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Welcome to our Q4 conference call. Riley McCormack, our CEO, and Charles
Beck, our CFO, are with me on the call. On the call today, we will provide a
business update and discuss Q4 2023 and fiscal year 2023 financial results. This
will be followed by a question and answer forum. We have posted our prepared
remarks in the investor relations section of our website and will archive this

webcast there.

Safe Harbor Statement

Before we begin, let me remind everyone that today's discussion contains
forward-looking statements that have risks and uncertainties. Please refer to our
press release for more information on the specific risk factors that could cause

actual results to differ materially.

Riley will now provide a business update.

Business Update



Thank you Joel, and hello everyone.

Q4 was another strong quarter for Digimarc. On a year-over-year basis, we
accelerated our ARR growth to 71%, accelerated our subscription revenue growth to
37%, and expanded our subscription Gross Profit Margins more than 1,000 basis
points to 87.3%.

This performance was the result of our continued execution against our transformation
strategy, but it is important to note that our transformation strategy itself continues to
evolve, as | hope it always will. While the rate of change is attenuating as we move
from the “radical transformation” stage we entered in Q2 2021 to the “constant iteration
and continuous improvement” stage in which we are now, the fact is we can always be

better tomorrow, and thus that will always be our goal.

Constant iteration and continuous improvement can be confusing if not anchored by a
consistent true north, and our true north is beautifully simple: Our goal is to support
companies progressing in their digital transformation journey, and to achieve that we
need to be easy to begin doing business with and excellent at guiding customers along

their journey.

The initiatives we are pursuing in pursuit of our true north range in maturation from just-
exiting-ideation to already-launched-and-in-execution, and the quality of both the
initiatives as well as our execution of those initiatives will dictate the strength of our
future performance. | want to use today’s call to talk about four initiatives in greater
detail because | believe all four are likely to have outsized impacts on our quarterly

results for years to come.

The first is the recent launch of the next-generation configuration of our digital
watermark, an initiative we have been working on for over two years. Our next gen

digital watermark is the culmination of a lot of incredible work by a lot of incredible



people, and represents not just a step-change improvement in our digital watermarking
technology, but also allows us to knock over a barrier that has historically added friction

in our quest to digitize the world’s products.

Yes, the latest configuration of our digital watermark delivers dramatic improvement in
important areas such as security, adaptability, imperceptibility, and performance, and all
of these improvements are important because they all deliver a step-change increase in

value to our customers.

But it is the addition of powerful new data access and detection controls that | believe
will ultimately be what this new configuration is best known for, because these controls
not only deliver value to our current offerings, they also enable something never before
possible: the application of digital watermarking to products and packaging well ahead
of adoption of any Digimarc offering. With these new controls, companies can now
embed our digital watermarks well ahead of planned activation, future-proofing their
products during planned packaging refreshes, regional roll outs, or ahead of future
product digitization initiatives. This is not only a new capability of ours, it is something
that no other data carrier can provide. It becomes yet another point of differentiation for
us and our platform while simultaneously allowing Digimarc and our partners to rapidly

plant seeds we can harvest for years to come.

The second initiative that | believe will have an outsized impact on future quarters is the
evolution of our partner strategy to encompass and incentivize partners not yet ready to
build their own products and services on top of llluminate. This is another step towards
our being easy to begin doing business with, in this case not only for our customers but

also our partners.

Digimarc excels in supporting customers progressing in their digital transformation
journey where the identification or the authentication of physical and digital assets is

critical. This superpower is applicable to almost every single industry and brings us in



contact with an incredible number of potential partners. These partners, in turn,
possess existing customers, large pipelines of prospects, many salespeople, and
incredible domain expertise. Our new Center of Expertise (CoE) Program allows us to
build a mutually beneficial relationship by combining the strengths we both bring to bear
while also allowing us both to benefit as we support our shared customers in
progressing their digital transformation journey. The CoE Program is new but the early

results have been promising.

Taking a step back, just like our products themselves, our initiatives should also be
accretive, and in the case of the two just mentioned, they indeed are; while the interest
in our CoE program was strong ahead of the announcement of our next generation
configuration of our digital watermark, post that announcement the interest has notably
increased. While all the improvements delivered by our latest digital watermark are
resonating, it is the new data access and detection controls that have really spurred
partner interest as they understand these controls not only help them ensure their
customers’ products and packaging are future-proofed, but also allow them to share in
our success when those customers activate those watermarks by subscribing to a

Digimarc offering.

The third initiative I'd like to discuss was one we announced just a few days ago. In
pursuit of being easy to begin doing business with, we have opened a fifth avenue to
market for Digimarc Recycle. Under this new avenue to market, Digimarc will license
Digimarc Recycle to qualified partners who would then lead the regional or country-wide
rollout of our powerful offering to address the plastic packaging pollution crisis. To be
clear, our other four avenues are still open; this is not a replacement but an
augmentation to the options available. And like | imagine many of our successful
initiatives will be, this new avenue to market was informed by conversations we had with
multiple stakeholders who added their feedback to improve our final offering while
sharing their excitement about its potential to open their markets. This new avenue

excites us as well because it has the potential to not just speed time to revenue but also



time to broad adoption. And when it comes to Digimarc Recycle, our interest in
shortening time to adoption comes not just from the opportunity Digimarc Recycle
presents us as a business, but also the opportunity that widespread adoption of
Digimarc Recycle presents us all as a planet.

Finally, as discussed at an investor conference last month, we are putting the finishing
touches on some major updates to Digimarc Engage. Being easy to begin doing
business and excellent at guiding customers along the journey sometimes entails
providing the market something they’ve never had the ability to do before, new
capabilities that lead to a better end customer experience while also revealing data that
has never before been available for the revealing. Our upgrade to Digimarc Engage will
not only provide new functionality for physical products, it will also take the industry-
leading capabilities of Digimarc Engage into the digital domain. Moreover, it will allow
for a seamless experience between these two domains, something that is not possible
with any other consumer engagement offering. We are excited to share more on this

very, very soon.

The results of our initiatives don’t just show up in our quarterly results, they also allow
our participation in important conversations focused on driving the world forward. As
the pioneer and global leader in digital watermarking, we welcome the world’s
understanding of the power of this technology and believe it is our responsibility to lend
our almost 30 years of experience and expertise to conversations in which digital

watermarking is a topic.

Throughout the fourth quarter, we participated in a series of meetings in Washington,
D.C. with leaders from both the Executive and Legislative Branches on the critical topic
of Al security. We were afforded this opportunity given our expertise and proven track

record of protecting some of the world’s most recognized brands and critical assets.



In November, we were invited to participate in one of the Senate Al Insight forums
hosted by Senate Majority Leader Chuck Schumer and Senators Todd Young, Martin
Heinrich, and Mike Rounds. It was there that | testified to the need for trustworthy digital
watermarks in the fight for online authenticity given the advent of artificial intelligence.
We remain steadfast in our belief that among the many benefits GenAl will bring,
perhaps the most powerful will be catalyzing the safer, fairer, and more transparent

internet we all deserve.

In addition to our work inside the beltway, Digimarc was appointed co-chair of the C2PA
working group on digital watermarking, once again establishing our credibility and
leadership in the authenticity ecosystem — a position we look forward to maintaining.
Whether it be individual events or ongoing engagements, two things are becoming clear
to more and more stakeholders: digital watermarking is a technology of unlimited
potential and Digimarc is the company best positioned to bring that technology to the

world.

| will now turn the call over to Charles to discuss our financial results.

Financial Results

Thank you Riley, and good afternoon everyone.

Building on the positive financial trends we delivered in the third quarter, we saw
continued progress in our financial performance during the fourth quarter in several key

areas:

e Ending ARR! grew to $22.3 million, representing 71% year-over-year growth;

e Subscription revenue increased 37% year-over-year,

t Annual Recurring Revenue (ARR) is a company performance metric calculated as the aggregation of annualized subscription fees
from all of our commercial contracts as of the measurement date.
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e Subscription gross profit margin? reached 87.3%, a 1,000 basis point
improvement;

e Operating expenses decreased 2% from Q4 last year;

e Non-GAAP net loss decreased $2.5 million or 31%; and

e Free cash flow® usage improved $2.2 million or 29%.

| highlight these areas as they are all critical drivers towards reaching positive free cash

flow.

ARR increased 71% from $13.0 million at the end of 2022 to $22.3 million at the end of
2023. The increase in ARR largely reflects the impact of new customer contracts and to
a lesser extent several important customer upsells during the year. As a reminder, we
believe ARR is the best leading indicator for future commercial subscription revenue
growth. Subscription revenue will lag ARR growth as subscription revenue is recognized
ratably over a contract term versus ARR is recognized upfront upon entering into a

contract.

Total revenue for the quarter was $9.3 million, an increase of $2.1 million or 29% from
$7.2 million in Q4 last year, reflecting strong growth in both subscription and service

revenue.

Subscription revenue, which accounted for 60% of total revenue for the quarter, grew
37% from $4.1 million to $5.6 million. The increase reflects subscription revenue
recognized on new customer contracts as well as upsells on existing customer

contracts. Commercial subscription revenue grew at an even higher rate at 40%.

2 Subscription gross profit margin excludes amortization expense on acquired intangible assets.
3 Free cash flow includes cash used in operating activities, the purchase of property and equipment and capitalized patent costs.



Service revenue increased 18% from $3.1 million to $3.7 million. The increase primarily
reflects a larger annual budget from the Central Banks for project work in 2023 than
2022.

Subscription gross profit margin improved from 77% in Q4 last year to over 87% in Q4
2023. The large increase year-over-year reflects a favorable mix in subscription revenue
to our newer products, which have higher gross profit margins than our legacy products.
This bodes well for continued expansion of our subscription gross profit margins as we

both migrate existing customers to our newer products and we sign up new customers.

Service gross profit margin? was flat at 56% in Q4 of both years. We continue to expect
service gross profit margin to be in the mid-50’s on average going forward with some

fluctuation quarter to quarter depending on labor mix.

Operating expenses for the quarter were $16.8 million compared to $17.1 million in Q4
last year, a decrease of 2%. Despite the impact of annual compensation adjustments for
our employees, we were able to reduce our operating costs year-over-year as we
continue to focus on ways to maximize our productivity and efficiency as an

organization.

Non-GAAP operating expenses, which excludes non-cash and non-recurring items,

were $13.4 million for the quarter, down 6%, compared to $14.3 million in Q4 last year.
Net loss per share for the quarter was 52 cents versus 62 cents in Q4 last year. Non-
GAAP net loss per share was also considerably lower for the quarter at 28 cents versus

41 cents in Q4 last year.

We ended the year with $27.2 million in cash and investments.



Free cash flow usage was $5.6 million for the quarter, compared to $7.8 million used in
Q4 last year. We used an additional $700 thousand of cash in Q4 for share
repurchases. Our free cash flow usage was down considerably in the second half of
2023 as compared to the first half of the year, largely reflecting the impact of growing
our ARR, and as promised free cash flow usage was noticeably less in the second half
of 2023 as compared to Q2. Given cash flows can fluctuate quarter to quarter
depending on the timing of cash inflows and outflows, we continue to believe that a
good proxy for a normalized level of free cash flow is using non-GAAP loss and adding
capital expenditures. While the trend in free cash flow has significantly improved over
the past two quarters and we expect it to continue to improve, we do expect Q1 2024 to
be higher than Q4 2023 due to year-end related expenses including annual incentive

payments.

As | am sure you are all aware by now, we entered into a registered direct stock
transaction over the weekend whereby we raised $32.5 million of gross cash proceeds
by selling 929 thousand shares of our common stock at a price of $35.00. The price
represented only a 2.5% discount to the last trade. This transaction not only topped off
our balance sheet; it expanded our roster of both long-term and value-added
shareholders. A special thank you to Rishi and the team at Altai Capital for the
introduction to these new shareholders, their efforts in bringing this deal together, and

their continued partnership.

After completing this transaction, we also decided to terminate our At-The-Market or
ATM stock program that we had established back in 2019. The ATM program will be

terminated effective March 1, 2024.

For the fiscal year, we made considerable progress in the underlying fundamentals of

our business.



e Subscription revenue increased 25% from last year and 33% if you exclude the
impact of our retired Piracy Intelligence product; while commercial subscription
revenue grew at an even higher rate at 38% excluding Piracy Intelligence,;

e Subscription gross profit margin averaged 84.3% for the year, a 1,000 basis point
improvement over last year; and

e Operating expenses decreased $8.8 million or 11% despite the headwinds from

inflation.

As a result of accelerating our subscription revenue growth, expanding our subscription

gross profit margins and lowering our operations expenses:

e Non-GAAP loss decreased $12.1 million or 31% for the year; and
e Free cash flow usage was more than cut in half, decreasing from $45.9 million in
2022 to $22.7 million in 2023.

We took a giant step in 2023 to move the company down the path to cash flow positive.
We still have work to do but we will remain maniacally focused on continuing to grow
ARR, expanding our gross profit margins and effectively managing our expenses to

shorten that path.

For further discussion of our financial results, and risks and prospects for our business,

please see our Form 10-K that will be filed with the SEC later this week.

| will now turn the call back over to Riley for final remarks.

Final Remarks

Thanks Charles.
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Q4 was another strong quarter for Digimarc, made possible by the progress we have
made on multiple important initiatives we have been pursuing since we began our
transformation in Q2 2021. While we are through the most radical part of our
transformation, we will always be focused on what’s next, guided by our simple mantra
of being easy to begin doing business with and excellent at guiding customers along

their journey.

| believe the four initiatives we shared today are likely to become inputs to future strong
guarterly reports, and it is important to note, they are just a sampling of the things on

which we are hard at work every day.

| share my teammates’ excitement about where we are going as well as their urgency to
get there, urgency that comes from knowing there is a massive market waiting for us to

unlock it, and that we are in a unique position to do just that.

Strong results are wonderful and as we’ve said consistently over the last two and a half
years, we expect you to judge us on nothing but our results. But they are only made
possible by never settling for the status quo and by always planting the seeds for future
growth. The only constant, at least at Digimarc, is improvement, and | don’t expect that
will ever change. The combination of This Team and This Tech is a scarily powerful

mix, and as a Team we are excited by what the future holds.

Operator, we will now open up the call for questions.
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