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About PricewaterhouseCoopers’

Whether your company is an emerging business seeking venture capital, or an
established company seeking to expand through an initial public offering, you can rely on
PricewaterhouseCoopers for a full range of support services.

PricewaterhouseCoopers’ global presence, extensive knowledge of capital markets, and network
of financing relationships provides you the expertise and insight you need at every stage.

Since PricewaterhouseCoopers is the first choice for assurance and tax consulting services
among the nation’s top 100 technology-based venture capital firms, we are knowledgeable about
the issues that arise between entrepreneurs and venture capitalists — and the challenges faced
by fast-growth companies.

We excel at:

— Assisting you in identifying financing sources;

— Ensuring you have proper controls and processes in place to comply with Sarbanes-Oxley;

— Serving as your advisor as you prepare for an IPO or position yourself to be acquired;

— Providing due diligence and structuring services for M&A.

If you’d like to contact the nearest PricewaterhouseCoopers business advisory expert, please call
our Hotline at 1-877-PwC-TICE or visit our Web sites:

www.pwc.com/technology
www.pwcV2R.com (VisionToReality site for entrepreneurs)

www.pwc.com/ustransactionservices
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Introduction

Going public is a monumental decision for any company.
It forever changes how a company goes about doing
business. The actual process of going public can be
time-consuming, expensive, and take a substantial
amount of key management focus away from the
day-to-day operations of the company.

With the IPO market window beginning to open once again, and the significant
changes in public company reporting resulting from the Sarbanes-Oxley Act of
2002, we are publishing this fourth edition, addressing the numerous provisions
of Sarbanes-Oxley impacting public companies and the IPO process.

This publication attempts to present the information that a company will need
when it debates whether or not to go public or to pursue alternate means to
finance growth. The purpose of the guide is to assist you in making an informed
decision by addressing such factors as the advantages and disadvantages,
costs, timing, and the alternatives to going public. It outlines the “process” of
going public, discusses the registration and ongoing reporting requirements of
a public company, and provides an overview of the securities markets. Finally,
the guide summarizes the most significant accounting, compensation, and tax-
related considerations of going public.
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-1 The going-public
decision
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Public offering

An IPO in which a company sells its unissued securities and receives all the
proceeds in the form of additional capital is called a primary offering. A securities
sale in which securities held by the owners of the company are sold, and from which
the owners receive the proceeds, is called a secondary offering. IPOs are almost
always primary offerings, but may include a small number of shares held by the
present owners.

Why am | going public?

The most important question a CEO should ask is, “Why do | want to go public?”
Some of these reasons are:

— To raise money for expansion of operations
— Toincrease market value

— To acquire other companies

— To attract and retain employees

— To diversify and liquefy personal holdings

— To provide liquidity for shareholders

— To implement an estate tax-planning strategy
— To enhance the company’s reputation

Other reasons may be private and personal. It is truly important to recognize your
reasons and to keep your goals in mind throughout the going-public process.

Is going public right for your company?

A company usually begins to think about going public when the funding

required to meet the demands of business expansion begins to exceed its ability
to raise additional private/venture capital funding or debt capacity. But simply
needing capital does not always mean that going public is the right, or even
possible, answer. Your company must also be perceived as an attractive
investment candidate.

How can you determine if your company is a public offering candidate? Your
answers to the following questions can help.

Does your company have an attractive track record?

Generally, a company that outpaces the industry average in growth will have a better
chance of attracting prospective investors than one with marginal or inconsistent
growth. Some underwriters consider a company to be an IPO candidate if it has
annual revenues of at least $50 million and profitability of $1 million or more. Even
so0, many early-stage technology companies also have successfully gone public.
The Internet has created an opportunity for many of these early-stage technology
companies to exponentially grow their business in a very short time as compared
with more “traditional” companies. Though they may not currently exhibit a strong
growth rate, investors perceive these companies as having enormous potential for
growth because of the other favorable characteristics they possess (e.g., product
or service that is highly visible, unique or of interest to the public, and capable and
committed management).
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Has your company received venture capital funding?

Many early-stage companies that do not have a proven track record increase
credibility and can validate their business concept, product, or service before
they go public by selling a portion of their equity to venture capitalists.
Investment from venture capital sources is viewed as “smart money” which
can also help increase valuation leading up to an IPO.

Has your company reached the point where prospects for
maintaining a strong sales and earnings growth trend in the future
are reasonably good?

Many companies that have successfully gone public have shown market
support for their product or service that would sustain an increasing annual
growth rate for a five-year period. This growth potential should be even larger
if institutional investors are expected to buy significant blocks of shares in the
company. Again, the exception might be the early-stage technology company
that has developed to the point that the risks usually associated with a venture
capital investment — product development, manufacturing capability, market
acceptance, and market size — have been reduced.

Are your company’s products or services highly visible and of

interest to the consuming and investing public?

The established company can answer this question with historical sales data,
while the early-stage company must use market research projections and
demonstrated product superiority. In fact, the early-stage company usually
qualifies as an IPO candidate because of the uniqueness of its product

or service.

Has your company developed the necessary financial
processes, associated internal controls, and financial statement
integrity to support management’s reporting obligations as a
public company?

The Sarbanes-Oxley Act of 2002 (SOA) was enacted on July 30th, 2002,
largely in response to a number of major corporate and accounting scandals
involving some of the most prominent companies in the United States. SOA,
among other things, established a new requirement that CEOs and CFOs
explicitly evaluate and report to the public on the effectiveness of specified
internal controls over corporate reporting. Additionally, on an annual basis, the
company’s external auditor is required to attest to management’s assertions
about the internal controls and procedures for financial reporting.

Is management capable and committed?

In any public offering, the quality of the management team is a key factor.
To have credibility with the investing public, the organization must have
experienced leadership that functions well as a team. In addition, ownership
by management demonstrates to investors that it has a vested interest in

(See
“Current Regulatory and
Disclosure Issues,” page 12, 4
for further information).
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the company’s future. In order to have a successful IPO, management must be
committed to the time and effort involved in meeting registration requirements,
conducting analysts’ meetings, and providing financial reports required for both
the SEC and shareholders on a timely basis. It must also be prepared to upgrade
the company’s system of management controls and financial reporting to ensure
compliance with full disclosure requirements and shorter financial reporting
deadlines, both of which are necessary to maintain credibility and investor
confidence after the IPO.

Do the benefits outweigh the costs of going public?

Selling equity represents a permanent forfeiture of a portion of the returns
associated with corporate growth. Also, raising equity capital in the public
markets can entail substantial costs, such as the underwriting discount, plus
other fees and expenses. (See the discussion on costs that appears later in this
section.) However, the answer to whether the benefits outweigh the cost cannot
be realistically known until several years after an IPO.

Is the market right?

The demand for initial public offerings can vary dramatically, depending on overall
market strength, the market’s opinion of IPOs, industry economic conditions,
technological changes, and many other factors. When a bull market is booming,
the market window for new corporate offerings tends to open and these new
offerings enjoy bursts of popularity. In a declining market, however, the market
window tends to close and IPO activity slows down and may even come to a
dead stop. Although no one can accurately forecast the market’s mood, you
must consider the importance of timing and be prepared to alter your company’s
timetable. The usual time, from the initial meeting of all of the team members until
completion of an offering, can take three (under the best circumstances) to

five months.

Hot markets accept many offerings, but you do not want to be the deal that is just
one day too late. Recognizing the urgency of the registration process is critical.
Even in a slower market environment, there is what is referred to as an “industry
pop” or “industry flurry.” Recent occurrences of this phenomenon have involved
Internet companies. “Industry pops” are tricky since you may be perceived as a
“me to0” company and not as strong as the leader and when interest wanes, the
window of opportunity closes quickly. However, “industry pops” give the public
investor good current information on comparable companies in order to make
valid pricing decisions.

Market conditions will also impact the valuation of your company and the
eventual pricing of its stock.
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The downturn in the market that commenced in the spring of 2000 is reflected

in the significantly smaller number of IPOs occurring between 2001 and 2003.
Data from the SEC shows the following annual figures for the number of IPOs, the
gross proceeds raised, and the average size of the offerings:

Source: Thomson Financial. Common stock. All IPOs.

Pros, cons, and expenses of going public
All in favor...

— Cash/long-term capital
These are obtained to support growth, increase working capital, invest in
plant and equipment, expand R&D, and retire debt, among other goals.

— Increased market value
The value of public companies tends to be higher than that of comparable
private companies due in part to increased liquidity, available information,
and a readily ascertainable value.

—  Exit strategy
Liquidity and greater shareholder value may be achieved for the
shareholders. Subject to certain restrictions and practical market limitations,
shareholders may, over time, sell their stock in the public market.
Alternatively, existing stock may be used as collateral to secure
personal loans.

— Equity offerings
An IPO increases corporate net worth, does not need to be repaid, and may
permit additional borrowing on more favorable terms because of an improved
debt-to-equity ratio.

—  Prestige/reputation
The visibility for shareholders and their company is usually enhanced. For
example, a regional company may more easily expand nationally following a
stock offering due to the increased visibility.

6 PricewaterhouseCoopers LLP Roadmap for an IPO



— Ability to attract and keep key personnel
If a company is publicly owned, employee incentive and benefit plans
are usually established in the form of stock ownership arrangements to
attract and keep key personnel. Stock option plans, for example, may be
more attractive to officers and other key personnel than generous salary
arrangements due to the significant upside potential.

— Less dilution
Provided your company and the market are ready, you may achieve a
better price that results in less dilution compared to other forms of
equity financing.

— Mergers/acquisitions
These activities may be achieved with stock transactions and thus
conserve cash.

All opposed...

— Expenses
Many factors play a role in determining the cost of an IPO, but in all cases
these costs are significant. Outlined in the table below is the range of IPO
costs that should be expected if you decide to go public. Expenses of a
completed IPO are reflected as a reduction of additional paid-in-capital and,
therefore, are not expensed in the statement of operations. However, if the
IPO is not completed, such costs must be expensed.

[CESE Range (See “Gurrent Regulatory

Legal $600,000 - $800,000 and Disclosure Issues,”
Accounting $400,000 - $600,000 page 12, for further
information.)
Printing $150,000 — $200,000
Blue sky $10,000
Transfer agent/registrar $5,000
Miscellaneous $60,000
Underwriters’ discount and ! o !
commission Typically 7% of the aggregate offering proceeds
SEC filing fee $278 per $1 million of the aggregate offering amount
o ;
NASD fee $500, plus .01% of the aggregate offering amount.

The maximum fee is $30,500.

$5,000 plus a decreasing marginal fee per million

NASDAQ national market .
shares listed
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Example: A company selling $100 million of common stock, with twenty million
shares outstanding, may pay the following fees:

$7,000,000 underwriting fee

$27,800 SEC fee

$10,500 NASD fee

$95,000 NASDAQ fee

$1,225,000 - 1,675,000 prep fees (legal, accounting, etc.)
$8.4 — $8.8 million total expenses

$100 million offering proceeds

$ 8.4 — $8.8 million expenses

$91.2 — $91.6 million net proceeds to the company

— Ongoing expenses
As a public company you are required to report and certify financial
information on a quarterly and annual basis. Ongoing expenses related to
this include administrative and investor relations costs including quarterly
reports, proxy material, annual reports, transfer agent, and public relations.
You will now be paying premiums for directors’ and officers’ liability
insurance as well.

— Loss of control
If more than 50 percent of a company’s shares are sold to just a few outside
individuals, the original owners could lose control of the company. If,
however, the shares held by the public are widely distributed, management
may maintain effective control, even though it owns less than 50 percent of
the shares. Many companies structure their offerings so that after an initial
offering, the founder(s) still has control and after subsequent offerings the
entire management team maintains control.

— Loss of privacy
The registration statement and subsequent reports require disclosure of
many facets of your company’s business, operations, and finances that may
never before have been known outside the company. Some sensitive areas
of disclosure that will be available to competitors, customers, and employees
include: (1) the compensation of officers and directors, including cash
compensation, stock option plans, and deferred compensation plans;
(2) the security holdings of officers, directors, and major shareholders
(insiders); and (3) extensive financial information (e.g., financial position,
sales, cost of sales, gross profits, net income, segment data, related-party
transactions, borrowings, cash flows, major customers, and assessment of
internal controls).

8 PricewaterhouseCoopers LLP Roadmap for an IPO



—  Pressure for short-term performance
In a private company, the business owner/manager is free to operate
independently; however, once the company becomes publicly owned, the
owner acquires as many partners as the company has shareholders, and
is accountable to all of them. Shareholders expect steady growth in areas
such as sales, profits, market share, and product innovation. Thus, in a
publicly held company, management is under constant pressure to balance
short-term demands for growth with strategies that achieve long-term goals.
Further, often the inability to meet analysts’ expectations of short-term
earnings can dramatically hurt the marketplace’s long-term valuation of
your company.

— Restrictions on insider sales
Stock sales by insiders are usually limited. Most underwriters require that a
company’s existing stockholders enter into contractual agreements to refrain
from selling their stock during a specified time following the IPO, typically
180 days. This is considered the “lock-up” period.

— Investor relations
Investors’ inquiries, investment-community presentations, and the printing
and distribution of quarterly and annual financial reports require a significant
time commitment by management. They often also require additional
personnel or public relations resources.

— No turning back
The IPO process is essentially one way. Taking your company private again
can be difficult and costly.

Timing — the IPO “window”

The stock market is one of the most unpredictable aspects of going public. The
term “market window,” which refers to the appetite and capacity of the stock
market to complete IPOs, opens and shuts on short notice. Below is a graph of
the “market window” from 1994 through 2003. From early 1994 through 1996 the
window was open. Activity quieted in 1997 and the window virtually closed in
1998. 1999 was generally viewed as a “selective” period for IPOs, though certain
sectors such as the Internet were hot. Since the market high in January 2000,
the window has been closed, but increased IPO activity in 2003 coupled with a
generally strong market suggests the future for IPOs may be brighter.
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Number of IPOs

As noted above, a company within a favored industry enjoys a more broadly
opened window, as was the case for Internet companies in 1999 and most of
2000. This is currently true for life sciences firms. Going public while the market
is strong versus missing the market by as little as several weeks can result

in a postponed or withdrawn IPO and significant expenses or a lower market
valuation. In addition to reviewing how companies in your industry have fared,
you should also look at how the overall market is valued.
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Other sources of capital

If your company is not heavily encumbered by debt and is not searching to
expand rapidly, you may be considering a long-term alternative (going public) for a
short-term financing need. Other alternatives include:

Exempt offerings and private placements of equity or debt

Mezzanine financing

Institutional investors

Commercial bank loans

Extended terms from suppliers

Leasing

R&D partnerships

10
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IPO alternatives

No sharing of profits

No sharing of
profits

Can result in favorably
priced financing; could
result in synergy and

industry clout

Can be simple — few
parties involved

An exit strategy
or financing device with
certain tax preferences

Equity

Can permit a complete
and certain exit by
existing shareholders

Convertible
Debt/Equity

Can be simpler; added
experience and reputa-
tion is brought to the
company; focus is
more on future potential
than on current security

For more information on these alternatives, please contact your local
PricewaterhouseCoopers’ technology professional at 1-877-PwC-TICE.
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2 Current regulatory
and disclosure issues

Increased scrutiny on corporate and
financial reporting resulting from the
corporate scandals of 2001 and 2002
means greater regulatory diligence for
companies preparing for an IPO.
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Sarbanes-Oxley Act of 2002

While certain provisions of the Sarbanes-Oxley Act of 2002 currently apply

to private companies, including increased penalties and liabilities for certain
crimes, public companies are required to be compliant with each provision of the
Act. Waiting until the registration statement is being prepared and marketed to
address compliance with the Act is a very daunting task. Additionally, with this
type of compliance strategy, it may be difficult to find an underwriter willing to
proceed with the offering. Accordingly, private companies contemplating an initial
public offering should consider the following:

Internal controls — The Act requires the registrant’s management (CEO and CFO)
to provide certain certifications in periodic filings with the SEC regarding the
company’s internal controls. Additionally, on an annual basis, the external auditor
is required to audit the company’s internal controls over financial reporting.
Accordingly, to prepare for the applicable internal controls certifications once
you become a public registrant, establishing, documenting, and monitoring
compliance of executing internal controls as early as possible is recommended.

Audit committee — The Act requires public companies to have independent
audit committee members, including one member qualified as a financial expert.
Accordingly, companies should evaluate the composition of the audit committee
and seek qualified individuals.

Board of directors — The Act requires directors to be truly independent. Further, at
least one board member must have a financial background — either be a CPA or
have served as a CFO. One member of the board must chair the audit committee
and outside directors must meet in executive session. Attracting and retaining
board members has become more difficult and more expensive due to the
perceived higher level of risk and shift from equity to cash compensation.

Auditor relationship — The Act prohibits a company’s external auditor from
providing certain non-audit services, including but not limited to, internal audit,
legal, and valuation services. Additionally, permissible non-audit services must be
pre-approved by the audit committee. Accordingly, companies should evaluate
the existing relationship with their outside audit firm in order to avoid any
possible improprieties.

Code of ethics — The Act requires public companies to establish a code of
ethics, and if one is not established, the reason for not establishing one must be
disclosed. Having a code of ethics and demonstrating diligence in compliance is
likely to be a key element in any alleged corporate misconduct.

Loans to company executives — The Act prohibits public companies from
extending or maintaining credit in the form of a personal loan to or for any
director or executive officer. Accordingly, appropriate actions should be taken to
ensure these types of arrangements can be extinguished prior to the initial
public offering.
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Cheap stock

In recent years the SEC has been challenging the exercise prices of stock options
granted while a company is private, claiming that the exercise prices were

below the market value of the stock at the time of grant. The resulting difference
between the exercise price and the market value must be accounted for as a
compensation expense and amortized over the vesting periods of the options.
Since stock options are one of the major components of compensation for many
start-up companies, this compensation expense can be significant, thus having

a material effect on reported financial results. Whether this will negatively impact
the IPO valuation is dependent on the current market view of this expense.

Companies preparing for an IPO need to carefully review their option pricing
history. Where option prices are significantly less than the price of any convertible
preferred stock sold near the dates of option grants, there will be close scrutiny
by the SEC, and the closer the grant dates are to the IPO, the more intense

the review.

Beneficial conversion features of preferred
stock and debt

Similar to the cheap stock issues, the SEC has recently begun focusing on the
conversion price embedded in convertible preferred stock and debt securities
issued within one year of an IPO. Such conversion prices are compared with
the IPO price by the SEC to determine whether a “beneficial conversion feature”
exists (i.e., the conversion price is below the fair value of the common stock

on the commitment date). If it is determined to be recorded as a beneficial
conversion feature, the “in the money” portion would be a reduction to net
income available to common shareholders and therefore reduce earnings per
share. In the case of convertible debt securities, the “in the money” amount
would be considered to be additional interest expense.

Revenue recognition

In recent years the area of revenue recognition has received a great amount of
attention from the standard-setting bodies as well as the SEC. This has been due
in large part to the significant revenue multiples many early-stage technology
companies receive in the markets. In addition, many new and complex
transactions are being created by the technology industry and the creative
methods by which they transact businesses. Some of the areas that can be
particularly complicated to deal with are:

— Software revenue recognition;

— Revenue arrangements with multiple deliverables;
— Barter transactions;

— Bill and hold;

— Sales to resellers;

— Consignment sales; and

—  Up-front fees.
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Business combinations

In recent years a number of standards have been issued regarding the
accounting for business combinations. Further clarification will be forthcoming
to take account of principle-based concepts such as the accounting for variable
interest entities.

One aspect of business combinations, in-process research and development
(“IPR&D”), has resulted in SEC staff challenging registrants that have recognized
significant IPR&D charges as part of a purchase business combination.

Generally accepted accounting principles require that the purchase price
allocation in a purchase business combination begin with an analysis to identify
all of the tangible and intangible assets acquired. Intangible assets, such as
rights to existing products, underlying technology, patents, copyrights, brand
names, customer lists, marketing channels, and engineering work force, may be
identified. The fair value of each asset must be estimated. The total purchase
cost is allocated based on the relative fair values of the individual assets.

When determining the appropriateness of an IPR&D write-off, challenges have
run to valuation methodologies and value assigned to both core technology
(which is capitalized and amortized) versus IPR&D (which is expensed
immediately). Underlying assumptions and data used to develop the valuations
should be adequately tested or challenged by companies and their auditors.
Companies should expect the SEC staff to question any significant IPR&D
charges included in historical financial statements or disclosed as possible
future transactions.

Consolidation issues

In response to issues noted in accounting for special purpose entities, guidance
has been issued that changes the criteria to be evaluated when considering
whether to consolidate an entity. The guidance sets out consolidation principles
such as the risks and rewards of ownership that must be considered prior to
traditional voting interest considerations.

Liability versus equity classification

Scrutiny has been placed on the classification of liabilities and equity in financial
statements. This has resulted in the issuance of a standard that clarifies this
classification. Certain financial instruments that were previously classified as
“mezzanine” in the balance sheet may now be required to be classified as

a liability.

Segmental reporting

The SEC has recently questioned registrants on the determination of business
segments and adequacy of segment reporting disclosure. They found that there
was often an inappropriate aggregation of multiple segments or there was an
inadequate explanation of the basis for aggregating information.
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3 Preparing fora
T successful offering

Like any other major strategy, taking
your company public requires careful
planning to ensure success. This requires
two main tactics. First, you must prepare
your management team and business
units to begin acting like and functioning
as a public company, both internally and
externally. Second, you must identify the
key players in your going-public team,
from the experts you will hire to the staff
members who will help prepare the
registration document.
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The planning process can start on the day your company is incorporated or as
late as 90 days before a public offering. We recommend that an orderly plan be
accomplished over a one- to two-year period. This window gives your company
time to think, act, and perform as a public company.

As a company prepares for its IPO, it must expand its management capabilities.
The investment community wants to be sure that management running your
company is not a “one-man band.” This may require adding individuals with
public company experience in marketing, operations, development, and finance.
Venture capital firms also desire to put a CFO in place that has been through the
IPO process. The team needs to be cohesive, and share a long-term vision for the
company, in order to obtain maximum financial returns and valuation.

Throughout the IPO process, underwriters and analysts will ask mature
companies for projections, and will compare your historical performance to past
budgets. Accordingly, you should get in the habit of preparing aggressive, but
attainable, budgets and be able to articulate why variances have occurred. For
the early-stage company, projections and market share are the most important
measures of performance.

After you have gone public, budgets and projections will become an important
tool for research analysts and market makers in your stock. Furthermore,

this information and your ability to meet your own and “the street’s” earnings
estimates can have a significant impact on your stock’s performance.

One of the best sources of objective advice can come from an independent or
outside director. All of the major stock exchanges and markets require a registrant
to have at least two independent directors, and post-Sarbanes-Oxley, one
director must have previous financial experience/expertise, either a CPA or prior
CFO. You should not wait until the last minute to begin your search for qualified
outside board members. A potential board member who is unfamiliar with a
company may be reluctant to join the board immediately prior to an IPO since

a director has personal liability for information contained in or omitted from the
registration statement. Providing directors’ and officers’ insurance (D&O) can help
overcome this reluctance, although the premiums can be expensive.

Audit committees have an essential role in ensuring the integrity and transparency
of corporate reporting. Investors now expect that published information has been
subject to objective, board-level review. Sarbanes-Oxley specifically defines

the role and composition of public company audit committees. Some of the key
requirements are that audit committees:

— be composed entirely of independent directors (In order to be considered
independent, the individual may not, other than in his or her capacity as a
member of the audit committee, the board of directors, or any other board
committee, accept any consulting, advisory, or other compensating fee from
the company or any subsidiary of the company.);
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TIP

As one of many planning
considerations, think
about an initial timetable
that builds in time for
delays. In this way,
should you encounter
delays, you may be able
to avoid the need to
include interim or updated
financial statements, and
thus the associated costs.
Should your IPO proceed
without a hitch, the worse
that will happen is you
will be even more flexible
in your readiness for the
market window.

Begin positioning
your company early!
Have audited financial
statements and a
well-documented and
conservative business
plan; ensure that legal
“housekeeping” is

thorough; cultivate
relationships with the
professionals who

can and will help you,
including underwriters,
lawyers, and accountants.

If you wait until “crunch”
time to have multiple-year
audits, you may face two
nasty surprises: first, high
costs of the reconstructed
financial statements;

and second, figures that
show the company may
be performing at a level
below expectations.

continued on next page

— have and disclose at least one member who is a "financial expert”, defined
as: 1) having experience as a principle financial or accounting officer,
controller, accountant, or auditor; or 2) having experience overseeing or
assessing the performance of companies with respect to the evaluation of
the financial statements; or 3) other relevant experience (investment bankers,
venture capitalists, commercial bankers, financial analysts);

— be directly responsible for the appointment compensation and oversight of
the company’s independent auditors;

— have authority to engage independent counsel and advisors as deemed
necessary to carry out their duties; and

— establish procedures for dealing with concerns received from employees and
others regarding accounting, internal control, or auditing matters.

For more information, please request the PricewaterhouseCoopers report on
Audit Committees.

Both the NYSE and NASDAQ recently approved new corporate governance
listing standards that need to be addressed in connection with an initial public
offering and listing of a company’s equity securities. These listing standards
address matters such as board composition, structure, and process — including
nomination of directors, compensation practices, and similar matters — and

are responsive, in part, to the Sarbanes-Oxley Act. The standards, however, go
beyond the provisions of SOA discussed previously and address such matters
as the establishment of a code of business conduct and ethics for employees
and directors, the establishment of an internal audit function for companies listed
on the NYSE and approval of related-party transactions for companies quoted
on NASDAQ. In light of these developments and given the level of interest by
institutional investors and the investing public in corporate governance matters,
it is important for companies to take a close look at their corporate governance
principles and practices when planning the public offering process. For further
information on this topic, please refer to www.pwc.com/uscorporategovernance.

A positive image can enhance the initial sales effort and maintain the public’s
interest in the stock in the aftermarket. Accordingly, most companies will need

to enhance or create such an image with those who will buy the company’s
stock and with those who influence that buying decision (e.g., financial analysts,
stockbrokers, the financial press, and industry publications). A positive image
cannot be developed overnight; it can take months or even years to accomplish,
so the earlier you get started, the better. Further, it is important that the building
of the public image start well before the beginning of the “quiet period” (see “The
Going-Public Process,” page 34).
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Creating or enhancing your company’s image may require hiring a public
relations firm well in advance of the public offering. This firm can assist you
with getting your company’s “story” out prior to the offering and with external
communications and shareholder relations after you have gone public.

Other ways your company can enhance its public image include adding
analysts and business press editors to your mailing lists, participating in trade
shows and conferences that are attended by analysts, and publicizing key
employee appointments.

These relationships will serve to establish your company’s credibility. Factors
to consider in selecting such firms for your IPO process are discussed in
“Identifying Your Going-Public Team — The Players,” page 21, and “Choosing
Your Investment Banker,” page 24.

Development of a long-term incentive compensation plan is critical to keeping
management and employees motivated. Today, many companies establish
such plans for the benefit of its management team and employees shortly after
formation. As discussed in “Current Regulatory and Disclosure Issues,” plans
involving the granting of equity securities (including options and warrants) within
one year of an IPO, may require the recording of an additional compensation
charge if it is determined that these securities were issued at below fair market
value at the date of grant.

Many investment bankers like to see preexisting option plans in place with
options issued to the management team. If much of an individual’s wealth is
associated with the growth of the company and the value of the unexercised
options, the underwriter will see a long-term commitment, and this may help the
valuation of your company.

Please see “Compensation Planning and Design,” page 59, for more detail on
this subject.

Section 402 of the Sarbanes-Oxley Act of 2002 prohibits publicly-traded
companies from providing certain personal loans to directors and executive
officers. Among the reasons identified were concerns over the use of company
funds to provide personal financing to insiders. As a result, companies should
work with appropriate legal counsel to determine which loan arrangements are
considered prohibited and take appropriate corrective actions prior to the
public offering.
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TIP con’t.

Another critical planning
point is your equity-
oriented incentive plans,
which should be in
place a minimum of one
year — and preferably
longer — before the IPO.
Too often the question of
how to compensate key
executives arises late. It
simply won’t do to issue
a significant amount of
stock or options with

an exercise price of $1

a share when an IPO is
contemplated with a
much higher per-share
price in the near term.
This could cause
additional compensation
to be recorded. On

the other hand, if there
are clear and distinct
reasons for the company’s
valuation to increase
significantly, these

should be thoroughly
documented, ideally
through an independent
and timely appraisal.




A company that wants to go public needs to have audited financial information.

It is easier and more cost efficient to perform audits of financial statements in the
normal course of business, rather than shortly before going public. Further, the
existence of audited financial statements provides increased credibility to your
company. Another consideration is whether you’ve grown the business through
acquisitions. If so, separate audited financial statements of businesses acquired
may be required at the time of the offering. Obtaining audited financial statements
of these companies after the fact can be a difficult and costly task and could
potentially delay your IPO timetable.

As your company gains financial sophistication, it should also begin preparing
quarterly financial statements. More and more offering documents display the
prior four, eight, or twelve quarters in order to reflect growth and trends.
Having them prepared timely can add to an investment banker’s evaluation

of your company.

As noted in “Securities Regulations” (Appendix A) and “Current Regulatory and
Disclosure Issues,” the company’s financial statements included in your IPO
registration statement will have to conform to positions and practices prescribed
by the SEC staff which may be different than financial statements previously
prepared.

A stumbling block that many companies face is their inability to describe why the
company’s performance was what it was. A registration statement and all future
financial statement filings with the SEC will require inclusion of Management’s
Discussion and Analysis or MD&A related to those financial statements. This is

a quantitative and qualitative discussion of your company’s performance. You

will need to describe in depth such items as changes in sales volumes and cost
structures, liquidity and capital resources, sources and uses of cash flows, vendor
relationships, employee compensation, unusual nonrecurring charges, significant
environmental exposures, and other risks and uncertainties.

As you complete your year-end and quarterly financial statements, you should
take time to write your MD&A. It is very difficult to remember why insurance
costs went up or when a marketing campaign commenced three years after the
fact. The practice of writing quality, comprehensive MD&As will expedite your
registration process and will be a major step toward operating like a

public company.
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|dentifying your going-public team —
the players

You need expert direction to stage a successful IPO. It is a big production with an
imposing cast of characters. Your company will audition and pick some of these
professionals, but one of the starring roles is assigned to you. The SEC is a stock
character who has long since memorized the lines and knows how to play the
role.

The SEC is charged with ensuring a fair and level playing field for public
companies and their investors. It has the authority to pursue civil and criminal
prosecution against those who breach established procedures.

Liability may arise from material misstatements or omissions in a registration
statement. If the SEC finds mistakes during the registration process, it can delay
your IPO. If it finds mistakes or omissions after your company goes public, your
company may soon have a thorough — and unpleasant — understanding of what
legal liability is.

It is your duty to potential shareholders to constantly monitor the drafting of
the registration statement. Make sure that you completely understand all of
its components and the assumptions behind those components. The outside
professionals you hire to execute your IPO are experienced business advisors.
They help you make the final decisions, not make them for you.

The SEC’s Division of Corporation Finance reviews the registration statement
and, ultimately, allows or denies an issue to “go effective,’ that is, to sell shares.
Registrants generally are assigned to the SEC’s Division of Corporation Finance’s
review branches on the basis of standard industrial classification (SIC) codes.
Teams of government attorneys and accountants — and in some cases industry
specialists or engineers — review each filing. The chain of review leads up to

the director of the division and the issuance of a “comment letter,” as more fully
described in “The Going-Public Process.”

The SEC concerns itself with the thoroughness and the clarity of the registration
statement and the prospectus to ensure that these documents adequately inform
potential investors. Keep in mind that the SEC only regulates the vehicle used to
offer a security; it evaluates neither the company nor the quality of the security.

The level of your company’s participation in the process of preparing the
registration document frequently depends on the expertise of the company’s
personnel, although typically your outside counsel will play a large part in the
drafting process. In any case, company personnel will have to provide the
necessary information with which to prepare the document and be actively
involved in all aspects of the registration process.
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TIP

Even with an
experienced team of
advisors, make sure
your company takes an
active role in controlling
the progress of the
IPO. Remember, of all
the parties involved the
company has the most
at stake.




You should not underestimate the level of commitment a public offering will
require of you and your staff. The process requires a great deal of your attention
and will likely distract you from the day-to-day operations of your business.

It is important that you recognize that this is common in an IPO and, in some
instances, may necessitate hiring additional staff. As mentioned on numerous
occasions in this guide, your team’s commitment to the offering will be the
difference between a successful IPO and a failed attempt.

As with any selection of individuals to provide professional services, there must
be the right chemistry between the management team and your securities
counsel. Your attorney will become the quarterback of your registration process.

Your counsel must be professionally competent and have the ability to put into
plain English (see “Current Regulatory and Disclosure Issues,” page 12, for more
information) technically challenging concepts and descriptions of complicated
transactions. He or she must have the ability to evaluate large amounts of
information and turn around documents quickly. It is imperative that you find an
attorney who is experienced with the IPO process as well as your industry and
who you are comfortable and confident with will protect your interests when
dealing with the underwriters and the SEC staff.

A critical part of planning your public offering is the selection of an investment
banker. This is a courting process that should start early and will allow each
side to develop a level of comfort and knowledge to create a positive team
environment. Please see “Choosing Your Investment Banker,” page 24, for a
detailed discussion of what an underwriter does and how to choose and work
with them.

Also involved in the IPO process are the underwriter’s counsel who are generally
responsible for drafting the underwriting agreement. They also review the entire
registration statement and any related agreements and contracts that are filed as
exhibits thereto. Their principal objective in reviewing the registration statement

is to ascertain on behalf of the underwriter that the registration statement is
complete and not misleading. In addition, underwriter’s counsel usually prepares
the “blue sky” filing which is necessary to have the registration approved by state
regulators. Another task performed by the underwriter’s counsel is the negotiation
of the content of the “comfort” letter(s). See “The Going-Public Process,” page
34, for more detail.

Your independent auditors will play a key role in the going-public process.
Drawing on deep experience dealing with the Staff of the Securities and
Exchange Commission and the registration process, your accounting firm should
be uniquely positioned to play a lead role throughout the process as strategic
and technical advisors. They will not only be responsible for auditing the various
financial statements that will be included in the registration statement, but also
will be responsible for reading, in depth, the textual portion of the registration
statement and related financial information. Your auditors will issue a comfort
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letter to the underwriters, organize and participate in any pre-filing conferences
with the SEC staff that involve the financial statements or related disclosures, and
assist in the resolution of comments raised by the SEC staff in its review of the
financial information included in the registration statement.

Typically, large accounting firms are structured as full-service professional firms,
offering services in various lines of business. Your independent auditors, as well
as individuals from these other lines of business, can play a valuable role as
advisors in a variety of areas before, during, and after the going-public process.
Some of these include evaluating whether going public is the best alternative for
your company, evaluating incentive compensation plans, accounting systems’
needs and capabilities, reviewing terms and conditions of acquisitions, and

tax planning.

In selecting an accounting firm, make certain that the firm is knowledgeable of
your industry and its issues, experienced in SEC reporting matters and the IPO
process, is capable of handling all that will be required of it during the registration
process and thereafter, and is acceptable to the underwriters.

Another important, but sometimes overlooked, factor contributing to a successful
IPO is the role played by the financial printer. The printer is responsible for
printing the registration statement and prospectuses according to the format

and presentation guidelines specified by the SEC. The major financial printers
can also “EDGARIize” your document and make the required filing with the SEC
via EDGAR. (With respect to EDGAR, it is important that you file Form ID with

the SEC well in advance of the offering to receive your access and identification
codes.) Because this is specialized printing involving rapid turnaround, only a few
printers can adequately handle it. Your underwriters, attorneys, and accountants
will be able to recommend qualified financial printers.

A public relations firm experienced in SEC registrations can help guide

you through the restrictions of the “quiet period” and make the most of the
opportunities that do exist, help prepare materials for analyst presentations, and
coach management with presentation skills. In addition, management teams are
hiring speech consultants to help them prepare for the road show.

A stock transfer agent will need to be appointed to provide those administrative
and operational services associated with trading stock. The transfer agent issues,
cancels, and transfers stock certificates, pays dividends, and handles other
corporate actions, as well as distributes shareholder reports.

Another administrative task you must consider is selection of a firm to design and
print the company’s stock certificates.
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