
UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

_____________________

FORM 8-K/A

CURRENT REPORT
Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

Date of Report (Date of earliest event reported): July 18, 2006

LivePerson, Inc.
(Exact Name of Registrant as Specified in its Charter)

Delaware 0-30141 13-3861628
(State or other Jurisdiction

of Incorporation)
(Commission File Number) (I.R.S. Employer

Identification No.)

462 Seventh Avenue, New York, New York 10018
(Address of Principal Executive Offices) (Zip Code)

Registrant’s telephone number, including area code: (212) 609-4200

_____________________
(Former name or former address, if changed since last report)

_____________________

Check the appropriate box below if the Form 8-K filing is intended to simultaneously satisfy the filing obligation of the registrant under any of the following provisions:

o Written communications pursuant to Rule 425 under the Securities Act (17 CFR 230.425)

o Soliciting material pursuant to Rule 14a-12 under the Exchange Act (17 CFR 240.14a-12)

o Pre-commencement communications pursuant to Rule 14d-2(b) under the Exchange Act (17 CFR 240.14d-2(b))

o Pre-commencement communications pursuant to Rule 13e-4(c) under the Exchange Act (17 CFR 240.13e-4(c))



Explanatory Note

This amendment is being filed to amend and supplement Item 9.01 of the Current Report on Form 8-K filed by LivePerson, Inc. (“ LivePerson”) on July 24, 2006, to include
the historical financial statements of the business acquired, Proficient Systems, Inc. (“Proficient”), and the unaudited pro forma financial information required pursuant to
Article 11 of Regulation S-X.

Item 9.01. Financial Statements and Exhibits.

(a) Financial Statements of Business Acquired.

The following financial statements of Proficient and subsidiaries are filed as Exhibit 99.2 to this report and incorporated in their entirety into this Item 9.01(a) by
reference:

·      unaudited consolidated balance sheets as of June 30, 2006 and 2005, and unaudited consolidated statements of operations, changes in stockholders’ equity and
cash flows for the six months ended June 30, 2006 and 2005; and

 
·      audited balance sheets as of December 31, 2005 and 2004, and audited statements of operations, changes in stockholders’ equity and cash flows for the years

ended December 31, 2005 and 2004.
 
(b) Pro Forma Financial Information.

The pro forma financial information as of and for the six months ended June 30, 2006 and for the year ended December 31, 2005 is furnished as Exhibit 99.3 to this
report and incorporated in its entirety into this Item 9.01(b) by reference.

(d) Exhibits. The following documents are included as exhibits to this report:

 2.1 Agreement and Plan of Merger, dated as of June 22, 2006, among LivePerson, Inc., Soho Acquisition Corp., Proficient Systems, Inc. and Gregg
Freishtat as Shareholders’ Representative (incorporated by reference to the identically-numbered exhibit to the Current Report on Form 8-K filed
by LivePerson on June 22, 2006)

 23.1 Consent of Independent Public Accountants

 99.1 Press release issued July 19, 2006 (incorporated by reference to the identically-numbered exhibit to the Current Report on Form 8-K filed by
LivePerson on July 24, 2006)

 
1



 
 99.2 Financial Statements of Proficient Systems, Inc.:

   
  Independent Accountants’ Review Report

Consolidated Balance Sheets as of June 30, 2006 and 2005 (unaudited)
Consolidated Statements of Operations for the six months ended June 30, 2006 and 2005 (unaudited)
Consolidated Statements of Changes in Stockholders’ Equity for the six months ended June 30, 2006 and 2005 (unaudited)
Consolidated Statements of Cash Flows for the six months ended June 30, 2006 and 2005 (unaudited)
Notes to Consolidated Financial Statements (unaudited)
Independent Auditors’ Report
Balance Sheets as of December 31, 2005 and 2004
Statements of Operations for the years ended December 31, 2005 and 2004
Statements of Changes in Stockholders’ Equity for the years ended December 31, 2005 and 2004
Statements of Cash Flows for the years ended December 31, 2005 and 2004
Notes to Financial Statements

 
 99.3 Pro Forma Financial information as of and for the six months ended June 30, 2006 and for the year ended December 31, 2005
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SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the undersigned
hereunto duly authorized.

 LIVEPERSON, INC.
(Registrant)

Date: September 20, 2006 By: /s/ TIMOTHY E. BIXBY 
  Timothy E. Bixby
  President, Chief Financial Officer and Secretary
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Consent of Independent Public Accountants

The Board of Directors
LivePerson, Inc.

We consent to (1) the use in this Form 8-K of our audit report dated May 5, 2006 with respect to the balance sheets of Proficient Systems, Inc. as of December 31, 2005 and
2004, and the related statements of operations, changes in stockholders’ equity, and cash flows for the years then ended, (2) the use in this Form 8-K of our review report
dated July 28, 2006 with respect to the consolidated balance sheets of Proficient Systems, Inc. as of June 30, 2006 and 2005, and the related consolidated statements of
operations, changes in stockholders’ equity, and cash flows for the six months ended June 30, 2006 and 2005, and (3) the incorporation by reference of such reports in the
registration statements on Form S-3 (Nos. 333-112019 and 333-136249) and Form S-8 (No. 333-34230) of LivePerson, Inc.
 

/s/ Moore Stephens Tiller LLC
 
Atlanta, Georgia
September 20, 2006
 

 



 
INDEPENDENT ACCOUNTANTS’ REVIEW REPORT

Board of Directors and Stockholders of
Proficient Systems, Inc.

We have reviewed the accompanying consolidated balance sheets of Proficient Systems, Inc. as of June 30, 2006 and 2005, and the related consolidated statements of
operations, changes in stockholders’ equity, and cash flows for the six months ended June 30, 2006 and 2005. These interim financial statements are the responsibility of the
Company’s management.

We conducted our review in accordance with standards established by the American Institute of Certified Public Accountants. A review of interim financial information
consists principally of applying analytical procedures and making inquiries of persons responsible for financial and accounting matters. It is substantially less in scope than
an audit conducted in accordance with generally accepted auditing standards, the objective of which is the expression of an opinion regarding the financial statements taken
as a whole. Accordingly, we do not express such an opinion.

Based on our review, we are not aware of any material modifications that should be made to the accompanying interim financial statements for them to be in conformity with
accounting principles generally accepted in the United States of America.

On June 22, 2006 the Company’s Board of Directors and shareholders entered into a plan of merger with LivePerson, Inc., a Delaware corporation. The merger was
accomplished in July 2006. Under this plan, the outstanding equity of the Company was exchanged for equity in LivePerson, Inc. Readers of these financial statements
should refer to the merger agreement for a more complete description of the transaction.

/s/ Moore Stephens Tiller LLC
 
Atlanta, Georgia
July 28, 2006
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Proficient Systems, Inc.      
Consolidated Balance Sheets  
June 30, 2006 and 2005  
      

Assets  
      
  2006  2005  
Current Assets      

Cash and cash equivalents  $ 879,959 $ 2,023,352 
Trade receivables   878,457  272,764 
Other current assets   163,273  200,064 

Total current assets   1,921,689  2,496,180 
        
Property and Equipment        

Computers   1,517,821  1,018,852 
Leasehold improvements   15,337  15,337 
Software   915,886  856,767 
Furniture and fixtures   78,339  77,024 

   2,527,383  1,967,980 
Less accumulated depreciation and amortization   (1,924,568)  (1,365,625)

   602,815  602,355 
        
Other Assets   301,482  47,010 
        
  $ 2,825,986 $ 3,145,545 
  

Liabilities and Stockholders' Equity  
Current Liabilities      

Current portion of capital lease obligation  $ 24,484 $ 48,297 
Current portion of equipment loan   224,159  162,081 
Current portion of leases payable   -  28,856 
Accounts payable   289,656  203,933 
Accrued expenses   427,607  262,086 
Deferred revenue   913,744  450,883 

Total current liabilities   1,879,650  1,156,136 
        
Long-term Liabilities        

Equipment loan, less current portion   178,507  - 
Bridge financing   3,000,000  - 

Total long-term liabilities   3,178,507  - 
        
Stockholders' Equity        

Common stock   2,304  2,303 
Preferred stock   25,821  25,153 
Additional paid-in capital   22,163,800  21,576,634 
Accumulated deficit   (24,430,395)  (19,613,652)

   (2,238,470)  1,990,438 
Less treasury stock, at cost   -  (1,029)

   (2,238,470)  1,989,409 
Minority interest   6,299   - 

        
  $ 2,825,986 $ 3,145,545 
 
 

See independent accountants' review report and notes to financial statements.
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Proficient Systems, Inc.  
Consolidated Statements of Operations  

For the Six Months Ended June 30, 2006 and 2005  
      
  2006  2005  
      
Revenue  $ 1,707,550 $ 1,244,079 
        
Costs of Revenue   504,628  406,351 
        

Gross margin   1,202,922  837,728 
        
Operating Expenses        

Depreciation   39,850  43,951 
Employee benefits   303,157  283,101 
Professional fees and insurance   217,756  116,416 
Rent   206,106  127,574 
Salaries and wages   1,938,041  1,761,444 
Sales and marketing   238,414  161,609 
General and administrative   439,658  180,062 
Total operating expenses   3,382,982  2,674,157 

        
Operating loss   (2,180,060)  (1,836,429)

        
Other Income (Expense)        

Interest income   31,140  14,514 
Interest expense   (214,164)  (7,936)

   (183,024)  6,578 
        
Net loss  $ (2,363,084) $ (1,829,851)

 
See independent accountants' review report and notes to financial statements.
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Proficient Systems, Inc.
Consolidated Statements of Changes in Stockholders' Equity
For the Six Months Ended June 30, 2006 and 2005
                        

 
 

New
Series A
Preferred

Stock  

New
Series B
Preferred

Stock  
Minority
Interest  

Old
Series

Preferred
Stock  

 Common
stock  

 Additional
Paid-in
Capital  

Accumulated
Deficit  

 Treasury
Stock  

 Total
Stockholders’

Equity  
                        
Balance at January 1, 2005  $ - $ - $ - $ 65,884  $ 9,386  $ 17,439,314 $ (17,783,801)  $ (1,029)  $ (270,246)
Net loss   -  -  -  -   -   -  (1,829,851)   -   (1,829,851)
Recapitalization   15,896  -  -  (65,884)   (7,083)   57,071  -   -   - 
Issuance of New Series B shares   -  8,909  -  -   -   3,924,345  -   -   3,933,254 
Shares issued for compensation   -  348  -  -   -   155,904  -   -   156,252 
Balance at June 30, 2005  $ 15,896 $ 9,257 $ - $ -  $ 2,303  $ 21,576,634 $ (19,613,652)  $ (1,029)  $ 1,989,409 
                                 
                                 
                                 
Balance at January 1, 2006  $ 15,896 $ 9,646 $ - $ -  $ 2,304  $ 21,830,323 $ (22,149,604)  $ -  $ (291,435)
Net loss   -  -  -  -   -   -  (2,363,084)   -   (2,363,084)
Shares issued for compensation   -  279  -  -   -   174,722  -   -   175,001 
Minority interest:                                 
Issuance of Proficient UK shares for
incorporation   -  -  2  -   -   -  -   -   2 
Issuance of Proficient UK B shares   -  -  52,219  -   -   -  -   -   52,219 
Issuance of Proficient UK Series C Preferred
stock   -  -  36,371  -   -   -  -   -   36,371 
Allocation of minority interest in losses    -   -   (82,293)   -    -    -   82,293    -    - 
Warrants issued in connection with bridge
financing   -  -  -  -   -   158,755  -   -   158,755 
Balance at June 30, 2006  $ 15,896 $ 9,925 $ 6,299 $ -  $ 2,304  $ 22,163,800 $ (24,430,395)  $ -  $ (2,232,171)
 
 

See independent accountants' review report and notes to financial statements.
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Proficient Systems, Inc.  
Consolidated Statements of Cash Flows  
For the Six Months Ended June 30, 2006  

      
  2006  2005  
Cash Flows from Operating Activities      

Net loss  $ (2,363,084) $ (1,829,851)
Adjustments to reconcile net loss to net cash used in operating activities:        

Depreciation and amortization   259,479  170,805 
Stock issued for compensation   174,994  156,252 
Changes in operating assets and liabilities:        

Receivables   (474,303)  (190,270)
Other current assets   (57,605)  (22,506)
Other assets   42,772  (1,006)
Accounts payable   92,990  (44,317)
Accrued expenses   (31,009)  (121,657)
Deferred revenue   109,707  (214,268)

Net cash used in operating activities   (2,246,059)  (2,096,818)
        
        
Cash Flows from Investing Activities        

Acquisition of property and equipment   (147,114)  (124,934)
Net cash used in investing activities   (147,114)  (124,934)

        
        
Cash Flows from Financing Activities        

Proceeds from long-term debt   149,781  - 
Payments on long-term debt   (104,129)  - 
Proceeds from bridge financing   2,100,000  - 
Proceeds from issuance of stock, net   88,598  3,933,254 
Payments on capital lease   (27,512)  (23,140)

Net cash provided by financing activities   2,206,738  3,910,114 
        

Net change in cash   (186,435)  1,688,362 
        

Cash at January 1   1,066,394  334,990 
        

Cash at June 30  $ 879,959 $ 2,023,352 
        
        
Cash payments for interest  $ 214,164 $ 214,164 
 

See independent accountants' review report and notes to financial statements.
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Proficient Systems, Inc.
Notes to Consolidated Financial Statements

1. Description of the Business and Basis of Presentation

Proficient Systems, Inc. (the “Company” or “Proficient”) was incorporated in the state of Georgia on November 2, 2000. The Company was reorganized effective February
10, 2005, as further described in Note 5. Proficient develops software that will be the infrastructure for connecting a network of accredited, experienced and product-
knowledgeable sales personnel with opportunities to sell complex goods and services more effectively in a variety of consultative, online transactional environments. The
Company has chosen to initially develop an enterprise software solution connecting its customers’ salespeople to their web sales sites and giving them the tools to interact
with their customers. Proficient has targeted specific industries that sell products online that would benefit from interactive sales assistance.

On June 22, 2006 the Company’s Board of Directors and shareholders entered into a plan of merger with LivePerson, Inc., a Delaware corporation. The merger was
accomplished in July 2006. Under this plan, the outstanding equity of the Company was exchanged for equity in LivePerson, Inc. Readers of these financial statements
should refer to the merger agreement for a more complete description of the transaction.

2. Summary of Significant Accounting Policies

Principles of Consolidation

As of February 1, 2006, the Company formed a subsidiary (the “Subsidiary”) based in the United Kingdom.  On the same date, this subsidiary acquired a majority interest in
a UK company that is dedicated to selling and servicing the Company's products for customers in Europe.  In the event of certain circumstances involving a change of
control of the Company, the minority shareholders of this UK subsidiary have certain rights to receive a portion of the proceeds that otherwise would go to selling
shareholders. The accounts of this subsidiary have been consolidated into these financial statements; all intercompany balances and transactions have been eliminated in
consolidation.

Cash and Cash Equivalents

The Company considers short-term investments with original maturity dates of 90 days or less at the date of purchase to be cash equivalents. On occasion, the Company
maintains balances at federally insured depositories in excess of insured limits. Management monitors the soundness of the financial institutions and believes its exposure to
loss is minimal.

Concentrations

Financial instruments that potentially subject the Company to concentrations of credit risk consist principally of cash equivalents and accounts receivable. Cash equivalents
are held primarily with one financial institution. The Company has recorded no allowance for doubtful accounts against the accounts receivable balances. The Company
provides an allowance for doubtful accounts against accounts receivable balances based on review of the current status of existing receivables, historical collection
experience, and management’s evaluation of the effect of existing economic conditions. The Company performs ongoing credit evaluations of its customers and generally
does not require collateral. Receivables are charged to the allowance account when deemed to be uncollectible.
 

See independent accountants’ review report.
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Proficient Systems, Inc.
Notes to Consolidated Financial Statements

For the six months ended June 30, 2006, five customers collectively accounted for approximately 53% of revenue. Included in accounts receivable at June 30, 2006 was
approximately $314,612 related to these customers.

Fair Value of Financial Instruments

The carrying value of cash, accounts receivable, accounts payable and accrued liabilities approximate their fair value due to the short maturity of these instruments. The
carrying value of debt approximates its fair value since the debt bears interest at market rates.

Property and Equipment

Property and equipment, which includes assets held under capital leases, are stated at cost. Computer equipment is depreciated using the double-declining balance method
over three years. Leasehold improvements are amortized over the remaining life of the tenant lease. All other property and equipment is depreciated using the straight-line
method over the estimated life of the asset, ranging from 3 to 7 years.

If facts and circumstances indicate that the remaining property and equipment or other assets may be impaired, an evaluation of continuing value would be performed. If an
evaluation is required, the estimated future undiscounted cash flows associated with these assets would be compared to their carrying amount to determine if a write down to
fair value or discounted cash flow value is required.

Marketing and Advertising Costs

Marketing and advertising costs are expensed in the period in which they are incurred. The Company incurred such costs totaling $238,414 and $161,609 for the six months
ended June 30, 2006 and 2005, respectively.

Income Taxes

The Company accounts for income taxes using the liability method in accordance with FASB Statement 109, Accounting for Income Taxes. Under the liability method, the
Company recognizes deferred tax liabilities and assets for the expected future tax consequences of events that have been included in the financial statements or tax returns.
Using the enacted tax rates in effect for the year in which the differences are expected to reverse, deferred tax liabilities and assets are determined based on the differences
between the book basis for financial reporting and the tax basis of an asset or liability.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States requires management to make estimates and
assumptions that affect the amounts reported in the financial statements and accompanying notes. Actual results could differ from those estimates.

Revenue Recognition

The Company’s revenue consists primarily of fees from subscription agreements for providing hosted software and services. The Company also derives revenue from the
licensing of software; fees from consulting, implementation and training services (collectively, “professional services”), plus customer support services and software
enhancement.
 

See independent accountants’ review report.
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Proficient Systems, Inc.
Notes to Consolidated Financial Statements

Fees from subscription agreements are recognized ratably over the term of the agreement.

The Company recognizes software license revenue under Statement of Position No. 97-2, Software Revenue Recognition (“SOP 97-2”), as amended by Statement of Position
No. 98-9, Software Revenue Recognition, With Respect to Certain Transactions (“SOP 98-9”), specifically when the following criteria are met: (1) a signed contract is
obtained; (2) delivery of the product has occurred; (3) the license fee is fixed or determinable; and (4) collectibility is probable. SOP 98-9 requires recognition of revenue
using the “residual method” when (1) there is vendor-specific objective evidence of the fair values of all undelivered elements in a multiple-element arrangement that is not
accounted for using long-term contract accounting; (2) vendor-specific objective evidence of fair value does not exist for one or more of the delivered elements in the
arrangement; and (3) all revenue-recognition criteria in SOP 97-2, other than the requirement for vendor-specific objective evidence of the fair value of each delivered
element of the arrangement are satisfied. For those contracts that contain significant customization or modifications, license revenue would be recognized under the
percentage of completion method. Software enhancement subscriptions, which consist of fees for the license of the Company’s software and maintenance of the software and
related hardware, are generally paid monthly and recognized ratably over the term of the arrangement.

Fees from professional services performed by the Company are generally billed on an hourly basis, and revenue is recognized as the services are performed. Revenue related
to fixed-fee based contracts is recognized on a percent complete basis based on the hours incurred. Project losses are provided for in their entirety in the period in which they
become known. Revenue related to customer support services and hosting services are generally paid in advance and recognized ratably over the term of the agreement,
typically 12 months.

Deferred revenue represents amounts billed or collected in advance of the applicable subscription period or prior to complete performance of professional services, customer
support services or other significant obligations that remain under license agreements.

Software Development Costs

Software development costs incurred prior to the establishment of technological feasibility are expensed as incurred. Proficient defines establishment of technological
feasibility as the completion of a working model. Software development costs incurred subsequent to the establishment of technological feasibility through the period of
general market availability of the products are capitalized, if material, after consideration of various factors, including net realizable value. To date, software development
costs that are eligible for capitalization have not been material and have been expensed. Total software development costs expensed were $497,000 and $601,000 for the six
months ended June 30, 2006 and 2005, respectively.

See independent accountants’ review report.
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Proficient Systems, Inc.
Notes to Consolidated Financial Statements

Stock Based Compensation

The Company adopted FAS 123R Share-Based Payment on January 1, 2006. This requires the Company to expense the estimated fair value of options granted subsequent to
January 1, 2006.

The fair value for these options was estimated at the date of grant using a Black-Scholes option pricing model with the following weighted-average assumptions: weighted
average risk-free interest rate of 4.4%; volatility of 60%; a dividend yield of 0%; and weighted-average expected life of the options of 10 years.

The resulting compensation cost related to options was not significant.

3. Financing Arrangements

Equipment Loan

On June 30, 2005, the Company entered into a note agreement with a bank providing for borrowings of $750,000. Interest accrues on borrowings at the bank’s prime rate
plus 2%. The arrangement provides for payments of interest only through December 31, 2005, at which time the unpaid principal is due monthly in an amount equal to 1/24
of the principal balance at December 31, 2005, together with interest on the remaining unpaid principal and any additional borrowings. The note is secured by an interest in
corporate assets. At June 30, 2006 and 2005, borrowings totaled $402,666 and $162,081, respectively.

Bridge Financing

On December 30, 2005, the Company entered into a financing arrangement with certain parties, all of which are stockholders or affiliates of stockholders, to fund working
capital requirements. The agreement provided for maximum borrowing of $2,500,000, funded over a series of closings, the first of which occurred in December 2005. The
agreement requires the Company to issue the lender warrants to purchase shares of Series B Preferred stock in an amount equal to 20% of the value of the funding, divided
by $4.49, at each closing. When entering into this agreement, the Company also restated its Articles of Incorporation to provide certain anti-dilution and preemptive rights
protections to existing shareholders.

The first funding, which occurred on December 30, 2005, was for $900,000. The notes provide for interest at an annual rate of 12%, paid annually; and a security interest in
corporate assets (subordinate to the equipment note described above). All unpaid principal and accrued interest are due March 31, 2008. Warrants for the purchase of 40,087
shares of Series B Preferred shares at a strike price of $4.49 per share were issued as a part of the financing.

The second funding, which occurred on February 3, 2006, was for $1,600,000. The notes provide for interest at an annual rate of 12%, paid annually; and a security interest
in corporate assets (subordinate to the equipment note described above). All unpaid principal and accrued interest are due March 31, 2008. Warrants for the purchase of
71,267 shares of Series B Preferred shares at a strike price of $4.49 per share were issued as a part of the financing.
 

See independent accountants’ review report.
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Proficient Systems, Inc.
Notes to Consolidated Financial Statements

In addition, on June 22, 2006, the Company entered into a new financing arrangement with certain parties, all of which are stockholders or affiliates of stockholders, to fund
working capital requirements. The agreement provided for maximum borrowing of $500,000, which was funded on June 30, 2006. Interest accrues on borrowings at an
annual rate equal to 12%, calculated quarterly. The remaining unpaid principal, together with any unpaid accrued interest, is due to be repaid on March 31, 2008.

4. Income Taxes

Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of assets and liabilities for financial reporting purposes and the
amounts used for income tax purposes. The Company’s deferred tax assets and liabilities as of June 30, 2006 are as follows:

    
Deferred income tax assets:    

Net operating loss carryforwards  $ 9,050,000 
Depreciation   63,000 
Less valuation allowance   (9,113,000)

Net deferred income taxes  $ - 

 
For federal income tax purposes at June 30, 2006 and 2005, the Company has net operating loss carryforwards of approximately $23.8 million and $19.1 million that begin
expiring in 2020. A full valuation allowance was recorded against the net deferred tax asset given the uncertainty regarding the realization of the net deferred tax asset. The
amount of net operating losses available to offset future taxable income may be limited due to changes in ownership.

See independent accountants’ review report.
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Proficient Systems, Inc.
Notes to Consolidated Financial Statements

5. Stockholders’ Equity

Parent Company (Proficient Systems, Inc.)

On February 10, 2005 the Parent Company’s capital structure was reorganized. Shareholders of record on that date received new shares under a conversion formula that is
more fully described in the underlying recapitalization agreement. Readers of these financial statements should refer to that document for a more complete understanding of
the reorganization.

Capital stock is authorized at 30,000,000 shares, of which 20,000,000 shares are $0.01 par common and 10,000,000 are $0.01 par preferred. Of the preferred stock, 1,597,671
shares are designated Series A Preferred, and 1,057,907 are designated Series B Preferred.

During the six months ended June 30, 2006 and 2005, the Company issued 27,840 and 27,840 shares, respectively, of Series B Preferred shares under a compensation
arrangement with a key executive.

At June 30, 2006 shares issued and outstanding were as follows:

 
Equity Issue

  
Issued and Outstanding

   
Common  230,395
Series A Preferred  1,589,639
Series B Preferred  992,485

Dividends
If declared, dividends are first paid on Series B Preferred shares at a rate of 8% per share, per year, noncumulative. After Series B Preferred dividends are fully paid, Series A
Preferred shares are entitled to dividends at 8% per share, per year, noncumulative. Any remaining dividends are allocated ratably among Series A Preferred, Series B
Preferred, and common shares.

Liquidation Preference
In the event of liquidation, Series B Preferred holders receive the Original Series B issue price plus declared but unpaid dividends. After Series B Preferred holders are fully
paid, Series A Preferred holders receive the Original Series A issue price plus declared but unpaid dividends. Any remaining assets are then distributed ratably among the
Series A Preferred, Series B Preferred, and common shares.

Redemption
None of the Series A Preferred or Series B Preferred shares are redeemable.

Conversion
Preferred shares are convertible into common shares under a formula described in the revised Articles of Incorporation.

See independent accountants’ review report.
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Proficient Systems, Inc.
Notes to Consolidated Financial Statements

Voting Rights
Preferred stockholders generally vote along with the common stockholders as if their Preferred shares were converted to common shares.

Subsidiary (Proficient Europe Limited)

The Subsidiary capital stock is authorized at 600,000 shares, of which 100,000 shares are £0.10 par common and 500,000 are £1.00 par preferred. Of the common stock,
60,000 shares are designated Series A Common and 40,000 are designated Series B Common.

At June 30, 2006 shares issued and outstanding were as follows:

 
Equity Issue

  
Issued and Outstanding

     
   

Proficient Systems, Inc.
 

Minority Shareholders
 

TOTAL

     
Series A Common  60,000 - 60,000
Series B Common  - 40,000 40,000
Series C Preferred  14,705 1,178 15,883

Dividends
If declared, the C Shares will carry an annual 8% cumulative dividend compounded annually, payable upon a liquidation or redemption. For any other dividends or
distributions, participation with other classes of shares of the Company will be based on a pro rata basis.

Liquidation Preference
In the event of liquidation, Series C Preferred holders receive the Original Series C purchase price plus declared but unpaid dividends. The balance of any proceeds shall be
distributed ratably to the other holders of Series A Common and Series B Common shares.

Redemption
None of the Series A Common or Series B Common shares are redeemable. The Series C Shares shall be redeemable from funds legally available for distribution at the
option of holders of at least 50% of the C Shares commencing any time after the fifth anniversary of the Closing at a price equal to the Original Purchase Price plus all
declared but unpaid dividends.

Voting Rights
The C Preferred stockholders generally vote together with the other classes of shares of the Company with one vote per share, and not as a separate class.

See independent accountants’ review report.
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6. Equity Awards

The Company’s Board of Directors adopted the Stock Option, Management Incentive, and Director Option Plan (collectively known as the “Plan”) that provides for grants of
incentive stock options and non-qualified stock options to employees and to outside consultants to purchase a total of 895,463 shares of the Company’s Common Stock. The
stock options granted to employees generally vest over a four-year period with 25% exercisable on the first anniversary of the date of grant and the remaining 75% vesting
monthly at a rate of 1/48 for 36 months. Stock options to employees generally expire ten years from the date of grant. Non-qualified stock options granted to consultants and
advisors generally vest immediately and expire seven years from the date of grant. Options granted to directors vest immediately and expire in ten years.

Common Stock Options      

The following table summarizes the Company’s common stock option activity:

 
 

Non-
Qualified

Stock
Options  

Weighted-Average
Exercise Price Per

Share  
      
Outstanding January 1, 2006   797,288 $ 1.12 

Granted   60,050 $ 1.12 
Forfeited   (148,356) $ 1.12 

Outstanding at June 30, 2006   708,982 $ 1.12 
        
Exercisable at June 30, 2006   445,799 $ 1.12 

The weighted-average remaining contractual life of the stock options outstanding as of June 30, 2006 is 7 years.
 

See independent accountants’ review report.
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Non-
Qualified

Stock
Options  

Weighted-Average
Exercise Price Per

Share  
      
Outstanding January 1, 2005 (before recapitalization)   1,550,028 $ 0.58 

Granted (before recapitalization)   1,000 $ 0.25 
Forfeited (before recapitalization)   (12,000) $ 0.95 

Outstanding prior to recapitalization   1,539,028 $ 0.58 
        
Outstanding after recapitalization   369,366 $ 1.12 

Granted   60,050 $ 1.12 
Outstanding at June 30, 2005   429,416 $ 1.12 
        

Series A Options

As a part of the recapitalization, 2,132 Old Series B options were converted to 533 New Series A options, with a strike price of $8.90 per share. These options are fully
vested and expire in November 2011.

Other Grants

As of November 2004 the Company entered into an employment agreement with a key executive providing for equity compensation paid quarterly through December 31,
2007. The amount of compensation is computed using a formula based on the most recent price of the most senior preferred stock of the Company. During the six months
ended June 30, 2006 and 2005, 27,840 and 27,840 Series B Preferred shares were issued under this arrangement.

Compensation expense related to these grants was not significant.

As described in Note 3, on February 3, 2006 warrants for the purchase of 71,267 shares of Series B Preferred shares at a strike price of $4.49 per share were issued.

7. Employee Benefits

On January 1, 2001, the Company established a 401(k) plan that covers substantially all employees. Employees who are eligible to participate under the plan can contribute
up to 20% of their base salary (up to an amount limited by statute) and any employer matching contribution is discretionary. The Company’s contribution to the 401(k) plan
for the six months ended June 30, 2006 and 2005 was not significant.

See independent accountants’ review report.
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8. Lease Commitments

During January 2001, the Company entered into a 24-month operating lease for office space from February 2001 through February 2003. During February 2003, the
Company renewed the lease for their office space and entered into a 36-month operating lease from February 2003 through February 2007. Rent expense for these leases
totaled $142,962 and $127,574 for the six months ended June 30, 2006 and 2005, respectively.

Future minimum rental payments (excluding any estimate of operating costs and considering the lease renewal in February 2003) under noncancellable operating leases with
terms of one year or more at June 30, 2006 were not significant.

The Subsidiary leases its space on a short-term lease. There was no rent expense for the six months ended June 30, 2005; for the six months ended June 30, 2006, rent
expense was $63,144.

9. Capital Leases

During the year ended December 31, 2003, the Company entered into a capital lease agreement to finance computer hardware. The capital lease bears interest at 17.9% per
year and has a term of 36 months. The related computer hardware secures the capital lease. The remaining unpaid principal is due to be repaid during 2006.

The net book value of assets under capital lease was insignificant at both June 30, 2006 and 2005.
 

 
See independent accountants’ review report.
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INDEPENDENT AUDITORS’ REPORT

Board of Directors and Stockholders of
Proficient Systems, Inc.

We have audited the accompanying balance sheets of Proficient Systems, Inc. as of December 31, 2005 and 2004, and the related statements of operations, changes in
stockholders’ equity, and cash flows for the years then ended. 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 audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of America. Those standards 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. An audit also includes assessing the accounting principles used and significant estimates made by management, as well
as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of Proficient Systems, Inc. at December 31, 2005 and
2004, and the results of its operations and its cash flows for the years then ended, in conformity with accounting principles generally accepted in the United States of
America.

The accompanying financial statements have been prepared assuming Proficient Systems, Inc. will continue as a going concern. As more fully described in Note 1, the
Company has an accumulated deficit from losses incurred since inception. This condition raises substantial doubt about the Company’s ability to continue as a going
concern. Management’s plans in regard to these matters are described in Note 1. These financial statements do not include any adjustments to reflect the possible future
effects on the recoverability of assets or the amounts and classifications of liabilities that may result from the outcome of this uncertainty.

/s/ Moore Stephens Tiller LLC
 
Atlanta, Georgia
May 5, 2006
 



 
Proficient Systems, Inc.
 
Balance Sheets
 
December 31, 2005 and 2004

Assets  
  2005  2004  
Current Assets      

Cash and cash equivalents  $ 1,066,394 $ 334,990 
Trade receivables   404,154  82,494 
Inventory   -  136,800 
Other current assets   105,668  40,758 

Total current assets   1,576,216  595,042 
        
        
Property and Equipment        

Computers   1,371,204  798,199 
Leasehold improvements   15,337  15,337 
Software   915,387  790,808 
Furniture and fixtures   78,339  77,024 

   2,380,267  1,681,368 
Less accumulated depreciation and amortization   (1,665,087)  (1,195,937)
Property and Equipment, net   715,180  485,431 

        
        
Other Assets   185,498  46,718 
  $ 2,476,894 $ 1,127,191 

Liabilities and Stockholders' Equity
Current Liabilities      

Current portion of capital lease obligation  $ 51,996 $ 48,297 
Current portion of equipment loan   178,507  - 
Accounts payable   196,666  248,250 
Accrued expenses   458,616  383,743 
Deferred revenue   804,037  665,151 

Total current liabilities   1,689,822  1,345,441 
        
Long-term Liabilities        

Capital lease obligation, less current portion   -  51,996 
Equipment loan, less current portion   178,507  - 
Bridge financing   900,000  - 

Total long-term liabilities   1,078,507  51,996 
        
        
Stockholders' Equity        

Common stock   2,304  9,386 
Preferred stock   25,542  65,884 
Additional paid-in capital   21,830,323  17,439,314 
Accumulated deficit   (22,149,604)  (17,783,801)

   (291,435)  (269,217)
Less treasury stock, at cost   -  (1,029)

   (291,435)  (270,246)
  $ 2,476,894 $ 1,127,191 
 

See accompanying notes.
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Proficient Systems, Inc.

 
Statements of Operations

 
For the Years Ended December 31, 2005 and 2004

  2005  2004  
      
Revenue  $ 2,194,366 $ 1,763,944 
        
Costs of Revenue   879,074  496,830 
        

Gross margin   1,315,292  1,267,114 
        
Operating Expenses        

Depreciation   97,812  252,138 
Employee benefits   508,036  505,595 
Professional fees and insurance   308,354  253,947 
Rent   245,565  246,152 
Salaries and wages   3,750,145  3,664,138 
Sales and marketing   254,208  243,034 
General and administrative   508,748  657,336 
Total Operating Expenses   5,672,868  5,822,340 

        
Operating Loss   (4,357,576)  (4,555,226)

        
Other Income (Expense)        

Interest income   22,475  22,035 
Interest expense   (24,262)  (19,083)
Other, net   (6,440)  (2,351)

   (8,227)  601 
        
        
Net loss  $ (4,365,803) $ (4,554,625)

 
See accompanying notes.
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Proficient Systems, Inc.
 
Statement of Changes in Stockholders' Equity
 
For the Years Ended December 31, 2005 and 2004

 

 

Old
Series A
and A-1
Preferred

Stock  

Old
Series B
Preferred

Stock  

Old
Series C
Preferred

Stock  

Old Series
C Stock

Subscribed 

New
Series A
Preferred

Stock  

New
Series B
Preferred

Stock  
Common

stock  

Additional
Paid-in
Capital  

Deferred
Compensation 

 
Accumulated

Deficit  

 
Subscriptions
Receivable  

 
Treasury

Stock  

 Total
Stockholders’

Equity  
                                
Balance at
December 31,
2003

 
$ 3,843 $ 40,646 $ 20,694 $ 173 $ - $ - $ 9,385 $17,341,351 $ (154,476)

 
$(13,229,176)

 
$ (55,603)

 
$ (839)

 
$ 3,975,998 

Net loss   -  -  -  -  -  -  -  -  -   (4,554,625)  -   -   (4,554,625)
Amortization of
unearned
compensation
and re-purchase
of restricted
stock

 

 -  -  -  -  -  -  -  -  154,476 

 

 - 

 

 - 

 

 - 

 

 154,476 
Payment for
subscribed
shares

 
 -  -  -  -  -  -  -  -  - 

 
 - 

 
 55,603 

 
 - 

 
 55,603 

Issuance of
Series C
Preferred stock

 
 -  -  701  (173) -  -  -  97,963  - 

 
 - 

 
 - 

 
 - 

 
 98,491 

Repurchase of
common stock   -  -  -  -  -  -  -  -  -   -   -   (190)  (190)
Balance at
December 31,
2004

 
 3,843  40,646  21,395  -  -  -  9,385  17,439,314  - 

 
 (17,783,801)

 
 - 

 
 (1,029)

 
 (270,247)

Net loss   -  -  -  -  -  -  -  -  -   (4,365,803)  -   -   (4,365,803)
Recapitalization  (3,843) (40,646) (21,395) -  15,896  -  (7,082) 57,070  -   -   -   -   - 
Amortization of
unearned
compensation

 
 -  -  -  -  -  626  -  280,627  - 

 
 - 

 
 - 

 
 - 

 
 281,253 

Issuance of
capital   -  -  -  -  -  8,909  -  3,932,297  -   -   -   -   3,941,206 
Issuance of
warrants for
loan costs

 
 -  -  -  -  -  -  -  128,852  - 

 
 - 

 
 - 

 
 - 

 
 128,852 

Options issued   -  -  -  -  -  -  -  687  -   -   -   -   687 
Issuance of
shares in lieu of
expenses

 
 -  -  -  -  -  -  -  (8,900) - 

 
 - 

 
 - 

 
 - 

 
 (8,900)

Shares
purchased   -  -  -  -  -  -  1  487  -   -   -   -   488 
Retire treasury
stock   -  -  -  -  -  -  -  -  -   -   -   1,029   1,029 
Balance at
December 31,
2005

 
$ - $ - $ - $ - $ 15,896 $ 9,535 $ 2,304 $21,830,434 $ - 

 
$(22,149,604)

 
$ - 

 
$ - 

 
$ (291,435)

 
See accompanying notes.
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Proficient Systems, Inc.

 
Statements of Cash Flows

 
For the Years Ended December 31, 2005 and 2004

  2005  2004  
Cash Flows from Operating Activities      

Net loss  $ (4,365,803) $ (4,554,625)
Adjustments to reconcile net loss to net cash used in        

operating activities:        
Depreciation and amortization   499,509  289,279 
Amortization of unearned compensation   281,253  154,255 
Stock issued for services   128,852  17,500 
Changes in operating assets and liabilities:        

Receivables   (321,660)  98,180 
Inventory   136,800  (136,801)
Other current assets   (64,910)  (14,483)
Other assets   (138,780)  - 
Accounts payable   (51,584)  115,928 
Accrued expenses   74,873  94,823 
Deferred revenue   138,886  174,139 
Other   13,859  71,691 

Net cash used in operating activities   (3,668,705)  (3,690,114)
        
        
Cash Flows from Investing Activities        

Acquisition of property and equipment   (749,814)  (418,291)
Other   -  450 

Net cash used in operating activities   (749,814)  (417,841)
        
        
Cash Flows from Financing Activities        

Proceeds from long-term debt   357,014  - 
Proceeds from bridge financing   900,000  - 
Proceeds from issuance of stock, net   3,941,206  136,815 
Payments on capital lease   (48,297)  (42,915)

Net cash provided by financing activities   5,149,923  93,900 
        

Net change in cash   731,404  (4,014,055)
        

Cash at beginning of year   334,990  4,349,045 
        

Cash at end of year  $ 1,066,394 $ 334,990 
 

See accompanying notes.
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Proficient Systems, Inc.

Notes to Financial Statements
 

1. Description of the Business and Basis of Presentation

Proficient Systems, Inc. (the “Company” or “Proficient”) was incorporated in the state of Georgia on November 2, 2000. The Company was reorganized effective February
10, 2005, as further described in Note 5. Proficient develops software that will be the infrastructure for connecting a network of accredited, experienced and product-
knowledgeable sales personnel with opportunities to sell complex goods and services more effectively in a variety of consultative, online transactional environments. The
Company has chosen to initially develop an enterprise software solution connecting its customers’ salespeople to their web sales sites and giving them the tools to interact
with their customers. Proficient has targeted specific industries that sell products online that would benefit from interactive sales assistance.

The Company has an accumulated deficit from losses incurred since inception. From its inception, the Company has been dependent upon funding from its stockholders to
meet its operational needs. Management is in the process of raising capital and believes the Company will be able to obtain adequate additional funding to continue its
operations and expand its sales and marketing capabilities. Without such additional funding, the Company may have to discontinue operations. These conditions raise
substantial doubt about the Company’s ability to continue as a going concern. The financial statements do not include any adjustments that might result from the outcome of
this uncertainty.

2. Summary of Significant Accounting Policies

Cash and Cash Equivalents

The Company considers short-term investments with original maturity dates of 90 days or less at the date of purchase to be cash equivalents. On occasion, the Company
maintains balances at federally insured depositories in excess of insured limits. Management monitors the soundness of the financial institutions and believes its exposure to
loss is minimal.

Concentrations

Financial instruments that potentially subject the Company to concentrations of credit risk consist principally of cash equivalents and accounts receivable. Cash equivalents
are held primarily with one financial institution. The Company has recorded no allowance for doubtful accounts against the accounts receivable balances. The Company
provides an allowance for doubtful accounts against accounts receivable balances based on review of the current status of existing receivables, historical collection
experience, and management’s evaluation of the effect of existing economic conditions. The Company performs ongoing credit evaluations of its customers and generally
does not require collateral. Receivables are charged to the allowance account when deemed to be uncollectible.

For the year ended December 31, 2005, two customers collectively accounted for approximately 49% of revenue. Included in accounts receivable at December 31, 2005 was
approximately $100,000 related to these customers.
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Proficient Systems, Inc.

Notes to Financial Statements
 
Fair Value of Financial Instruments

The carrying value of cash, accounts receivable, accounts payable and accrued liabilities approximate their fair value due to the short maturity of these instruments. The
carrying value of debt approximates its fair value since the debt bears interest at market rates.

Property and Equipment

Property and equipment, which includes assets held under capital leases, are stated at cost. Computer equipment is depreciated using the double-declining balance method
over three years. Leasehold improvements are amortized over the remaining life of the tenant lease. All other property and equipment is depreciated using the straight-line
method over the estimated life of the asset, ranging from 3 to 7 years.

If facts and circumstances indicate that the remaining property and equipment or other assets may be impaired, an evaluation of continuing value would be performed. If an
evaluation is required, the estimated future undiscounted cash flows associated with these assets would be compared to their carrying amount to determine if a write down to
fair value or discounted cash flow value is required.

Marketing and Advertising Costs

Marketing and advertising costs are expensed in the period in which they are incurred. The Company incurred $254,208 and $243,034 for the years ended December 31,
2005 and 2004, respectively.

Income Taxes

The Company accounts for income taxes using the liability method in accordance with FASB Statement 109, Accounting for Income Taxes. Under the liability method, the
Company recognizes deferred tax liabilities and assets for the expected future tax consequences of events that have been included in the financial statements or tax returns.
Using the enacted tax rates in effect for the year in which the differences are expected to reverse, deferred tax liabilities and assets are determined based on the differences
between the book basis for financial reporting and the tax basis of an asset or liability.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States requires management to make estimates and
assumptions that affect the amounts reported in the financial statements and accompanying notes. Actual results could differ from those estimates.

Revenue Recognition

The Company’s revenue consists primarily of fees from subscription agreements for providing hosted software and services. The Company also derives revenue from the
licensing of software; fees from consulting, implementation and training services (collectively, “professional services”), plus customer support services and software
enhancement.

Fees from subscription agreements are recognized ratably over the term of the agreement.
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Proficient Systems, Inc.

Notes to Financial Statements
 

The Company recognizes software license revenue under Statement of Position No. 97-2, Software Revenue Recognition (“SOP 97-2”), as amended by Statement of Position
No. 98-9, Software Revenue Recognition, With Respect to Certain Transactions (“SOP 98-9”), specifically when the following criteria are met: (1) a signed contract is
obtained; (2) delivery of the product has occurred; (3) the license fee is fixed or determinable; and (4) collectibility is probable. SOP 98-9 requires recognition of revenue
using the “residual method” when (1) there is vendor-specific objective evidence of the fair values of all undelivered elements in a multiple-element arrangement that is not
accounted for using long-term contract accounting; (2) vendor-specific objective evidence of fair value does not exist for one or more of the delivered elements in the
arrangement; and (3) all revenue-recognition criteria in SOP 97-2, other than the requirement for vendor-specific objective evidence of the fair value of each delivered
element of the arrangement are satisfied. For those contracts that contain significant customization or modifications, license revenue would be recognized under the
percentage of completion method. Software enhancement subscriptions, which consist of fees for the license of the Company’s software and maintenance of the software and
related hardware, are generally paid monthly and recognized ratably over the term of the arrangement.

Fees from professional services performed by the Company are generally billed on an hourly basis, and revenue is recognized as the services are performed. Revenue related
to fixed-fee based contracts is recognized on a percent complete basis based on the hours incurred. Project losses are provided for in their entirety in the period in which they
become known. Revenue related to customer support services and hosting services are generally paid in advance and recognized ratably over the term of the agreement,
typically 12 months.

Deferred revenue represents amounts billed or collected in advance of the applicable subscription period or prior to complete performance of professional services, customer
support services or other significant obligations that remain under license agreements.
 
Software Development Costs

Software development costs incurred prior to the establishment of technological feasibility are expensed as incurred. Proficient defines establishment of technological
feasibility as the completion of a working model. Software development costs incurred subsequent to the establishment of technological feasibility through the period of
general market availability of the products are capitalized, if material, after consideration of various factors, including net realizable value. To date, software development
costs that are eligible for capitalization have not been material and have been expensed. Total software development costs expensed were $1,105,696 and $1,389,197 for the
years ended December 31, 2005 and 2004, respectively.

Stock Based Compensation

The Company has elected to follow Accounting Principles Board Opinion No. 25 Accounting for Stock Issued to Employees (APB 25) and related Interpretations in
accounting for its employee stock options because the alternative fair value accounting provided for under FAS 123, Accounting for Stock Based Compensation, requires use
of option valuation models that were not developed for use in valuing employee stock options. The Company will adopt FAS 123R Share-Based Payment in 2006, which will
require the Company to expense the estimated fair value of options granted after adoption of FAS 123R
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Proficient Systems, Inc.

Notes to Financial Statements
 

Pro forma information regarding net income or loss is required by FAS 123, which also requires that the information be determined as if the Company had accounted for its
employee stock options granted since inception under the fair value method of that Statement. The fair value for these options was estimated at the date of grant using a
Black-Scholes option pricing model with the following weighted-average assumptions for options granted in 2005: weighted average risk-free interest rate of 4.4%; volatility
of 60%; a dividend yield of 0%; and weighted-average expected life of the options of 9.2 years. The resulting compensation cost related to vesting options for 2005 and 2004
was estimated at $149,000 and $143,000, resulting in a pro forma net loss as if the Company had adopted FASB Statement No. 123 of $(4,565,000) and $(4,698,000) for the
years ended December 31, 2005 and 2004, respectively.

Impact of Recently Issued Accounting Standards

In December 2004 the FASB issued FAS 123R, Share-Based Payment. This Statement is a revision of FAS 123, Accounting for Stock-Based Compensation. This Statement
supersedes APB 25, Accounting for Stock Issued to Employees, and its related implementation guidance. FAS 123R is effective for grants as of the beginning of the first
annual reporting period that begins after December 15, 2005. Upon adoption of this Statement, the Company will measure the cost of employee services received in
exchange for an award of equity instruments based on the grant-date fair value of those instruments. FAS 123R permits nonpublic companies the option to continue to
account for its existing options under APB 25 / FAS 123. The Company expects to adopt this Statement during 2006.

3. Financing Arrangements

Equipment Loan

On June 30, 2005, the Company entered into a note agreement with a bank providing for borrowings of $750,000. Interest accrues on borrowings at the bank’s prime rate
plus 2%. The arrangement provides for payments of interest only through December 31, 2005, at which time unpaid principal is due monthly in an amount equal to 1/24 of
the principal balance at December 31, 2005. The note is secured by an interest in corporate assets. At December 31, 2005, borrowings totaled $357,014.

Bridge Financing

On December 30, 2005 the Company entered into a financing arrangement with certain parties, all of which are stockholders or affiliates of stockholders, to fund working
capital requirements. The agreement provided for maximum borrowing of $2,500,000, funded over a series of closings, the first of which occurred in December 2005. The
agreement requires the Company to issue the lender warrants to purchase shares of Series B Preferred stock in an amount equal to 20% of the value of the funding, divided
by $4.49, at each closing. When entering into this agreement, the Company also restated its Articles of Incorporation to provide certain anti-dilution and preemptive rights
protections to existing shareholders.

The first funding, which occurred on December 30, 2005 was for $900,000. The note provides for interest at an annual rate of 12%, paid annually; and a security interest in
corporate assets (subordinate to the equipment note described above). All unpaid principal and accrued interest are due March 31, 2008.

Warrants for the purchase of 40,087 shares of Series B Preferred shares at a strike price of $4.49 per share were issued as a part of the financing.
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Proficient Systems, Inc.

Notes to Financial Statements
 

4. Income Taxes

Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of assets and liabilities for financial reporting purposes and the
amounts used for income tax purposes. The Company’s deferred tax assets and liabilities as of December 31, 2005 and 2004 are as follows:

  2005  2004  
Deferred income tax assets:      

Net operating loss carryforwards  $ 8,297,000 $ 6,589,000 
Depreciation   121,000  51,000 
Less valuation allowance   (8,418,000)  (6,640,000)

Net deferred income taxes  $ - $ - 

For federal income tax purposes at December 31, 2005 the Company has net operating loss carryforwards of approximately $21.8 million that begin expiring in 2020. A full
valuation allowance was recorded against the net deferred tax asset given the uncertainty regarding the realization of the net deferred tax asset. The amount of net operating
losses available to offset future taxable income may be limited due to changes in ownership.

5. Stockholders’ Equity

On February 10, 2005 Proficient accomplished a reorganization of its capital structure. Proficient’s Articles of Incorporation and Bylaws were amended and restated as a part
of this reorganization. A general description of this reorganization is included below; readers of these financial statements should refer to the Agreement and Plan of Merger
dated February 10, 2005 for a complete description of the reorganization.

As a result of the reorganization, all pre-reorganization issued and outstanding shares were converted into new shares at the following ratios:
 

 
Old Shares

 Conversion Ratio
Old Shares : New Shares

   
Common  1: .240 New common
Series A Convertible Preferred and Series A-1 Convertible Preferred  1: .120 New Series A Preferred
Series B Convertible Preferred  1: .250 New Series A Preferred
Series C Convertible Preferred  1: .250 New Series A Preferred

All issued and outstanding options and warrants to purchase shares were also converted at the above ratios.

All further references to the Company’s equity refer to the recapitalized equity structure.

Capital stock is authorized at 30,000,000 shares, of which 20,000,000 shares are $0.01 par common and 10,000,000 are $0.01 par preferred. Of the preferred stock, 1,597,671
shares are designated Series A Preferred, and 1,057,907 are designated Series B Preferred.
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Proficient Systems, Inc.

Notes to Financial Statements

During 2005 the Company issued 890,869 shares of Series B Preferred shares for gross proceeds of $4,000,002.

At December 31, 2005 shares issued and outstanding were as follows:

 
Equity Issue

  
Issued and Outstanding  

    
Common   230,395 
Series A Preferred   1,589,639 
Series B Preferred   964,645 

Dividends
If declared, dividends are first paid on Series B Preferred shares at a rate of 8% per share, per year, noncumulative. After Series B Preferred dividends are fully paid, Series A
Preferred shares are entitled to dividends at 8% per share, per year, noncumulative. Any remaining dividends are allocated ratably among Series A Preferred, Series B
Preferred, and common shares.

Liquidation Preference
In the event of liquidation, Series B Preferred holders receive the Original Series B issue price plus declared but unpaid dividends. After Series B Preferred holders are fully
paid, Series A Preferred holders receive the Original Series A issue price plus declared but unpaid dividends. Any remaining assets are then distributed ratably among the
Series A Preferred, Series B Preferred, and common shares.

Redemption
None of the Series A Preferred or Series B Preferred shares are redeemable.

Conversion
Preferred shares are convertible into common shares under a formula described in the revised Articles of Incorporation.

Voting Rights
Preferred stockholders generally vote along with the common stockholders as if their Preferred shares were converted to common shares.

6. Equity Awards

The Company’s Board of Directors adopted the Stock Option, Management Incentive, and Director Option Plan (collectively known as the “Plan”) that provides for grants of
incentive stock options and non-qualified stock options to employees and to outside consultants to purchase a total of 895,463 shares of the Company’s Common Stock as of
December 31, 2005. The stock options granted to employees generally vest over a four-year period with 25% exercisable on the first anniversary of the date of grant and the
remaining 75% vesting monthly at a rate of 1/48 for 36 months. Stock options to employees generally expire ten years from the date of grant. Non-qualified stock options
granted to consultants and advisors generally vest immediately and expire seven years from the date of grant. Options granted to directors vest immediately and expire in ten
years.

During 2005 the Plan was restated to conform to the recapitalization described in Note 5.
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Common Stock Options

The following table summarizes the Company’s common stock option activity:

 
 

Non-
Qualified

Stock
Options  

Weighted-Average
Exercise Price Per

Share  
      
Outstanding at December 31, 2003 (before recapitalization)   1,382,174 $ 0.63 

Granted (before recapitalization)   186,704 $ 0.25 
Forfeited (before recapitalization)   (18,850) $ 1.04 

Outstanding at December 31, 2004 (before recapitalization)   1,550,028 $ 0.58 
        

Granted prior to recapitalization   1,000 $ 0.25 
Forfeited prior to recapitalization   (12,000) $ 0.95 

Outstanding prior to recapitalization   1,539,028 $ 0.58 
        
Outstanding after recapitalization   369,366 $ 1.12 

Granted after recapitalization   517,430 $ 1.12 
Forfeited after recapitalization   (89,364) $ 1.12 
Exercised after recapitalization   (144) $ 1.12 

Outstanding at December 31, 2005   797,288 $ 1.12 
        
Exercisable at December 31, 2004 (before recapitalization)   729,971 $ 0.68 
Exercisable at December 31, 2005   204,959 $ 1.12 

The weighted-average remaining contractual life of the stock options outstanding as of December 31, 2005 and 2004 is 8.4 years and 8.3 years, respectively.

Series A Options

As a part of the recapitalization, 2,132 Old Series B options were converted to 533 New Series A options, with a strike price of $8.90 per share. These options are fully
vested and expire in November 2011.

Other Grants

On November 14, 2001, the Company granted to key executives options to acquire 96,068 shares of Old Series B at an exercise price of $2.225 per share. On November 1,
2002, the Company granted to a key executive an additional 117,977 options to acquire Old Series B stock at an exercise price of $2.225 per share. These executive Old
Series B options were cancelled in November 2003 and March 2004 and replaced with 157,303 and 7,866 shares of Old Series C stock, respectively. In addition, 78,652
shares of Old Series C stock were granted as compensation for the November 2003 to October 2004 time period and are being amortized into expense over this time period.
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As of November 2004 the Company entered into an employment agreement with a key executive providing for equity compensation paid quarterly through December 31,
2007. The amount of compensation is computed using a formula based on the most recent price of the most senior preferred stock of the Company. During 2005 27,840
Series B Preferred shares were issued under this arrangement.

The Company recorded compensation expense related to these items in 2005 and 2004 of $250,000 and $162,678, respectively.

As described in Note 3, during 2005 warrants for the purchase of 40,087 shares of Series B Preferred shares at a strike price of $4.49 per share were issued.

7. Employee Benefits

On January 1, 2001, the Company established a 401(k) plan that covers substantially all employees. Employees who are eligible to participate under the plan can contribute
up to 20% of their base salary (up to an amount limited by statute) and any employer matching contribution is discretionary. There were no Company contributions to the
401(k) plan for the years ending December 31, 2005 and 2004.

8. Lease Commitments

During January 2001, the Company entered into a 24-month operating lease for office space from February 2001 through February 2003. During February 2003, the
Company renewed the lease for their office space and entered into a 36-month operating lease from February 2003 through February 2007. Rent expense for these leases
totaled $245,565 and $246,152, for the years ending December 31, 2005 and 2004, respectively.

Future minimum rental payments (excluding any estimate of operating costs and considering the lease renewal in February 2003) under noncancellable operating leases with
terms of one year or more at December 31, 2005 were not significant.

9. Capital Leases

During the year ended December 31, 2003, the Company entered into a capital lease agreement to finance computer hardware. The capital lease bears interest at 17.9% per
year and has a term of 36 months. The related computer hardware secures the capital lease. The remaining unpaid principal is due to be repaid during 2006.

The net book value of assets under capital lease was insignificant at December 31, 2005 and 2004, respectively.
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10. Subsequent Event

As of February 1, 2006, the Company formed a wholly owned subsidiary based in the United Kingdom.  On the same date, this subsidiary acquired a majority interest in a
UK company that is dedicated to selling and servicing the Company's products for customers in Europe.  In the event of certain circumstances involving a change of control
of the Company, the minority shareholders of this UK subsidiary have certain rights to receive a portion of the proceeds that otherwise would go to selling shareholders.
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UNAUDITED PRO FORMA CONDENSED COMBINED FINANCIAL STATEMENTS

The accompanying unaudited pro forma condensed combined Statements of Operations (the “Pro Forma Statements of Operations”) for the year ended December 31, 2005
and the six months ended June 30, 2006 gives effect to the Proficient acquisition as if it had occurred on January 1, 2005. The Pro Forma Statements of Operations are based
on historical results of operations of LivePerson and Proficient for the year ended December 31, 2005 and the six months ended June 30, 2006.

The unaudited pro forma condensed combined Balance Sheet (the “Pro Forma Balance Sheet”) gives effect to the acquisition of Proficient as if the acquisition had occurred
on June 30, 2006.
 
The Pro Forma Statements of Operations and the Pro Forma Balance Sheet and accompanying notes (the ”Pro Forma Financial Information”) should be read in conjunction
with, and are qualified by, the historical financial statements of LivePerson contained in the LivePerson Annual Report on Form 10-K and Quarterly Report on Form 10-Q as
filed with the Securities and Exchange Commission on March 15, 2006 and August 9, 2006, respectively, and the historical financial statements of Proficient appearing
elsewhere in the report to which this document is an exhibit.

The Pro Forma Financial Information is intended for informational purposes only and does not purport to represent (i) the future results of operations or financial position of
LivePerson or (ii) the actual results of operations or financial position of LivePerson had the acquisition occurred on the dates assumed. In addition, the pro forma results are
not intended to be a projection of future results.



 

LIVEPERSON, INC.  
  

Unaudited Pro Forma Condensed Combined Balance Sheet  
               

June 30, 2006  
               
               
  Assets       Pro Forma      
     LivePerson  Proficient  Adjustments    Pro Forma  
Current assets:                   

Cash and cash equivalents    $ 19,104 $ 880 $ (35)  (f)  $ 19,949 
Accounts receivable     2,424  878        3,302 
Prepaid expenses     939           939 
Deferred tax assets     518           518 
Other current assets     -  163        163 

Total current assets     22,985  1,921  (35)     24,871 
Property and equipment     689  603        1,292 
Intangibles, net     559     3,000  (f)   3,559 
Security Deposits     204           204 
Other assets     534  302        836 
Goodwill           5,934  (f)   5,934 

Total assets    $ 24,971 $ 2,826 $ 8,899    $ 36,696 
                   

 Liabilities and Stockholders' Equity                   
                   
Current liabilities:                   

Accounts payable    $ 389 $ 290 $ -    $ 679 
Current portion of capital lease obligation        24        24 
Current portion of equipment loan        224        224 
Accrued expenses     2,072  428  1,000  (f)   3,500 
Deferred revenue     1,831  914  (61)  (f)   2,684 

Total current liabilities     4,292  1,880  939     7,111 
                   
Other liabilities     534           534 
Capital lease obligation, less current portion     -           - 
Equipment loan, less current portion     -  178        178 
Bridge financing     -  3,000  (3,000)  (f)   - 

Total long-term liabilites     534  3,178  (3,000)     712 
                   
Stockholders' equity     20,145  (2,232)  2,232  (f)     
           8,728  (f)   28,873 

Total liabilities and stockholders' equity    $ 24,971 $ 2,826 $ 8,899    $ 36,696 

See accompanying notes to unaudited pro forma condensed combined financial information.



LIVEPERSON, INC.  
            

Unaudited Pro Forma Condensed Combined Statement of Operations  
            

Six Months Ended June 30, 2006  
(In thousands, except share and per share data)  

            
            
            
      Pro Forma      
  LivePerson  Proficient  Adjustments    Pro Forma  
            
Revenue  $ 14,293 $ 1,708 $ -    $ 16,001 
                 
Operating expenses:                 

Cost of revenue   3,103  505  266  (c)   3,874 
Operating expenses   10,339  3,383  (266)  (c)     

         97  (e)   13,553 
Amortization of intangibles   464  -  592  (a)   1,056 

Total operating expenses   13,906  3,888  689     18,483 
Income (loss) from operations   387  (2,180)  (689)     (2,482)
                 
Other income (expense), net   313  (183)  191  (d)   321 
                 
Income (loss) before provision for income taxes   700  (2,363)  (498)     (2,161)
Provision for income taxes   -  -  -     - 
Net income (loss)  $ 700 $ (2,363) $ (498)    $ (2,161)
                 
Basic net income per common share  $ 0.02          $ (0.05)
                 
Diluted net income per common share  $ 0.02          $ (0.05)
                 
Weighted average shares outstanding - basic   38,578,791     1,992,606  (g)   40,571,397 
                 
Weighted average shares outstanding - diluted   42,471,432     (1,900,035)  (g)   40,571,397 

See accompanying notes to unaudited pro forma condensed combined financial information.



LIVEPERSON, INC.  
            

Unaudited Pro Forma Condensed Combined Statement of Operations  
            

Year Ended December 31, 2005  
(In thousands, except share and per share data)  

            
            
            
      Pro Forma      
  LivePerson  Proficient  Adjustments    Pro Forma  
            
Revenue  $ 22,277 $ 2,194 $ -    $ 24,471 
                 
Operating expenses:                 

Cost of revenue   4,297  879  395  (c)   5,571 
Operating expenses   14,132  5,673  (395)  (c)   19,410 
Amortization of intangibles   931  -  1,183  (a)   2,114 

Total operating expenses   19,360  6,552  1,183     27,095 
Income (loss) from operations   2,917  (4,358)  (1,183)     (2,624)
                 
Other income (expense), net   300  (8)  -     292 
                 
Income (loss) before provision for income taxes   3,217  (4,366)  (1,183)     (2,332)
Provision for income taxes   675  -  (675)  (b)   - 
Net income (loss)  $ 2,542 $ (4,366) $ (508)    $ (2,332)
                 
Basic net income per common share  $ 0.07          $ (0.06)
                 
Diluted net income per common share  $ 0.06          $ (0.06)
                 
Weighted average shares outstanding - basic   37,557,722     1,992,606  (g)   39,550,328 
                 
Weighted average shares outstanding - diluted   39,885,328     (335,000)  (g)   39,550,328 

See accompanying notes to unaudited pro forma condensed combined financial information.



NOTES TO THE UNAUDITED PRO FORMA CONDENSED
COMBINED FINANCIAL INFORMATION

 
The consideration payable at closing by LivePerson in connection with the acquisition of all of the outstanding shares of capital stock of Proficient consists of the following:

 · 1,992,606 shares of LivePerson common stock valued at approximately $8.3 million based upon the five-day average trading price before and after July 18, 2006,
the date on which the transaction was consummated and announced, at $4.14 per share.

 · $35,122 payable to certain shareholders of Proficient.

 · Acquisition costs of approximately $440,000 related to the merger.

 
Based on the achievement of certain revenue targets as of March 31, 2007, LivePerson is contingently required to issue up to an additional 2,050,000 shares of common
stock. The maximum additional share issuance will be achieved if incremental annualized revenue from a predefined customer list exceeds approximately $2.0 million. The
value of shares issued, if any, will be allocated to Goodwill at the time of their issuance.
 
The following represents the preliminary allocation of the purchase price over the historical net book values of the acquired assets and assumed liabilities of Proficient at
June 30, 2006, and is for illustrative pro forma purposes only. Final allocation is subject to third-party appraisal. Actual fair values will be based on financial information as
of July 18, 2006, the acquisition date. The net book values of the acquired assets and assumed liabilities as of July 18, 2006, are not materially different compared to June 30,
2006. Assuming the transaction had occurred on June 30, 2006, the allocation would have been as follows:

 
Assets acquired:     

Cash  $ 880 
Less: Cash consideration paid to Proficient Shareholders   (35)
Accounts receivable   878 
Other current assets   163 
Property and equipment   603 
Other assets   302 
Customer relationships   2,400 

   Covenants not to compete   100 
   Core technology   500 

Goodwill   5,934 
   11,725 
     

Liabilities assumed   (1,144)
Restructuring liability   (1,000)
Deferred revenue   (914)
Write-down of deferred revenue   61 

     
Purchase price  $ 8,728 

 
(a) The pro forma adjustments reflect twelve months of amortization expense for the year ended December 31, 2005 and six months of amortization expense for the six

months ended June 30, 2006, assuming the transaction occurred on January 1, 2005. Customer relationships, covenants not to compete and core technology are being
amortized over the expected estimated period of benefit of 36, 24 and 18 months, respectively. These are preliminary estimates and may change in the future.

(b) The pro forma adjustments include the reversal of LivePerson’s provision for income taxes for the year ended December 31, 2005, assuming the transaction occurred
on January 1, 2005. The consolidated entity would not have been required to record a provision for income taxes due to the loss from operations of Proficient for the
year ended December 31, 2005.

 



 
(c) The pro forma adjustments include the reclassification of certain Proficient salaries and related fringe benefits to Cost of Revenue in the twelve months ended

December 31, 2005 and the six months ended June 30, 2006 to conform to the historical presentation by LivePerson assuming the transaction occured on January 1,
2005.

(d) The pro forma adjustments include the reversal of interest expense recorded by Proficient in the six months ended June 30, 2006 related to a bridge loan that was not
assumed by LivePerson assuming the transaction occurred on January 1, 2005.

(e) The pro forma adjustments include six months of non-cash compensation expense for the six months ended June 30, 2006 assuming the transaction occurred on
January 1, 2005. LivePerson issued options to purchase 350,000 shares of common stock at $4.22 per share to certain employees of Proficient.

(f) The pro forma adjustment reconciles the historical balance sheet of Proficient at June 30, 2006 to the allocated purchase price of Proficient of $8.7 million assuming
the transaction occurred on June 30, 2006. In accordance with the guidance provided in Emerging Issues Task Force Issue No. 95-3, LivePerson recorded a
restructuring liability in the amount of approximately $1.0 million. This liability is primarily related to the fair value, at communication date, of severance payments to
terminated employees, and to a lesser extent, to the termination of certain leases. Because certain employees are required to render services until they are terminated,
this liability may change in subsequent periods. In addition, LivePerson recorded an adjustment to write-down deferred revenue to its fair value at the acquisition date.

 
(g) The pro forma basic and diluted net loss per common share is computed by dividing the net loss attributable to common stockholders by the weighted average number

of common shares outstanding. The weighted average number of shares outstanding assumes that 1,992,606 shares of LivePerson common stock issued at closing in
connection with the acquisition were outstanding as of January 1, 2005. Diluted earnings per share is calculated using the treasury stock method and reflects the
potential dilution that could occur if securities or other contracts to issue common stock were exercised or converted into common stock and resulted in the issuance of
common stock. Diluted net loss per share presented is equal to basic net loss per share because all common stock equivalents are anti-dilutive for the periods
presented.

 


