underwriting agreement, certificates in such denominations and registered in such
names as required by the underwriters to permit prompt delivery to each purchaser; (2) that for
purposes of determining any liability under the Securities Act, the information omitted from the form
of prospectus filed as part of this registration statement in reliance upon Rule 430A and contained in a
form of prospectus filed by the registrant pursuant to Rule 424(b)(1) or (4) or 497(h) under the
Securities Act shall be deemed to be part of this registration statement as of the time it was declared
effective; and (3) that for the purpose of determining any liability under the Securities Act, each post-
effective amendment that contains a form of prospectus shall be deemed to be a new registration
statement relating to the securities offered therein, and the offering of such securities at that time shall
be deemed to be the initial bona fide offering thereof.

Signatures

Pursuant to the requirements of the Securities Act of 1933, SmarterKids.com, Inc. has duly caused this
registration statement to be signed on its behalf by the undersigned, thereunto duly authorized, in

Boston, Massachusetts, on September 9, 1999.
SmarterKids.com, Inc.

By: /s/ David Blohm David Blohm President and Chief Executive Officer

Power of Attorney and Signatures

The undersigned officers and directors of SmarterKids.com, Inc. hereby constitute and appoint David
Blohm and Robert Cahill, and each of them singly, with full power of substitution, our true and lawful
attorneys-in-fact and agents to take any actions to enable SmarterKids.com, Inc. to comply with the
Securities Act, and any rules, regulations and requirements of the Securities and Exchange
Commission, in connection with this registration statement, including the power and authority to sign
for us in our names in the capacities indicated below any and all amendments to this registration
statement and any other registration statement filed pursuant to the provisions of Rule 462 under the

Securities Act.

Pursuant to the requirements of the Securities Act of 1933, this registration statement has been signed

below by the following persons in the capacities and on the dates indicated.



Signature Title(s) Date

/s/ David Blohm President, Chief Executive September 9, 1999
Officer and Director
David Blohm (principal executive
officer)
/s/ Robert Cahill Vice President, Finance September 9, 1999
(principal financial and
Robert Cahill accounting officer)
/s/ Jeff Pucci Co-Founder, Chairman and September 9, 1999
Director
Jeff Pucci
/s/ Richard D'Amore Director September 9, 1999
Richard D'Amore
/s/ Michael Fitzgerald Director September 9, 1999
Michael Fitzgerald
/s/ Michael Kolowich Director September 9, 1999
Michael Kolowich
/s/ Brian Hickey Director September 9, 1999

Brian Hickey

Exhibits

Exhibit No. Description

1.1% Form of Underwriting Agreement

3.1 Amended and Restated Certificate of Incorporation, as amended, of
SmarterKids.com currently in effect

3.2 Form of Second Amended and Restated Certificate of Incorporation

of SmarterKids.com to be filed with the Secretary of State of
Delaware and effective upon the effectiveness of the registration
statement

3.3 Form of Amendment to the Second Amended and Restated Certificate
of Incorporation of SmarterKids.com to be filed with the Secretary
of State of Delaware and effective upon the closing of the

offering

3.4 Amended and Restated By-laws of SmarterKids.com currently in
effect

3.5 Form of Second Amended and Restated By-laws of SmarterKids.com to
be effective upon the effectiveness of the offering

4 4x Specimen certificate for shares of SmarterKids.com's common stock

5.1x% Legal opinion of Testa, Hurwitz & Thibeault, LLP

10.1 1995 Stock Plan, as amended

10.2 1999 Stock Option and Incentive Plan

10.3 1999 Non-Employee Director Stock Option Plan

10.4 1999 Employee Stock Purchase Plan

10.5 Amended and Restated Investor Rights Agreement dated as of July
12, 1999 by and among SmarterKids.com, certain stockholders of
SmarterKids.com and certain senior management of SmarterKids.com

10.6 Amended and Restated Stockholders Voting Agreement dated as of
July 12, 1999 among SmarterKids.com, certain stockholders of
SmarterKids.com and certain senior management of SmarterKids.com

10.7 Lease Agreement dated as of September 1, 1998 between
SmarterKids.com and McFarland FLP

10.8%+ Contract for Services and Term Sheet dated September 29, 1998
between SmarterKids.com and J.L. Hammett Co.

10.9 Letter Agreement dated November 6, 1998 between SmarterKids.com
and Jeff Pucci
10.10 Letter Agreement dated November 6, 1998 between SmarterKids.com

and Richard Viard
11.1 Statement re: Computation of Per Share Earnings (This exhibit has



been omitted because the information is shown in the financial
statements or notes thereto.)

23.1x% Consent of Testa, Hurwitz & Thibeault, LLP (contained in Exhibit
5.1)

23.2 Consent of PricewaterhouseCoopers LLP

24.1 Power of Attorney (contained on page II-4)

27.1 Financial Data Schedule (This exhibit has been omitted because the

information is shown in the financial statement or notes thereto.)

*To be filed by amendment. + Confidential materials to be omitted and filed separately with the SEC.
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