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APPROXIMATE DATE OF COMMENCEMENT OF PROPOSED SALE TO THE PUBLIC: AS SOON AS PRACTICABLE
AFTER THIS REGISTRATION STATEMENT BECOMES EFFECTIVE.

IF ANY OF THE SECURITIES BEING REGISTERED ON THIS FORM ARE TO BE OFFERED ON A DELAYED OR
CONTINUOUS BASIS PURSUANT TO RULE 415 UNDER THE SECURITIES ACT OF 1933, CHECK THE
FOLLOWING BOX. / / IF THIS FORM IS FILED TO REGISTER ADDITIONAL SECURITIES FOR AN OFFERING
PURSUANT TO RULE 462(B) UNDER THE SECURITIES ACT OF 1933, PLEASE CHECK THE FOLLOWING BOX
AND LIST THE SECURITIES ACT REGISTRATION STATEMENT NUMBER OF THE EARLIER EFFECTIVE
REGISTRATION STATEMENT FOR THE SAME OFFERING. / / ______ IF THIS FORM IS A POST-EFFECTIVE
AMENDMENT FILED PURSUANT TO RULE 462(C) UNDER THE SECURITIES ACT OF 1933, CHECK THE
FOLLOWING BOX AND LIST THE SECURITIES ACT REGISTRATION STATEMENT NUMBER OF THE EARLIER
EFFECTIVE REGISTRATION STATEMENT FOR THE SAME OFFERING. / / ______ IF THIS FORM IS A POST-
EFFECTIVE AMENDMENT FILED PURSUANT TO RULE 462(D) UNDER THE SECURITIES ACT, CHECK THE
FOLLOWING BOX AND LIST THE SECURITIES ACT REGISTRATION STATEMENT NUMBER OF THE EARLIER
EFFECTIVE REGISTRATION STATEMENT FOR THE SAME OFFERING. / / ______ IF DELIVERY OF THE
PROSPECTUS IS EXPECTED TO BE MADE PURSUANT TO RULE 434, PLEASE CHECK THE FOLLOWING BOX. /
/

CALCULATION OF REGISTRATION FEE

PROPOSED MAXIMUM
AGGREGATE OFFERING
AMOUNT OF

TITLE OF EACH CLASS OF SECURITIES TO BE REGISTERED PRICE (1) (2)
REGISTRATION FEE

COMMON STOCK, $.001 PAR VALUE . ..ttt ittt ittt ittt et ettt ettt e enns
$46,000,000 $12,788 (1) ESTIMATED SOLELY FOR PURPOSES OF DETERMINING THE REGISTRATION FEE
IN ACCORDANCE WITH RULE 457(0) UNDER THE SECURITIES ACT OF 1933. (2) INCLUDES AMOUNT
SUBJECT TO THE OVER-ALLOTMENT OPTION GRANTED TO THE UNDERWRITERS.

THE REGISTRANT HEREBY AMENDS THIS REGISTRATION STATEMENT ON SUCH DATE OR DATES AS MAY BE
NECESSARY TO DELAY ITS EFFECTIVE DATE UNTIL THE REGISTRANT SHALL FILE A FURTHER AMENDMENT
WHICH SPECIFICALLY STATES THAT THIS REGISTRATION STATEMENT SHALL THEREAFTER BECOME



EFFECTIVE IN ACCORDANCE WITH SECTION 8(A) OF THE SECURITIES ACT OF 1933 OR UNTIL THIS
REGISTRATION STATEMENT SHALL BECOME EFFECTIVE ON SUCH DATE AS THE COMMISSION, ACTING
PURSUANT TO SECTION 8(A), MAY DETERMINE.

THE INFORMATION IN THIS PROSPECTUS IS NOT COMPLETE AND MAY BE CHANGED. WE MAY NOT SELL
THESE SECURITIES UNTIL THE REGISTRATION STATEMENT FILED WITH THE SECURITIES AND EXCHANGE
COMMISSION IS EFFECTIVE. THIS PROSPECTUS IS NOT AN OFFER TO SELL THESE SECURITIES AND IT

IS NOT SOLICITING AN OFFER TO BUY THESE SECURITIES IN ANY STATE WHERE THE OFFER OR SALE IS
NOT PERMITTED.

PROSPECTUS SUBJECT TO COMPLETION
1999
SHARES
[LOGO]
COMMON STOCK

WE ARE A LEADING PROVIDER OF SOFTWARE THAT PERMITS BUSINESSES TO EXTEND INFORMATION OVER
THE WORLD WIDE WEB IN A HIGHLY SCALABLE AND CONTROLLED MANNER.

WE ARE OFFERING SHARES OF COMMON STOCK IN AN INITIAL PUBLIC OFFERING. WE HAVE MADE
APPLICATION TO LIST OUR COMMON STOCK FOR QUOTATION ON THE NASDAQ NATIONAL MARKET UNDER THE
SYMBOL "BLSW." WE EXPECT THAT THE INITIAL PUBLIC OFFERING PRICE WILL BE BETWEEN $ AND $
PER SHARE. THE MARKET PRICE OF THE SHARES OF COMMON STOCK AFTER THIS OFFERING MAY BE
HIGHER OR LOWER THAN THE INITIAL PUBLIC OFFERING PRICE.

INVESTING IN OUR COMMON STOCK INVOLVES A HIGH DEGREE OF RISK. SEE "RISK FACTORS" BEGINNING
ON PAGE 5.

PER SHARE TOTAL

PUBLIiC Of feraing PraCe. . v i ittt ettt ettt ettt ettt eeeeeeneeeeneeennenaneenaneenns $ $
Underwriting DisCoUNt. ...ttt e et et ettt et et e e e e $ $
ProCeedS 0 BlUESTONE . ¢ vttt ettt ettt et et et e e et et e et et e $ $

NEITHER THE SECURITIES AND EXCHANGE COMMISSION NOR ANY STATE SECURITIES COMMISSION HAS
APPROVED OR DISAPPROVED THESE SECURITIES OR DETERMINED IF THIS PROSPECTUS IS TRUTHFUL OR
COMPLETE. ANY REPRESENTATION TO THE CONTRARY IS A CRIMINAL OFFENSE.

WE AND CERTAIN SELLING STOCKHOLDERS HAVE GRANTED THE UNDERWRITERS A 30-DAY OPTION TO
PURCHASE UP TO ADDITIONAL SHARES OF COMMON STOCK AT THE INITIAL PUBLIC OFFERING PRICE TO
COVER ANY OVER-ALLOTMENTS.

WE EXPECT TO ISSUE THESE SHARES ON , 1999.
DEUTSCHE BANC ALEX / / BROWN
SOUNDVIEW TECHNOLOGY GROUP
C.E. UNTERBERG, TOWBIN
LEGG MASON WOOD WALKER INCORPORATED
, 1999
[INSIDE FRONT COVER OF PROSPECTUS] GRAPHIC:

SINGLE PAGE GRAPHIC OF A BILLBOARD AGAINST A BLUE SKY WITH WHITE CLOUDS. WRITTEN IN THE
TOP RIGHT CORNER OF THE GRAPHIC IN THE SKY IS THE FOLLOWING TEXT: "XML AND EJB SUPPORT
SINCE 8/98. BLUESTONE XML SUITE-TM- NOW AVAILABLE!" IN THE BILLBOARD IS THE FOLLOWING
STATEMENT: "BLUESTONE APP SERVER JUDGED "HEAD AND SHOULDERS" ABOVE THE REST." THE RIGHT
CORNER OF THE BILLBOARD CONTAINS THE BLUESTONE LOGO FOLLOWED BY THE FOLLOWING TEXT:
"BLUESTONE SOFTWARE, ENTERPRISE INTERACTION MANAGEMENT, GET (EIM)POWERED."

UNDER THE GRAPHIC OF THE BILLBOARD IS THE FOLLOWING TEXT, BEGINNING WITH A GRAPHIC OF A
CIRCULAR BLUE STONE:

"SOME OF THE MOST PRESTIGIOUS APPLICATION SERVER SOFTWARE COMPANIES IN THE WORLD RECENTLY
COMPETED IN AN INDEPENDENT STUDY. THE RESULTS WERE CLEAR: "BLUESTONE'S SAPPHIRE/WEB-
REGISTERED TRADEMARK- STOOD HEAD AND SHOULDERS ABOVE THE OTHERS IN PERFORMANCE,



SCALABILITY AND FAULT TOLERANCE."x BLUESTONE IS AN INDUSTRY LEADER IN PROVIDING END-TO-
END, ENTERPRISE-CLASS INTERNET COMMERCE SOLUTIONS.

BLUESTONE'S SOFTWARE FOR ENTERPRISE INTERACTION MANAGEMENT (EIM)--THE CONTROLLED EXCHANGE
OF ENTERPRISE INFORMATION IN A HIGHLY SECURE ENVIRONMENT, GIVES BUSINESSES THE POWER TO
DEVELOP, DEPLOY, INTEGRATE AND MANAGE APPLICATIONS THAT EXTEND THEIR INFORMATION OVER THE
INTERNET, INTRANETS AND EXTRANETS.

GET INFORMED, GET (EIM)POWERED."

THE LOWER CENTER OF THE PAGE CONTAINS THE TEXT: "BLUESTONE." ABOVE THAT TEXT AND TO THE
RIGHT IS THE FOLLOWING TEXT: "NETWORKWORLD--10 COMPANIES TO WATCH." BELOW THE TEXT
"BLUESTONE," TO THE LEFT IS BLUESTONE'S WEB SITE ADDRESS, "WWW.BLUESTONE.COM" AND, TO THE
RIGHT IS THE TEXT, "GET (EIM)POWERED."

THE FOLLOWING TEXT IS FOUND ON THE BOTTOM OF THE PAGE ABOVE THE LIST OF BLUESTONE'S
TRADEMARKS: *THE APPLICATION SERVER TEST WAS CONDUCTED BY DOCULABS INC., AND IS DESCRIBED
IN "MEASURING UP APP SERVERS," PC WEEK, APRIL 5, 1999.

BLUESTONE-REGISTERED TRADEMARK- AND SAPPHIRE/WEB-REGISTERED TRADEMARK- ARE REGISTERED
TRADEMARKS OF BLUESTONE SOFTWARE, INC. SAPPHIRE/ UNIVERSAL BUSINESS SERVER-TM- (UBS),
SAPPHIRE/ENTERPRISE DEPLOYMENT KIT-TM- (EDK), SAPPHIRE/ APPLICATION MANAGER-TM- (SAM),
SAPPHIRE/INTEGRATION MODULES-TM- (SIMS), ENTERPRISE INTERACTION MANAGEMENT-TM-, BLUESTONE
ICOMMERCE SUITE-TM-, SAPPHIRE/DEVELOPER-TM-, SAPPHIRE/DEVELOPER ENTERPRISE EDITION-TM-,
BLUESTONE XML SUITE-TM-, BLUESTONE XML-CONTACT-TM-, BLUESTONE XML-SERVER-TM-, XWINGML-TM-,
BLUESTONE VISUAL-XML-TM-, HOT VERSIONING-TM-, AND IQS-TM- (INTERNET QUALITY OF SERVICE)
ARE TRADEMARKS OF BLUESTONE SOFTWARE, INC.

Prospectus Summary

YOU SHOULD READ THE FOLLOWING SUMMARY TOGETHER WITH THE MORE DETAILED
INFORMATION AND FINANCIAL STATEMENTS AND NOTES APPEARING ELSEWHERE IN THIS
PROSPECTUS. GENERALLY, THE INFORMATION IN THIS PROSPECTUS ASSUMES THAT THE
OVER-ALLOTMENT OPTION GRANTED TO THE UNDERWRITERS BY BLUESTONE AND CERTAIN
SELLING STOCKHOLDERS IS NOT EXERCISED. THIS PROSPECTUS GIVES EFFECT TO THE
AUTOMATIC CONVERSION OF ALL SHARES OF OUR OUTSTANDING SERIES A, SERIES B AND
SERIES C CONVERTIBLE PREFERRED STOCK INTO AN AGGREGATE OF SHARES OF COMMON
STOCK WHICH WILL OCCUR IMMEDIATELY UPON COMPLETION OF THIS OFFERING. THE
TERMS "BLUESTONE," "WE,""US," AND "OUR" REFER TO BLUESTONE SOFTWARE, INC. FOR AN
EXPLANATION REGARDING SOME OF THE TERMS USED IN THIS PROSPECTUS, SEE
"GLOSSARY" BEGINNING ON PAGE 61.

Bluestone

We are a leading provider of software for "Enterprise Interaction Management," which enables businesses
to extend information over the Web in a controlled manner and supports high volumes of users and
interactions. Our flagship product, Sapphire/Web, is currently in Release 6 and has expanded to a product
family that we believe is the leading JAVA/Web application server framework in the world. We believe that
we are the only Web application server vendor to adequately address the four defining elements of

Enterprise Interaction Management--development, deployment, integration and management--and



therefore provide the most complete overall solution to our customers. In January 1999, we released
Bluestone XML-Server, which represents a new breed of specialized Web application server focused on

Internet Commerce.

Our Industry

Businesses are rapidly adopting Web technology to upgrade their enterprise and client-server applications.
Starting in the second half of 1998, businesses have shifted information technology resources from the
implementation of a simple Web site to the deployment of complex enterprise applications over the Web.
To date, most businesses have used Internet technology by employing Web servers to provide marketing
material on their Web sites, but have not been able to take full advantage of the potential of the Internet.
The existing information technology infrastructure of most companies leaves them unable to utilize,
integrate or deploy existing information technology assets for Internet Commerce or use over the Web.
Web servers are inherently limited because they are unable to reliably and securely handle a high volume

of complicated interactions across the Internet, intranets or extranets.

Deploying Web application servers allows dynamic access to complex information through the Web that is
otherwise only available internally in an organization through its own applications and legacy databases.
This enables a much broader and diverse audience to utilize and interact with a business' core systems and

information. Uses of this capability include:

- broad dissemination and more effective use of management information for decision support;
- employee self-service applications that improve internal efficiencies;

- customer relationship management activities that enhance service levels;

- supply chain functions that increase coordination among trading partners; and - Internet Commerce

initiatives that create entirely new revenue streams and business models.

Demand for these capabilities has resulted in significant growth in the market for Web application servers.
In an August 1998 report, Forrester Research estimated that the market for application server software
would be approximately $700 million in 1999 and grow to approximately $1.8 billion by 2001,
representing a compound annual growth rate of approximately 60%. Another independent technology
research organization, Ovum, estimated in a June 1999 report that the market for application server
technologies, which Ovum defines in a manner that more closely resembles our addressable market, will
grow to $17 billion by 2004. As this market develops, businesses are recognizing that a broader set of
facilities, beyond simple deployment alone, are required to capture the substantial benefits that Internet

computing can provide.

Our Solution

We provide a comprehensive framework that enables businesses to deploy information across the Internet,
intranets and extranets to employees, customers, suppliers and partners. Our solution furnishes businesses

with the ability to Web-enable legacy systems, develop new Web-centric applications, provide enterprise



application integration and enable Internet Commerce. Our deployment solution is 100% Pure JAVA and
therefore operates in all enterprise computing environments. We believe our solution is the only one
available that allows organizations to develop, deploy, integrate and manage enterprise-scale, mission-

critical applications. In particular, our solution offers the following facilities:

- robust development environment and toolset that is open and highly adaptable and has many features

that increase the speed and reduce the cost of systems development;

- open, high-performance deployment that enables implementation of systems with high reliability,

security and flexibility and supports very high volumes of interactions;

- extensive integration capabilities that facilitate the integration of a business' overall computing
environment; and - comprehensive management features that provide the necessary means to monitor,

administer and report on a business' entire Web infrastructure.

Our Growth Strategy

Our goal is to maintain and extend our position as a leading provider of Web application server
technology, enterprise application integration and Internet Commerce solutions. Our key growth

strategies are to:

- maintain and extend technological leadership;
- expand product offerings;

- continue to focus on enterprise-scale solutions;

- increase marketing and direct sales efforts; and - further develop indirect channels, partners and

alliances.

Our Customers

Our solutions are applicable to a wide variety of industries and are used by many of the world's leading

businesses, including:

- three of the top five FORTUNE 500 companies in the electronics industry;

- five of the top ten FORTUNE 500 companies in the computer equipment industry;

- four of the top five FORTUNE 500 companies in the aerospace industry;

- seven out of the top ten FORTUNE 500 companies in the telecommunications industry;

- three of the top four FORTUNE 500 companies in the entertainment industry; and - five of the top ten
FORTUNE 500 companies in the pharmaceuticals industry.

We market our products and services through our direct sales force and a network of value added resellers,
independent software vendors, and systems integrators. Since 1996, we have sold our Sapphire/Web

software products to over 500 customers. Our customers include ARI, AT&T, Deutsche Bank, Dreyfus



Corporation, Eli Lilly, Hewlett-Packard, Houghton Mifflin Company, Just For Feet, MCI WorldCom,

OpenConnect, Reliance National and Time, Inc.

We were originally incorporated in 1989. Our executive offices are located at 1000 Briggs Road, Mount
Laurel, New Jersey 08054. Our telephone number is (856) 727-4600. Information contained on our Web

site at www.bluestone.com does not constitute a part of this prospectus.

The Offering

Common stock offered by Bluestone............ shares Common stock outstanding after this
offering......ceevcrceninincnnns shares Use of proceeds........cccoeoeuviueueurinnes product development, sales and
marketing and working capital Proposed Nasdaq National Market symbol....... "BLSW" Common stock
outstanding after this offering is based on the number of shares outstanding as of March 31, 1999, pro

forma to include our outstanding Series C preferred stock. It excludes:

- 7,014,585 shares of common stock issuable upon exercise of options and warrants at a weighted average
exercise price of $0.99 per share and 700,000 shares of common stock issuable upon the conversion of a

convertible note at a conversion price of $0.71 per share.

- 3,858,621 shares reserved for future grants under our stock option and directors' compensation plans.

Summary Financial Information

The following table sets forth certain of our historical, pro forma and adjusted financial data. The pro
forma balance sheet data presented below reflects the sale of 9,191,176 shares of Series C preferred stock
for $2.72 per share on May 25, 1999 and the conversion of all outstanding preferred stock, including the
Series C preferred stock, and accrued dividends on preferred stock into common stock. The pro forma net
loss per share amounts presented below reflect the outstanding preferred stock during each period
presented on an as converted basis. The adjusted balance sheet data presented below gives effect to the
receipt of the net proceeds from the sale of shares of common stock offered by us at an assumed offering
price of § per share, after deducting the estimated underwriting discounts and commissions and our

estimated offering expenses.

In April 1997, in connection with our sale of Series A preferred stock, we spun off our consulting division
to our then sole stockholder. The consulting division spin-off has been reported as a discontinued
operation. In April 1998, we decided to focus on internally developed software products and curtail the
licensing and services related to third party products. No material license revenues from third party

products were recognized after March 31, 1998.

THREE MONTHS ENDED

YEARS ENDED DECEMBER 31,
MARCH 31,

1996 1997 1998
1998 1999

(UNAUDITED)



(IN THOUSANDS, EXCEPT PER
SHARE DATA)

STATEMENT OF OPERATIONS DATA:
Revenues:

SoTtWare 1iCenSe TS . . ittt ittt ittt ettt ianneeeennn $ 1,475 $ 2,337 $ 3,391
$ 432 $ 2,257
= o 43 2,179 3,620
937 1,020
Third party products and related services...........iiiiiiieenennnnn 6,555 5,225 1,107
785 -
TOtaAl TBVENUES .« vt ittt et ittt ettt ettt eneeseeeneeaneeneennennn 8,073 9,741 8,118
2,154 3,277
Cost of revenues:
Software license fees. ...ttt ittt ittt et 113 202 259
39 57
F = o 305 2,516 4,433
985 1,337
Third party products and related services...........uiiiiiieeeennnnn 4,261 2,798 643
437 --
Total COSt Of TOVENUES . .ttt ittt ittt ettt e ettt neeeneenneenn 4,679 5,516 5,335
1,460 1,395
GrOSS PLOT At ottt ittt ittt ittt ettt ettt e e e 3,39 4,225 2,783
694 1,882
Operating expenses:
Sales and Marketing. .. ... iii it ittt i ettt e e et e 3,005 5,131 9,551
1,544 2,826
Product development. ... ...ttt ittt it 702 1,295 2,474
360 904
General and administratiVe. ... ..uuiiiiiiiiiiiiie ittt 1,515 1,616 2,316
447 635
Total Operating EXPEeNSES. .. u vttt it innneeeeeeeeeeseeeennnnnnnneens 5,222 8,042 14,341
2,352 4,365
[INCY-F- 0 o). WY o 1= o | i o - (1,828) (3,817) (11,558)
(1,658) (2,483)
Interest eXPensSe, NET. ...t ittt ittt ettt ettt ienaeeanneannnnn (50) (80) (47)
(41) (48)
Loss from continuing operations.....c..eee e ent i nneneeneenennennennn (1,878) (3,896) (11,605)
(1,699) (2,531)
Income (loss) from discontinued OpPerationsS..........ovveeneenennennennennn (738) 99 -
1V 1o Y- T (2,616) (3,798) (11,605)
(1,699) (2,531)
Accretion of preferred stock redemption value...........oiiiiinnnnnnnnnn. -- (240) (846)
(84) (264)
Net loss available to common stockholdersS.........uvueiieeinnnennnnennns $ (2,616) $ (4,038) $ (12,451)

$ (1,783) $ (2,795)
Basic and diluted net income (loss) per share:

CONtAiNUING OPETAtAONS .t vttt ettt ettt ettt ten et eeneeneneeneenennans $ (0.21) $ (0.43) $ (1.29)
$ (0.19) $ (0.28)

Discontinued OPeTataioNS . v et it ettt eet ettt (0.08) 0.01 --

Accretion of preferred stock redemption value...........ciiiiiinnnnnnn. - (0.03) (0.09)
(0.01) (0.03)

$ (0.29) $ (0.45) $ (1.38)
$ (0.20) $ (0.31)

Shares used in computing basic and diluted net income (loss) per share... 9,000 9,000 9,005
9,001 9,009
Pro forma basic and diluted net loss per share from continuing
1o o= o=} 2 - A $ $
$ $
Shares used in computing pro forma basic and diluted net loss per
F=3 2= o=

MARCH 31, 1999 ACTUAL PRO FORMA ADJUSTED (IN THOUSANDS, UNAUDITED)



BALANCE SHEET DATA:

Cash and cash equUIvVAlentsS. . u.uur e i n et eeeerenennennennn $ 598 $ 23,903
Working capital (deficit).....cveineiiininininnnnennennnns (2,866) 20,440
B I B o= 2 =YY = o = 3,877 27,182
Long-term obligations, net of current portion................... 1,765 1,765
Mandatorily redeemable convertible preferred stock.............. 17,678 -
Total stockholders' equity (deficit)........civiuiiiininnnnnnnn. (20,941) 20,042
Risk Factors

THIS SECTION HIGHLIGHTS SPECIFIC RISKS WITH RESPECT TO AN INVESTMENT IN OUR
BUSINESS. INVESTING IN OUR COMMON STOCK INVOLVES A HIGH DEGREE OF RISK. WE ALSO
CAUTION YOU THAT THIS PROSPECTUS INCLUDES FORWARD-LOOKING STATEMENTS THAT
ARE BASED ON MANAGEMENT'S BELIEFS AND ASSUMPTIONS AND ON INFORMATION
CURRENTLY AVAILABLE TO MANAGEMENT. YOU SHOULD CAREFULLY CONSIDER THE RISKS
DESCRIBED BELOW AND THE OTHER INFORMATION IN THIS PROSPECTUS BEFORE
PURCHASING THE COMMON STOCK.

We Have Had Recent Losses and May Not Become Profitable.

We have incurred significant net losses since 1996, including losses of approximately $3.8 million and
$11.6 million for the years ended December 31, 1997 and 1998, respectively. Our losses have resulted in
an accumulated deficit of approximately $21.0 million as of March 31, 1999. Any significant shortfall of
revenues in relation to our expectations or any material delay of customer orders would have an immediate
adverse effect on our business, operating results and financial condition. We may not be profitable in any

future period. Our future operating results will depend on many factors, including:
- the overall growth rate for the markets in which we compete;

- the level of market acceptance of, and demand for, our software products;

- the level of product and price competition;

- our ability to establish strategic marketing relationships, develop and market new and enhanced

products, and control costs;

- our ability to implement our business plan;

- our ability to expand our direct sales force and indirect distribution channels;
- our ability to integrate acquired businesses and product lines;

- our ability to develop and maintain awareness of our brands; and - our ability to attract, train and retain

consulting, technical and other key personnel.

OUR FUTURE OPERATING RESULTS DEPEND ON THE INTERNET, GROWTH IN ELECTRONIC
COMMERCE AND INTERNET INFRASTRUCTURE DEVELOPMENT.



Our future sales and any future profits are substantially dependent upon the widespread acceptance and
use of the Internet as an effective medium of commerce by consumers and businesses. Rapid growth in the
use of the Internet and other online services is a recent development and we are unsure whether that
acceptance and use will continue to develop or that a sufficiently broad base of consumers will adopt and
continue to use the Internet and other online services as a medium of commerce. To be successful, we must
rely on consumers and businesses, who have historically used traditional means of commerce to purchase
products, accepting and utilizing new ways of conducting business and exchanging information over the

Internet.

In addition, the Internet may not be accepted as a viable commercial marketplace for a number of reasons,
including potentially inadequate development of the necessary network infrastructure or delayed
development of enabling technologies and Web performance improvements. If the Internet continues to
experience significant growth in the number of users, frequency of use or an increase in bandwidth
requirements, the Internet's infrastructure may not be able to support the demands placed upon it. In
addition, the Internet could lose its viability due to delays in the development or adoption of new
standards and protocols required to handle increased levels of Internet activity, or due to increased
governmental regulation. If Congress, or other governing bodies both within and outside the United
States, decides to alter materially the current approach to, and level of, regulation of the Internet, we may
need to adapt our technology. Any required adaptation could cause us to spend significant amounts of time
and money. If use of the Internet does not continue to grow or grows more slowly than expected, if the
infrastructure for the Internet does not effectively support growth that may occur, if government
regulations change, or if the Internet does not become a viable commercial marketplace, our business could

suffer.

WE DEPEND ON SAPPHIRE/WEB AND ARE NOT SURE WHETHER THE MARKET FOR THESE
PRODUCTS WILL CONTINUE TO GROW.

We derive most of our software license revenues from our Sapphire/Web software. We expect to continue
to be dependent upon the Sapphire/Web software products in the future, and any factor adversely
affecting the market for Web application server software in general, or our software in particular, would
adversely affect our ability to generate revenues. The market for Web application server software is
competitive, highly fragmented and characterized by rapid technological change. Our future financial
performance will depend in large part on the successful development, introduction and customer
acceptance of our new products and product enhancements in a timely and cost effective manner. After the
offering, we expect to commit significant resources to market and further develop the Sapphire/Web
software products and enhance the brand awareness of Sapphire/Web products. The market for our
software may not continue to grow or may grow at a slower rate than we expect. Furthermore, the market
may not accept our products. If this market fails to grow or grows more slowly than we anticipate, or if the

market fails to accept our products, our business could suffer.

OUR RESULTS WILL DEPEND UPON THE MARKET'S ACCEPTANCE AND ADOPTION OF JAVA
AND XML SERVER TECHNOLOGIES.



Our Sapphire/Web product is 100% Pure JAVA. Therefore, its continued acceptance in the marketplace
depends on JAVA's acceptance as a standard programming language. If Sun Microsystems were to make
significant changes to the JAVA language or fail to correct defects and limitations in its products, our
ability to continue to improve and ship our products could be impaired. In the future, our customers may
also require the ability to deploy our products on platforms for which technically acceptable JAVA

implementations either do not exist or are not available on commercially reasonable terms.

In January 1999, we introduced a product based on XML, or extensible mark-up language. We cannot be
sure that XML technology will be adopted as a standard, that XML-based products will achieve broad
market acceptance, that our XML products will be accepted or that other superior technologies will not be
developed. The failure of XML technology to become a standard or the failure of our XML products to
achieve broad acceptance could adversely affect our ability to generate revenues. The XML server
technology is one of several competing technologies used in information exchange and Internet

Commerce. We intend to continue to invest substantial resources in our XML products.

Competition Could Reduce Our Market Share and Harm Our
Business.

The market for our products is intensely competitive, highly fragmented, characterized by rapid
technological change and significantly affected by new product introductions. Recent acquisitions of
several of our competitors by large software companies and other market activities of industry
participants have increased the competition in our market. Our competitors consist of a number of private
and public companies including, among others: BEA Systems which acquired WebLogic; IBM; Microsoft;
Oracle; and Sun Microsystems, which acquired NetDynamics and the rights to Netscape's Application
Server. In addition, we face competition from in-house software developers who may develop some or all
of the functionality that our products provide. Many of our competitors have longer operating histories,
significantly greater financial, technical, marketing and other resources, greater name recognition, a
broader range of products to offer and a larger installed base of customers than us, any of which could

provide them with a significant competitive advantage.

We expect to face increased competition in the future from our current competitors. In addition, new
competitors, or alliances among existing and future competitors, may emerge and rapidly gain significant
market share. We also may face increased competition from existing large business application software
vendors that may broaden their product offerings to include Web application server software. Their
significant installed customer bases and abilities to offer a broad solution and price these new products as

incremental add-ons to existing systems could provide them with a significant competitive advantage.

OUR CUSTOMERS ARE CONCENTRATED AND THE LOSS OF ONE OF OUR LARGEST
CUSTOMERS COULD CAUSE OUR REVENUES TO DROP QUICKLY AND UNEXPECTEDLY.

Our top ten customers for the year ended December 31, 1998 and the quarter ended March 31, 1999 in
the aggregate accounted for approximately 39% and 72%, respectively, of our revenues. Hewlett-Packard
accounted for more than 10% of our revenues for the year ended December 31, 1998 and OpenConnect

accounted for more than 10% of our revenues for the quarter ended March 31, 1999. We expect that a



small number of customers will continue to account for a substantial portion of revenues in any given
quarter in the foreseeable future, although it is unusual for the same customer to account for a substantial
amount of revenues in each of several quarters. As a result, our inability to secure major customers during a
given period or the loss of any one major customer could cause our revenues to drop quickly and

unexpectedly.

OUR SUCCESS DEPENDS UPON THE DEVELOPMENT OF NEW PRODUCTS AND SERVICES IN
THE FACE OF RAPIDLY EVOLVING TECHNOLOGY.

The market for Web application server systems is subject to rapid technological change, changing customer
needs, frequent new product introductions and evolving industry standards that may render existing
products and services obsolete. Our growth and future operating results will depend in part upon our

ability to enhance existing applications and develop and introduce new applications or components that:
- meet or exceed technological advances in the marketplace;

- meet changing customer requirements;

- achieve market acceptance;

- integrate successfully with third party software; and - respond to competitive products.

Our product development and testing efforts have required, and are expected to continue to require,
substantial investment. We may not possess sufficient resources to continue to make the necessary
investments in technology. In addition, we may not successfully identify new software opportunities and
develop and bring new software to market in a timely and efficient manner. If we are unable, for
technological or other reasons, to develop and introduce new and enhanced software in a timely manner,

we may lose existing customers and fail to attract new customers, resulting in a decline in revenues.

Complex software, like our products, frequently contains undetected errors or "bugs" when first introduced
or when new versions are released that, despite testing, are discovered only after a product has been
installed and used by customers. Our software may contain errors and these errors may result in a delay or
loss of revenues, the diversion of development resources, damage to our reputation, increased service and

warranty costs and impaired market acceptance of these products.

OUR STOCK HAS NOT TRADED PUBLICLY, AND AFTER THIS OFFERING ITS MARKET PRICE
MAY FLUCTUATE WIDELY.

Prior to this offering, there has been no public market for our common stock. The market price of our

common stock could fluctuate substantially due to:

- quarterly fluctuations in operating results;

- announcements of new products or product enhancements by us or our competitors;
- technological innovations by us or our competitors;

- general market conditions or market conditions specific to our or our customers' industries; and - changes

in earnings estimates or recommendations by analysts.

Quarterly fluctuations in operating results may be caused by:



- changes in the growth rate of Internet usage;

- fluctuations in the demand for our products and services;

- the level of product and price competition in our markets;

- the timing and market acceptance of new product introductions and upgrades by us or our competitors;
- our success in expanding our customer support and marketing and sales organizations;

- the size and timing of individual transactions;

- delays in, or cancellations of, customer implementations;

- customers' budget constraints;

- the level of product development expenditures;

- our ability to control costs; and - general economic conditions.

Many of these factors are not in our control. In addition, we also experience seasonality which causes us to
typically recognize a disproportionately greater amount of our revenues for any fiscal year in our fourth
quarter and a disproportionately lesser amount in our first quarter, due largely to sales force quota

practices in the software industry and to customer budgeting processes.

Stock prices of technology companies, especially Internet-related companies, have been highly volatile.
Our initial public offering price may not be indicative of the price of our stock that will prevail in the
trading market. In the past, following periods of volatility in the market price of a company's securities,
securities class action litigation has at times been instituted against that company. If we become subject to
securities litigation, we could incur substantial costs and experience a diversion of management's attention

and resources.

We Need to Manage Our Growth Effectively or We May Not
Succeed.

Our ability to manage our growth will depend in large part on our ability to generally improve and expand
our operational and sales and marketing capabilities, to develop the management skills of our managers
and supervisors, and to train, motivate and manage both our existing employees and the additional
employees that may be required. Additionally, we may not adequately anticipate all of the demands that
growth may impose on our systems, procedures and structure. Any failure to adequately anticipate and
respond to these demands or manage our growth effectively would have a material adverse effect on our

future prospects.



The Development of International Operations Will Cause Us to
Face Additional Risks.

We expect to expand our international operations and international sales and marketing efforts. We have
limited experience in marketing, selling and distributing our products and services internationally.

International operations are subject to inherent risks, including the following:
- recessions in foreign economies;

- political and economic instability;

- fluctuations in currency exchange rates;

- difficulties and costs of staffing and managing foreign operations;

- potentially adverse tax consequences;

- reduced protection for intellectual property rights in some countries; and - changes in regulatory

requirements.

Our Success Depends on Ongoing Sales Through a Limited
Number of Indirect Channels.

We derive a significant portion of our revenues through a limited number of independent software
vendors, systems integrators, distributors and resellers. Although we intend to increase our marketing and
direct sales efforts, we expect that a limited number of these indirect channels will continue to account for
a significant portion of our revenues in any given quarter in the foreseeable future. To be successful, we
must continue to foster and maintain our existing indirect channels, as well as develop new relationships.
The loss of, or reduction in orders through, existing indirect channels or the failure to develop new indirect
channel relationships could cause our revenues to decline and have a material adverse effect on our

business.

IF WE LOSE OUR KEY PERSONNEL, OR FAIL TO ATTRACT AND RETAIN ADDITIONAL
PERSONNEL, THE SUCCESS AND GROWTH OF OUR BUSINESS MAY SUFFER.

A significant portion of our senior management team has been in place for a relatively short period of time.
Our success will depend to a significant extent on their ability to gain the trust and confidence of our other

employees and to work effectively as a team.

Our future success will also depend significantly on our ability to attract, integrate, motivate and retain
additional highly skilled technical, managerial, sales, marketing, and services personnel. Competition for
skilled personnel is intense, and we may not be successful in attracting, motivating and retaining the
personnel required to grow and operate profitably. Failure to attract, integrate, motivate and retain highly
skilled personnel could adversely affect our business, especially our ability to develop new products and

enhance existing products.



Our Sapphire/web Product Is Subject to Lengthy and Variable
Sales Cycles.

Our Sapphire/Web software is generally used for mission-critical or enterprise-wide purposes and involves
a significant commitment of resources by our customers. A customer's decision to license our
Sapphire/Web software generally involves the evaluation of the available alternatives by a significant
number of personnel in various functional and geographic areas, each often having specific and conflicting
requirements. Accordingly, we typically must expend substantial resources educating prospective
customers about the value of our Sapphire/Web software solutions. For these reasons, the length of time
between the date of initial contact with the potential customer and the execution of a software license
agreement typically ranges from three to six months, and is subject to delays over which we have little or
no control. As a result, our ability to forecast the timing and amount of specific sales is limited and the
delay or failure to complete one or more large license transactions could cause our operating results to vary

significantly from quarter to quarter.

IMPLEMENTATION OF OUR SAPPHIRE/WEB SOFTWARE IS COMPLEX AND REQUIRES
SIGNIFICANT COMMITMENT BY CUSTOMERS.

Implementation of our Sapphire/Web software often involves a significant commitment of financial and
other resources by our customers. The customer's implementation cycle can be lengthy due to the size and
complexity of their systems and operations. In addition, our customers rely heavily on third party systems
integrators to assist them with the installation of the Sapphire/Web software. Our failure or the failure of
our alliance partners, our customers or our third party integrators to implement successfully our

Sapphire/Web software could result in dissatisfied customers which could adversely affect our reputation.

We May Require Future Additional Funding to Stay in Business.

Over time, we may require additional financing for our operations. Additionally, we periodically review
other companies' product lines and technologies for potential acquisition. Any material acquisitions or
joint ventures could require additional financing. This additional financing may not be available to us on a
timely basis if at all, or, if available, on terms acceptable to us. Moreover, additional financing may cause

dilution to existing stockholders.

Capacity Restrictions Could Reduce the Demand and Utility of
Our Products.

Concurrency restrictions can limit Internet deployment and use capacity. The boundaries of our
Sapphire/Web software and Bluestone XML server capacity, in terms of numbers of concurrent users or
interactions, are unknown because, to date, no customer or testing environment has reached these
boundaries. The Sapphire/Web software's or the Bluestone XML server's capacity boundaries may, at some
future time, be reached and, when reached, may be insufficient to enable our customers to achieve their

desired levels of information deployment and exchange. We may lose customers or fail to gain new



customers if either of the Sapphire/Web software's or the Bluestone XML server's capacity boundary
limits the ability of our customers to achieve expected levels of information deployment and exchange or

Internet Commerce transactions.

WE HAVE A LIMITED ABILITY TO PROTECT OUR INTELLECTUAL PROPERTY RIGHTS AND
OTHERS COULD INFRINGE ON OR MISAPPROPRIATE OUR PROPRIETARY RIGHTS.

Our success and ability to compete are substantially dependent on our internally developed technologies
and trademarks, which we protect through a combination of copyright, trademark and trade secret laws,

confidentiality procedures and contractual provisions.

Despite our efforts to protect our proprietary rights, unauthorized parties may attempt to copy aspects of
our products or obtain and use information that we regard as proprietary. Policing unauthorized use of our
products is difficult and, though we are unable to determine the extent to which piracy of our software
products exists, we expect software piracy to be a problem. In addition, the laws of some foreign countries
do not protect our proprietary rights to the same extent as the laws of the United States. Furthermore, our

competitors may independently develop technology similar to ours.

The number of intellectual property claims in our industry may increase as the number of competing
products grows and the functionality of products in different industry segments overlaps. Although we are
not aware that any of our products infringe upon the proprietary rights of third parties, there can be no
assurance that third parties will not claim infringement by us with respect to current or future products.
Any of these claims, with or without merit, could be time consuming to address, result in costly litigation,
cause product shipment delays or require us to enter into royalty or license agreements. These royalty or
license agreements might not be available on terms acceptable to us or at all, which could have a material

adverse effect on our business.

Our Failure to Obtain or Maintain Third Party Licenses Could
Harm Our Business.

We have in the past and may in the future, resell, under license, certain third party software that enables
our software to interact with other software systems or databases. In addition, we license certain software
technology used to develop our software. The loss or inability to maintain any of these software licenses
could result in delays or reductions in product shipments until equivalent software could be identified and

licensed or compiled, which could adversely affect our business.

WE MAY BE SUBJECT TO FUTURE PRODUCT LIABILITY CLAIMS AND OUR PRODUCTS'
REPUTATIONS MAY SUFFER.

Many of our installations involve projects that are critical to the operations of our customers' businesses
and provide benefits that may be difficult to quantify. Any failure in a customer's system could result in a
claim for substantial damages against us, regardless of our responsibility for the failure. Although our
license agreements with our customers typically contain provisions designed to limit contractually our

liability for damages arising from negligent acts, errors, mistakes or omissions, it is possible that these



provisions will not be enforceable in certain instances or would otherwise not protect us from liability for
damages. Although we maintain general liability insurance coverage, this coverage may not continue to be

available on reasonable terms or at all, or may be insufficient to cover one or more large claims.

We have entered into and plan to continue to enter into agreements with strategic alliance partners
whereby we license our software products for integration with the alliance partners' software. If an alliance
partner's software fails to meet customer expectations or causes a failure in its customer's systems, the
reputation of our software products could be materially and adversely affected even if our software

products performed in accordance with their functional specifications.

Year 2000 Problems May Disrupt Our Business.

Many currently installed computer systems and software products are coded to accept only two digit
entries in the date field. Beginning in the year 2000, these date fields will need to accept four digit entries
to distinguish twenty-first century dates from twentieth century dates. As a result, over the next several
months, computer systems and/or software used by many companies may need to be upgraded to comply
with these "Year 2000" requirements. Significant uncertainty exists in the software industry concerning
the potential effects associated with compliance. While our software products are not time/ date sensitive,
many of the third party software applications run by our customers are time/date sensitive. In addition, we
have in the past resold third party software that may not be Year 2000 compliant. We may therefore be
exposed to potential business disruption or claims, whether with or without merit, resulting from system
problems associated with the century change. It is not clear whether our insurance coverage would cover or
be adequate to offset these and other business risks related to the Year 2000.

If our internal computer systems are not Year 2000 compliant then we or our customers may suffer system
failures or miscalculations that could cause disruptions of operations, including, among other things, a
temporary inability to process transactions, to send invoices or to engage in similar normal business

activities.

In addition, we believe that the purchasing patterns of customers and potential customers may be affected
by Year 2000 issues in a variety of ways. Many companies are expending significant resources to correct or
patch their current software systems for Year 2000 compliance. These expenditures may result in reduced
funds available to purchase software products such as those offered by us. Potential customers may also
choose to defer purchasing Year 2000 compliant products until they believe it is absolutely necessary, thus
potentially resulting in stalled sales within the industry. Conversely, Year 2000 issues may cause other
companies to accelerate purchases, thereby causing an increase in short-term demand and a consequent

decrease in long-term demand for software products.

OUR EXECUTIVE OFFICERS AND DIRECTORS AND THEIR AFFILIATES WILL OWN A LARGE
PERCENTAGE OF OUR VOTING STOCK AND WILL HAVE THE ABILITY TO MAKE DECISIONS
THAT COULD ADVERSELY AFFECT OUR STOCK PRICE.

Following the completion of this offering, our executive officers, directors and their affiliates will
beneficially own approximately % of the outstanding shares of common stock, or % if the underwriters

over allotment option is exercised in full. As a result, these stockholders will be able to control all matters



requiring stockholder approval and, thereby, our management and affairs. Matters that require stockholder

approval include:
- election of directors;
- approval of mergers or consolidations; and - sale of all or substantially all of our assets.

This concentration of ownership may delay, deter or prevent acts that would result in a change of control

of Bluestone, which in turn could reduce the market price of our common stock.

INVESTORS IN THIS OFFERING WILL INCUR IMMEDIATE DILUTION PER SHARE OF THE
COMMON STOCK BASED ON ITS BOOK VALUE AFTER THE OFFERING.

The anticipated initial public offering price is substantially higher than the book value of our common
stock. At the initial offering price of § per share, the book value of the common stock after the offering will
be § per share. This represents an immediate and substantial dilution per share of the common stock. The
dilution per share represents the difference between the amount per share paid by the purchasers of shares
of common stock in this offering and the net tangible book value per share of common stock immediately
after the completion of this offering. In addition, to the extent outstanding options are exercised, there will

be further dilution to new investors.

OUR CHARTER AND BYLAWS AND DELAWARE LAW CONTAIN PROVISIONS THAT COULD
DISCOURAGE A TAKEOVER.

At the time we complete this offering, our charter and our bylaws, in conjunction with Delaware law, will
contain provisions that could make it more difficult for a third party to obtain control of Bluestone even if
doing so would be beneficial to stockholders. For example, we anticipate that our charter will provide for a
classified board of directors and restrict the ability of stockholders to call a special meeting. Our bylaws

will allow the board of directors to expand its size and fill any vacancies without stockholder approval.

Future Sales of Our Common Stock May Depress Our Stock
Price.

The market price of our common stock could decline as a result of sales by our existing stockholders or the
perception that those sales may occur. These sales could also make it more difficult for us to raise funds

through equity offerings in the future at a time and at a price that we think is appropriate.

After completion of this offering, the current holders of most of our common stock and all of our preferred
stock outstanding prior to this offering, as well as the holders of outstanding warrants, will be entitled to
registration rights with respect to their common stock or the common stock underlying their convertible
securities. If these holders, by exercising their registration rights, cause a large number of securities to be
registered and sold in the public market, these sales could have an adverse effect on the market price for
our common stock. If we were to include, in a registration statement initiated by us, shares held by these
holders pursuant to the exercise of their registration rights, these sales may have an adverse effect on our

ability to raise needed capital.



Forward-looking Statements

Some statements in this prospectus constitute forward-looking statements. Forward-looking statements
involve known and unknown risks, uncertainties and other factors which may cause our actual results,
performance or achievements or industry results to be materially different from any future results,
performance or achievements expressed or implied by these forward-looking statements. Such factors
include those described in "Risk Factors.” The forward-looking statements included in this prospectus may
prove to be inaccurate. In light of the significant uncertainties inherent in these forward-looking
statements, you should not consider this information as a representation by us or any other person that our

objectives and plans will be achieved.

Use of Proceeds

The net proceeds to us from the sale of shares of common stock,
at an assumed initial public offering price of $ per share, will be
approximately $ million, or $ million if the underwriters'

over-allotment option is exercised in full, after deducting underwriting
discounts and commissions and estimated offering expenses payable by us. We
currently intend to use the net proceeds of this offering for product
development, sales and marketing and working capital.

Pending application of the net proceeds as described above, we intend to invest the net proceeds of the

offering in short-term, investment-grade, interest-bearing securities.

Dividend Policy

We intend to retain any future earnings to support operations and to finance the growth and development
of our business, and we do not anticipate paying cash dividends for the foreseeable future. Under our
current credit facility, we are prohibited from paying dividends except those accruing to outstanding
preferred stock. As of May 31, 1999, there were $1.4 million in accrued dividends on our convertible
preferred stock. Upon the conversion of the preferred stock into common stock, we are required to pay to
the holders of the preferred stock being converted all accumulated and unpaid cash dividends, whether or
not declared, with respect to the preferred stock. However, if requested by any holder of the shares of
preferred stock being converted and approved by the holders of a majority of the then outstanding shares
of common stock, the holder may exchange all or any portion of the accumulated and unpaid cash

dividends into shares of common stock at the then fair market value of the common stock.

Capitalization
The following table sets forth our unaudited total capitalization as of March 31, 1999;
- on an actual basis;

- on a pro forma basis to reflect the sale of 9,191,176 shares of Series C preferred stock on May 25, 1999
at $2.72 per share and the conversion of all outstanding shares of preferred stock and accrued dividends

on preferred stock into shares of common stock; and



- on an adjusted basis to give effect to the receipt of the net proceeds
from our sale of shares of common stock in this offering at an
assumed public offering price of $ per share, after deducting
estimated underwriting discounts and commissions and estimated offering
expenses.

You should read this information together with our financial statements and the notes thereto included

elsewhere in this prospectus.
MARCH 31, 1999 ACTUAL PRO FORMA ADJUSTED (IN THOUSANDS)

Short-term borrowings, including current portion of long-term

o 1= o PP $ 910 $ 910 $ 910
Long-term debt, less current portion.............cccieiiininnnn. 1,765 1,765 1,765
Total debt. .ottt e e e e e e 2,675 2,675 2,675
Mandatorily redeemable convertible preferred stock............ 17,678 - -

Stockholders' equity (deficit)(1):
Common Stock, par value $0.001; 53,000,000 shares
authorized, 9,008,875 shares issued and outstanding

actual; shares issued and outstanding pro forma;
shares issued and outstanding adjusted.............. 9
Common STOCK WaIrantS. .. vuti it ii it ittt iie it iteeeneennnns -- 1,900
Additional paid-in capital..........iiiiiiiiii it i 6
Accumulated deficit...ve it e (20,956) (22,057)
Total stockholders' equity (deficit).........coivviinuunnn.. (20,941) 20,042
Total capitalization.......c.ouiiiiiiiiiiiiiieeeenennnnnnns $ (588) $ 22,717 $

(1) Excludes (a) 700,000 shares of common stock issuable upon the conversion of a convertible note
payable to Mark Baiada, a former director, in the principal amount of $500,000; (b) 6,061,553 shares of
common stock issuable upon the exercise of outstanding stock options granted as of March 31, 1999
under our Amended and Restated 1996 Incentive and Non-Qualified Stock Option Plan and 3,358,621
shares reserved for issuance under such plan; (c) 500,000 shares reserved for issuance under our Director
Compensation Plan; (d) 31,250 shares of common stock issuable upon the exercise of a warrant to
purchase common stock issued to Silicon Valley Bank; (e) 481,434 shares of common stock issuable upon
the exercise of a warrant to purchase common stock issued to Deutsche Bank Securities Inc.; and (f)
440,348 shares of common stock issuable upon the exercise of warrants issued to certain holders of the

preferred stock.

Dilution

Our pro forma net tangible book value as of March 31, 1999 was $20.0 million or $ per share of common
stock. We determined our pro forma net tangible book value per share by subtracting our total liabilities
from our total tangible assets and dividing that number by pro forma shares of common stock outstanding
as of March 31, 1999. The pro forma information provided immediately above and in the two tables below

gives effect to:
- the issuance of 9,191,176 shares of Series C preferred stock on May 25, 1999;

- the conversion of all outstanding shares of preferred stock, including the Series C preferred stock, into

common stock; and - the conversion of accrued dividends on preferred stock into common stock.



Dilution in net tangible book value per share represents the difference between the amount per share paid
by purchasers of shares of our common stock in this offering and the net tangible book value per share of
our common stock immediately following this offering. Assuming an initial offering price of $ per share
after giving effect to our sale of shares of common stock in this offering and after deducting the estimated
underwriting discount and commissions and our estimated offering expenses, our pro forma net tangible
book value as of March 31, 1999 would have been § or § per share of common stock. This represents an
immediate increase in net tangible book value of § per share to existing stockholders and an immediate

dilution of § per share to new investors. The following table illustrates this per share dilution:

Assumed initial public offering price per share......... $ Pro forma net tangible book value per share as of
March 31, 1999 e $ Increase per share attributable to new investors...... Adjusted pro
forma net tangible book value per share as of March 31, 1999........cccccevveveverccrerennnne Dilution per share to
NEW INVeStOrS...cuuuviucrereenen. $ The following table summarizes on a pro forma basis as of March 31, 1999 the
difference between the existing stockholders and new investors with respect to the number of shares of
common stock purchased from us, the total consideration paid to us, and the average price per share paid.
The information presented is based upon an assumed initial public offering price of § per share, before

deducting estimated underwriting discounts and commissions and estimated offering expenses.

SHARES PURCHASED TOTAL CONSIDERATION

AVERAGE
- PRICE PER

NUMBER PERCENT AMOUNT PERCENT
SHARE
Existing stockholdersS....vuueieeneenen e nenennennnnnnn % $ 42,910,000
% $
NeW ZNVEStOTS. .ttt ittt ittt teeeee e teennaaannennnns %
%
Total. e e e ettt e e e 100%

The tables above assume no exercise of outstanding stock options or warrants and exclude: (a) 700,000
shares of common stock issuable upon the conversion of a convertible note payable to Mark Baiada, a
former director, in the principal amount of $500,000; (b) 6,061,553 shares of common stock issuable upon
the exercise of outstanding stock options granted as of March 31, 1999 under our option plan with a
weighted average exercise price of $0.88 per share and 3,358,621 shares reserved for issuance under the
option plan; (c) 500,000 shares reserved for issuance under our director compensation plan; (d) 31,250
shares of common stock issuable upon the exercise of a warrant to purchase common stock issued to
Silicon Valley Bank with an exercise price of $0.80 per share; (¢) 481,434 shares of common stock issuable
upon the exercise of a warrant to purchase common stock issued to Deutsche Bank Securities Inc.
exercisable at $2.72 per share; and (f) 440,348 shares of common stock issuable upon the exercise of
warrants issued to certain holders of the preferred stock with a weighted average exercise price of $0.64
per share. To the extent that outstanding options or warrants are exercised or the convertible note is

converted, there will be further dilution to new investors.



Selected Financial Data

The selected financial data set forth below as of December 31, 1997 and 1998 and for each of the three
years in the period ended December 31, 1998 have been derived from our audited financial statements
included elsewhere in this prospectus. The selected financial data set forth below as of December 31, 1995
and 1996 and for the year ended December 31, 1995 have been derived from our audited financial
statements not included in this prospectus. The selected financial data as of and for the year ended
December 31, 1994 and for the three months ended March 31, 1998 and 1999 have been derived from
unaudited financial statements which, in the opinion of management, include all adjustments necessary for
a fair presentation of our financial position and results of operations. The pro forma balance sheet data
reflects the sale of 9,191,176 shares of Series C preferred stock for $2.72 per share on May 25, 1999 and
the conversion of all outstanding preferred stock, including the Series C preferred stock, and accrued
dividends on preferred stock into common stock. The pro forma net loss per share amounts reflect the
outstanding preferred stock during each period presented on an as converted basis. The selected financial
data are not necessarily indicative of results to be expected for any future period and should be read in
conjunction with "Management's Discussion and Analysis of Financial Condition and Results of
Operations" and our financial statements, including the notes thereto included elsewhere in this

prospectus.

THREE MONTHS ENDED
YEARS ENDED DECEMBER 31,
MARCH 31,
1994 1995 1996 1997 1998
1998 1999
(IN THOUSANDS, EXCEPT PER SHARE DATA)

STATEMENT OF OPERATIONS DATA:

Revenues:
Software license fees......uvririinennnnnnnn. $ - $ -- $ 1,475 $ 2,337 $ 3,391 $
432 $ 2,257
Y3 oV K oY== -- -- 43 2,179 3,620
937 1,020
Third party products and related services...... 6,074 6,950 6,555 5,225 1,107
785 --
Total TeVENUES. . vttt ittt ineiennnnns 6,074 6,950 8,073 9,741 8,118
2,154 3,277
Cost of revenues:
Software license fees.........ciiiiiiinnnna.. - -- 113 202 259
39 57
Y3 oV o == -- -— 305 2,516 4,433
985 1,337
Third party products and related services...... 3,502 3,975 4,261 2,798 643
437 -
Total cost of revenues.........coevvvveeenn. 3,502 3,975 4,679 5,516 5,335
1,460 1,395
Gross Profait. . vuiiiiiii ittt it i i e 2,572 2,975 3,39 4,225 2,783
694 1,882
Operating expenses:
Sales and marketing........... . . i, 1,226 1,836 3,005 5,131 9,551
1,544 2,826
Product development.........coiiiiiiinnnnnnnnn 246 458 702 1,295 2,474
360 904
General and administrative...............o ... 724 841 1,515 1,616 2,316
447 635
Total operating expenses.........c.oveveen.. 2,196 3,135 5,222 8,042 14,341

2,352 4,365



Income (loss) from operations.................... 376
(1,658) (2,483)

Interest expense, net........cciiiiiiiiiininnnnn. (30)
(41) (48)

Income (loss) from continuing operations......... 346
(1,699) (2,531)

Income (loss) from discontinued operations....... 300
Net income (1oSS) . e eve i enneneeneenennennennn 646

(1,699) (2,531)
Accretion of preferred stock redemption value.... -
(84) (264)
Net income (loss) available to common

Stockholders. . .vuuee i ittt it $ 646
(1,783) $ (2,795)
Basic and diluted net income (loss) per share:

Continuing operations...........cciiiiineeennnnn $ 0.04
(0.19) $ (0.28)
Discontinued operations.............c ... 0.03

Accretion of preferred stock redemption
(0.01) (0.03)

(0.20) $ (0.31)
Shares used in computing net income (loss) per
[ 1= T < 9,000
9,001 9,009
Pro forma basic and diluted net loss per share
from continuing operations................. ...,
$
Shares used in computing pro forma basic and
diluted net loss per share.............covuu...

OF MARCH 31, 1999
1994
ACTUAL PRO FORMA

BALANCE SHEET DATA:
Cash and cash equivalents............ccovuunn.. $ 120 $
598 $ 23,903
Working capital (deficit)..................... 1,119
(2,866) 20,440
Total @SSetS. ittt ittt et et e 3,303
3,877 27,182
Long-term obligations, net of current

o Yo o e X o 1S 519
1,765 1,765
Mandatorily redeemable convertible preferred

17,678 --
Total stockholders' equity (deficit).......... 1,098
(20,941) 20,042

(

(

160)

(41)

201)

497

296

(1,828)
(50)
(1,878)
(738)

(2,616)

296 $ (2,616)

(0.02) $ (0.21)

0.

05

(0.08)

0.03 $ (0.29)

9,

000

9,000

AS OF DECEMBER 31,

1995

146

1,205

4,888

184

1,375

$

1996

(3,817)
(80)
(3,896)
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9,000

1997
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(1,269)
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$  (1.29) %

(0.09)

$ (1.38) %

9,005

AS

1998

2,535 $
(340)

7,536

1,876

17,415

(18,147)



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

General

We were incorporated in 1989 as Bluestone Consulting, Inc. Our primary business initially consisted of
general information technology consulting on the UNIX platform and information technology staffing. In
January 1991, we entered the software business and became a value added reseller for third party software
products. We also began to develop software internally for sale to customers as part of our software
business. In October 1995, our proprietary product, Sapphire/Web 1.0, was released. In April 1997, we
spun off our consulting business and focused exclusively on our software business. Immediately after the
spin-off, our business consisted of two product lines, (1) Sapphire/Web, our proprietary software product,
and (2) third party graphical user interface software products, which we resold to our customers. For the
year ended December 31, 1997, the Sapphire/Web products and related services generated approximately
$4.5 million in revenues, while third party products and related services contributed approximately $5.2

million.

In 1998, we decided to focus on internally developed software products and curtail the licensing and
services related to third party products. Beginning in March 1998, we increased our sales and marketing
efforts and hired new management. We hired a significant number of sales personnel throughout the
country in order to develop a nationwide presence and generate increased revenue. The positioning and
feature set of the Sapphire/Web product was shifted from a low-cost development tool to an enterprise-
wide software solution for Internet, intranet and extranet environments. In January 1999, we released
Bluestone XML-Server, which represents a new breed of specialized Web application server focused on

Internet Commerce. In May 1999, Release 6 of Sapphire/Web was made generally available.

Overview

Our fiscal year end is December 31. References to 1996, 1997 or 1998 mean the fiscal year ended

December 31 unless otherwise indicated.

We generate revenue from two principal sources: (1) license fees for our software products and (2)
professional services and support revenue derived from consulting, training and maintenance services
related to our software products. In 1998, one customer accounted for 11% of our total product and
services revenues and in the quarter ended March 31, 1999, one customer accounted for 57% of our total

product and services revenues. Our top 10 customers represented 34%, 39% and 72% of total revenues in
1997, 1998 and three months ended March 31, 1999, respectively.

SOFTWARE LICENSE FEES. Typically, our customers pay an up-front, one-time fee for a perpetual
license of our software. The amount of the fee is based on the number of developer seats and server
interactions. A pricing model based on the number of processors within a server is also available. We also
sell annual and multi-year licenses, primarily to independent software vendors. We generally require a

written license contract that typically provides for an initial payment within 30-60 days of contract



signing. Certain multi-year license contracts contain payment terms that extend beyond one year. Pursuant
to the American Institute of Certified Public Accountants' Statement of Position 97-2, any amounts due
under contract beyond one year are not deemed to be fixed and determinable and therefore are deferred

and recognized as revenue when the payments become due.

Prior to 1998, software licenses were principally the result of direct sales to end-users. Beginning in 1998,
we began to focus on channel marketing. This has resulted in significant sales of products sold through
independent software vendors, resellers and systems integrators. We believe that these partner
arrangements have helped to maximize our exposure in the marketplace. Furthermore, we have
experienced, and expect to continue to experience, significant variation in the size of individual licensing
transactions, ranging from small sales of perpetual developer licenses to large, multi-year licensing

arrangements with independent software vendors.

We generally recognize license fee revenue when a formal agreement exists, delivery of the product has
occurred, no production, modification, customization or implementation obligations remain, the license
fee is deemed fixed and determinable and collectibility is probable. Revenue from arrangements with

distributors and resellers is not recognized until our product is delivered to the end-user.

SERVICES REVENUE. Services revenue consists principally of revenue derived from consulting services
provided to customers during implementation and integration of our software products, training of
customers' employees and fees for ongoing maintenance, which consists of customer technical support
services and unspecified product enhancements. Consulting and training services are typically delivered
on a time and material basis and are typically completed within one month following license contract
signing. Consulting services generally consist of simple installations and configurations. We recognize
services revenue as the services are performed. Maintenance revenue is generally invoiced in advance and

is recognized ratably over the term of the maintenance agreement, which is generally 12 months.

COST OF SOFTWARE LICENSE FEES. Cost of software license fees consists primarily of the costs

associated with the purchase of product CDs and related documentation and duplication costs.

COST OF SERVICES. Cost of services consist primarily of salary and benefit costs of our consulting,
support and training organizations, and are expensed when incurred. Additionally, from time to time we

engage outside consultants to meet peaks in customer demand.

SALES AND MARKETING. We license our products primarily through our indirect channels and direct
sales force. Sales and marketing expenses consist primarily of personnel costs, commissions to employees,
office facilities, travel and promotional events such as trade shows, advertising and public relations

programes.

PRODUCT DEVELOPMENT. We maintain an in-house development staff to enhance our existing
products and to develop new ones. Product development expenditures are generally charged to operations
as incurred. Statement of Financial Accounting Standards No. 86 requires the capitalization of certain
software development costs subsequent to the establishment of technological feasibility. We establish
technological feasibility upon the completion of a working model. To date, we have expensed all software
development costs due to the minimal level of development costs incurred subsequent to the

establishment of technological feasibility.



GENERAL AND ADMINISTRATIVE. General and administrative expenses include our personnel and

other costs of our finance, human resources and information services activities.

STOCK BASED COMPENSATION. The amount by which the fair market value of our common stock
exceeded the exercise price of stock options on the date of grant is recorded as deferred compensation and

is amortized to stock based compensation expense as the options vest.

Results of Operations

The following table sets forth statement of operations data for the periods indicated as a percentage of

total revenues:

THREE MONTHS ENDED

YEARS ENDED DECEMBER 31, MARCH 31,
1996 1997 1998 1998 1999
(AS A PERCENTAGE OF TOTAL REVENUES)
Revenues:
Software license fees........viiiiiiiiiinina.. 18% 24% 42% 20% 69%
SEIVICES . ittt e e e e 1 22 44 44 31
Third party products and related services........ 81 54 14 36 -
Total TeVeNUES. ...t iiieiiieieeeeennnnnnn 100 100 100 100 100
Cost of revenues:
Software license fees....... ..., 1 2 3 2 2
S BIVICES . ittt ettt ettt e e e 4 26 55 46 41
Third party products and related services........ 53 29 8 20 -
Total cost of revenues..........covviiiinnnnn. 58 57 66 68 43
Gross Profait. . vui ittt ittt i e 42 43 34 32 57
Operating expenses:
Sales and marketing........ccoiiiiiiiiiiiiiiiia., 37 53 118 72 86
Product development..........cciiuiiiiiiinnnnennnn. 9 13 30 17 28
General and administrative............. ...t 19 17 29 21 19
Total operating eXpenses..........eeeevuunnn. 65 83 177 109 133
Loss from operations.......c.ceceeeeeeeveveuenens (23) (39) (142) (77) (76)
Interest expense, Net.......ueureeerenenenenenennnn (1) (1) (1) (2) (1)
Loss from continuing operations.............ceven.. (23)% (40)% (143)% (79)%
(77)%

Three Months Ended March 31, 1999 Compared to Three
Months Ended March 31, 1998

Software License Fees

Sapphire/Web license fees were $2.3 million and $432,000 for the three months ended March 31, 1999
and 1998, respectively. This increase of 422.5% was due to our increased presence in the marketplace, and
a shift in product position from a low-priced development tool to a high-end, high-priced enterprise
software solution. This change in product position has resulted in increased revenues per customer.

Additionally, we were able to concentrate solely on our Sapphire/Web products and services once we



terminated our graphical user interface product line in April 1998. In addition, we received payment under
an extended license fee arrangement with one customer in February 1999, which accounted for

approximately $1.9 million of our license fee revenue during the quarter ended March 31, 1999.

Services Revenue

Sapphire/Web services revenue was $1.0 million and $937,000 for the three months ended March 31,
1999 and 1998, respectively. Services revenue remained relatively constant between the two periods due
to a strategic change in the use of our professional staff. During the end of 1998, the main focus of the
services organization shifted to concentrate on short-term, installation-type engagements, usually 2-3 days
in duration, rather than long-term implementation activities. These implementation activities are now

performed primarily by systems integrators with which we have strategic alliances.

Third Party Products and Related Services Revenue

Third party products and related services revenue was zero and $785,000 for the three months ended
March 31, 1999 and 1998, respectively. This decrease was due to our decision in 1998 to curtail the

licensing and services related to third party products and to focus on our proprietary products.

Gross Margin--license Fees

Our license fee gross margin increased to 97.5% for the three months ended March 31, 1999 from 91.0%
for the same period in 1998. This increase was primarily due to the increase in revenue per customer. Our
focus on positioning the product as an enterprise-wide solution has increased the revenue associated with

each sale, while the cost of sales for the product has remained relatively constant.

Gross Margin--services Revenue

Our services gross margin decreased to (31.1)% for the three months ended March 31, 1999 from (5.1)%
for the same period in 1998. This was primarily due to the hiring and training of additional services

personnel in advance of anticipated services revenue growth.

Sales and Marketing

Sales and marketing expenses were $2.8 million and $1.5 million for the three months ended March 31,
1999 and 1998, respectively, an increase of 83.0%. These costs as a percentage of revenue increased to
86.2% from 71.7% for the three months ended March 31, 1999 and 1998, respectively. These increases
were primarily due to increases in payroll and related costs, recruiting costs and travel costs as a result of
the growth in the number of sales personnel and increased commissions expense as a result of higher sales
volume. We have increased our spending on sales and marketing because we believe that our sales and

marketing efforts are essential for us to increase our market position and our product acceptance. The



average number of sales and marketing employees for the three months ended March 31, 1999 was 49
compared to 41 for the three months ended March 31, 1998. We also incurred increases in variable
marketing expenses due to increased trade show participation, direct mail campaigns and advertising in

order to increase market awareness and gain market acceptance of our products.

Product Development

Product development expenses increased 151.1% to $904,000 for the three months ended March 31,
1999 from $360,000 for the same period in 1998. These costs as a percentage of revenue increased to
27.6% from 16.7% for the three months ended March 31, 1999 and 1998, respectively. These increases
were primarily associated with the development of Sapphire/Web Release 6 and the release of the
Bluestone XML Suite. We believe that our product development investment is essential for us to maintain
our market and technological competitiveness. Average development headcount for the three months
ended March 31, 1999 and 1998 was 27 and 18, respectively.

General and Administrative

General and administrative expenses were $635,000 and $447,000 for the three months ended March 31,
1999 and 1998, respectively. This increase of 42.1% was primarily due to payroll and related costs
resulting from the addition of personnel to support the growth of our business. These costs as a percentage
of revenue remained relatively constant at 19.4% for the three months ended March 31, 1999 and 20.8%

for the three months ended March 31, 1998. The average number of general and administrative employees
for the three months ended March 31, 1999 and 1998 was 28 and 21, respectively.

Compared to 1997

Software License Fees

Sapphire/Web license fees were $3.4 million and $2.3 million for 1998 and 1997, respectively. The

increase of 45.1% was due to increased market acceptance of the Sapphire/Web software suite.

Services Revenue

Sapphire/Web services revenue was $3.6 million and $2.2 million for 1998 and 1997, respectively. This
increase of 66.1% was due to the increase in the number of consulting and training engagements

associated with our growing customer base.



Third Party Products and Related Services Revenue

Third party products and related services revenue was $1.1 million and $5.2 million for 1998 and 1997,
respectively. This decrease was due to our decision in 1998 to curtail the sale of third party products and

services.

Gross Margin--license Fees

Our license fee gross margin was 92.4% in 1998 and 91.4% in 1997, remaining relatively constant.

Gross Margin--services Revenue

Our services gross margin decreased to (22.5)% in 1998 from (15.5)% in 1997. This decrease in the gross
margin was primarily due to the hiring and training of additional personnel to support our growing

installed base of customers and anticipated increase in future revenues.

Sales and Marketing

Sales and marketing expenses were $9.6 million and $5.1 million in 1998 and 1997, respectively, an
increase of 86.1%. These costs as a percentage of revenue increased to 117.7% from 52.7% for 1998 and
1997, respectively. These increases were primarily due to an increase in the number of sales and marketing
personnel between March and September 1998, including the addition of a new Senior Vice President,
Sales and a Senior Vice President, Marketing, as well as three Sales Vice Presidents. In 1998, we opened
seven new remote sales offices in Georgia, California, Texas, Colorado and Illinois. Beginning in March
1998, we focused our marketing efforts on achieving market awareness of Bluestone and acceptance of our
products, and subsequently incurred significant costs for trade show participation, advertising and direct

mail campaigns.

Product Development

Product development expenses were $2.5 million and $1.3 million for 1998 and 1997, respectively, an
increase of 91.0%. These costs as a percentage of revenue increased to 30.5% from 13.3% for 1998 and
1997, respectively. These increases were primarily due to increased recruiting and payroll and related costs
for the hiring of additional developers, as well as significant capital expenditures for software, hardware

and equipment.

General and Administrative

General and administrative expenses were $2.3 million and $1.6 million for 1998 and 1997, respectively.
This increase of 43.3% was primarily due to increases in staff to support our growth. These costs as a

percentage of revenue increased to 28.5% from 16.6% for 1998 and 1997, respectively.



Compared to 1996

Software License Fees

Sapphire/Web license revenue was $2.3 million and $1.5 million for 1997 and 1996, respectively. The

increase of 58.4% was due to increased market acceptance of the Sapphire/Web software suite.

Services Revenue

Sapphire/Web services revenue was $2.2 million and $43,000 for 1997 and 1996, respectively. This
increase of $2.1 million was primarily due to an increase in the number of consulting and training

engagements associated with our growing customer base.

Third Party Products and Related Services Revenue

Third party products and related services revenue was $5.2 million and $6.6 million for 1997 and 1996,
respectively. This decrease was due to a shift in our attention from third party products and services

towards proprietary products and services.

Gross Margin--license Fees

Our license fee gross margin was 91.4% in 1997 and 92.3% in 1996, respectively, remaining relatively

constant.

Gross Margin--services Revenue

Our services gross margin increased to (15.5%) in 1997 from (609.3%) in 1996. This increase was
primarily due to a significant increase in the sales of our product and the related consulting, training and

maintenance services. We began to offer our maintenance services in 1996.

Sales and Marketing

Sales and marketing expenses were $5.1 million and $3.0 million for 1997 and 1996, respectively. This
increase of 70.7% was primarily due to increases in the number of sales and marketing personnel and an
increase in our marketing campaign expenditures during the fourth quarter of 1997. These costs as a

percentage of revenue increased to 52.7% in 1997 from 37.2% in 1996.



Product Development

Product development expenses were $1.3 million and $702,000 for 1997 and 1996, respectively, an
increase of 84.5%. These costs as a percentage of revenue increased to 13.3% in 1997 from 8.7% in 1996.
These increases were primarily due to increased recruiting and payroll and related costs for the hiring of

additional developers, as well as significant capital expenditures for software, hardware and equipment.

General and Administrative

General and administrative expenses were $1.6 million and $1.5 million for 1997 and 1996, respectively.
This increase of 6.7% was primarily due to increases in staff to support our growth. These costs as a

percentage of revenue decreased to 16.6% in 1997 from 18.8% in 1996.

Selected Quarterly Results of Operations

The following table sets forth unaudited quarterly statement of operations data for periods indicated. We
derived this data from our unaudited financial statements, and, in our opinion, they include all adjustments
necessary to present fairly the financial results for the periods. Results of operations for any previous fiscal

quarter do not necessarily indicate what results may be for any future period.

QUARTER ENDED 3/31/97 6/30/97 9/30/97 12/31/97 3/31/98 6/30/98 9/30/98 12/31/98 3/31/99
(IN THOUSANDS)

Revenues:
Software license fees.........couu.... $ 430 $ 530 $ 523 $ 854 $ 432 $ 760 $ 1,354
$ 845 $ 2,257
SEIVICES . vttt ittt ittt 283 563 624 708 937 769 1,029
885 1,020
Third party software and related
SBTVICES . ettt tteee et e 1,597 1,176 1,181 1,272 785 147 114
61 -
Total revenues........covuveeuuuen.. 2,310 2,269 2,328 2,834 2,154 1,676 2,497
1,791 3,277
Cost of revenues:
Software license fees................. 35 23 67 78 39 57 113
50 57
SEIVICES. sttt ittt it e 346 624 682 865 985 1,093 1,192
1,163 1,338
Third party software and related
SBIVICES . vttt ieeneieneenneeannenns 845 647 621 683 436 98 73
35 --
Total cost of revenues............ 1,226 1,294 1,370 1,626 1,460 1,248 1,378
1,248 1,395
Gross profit.....c.vieiiiiiiiiiinnnn, 1,084 975 958 1,208 694 428 1,119
543 1,882
Operating expenses:
Sales and marketing............c.uuo... 1,036 1,099 1,398 1,598 1,545 2,203 2,930
2,874 2,826
Product development................... 282 299 338 376 360 544 704
866 904
General and administrative............ 361 381 434 439 447 502 666
701 635
Total operating expenses.......... 1,679 1,779 2,170 2,413 2,352 3,249 4,300
4,441 4,365

Loss from operations..............couuu.. (595) (804) (1,212) (1,205) (1,658) (2,821) (3,181)



(3,898) (2,483)

Interest income (expense), net.......... (41) (22) 12 (29) (41) 8 42
(56) (48)
Loss from continuing operations......... $ (636) $ (826) $(1,200) $(1,234) $(1,699) $(2,813) $(3,139)

$(3,954)  $(2,531)

QUARTER ENDED 3/31/97 6/30/97 9/30/97 12/31/97 3/31/98 6/30/98 9/30/98 12/31/98 3/31/99
(AS APERCENTAGE OF TOTAL REVENUES)

Revenues:
Software license fees.............. 19% 23% 22% 30% 20% 45% 54%
47% 69%
Services. ... ittt 12 25 27 25 44 46 41
49 31
Third party software and related
SEIVICEeS. . viiiiiiii ittt 69 52 51 45 36 9 5
3 -
Total revenues.........ovueunn. 100 100 100 100 100 100 100
100 100
Cost of revenues:
Software license fees.............. 2 1 3 3 2 3 5
3 2
SeIVICES. . ittt 15 28 29 31 46 65 48
65 41
Third party software and related
SEIVICES. v iiiiii ittt 37 29 27 24 20 6 3
2 —
Total cost of revenues......... 53 57 59 57 68 74 55
70 43
Gross profit......coviiiiiiiiiinnnnn 47 43 41 43 32 26 45
30 57
Operating expenses:
Sales and marketing................ 45 48 60 56 72 131 117
160 86
Product development................ 12 13 15 13 17 32 28
48 28
General and administrative......... 16 17 19 15 21 30 27
39 19
Total operating expenses....... 73 78 93 85 109 194 172
248 133
Loss from operations................. (26) (35) (52) (43) (77) (168) (127)
(218) (76)
Interest income (expense), net....... (2) (1) 1 (1) (2) -- 2
(3) (1)
Loss from continuing operations...... (28)% (36)% (52)% (44)% (79)% (168)% (126)%
(221)% (77)%

Our quarterly operating results have varied in the past and may vary significantly in the future depending

on many factors including, among others:

- the size, timing and recognition of revenue from significant orders;

- increases in operating expenses required for product development and marketing;
- the timing and market acceptance of new products and product enhancements;

- customer budget constraints;

- our success in expanding our sales and marketing programs; and - general economic conditions.



Furthermore, we believe that the purchase of our products is relatively discretionary and generally involves
a significant commitment of capital. As a result, purchases of our products may be deferred or canceled in

the event of a downturn in any potential customer's business or the economy in general.

Liguidity and Capital Resources

From our incorporation in 1989 through 1996, we primarily financed our operations and met our capital
expenditure requirements through funds generated from operations and funds borrowed from a lending
institutions. From April 1997 through May 1999, we raised approximately $41.6 million of venture capital
funding in order to expand the sales and marketing and product development efforts of the business.
Including the proceeds of our sale of Series C Convertible Preferred Stock on May 25, 1999, our primary
sources of liquidity consisted of cash in excess of $20 million and available borrowings under our $1.75
million revolving line of credit, which is secured by substantially all of our assets. As of May 31, 1999, the
balance outstanding on our line of credit was $671,000. Borrowings under the line of credit are subject to
a borrowing base of 80% of eligible accounts receivable. Interest on our line of credit is payable monthly at
rates of prime plus.75%. We believe that our existing capital resources are sufficient to meet our capital

requirements for the next 12 months.

Net cash used for operating activities was $3.0 million in 1997, $10.3 million in 1998 and $1.8 million for
the three months ended March 31, 1999. The cash used for operating activities was attributable primarily
to net losses of $3.8 million, $11.6 million and $2.5 million in 1997, 1998 and the three months ended
March 31, 1999, respectively.

Net cash used in investing activities was $872,000 in 1997, $1.2 million in 1998 and $34,000 for the three
months ended March 31, 1999. The cash used in investing activities related primarily to purchases of

computers and software for internal use.

Net cash provided by financing activities amounted to $5.1 million in 1997, $11.7 million in 1998 and a
use of $64,000 for the three months ended March 31, 1999. In 1997, $4.8 million was provided from the
sale of Series A preferred stock to certain venture capital investors, $920,000 was provided from
borrowings under the available credit lines and $250,000 was provided from borrowings from a related
party. In April 1998, approximately $11.2 million was provided from the sale of Series B preferred stock to
certain venture capital investors. In May 1999, we sold 9,191,176 shares of Series C preferred stock for
gross proceeds of $25.0 million, $1.35 million of which was comprised of the conversion of indebtedness
under bridge financing incurred earlier in 1999. For more information on the bridge financing, see

"Certain Transactions--Bridge Financing."

Year 2000 I[ssues

GENERAL. Year 2000 issues relate to computer programs or hardware that have date-sensitive software or
embedded chips that may recognize a date using "00" as the year 1900 rather than the year 2000. This
could result in a system failure or miscalculation causing disruption of operations, including, among other
things, a temporary inability to process transactions, send invoices or engage in other normal business

activities.



The term "computer programs and hardware" includes accounting, data processing and telephone/ PBX
systems, in addition to other miscellaneous systems. These systems may contain imbedded technology,

which complicates our identification, assessment, remediation and testing efforts.

STATE OF READINESS. We have designed the current versions of our software products to be Year 2000
compliant, and do not anticipate any Year 2000 issues related to these products. However, some older
versions of our software products that we no longer sell may not be Year 2000 compliant. Any customer
using an older version of one of our products that is not Year 2000 compliant may need to upgrade to a

newer, compatible version or discontinue using the software prior to January 1, 2000.

Based on our identification and assessment efforts to date, we believe that the majority of the computer
programs and hardware we currently use in our own internal operations will not require replacement or
modification as a result of the Year 2000 issue. In the ordinary course of replacing computer programs and
hardware, over the past two to three years, we have obtained replacements that we believe are Year 2000

compliant.

We believe that our significant vendors and service providers are Year 2000 compliant. In the event that
one or more of our significant vendors or service providers are not Year 2000 compliant, we believe that
our results of operations will not be materially adversely affected and that our relationships with

customers, vendors and others will not be materially adversely affected.

COST AND RISK. We have not incurred any significant costs to date related to Year 2000 issues and do
not expect the cost of future Year 2000 issues to be material. Furthermore, we believe that Year 2000 issues

will not pose significant operational problems for us.

However, if all Year 2000 issues are not properly identified or if Year 2000 issues that are identified are not
assessed, remediated and tested in a timely fashion, the Year 2000 issue may adversely impact our results
of operations or adversely affect our relationships with customers, vendors or others. Additionally, we
cannot predict whether the Year 2000 issues of third parties will have a material adverse impact on our

systems or results of operations.

The costs and completion dates of our Year 2000 identification, assessment, remediation and testing
efforts are based upon management's best estimates, which were derived using numerous assumptions
regarding future events. These estimates may prove to be inaccurate and actual results could differ
materially from those currently anticipated. Specific factors that could cause these material differences
include, but are not limited to, the ability to identify, assess, remediate and test all relevant products and
services purchased from or by third parties and other similar uncertainties. In addition, variability of
definitions of "compliance with Year 2000," and the myriad of different products and services and
combinations thereof, used by our customers in connection with our products may lead to claims against us
which we cannot currently estimate. The aggregate cost of defending and resolving such claims, if any, may

adversely impact our results of operations.

Year 2000 issues may affect the purchasing patterns of current and potential customers in a variety of
ways. Many companies are expending significant resources to replace or remedy their current hardware
and software systems for Year 2000 compliance. These expenditures may result in reduced funds available
to purchase software products such as those offered by us. Furthermore, our customers could be forced to

postpone installations of our products due to dedication of resources to their own Year 2000 issues. We do



not believe that there is any practical way to ascertain the extent of, and have no plan to address problems
associated with, any reduction in purchasing resources of our customers. Any resulting reduction could

have a material adverse effect on our business.

CONTINGENCIES. We have not yet completed an analysis of the operational problems and costs,
including loss of revenues, that would be reasonably likely to result from our failure and the failure of
certain third parties to complete efforts necessary to achieve Year 2000 compliance on a timely basis. We
plan to identify the most likely worst case scenario and, if a contingency plan is required, finalize our plan
by September 1999.

Quantitative and Qualitative Disclosures About Market Risk

We develop our products in the U.S. and have sold them primarily in North America. As a result, our
financial results have not been affected by factors such as changes in foreign currency exchange rates or
weak economic conditions in foreign markets. In the future, we expect to increase our international

operations which could increase our exposure to these factors.

Our future interest income will be sensitive to changes in the general level of U.S. interest rates. However,
we plan to invest our excess cash in short-term, investment-grade, interest-bearing securities and we have

concluded that there is no material market risk exposure relating to these investments.

Business

Our Company

We are a leading provider of software for "Enterprise Interaction Management,” which enables businesses
to extend information over the Web in a controlled manner and support a high volume of users and
interactions. Our flagship product, Sapphire/Web, is currently in Release 6 and has expanded to a product
family that we believe is the leading JAVA/Web application server framework in the world. We believe that
we are the only Web application server vendor to adequately address the four defining elements of
Enterprise Interaction Management--development, deployment, integration and management--and
therefore provide the most complete overall solution to our customers. In December 1998 at the Giga
Information Group's Emerging Technology Conference, we demonstrated that our solution can meet the
needs of virtually any enterprise by conducting a live simulation of an Internet Commerce site running at
a rate of over 100 million interactions per day. In January 1999, we released Bluestone XML-Server, which

represents a new breed of specialized Web application server focused on Internet Commerce.
We participate in the following three separate markets:

- THE MARKET FOR JAVA/WEB APPLICATION SERVERS. In this market sector, enterprises employ
our solutions to "Web-enable legacy systems," or to deploy their existing information technology assets for
use in a Web environment, and to create new Web-enabled enterprise applications. We are currently

recognized as a leader in this market.



- THE MARKET FOR eXTENDING THE SUPPLY CHAIN. In this market sector, our products enable the
"virtual corporation” by allowing an enterprise to integrate its information assets with those of its partners,
vendors and customers to improve collaboration utilizing Web and XML technology in a highly secure and

scalable environment.

- THE MARKET FOR ENTERPRISE APPLICATION INTEGRATION. In this market sector, our products
facilitate the integration of disparate computer systems within an enterprise. We believe we are
particularly well positioned in this market, since the necessary capabilities, including standardizing
corporate data formats and providing access to legacy systems, are two of the core strengths of our JAVA/

Web application server technology.

Our solutions are used by some of the world's leading companies, including ARI, AT&T, Deutsche Bank,
Dreyfus Corporation, Eli Lilly, Hewlett-Packard, Houghton Mifflin Company, Just For Feet, MCI

WorldCom, OpenConnect, Reliance National and Time, Inc.
Our Industry

Growth in Internet Related Software

The Internet has experienced dramatic growth, both in terms of the number of users and as a means of
conducting commercial transactions, and is expected to continue to grow rapidly. According to a report
prepared by International Data Corporation, the number of Internet users increased from approximately

14 million in 1995 to approximately 97 million in 1998, and is expected to grow to more than 320 million
by 2002.

The increase of users and business activities on the Web has created a large and growing market for Web
application software as existing businesses and new Web-based enterprises foster new revenue streams,
significantly broaden information deployment, enable inter-enterprise collaboration and strive to reduce
the cost of maintaining an ever-changing technology infrastructure. According to a Gartner Group survey
of selected U.S. corporate information technology users, approximately 92% of all respondents planned to
increase spending on Internet, intranet and extranet applications in 1998, as corporations enable legacy

applications with Web technology and shift business activities to the Web.

An International Data Corporation report estimates that Internet-centric software, which accounted for
less than $1.0 billion in revenue in 1996, will approach $10.0 billion in revenue by 2000 due to aggressive

corporate adoption.

The Rise of the Enterprise Application Server

To date, most companies' use of Internet technology has consisted of employing Web servers to provide
marketing material through their Web sites. These Web servers allow the presentation of relatively simple
information to users, such as pictures and text, through static HTML documents. This static information
must be preformatted with the information to be displayed, then manually changed when information is to

be updated. Web server technology is still heavily in use today, but cannot sufficiently meet the quickly



growing needs of companies to provide complex and dynamic information to their users. The existing
information technology infrastructure of most companies leaves them unable to utilize, integrate or deploy
existing information technology assets for Internet Commerce or use over the Web. These companies are
recognizing that a broader set of facilities is required to capture the substantial benefits offered by Internet
computing. These facilities include development capabilities that are specifically geared to a Web-based
environment, interaction environments that are scalable and reliable, integration faculties that allow
seamless linkages between the Internet and an enterprise's existing information infrastructure, and the
ability to effectively monitor and manage Web-based applications and infrastructure. Web application

servers have emerged to provide these facilities.

Web application servers, by design, allow scalable, secure dynamic access to complex information through
the Web that is otherwise only available internally in an organization through its own applications and

legacy databases by providing:

- load balancing--spreading the workload across multiple processors;

- transaction management--tracking and assuring the completion of transactions;

- integration to multiple back-end sources--making all enterprise information available for use;
- an integrated development environment--a graphical tool to assist software developers;

- application management--monitoring and reporting on all application server activity; and - multiple user

support--the ability to individually serve a community of disparate users.
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Demand for these capabilities has resulted in significant growth in the market for Web application servers.
In an August 1998 report, Forrester Research estimated that the market for Application Server software
would be approximately $700 million in 1999 and would grow to approximately $1.8 billion by 2001,
representing a compound annual growth rate of approximately 60%. Another independent technology
research organization, Ovum, estimated in June 1999 that the market for application server technologies,
which they define in a manner that more closely resembles our addressable market, will grow to $17 billion
by 2004.

Our Solution

We provide a comprehensive framework that enables businesses to deploy information across the Internet,
intranets and extranets to employees, customers, suppliers and partners. Our solution furnishes businesses
with the ability to Web-enable legacy systems, develop new Web-based applications, and enable Internet
Commerce. Our deployment solution is certified as 100% Pure JAVA and therefore operates in all
enterprise computing environments. We have recently introduced the capability to support "Hot
Swapping," which enables the movement of applications from one computer to another, and "Hot
Versioning," which enables software programs to be updated between user clicks. These features allow
businesses to upgrade or fix their hardware and software without interrupting user interactions permitting

true 24x7 operations. This is particularly critical for companies engaged in Internet Commerce where



down time can be very costly. We believe our solution is the only one available that provides the features
and capabilities necessary for use in enterprise-scale, mission-critical applications. In particular, our

solution offers the following facilities:

ROBUST DEVELOPMENT ENVIRONMENT AND TOOLSET. Our solution allows for maximum use of
best-of-breed development tools due to its open and highly adaptable environment. Development speed
increases from automated routines to generate user interfaces and the ability to import existing user
interfaces from other sources. Our solution includes an integrated development environment that can use
industry-standard components to easily assemble applications and provides improved support for users

with varying skill levels.

SCALABLE, OPEN, HIGH-PERFORMANCE DEPLOYMENT. The Web application server framework
within our solution enables deployment of systems with high reliability, security and flexibility. Our Web
application server supports very high volumes of interactions and high numbers of concurrent users with
caching, load balancing and fault-tolerance features, which optimize response times and ensure the
integrity of applications. In addition, our standards-based, 100% Pure JAVA architecture allows for a high
level of flexibility in operating systems, programming languages, and database access and communication

protocols, with no proprietary technology lock-in.

EXTENSIVE INTEGRATION CAPABILITIES. Our solution goes beyond Application Programming
Interfaces, or APIs, to facilitate integration of a business' overall computing environment, with pre-built
modules for Web-enabling today's dominant applications and protocols, such as SAP, PeopleSoft, Tuxedo,
MQ Series, CICS, Open Market, LDAP and e-mail. Our solution also includes tools that allow users to
rapidly build new integration modules for other applications, and generally enable complex information
answers to be generated from any data source within the enterprise, no matter how remote or proprietary.
These capabilities allow businesses to marry existing systems to new information delivery platforms,

thereby preserving legacy investments.

COMPREHENSIVE MANAGEMENT. Our solution provides the necessary means to monitor, administer
and report on a business' entire Web infrastructure. These advanced features provide the means to
perform administrative and management tasks easily and quickly, allow for dynamic reconfiguration of the
information infrastructure, assure minimum and/or differentiated levels of service, and integrate with
system management utilities such as CA Unicenter, IBM Tivoli, BMC Patrol and HP OpenView. Our
solution automatically generates alarms, alerts and reports, which allows for optimal performance of and

powerful insight into a business' Web infrastructure.

Our Growth Strategy

Our goal is to maintain and extend our position as a leading provider of Web application server
technology, enterprise application integration and Internet Commerce solutions. Our key growth

strategies are to:

MAINTAIN AND EXTEND TECHNOLOGICAL LEADERSHIP. We believe that our technology, solution
and features represent a significant competitive advantage and provide customer benefits that are not

available from other solutions. Highly advanced technological elements incorporated in our solutions



collectively contribute to the speed, scalability, reliability, manageability, flexibility and extensibility of our
product set. For more information on these technological elements, see "--Technology." We believe that our
consistent record of technological industry firsts, as demonstrated recently by the release of the industry's

first dynamic XML Server, will continue into the future.

EXPAND PRODUCT OFFERINGS. We intend to continue to develop new products and enhancements to
existing products to fuel continued growth. Recently, we introduced our XML suite of products, which
expands the markets and applications for our technology, with a focus on Internet Commerce and inter-
enterprise information exchange. Upcoming enhancements to the Sapphire/Web suite consist of enhanced
Internet Commerce services including Internet Quality of Service (IQS), improved content and
presentation management capabilities, and significantly increased bandwidth, transaction processing and
security. Additional upcoming enhancements will include improved high-end management features, new
business application capabilities and increased ease of use. We expect to continue to make considerable

investments in product development to maintain this pace of innovation.

CONTINUE TO FOCUS ON ENTERPRISE-SCALE SOLUTIONS. An April 5, 1999 article in PCWEEK
ONLINE reported on an independent evaluation of our Web application server framework against two
competitive products. The evaluation employed a simulated E-Commerce site developed by Doculabs, an
independent information advisory company. In this evaluation, our solution posted throughput and
response time results that were 50% higher than our nearest competitor. In addition, our solution was the
only product able to meet the fault-tolerance requirements of mission-critical and E-Commerce
applications. At the December 1998 Emerging Technology Conference sponsored by Giga Information
Group, we performed a live demonstration based on a PCWEEK Labs-designed benchmark and
successfully processed a variety of complex transactions at a rate of over 100 million interactions per day.
Consequently, we believe that we are uniquely positioned as a performance leader in our industry and will
benefit as an increasing number of large mission-critical systems move to the Web and as Internet

Commerce grows.

INCREASE MARKETING AND DIRECT SALES EFFORTS. We intend to leverage our previous customer
successes by devoting significant marketing and direct sales resources to specific industry verticals,
including telecommunications, insurance, brokerage, pharmaceuticals and E-Commerce. We intend to
increase the number of field sales offices and field sales representatives over the next 12 months. Our
direct sales organization is organized around named accounts, geographic regions and, increasingly,
industry verticals. As of March 31, 1999, we had 49 employees in marketing and sales, 19 of which were

quota-carrying field sales representatives.

FURTHER DEVELOP INDIRECT CHANNELS, PARTNERS AND ALLIANCES. Our sales efforts are
leveraged by indirect channels and partners, and we intend to continue to foster these relationships to fuel
additional growth. These channels, partners and alliances significantly extend our market reach and overall

opportunity set, and include the following:

- independent software vendors, including Hewlett-Packard, Sanchez Computer Associates and Platinum

technology;



- systems integrators, including American Management Systems, Grant Thornton, KPMG,
PricewaterhouseCoopers and approximately 65 others; and - value added distributors (VADs) and value

added resellers (VARs), including Intraware and Merisel.

Our Products

Sapphire/web Suite

SAPPHIRE/DEVELOPER. Sapphire/Developer delivers the capability to build Web-enabled applications
that can find, access and deliver enterprise-class information to users. It connects any back-end data source
to any front-end data user. It supports a wide variety of technology, including XML, HTML, JAVA,
ActiveX, HDML, DHTML, Cascading Style Sheets, JAVAScript and VBScript, that can be bound to any
database, flat file, mainframe customer information control systems (CICS) transactions or other enterprise
applications. Sapphire/Developer's ability to incorporate new technology, tools and development

approaches allows increased productivity and faster deployment of Web applications.

SAPPHIRE/DEVELOPER ENTERPRISE EDITION. Sapphire/Developer Enterprise Edition incorporates
the Sapphire/Developer Enterprise Deployment Kit (EDK), a software tool kit that provides the flexibility
to choose from a variety of distributed computing models, with Sapphire/Developer. EDK allows a

company to use any or all existing object models: CORBA, COM, DCOM, JAVA Beans or Enterprise JAVA
Beans (EJB). This allows customers to utilize any combination of Microsoft, Sun and/or IBM technologies,

among others.

SAPPHIRE/UNIVERSAL BUSINESS SERVER (UBS). UBS is the Web application server deployment
architecture of Sapphire/Web. UBS creates a dynamic, Web-enabled environment that scales applications
to meet fluctuating needs, balances loads to prevent performance decline and manages transactions across
the Web infrastructure. UBS delivers scalability and high application availability to mission-critical,

enterprise-class Web applications.

SAPPHIRE/APPLICATION MANAGER (SAM). SAM is a management engine that proactively collects
and provides real-time performance and status information on a company's entire Web infrastructure,
including all components of the Sapphire/Web application server framework. SAM monitors all user
interactions and bolsters the quality, performance and integrity of work being performed over the Web

using the Sapphire/Web application server.

SAPPHIRE/INTEGRATION MODULES (SIMS). SIMs provide a solution for integrating a company's
existing information assets without the need for extensive and costly re-engineering of applications and
infrastructure. SIMs create reusable objects that access all of a company's information resources and make
them easily available to the development and deployment environments. We provide SIMs to popular

applications and protocols, such as SAP, PeopleSoft, CICS and MQ Series.



The Bluestone Xml Suite

BLUESTONE XML-SERVER. Our Bluestone XML-Server, released in January 1999, is a specialized
application server that automatically converts back-end data sources to XML documents and then uses the
XML documents to communicate with other applications. This enables independent software vendors and
businesses in the areas of business-to-business data interaction, Internet Commerce, application

integration and supply chain integration to distribute and deploy XML applications.

BLUESTONE VISUAL-XML. Our Bluestone Visual-XML product, announced in February 1999 and
released in May 1999, is a tool kit designed to allow business users to develop XML-based applications

through a graphical drag-and-drop environment.

XWINGML. Our XwingML product is an open source application that was released in February 1999 and

is used to create JAVA graphical user interfaces based on XML documents.

BLUESTONE XML-CONTACT. Our Bluestone XML-Contact is open source software that lets Palm
Computing device users exchange contact information with any corporate database, turning personal

productivity tools into corporate information resources with the power of XML.

Services and Support

We offer short-term mentoring, consulting and customer training services through our Advanced
Technology Group. We use our Advanced Technology Group resources to assist our partners and clients in
the early implementation efforts, which tend to be less than one month in duration, and rely on our
systems integration partners to deliver longer-term professional integration services. This strategy allows
us to offer a higher degree of pre- and post-sales support to our prospects, partners and licensees in

support of furthering the sales of our software products.

We have a Customer Support Group that provides ongoing maintenance and support to customers
through maintenance contracts. We furnish support through the telephone and e-mail, as well as through a
portion of our Web site called Explore Web, which provides users with access to a comprehensive
knowledge base of the Sapphire/Web and XML suite solutions.

We offer extensive training and certification for Sapphire/Web products as well as course training in
related topics, such as JAVA, JAVAScript, XML and the Web in general. Additionally, we also offer formal
instruction through "Interactive Distance Learning," which furnishes instruction through an innovative
mix of video, computer-based training and e-mail. We provide ongoing technical support on a contractual

basis to our licensees with annual maintenance agreements.

Sales and Marketing

As of March 31, 1999, our sales and marketing organization consisted of 49 individuals, all of whom were
based in North America. We had 19 field sales representatives and 15 inside sales representatives, all of

whom carry quotas.



The sales force is comprised of three primary organizations: Named Accounts, Direct Sales and Indirect
Sales. We have diversified our sales activities to support a target distribution of 70% indirect and 30%

direct.

We have sales offices in Sacramento, Los Angeles, Atlanta, Dallas, Chicago, Boulder, San Francisco, Toronto
and Mount Laurel, New Jersey. Sales outside North America are generated by third party resellers in

London, Seoul and Sydney. We expect to open regional offices in Europe and Asia Pacific by the end of
1999.

We support our sales efforts through corporate and field marketing initiatives in North America. Our
marketing organization focuses on creating market awareness, generating leads, promoting our technology
leadership and educating independent research analysts. These efforts include public relations,
advertising, trade shows, alliance programs, seminars, direct mail, telemarketing and marketing collateral

that includes a Web site, brochures, white papers and demonstrations.

Strategic Alliances

We are building and maintaining significant working relationships with complementary vendors that we
believe will contribute to our ongoing success. These relationships fall into four categories: strategic
technology alliances, independent software vendors, systems integrators and value added distributors and
resellers. Within our strategic technology alliances, we engage in collaborative technology exchanges with
BEA Systems, Computer Associates, Informix, IBM, Level III Communications/PKS SI, Microsoft,
Netscape, OpenConnect, Oracle, Platinum technology, Sanchez Computer Associates and Sun

Microsystems, among others.

We have relationships with independent software vendors, including Hewlett-Packard, Platinum

technology, OpenConnect, Sanchez Computer Associates and Foundation Technologies. These partners
deliver their application software products with some element of our technology embedded therein. We
maintain a close working relationship with these partners and will continue to develop relationships of

this nature.

We also maintain relationships with third party systems integrators who deliver services to our end-user
clients. These companies have been recruited to deliver long term project support and are required to
maintain a level of proficiency in our products. These relationships include American Management

Systems, KPMG, Grant Thornton, PricewaterhouseCoopers and Level IIl Communications/PKS SI.

We have entered into formal two-tier distribution agreements with Intraware and Merisel to deliver our
suite of software products. These agreements provide Intraware and Merisel with the right to distribute

our products in North America.

We are a member in good standing of the Enterprise JAVA Bean Council, the World Wide Web Consortium
(W3C), the Object Management Group (OMG) and the Enterprise Integration Council.



Customers

From 1996 through 1998, we sold licensed copies of our Sapphire/Web software to more than 500
customers. Most of these customers began using our Sapphire/Web products to Web-enable separate
departmental systems and many of them are now expanding their usage of Sapphire/Web to a company-
wide basis. Accordingly, we have observed a recent shift by our customers from creating Web applications

to creating enterprise applications that are Web-enabled.

Our solutions are applicable to a wide variety of industries and are used by many of the world's leading

businesses. For example, Sapphire/Web users include:

- three of the top five FORTUNE 500 companies in the electronics industry;

- five of the top ten FORTUNE 500 companies in the computer equipment industry;

- four of the top five FORTUNE 500 companies in the aerospace industry;

- seven out of the top ten FORTUNE 500 companies in the telecommunications industry;

- three of the top four FORTUNE 500 companies in the entertainment industry; and - five of the top ten
FORTUNE 500 companies in the pharmaceuticals industry.

Our customers include ARI, AT&T, Deutsche Bank, Dreyfus Corporation, Eli Lilly, Hewlett-Packard,
Houghton Mifflin Company, Just For Feet, MCI WorldCom, OpenConnect, Reliance National and Time,

Inc.
Examples of successful Sapphire/Web implementations include the following:

- We helped ARI, a large international leasing company, establish its first Web application in 1998. That
application enabled ARI's customers to inquire directly into ARI's leasing system to manage delivery and

maintenance information for ARI's fleet.

- Reliance National, a major insurance company, has been using Sapphire/Web software since 1997.
Reliance National began with small departmental solutions. In 1998, Reliance National expanded its usage
to include a system that decentralized its operations by communicating its risk management system to all
of its associated brokers, thereby significantly expanding the speed in which the broker can prepare

premium quotes and the manner in which Reliance National serves its customers.

- AT&T and MCI WorldCom have each chosen our products to be used in customer loyalty and retention
programs. These companies have engaged in projects to Web-enable their billing and reporting systems,

thereby allowing their customers to review and approve bills through their Web site.

- Several major publishers have used our products to further their Internet Commerce initiatives. For
example, Time, Inc. has utilized the Sapphire/Web solution to Web-enable the acquisition of pictures from
its large database so that its customers can search for and purchase the images from its Web site. In another
example, Houghton Mifflin Company, a text book publisher, has utilized the Sapphire/Web solution to
provide an index of products available on its Web site, thereby considerably enhancing its customer service

capabilities.



- Several independent software vendors have entered into licensing arrangements with us in which our
Sapphire/Web software becomes a core component for the next generation of their respective software
products. For example, Platinum technology uses Sapphire/Web software as its next generation technology
to move beyond the Web extension of legacy applications. In another example, Sanchez Computer
Associates, a banking software provider, uses the Sapphire/ Web software as a foundation for its voice
response and AT'M systems. Additionally, Hewlett-Packard, a workflow and process management software
vendor, uses Sapphire/Web software as its application integration engine, thereby giving it access to back-

end legacy applications.

Competition

The market for our products is intensely competitive, highly fragmented and characterized by rapid
technological change and new product introductions. Recently, several of our competitors have been
acquired by large software companies. Our competitors consist of a number of private and public

companies including, among others:

- BEA Systems, which acquired WebLogic;

- [bm;

- Microsoft;
- Oracle; and
- Sun Microsystems, which acquired NetDynamics and the rights to Netscape's Application Server.

In addition, we face competition from in-house software developers. Many of our competitors have longer
operating histories, significantly greater financial, technical, marketing and other resources, greater name

recognition, a broader product range and a larger base of installed customers than us.

We expect to face increased competition in the future from our current competitors. In addition, new
competitors, or alliances among existing and future competitors, may emerge and rapidly gain significant
market share. We may also face increased competition in the future from existing large business
application and Internet software vendors that may broaden their product offerings to include Web
application server software. To the extent these vendors are able to offer systems that are functionally
comparable or superior to our products, their significant installed customer bases, ability to offer a broad
solution and ability to price their products as incremental add-ons to existing systems could provide them

with a significant competitive advantage over us.

Technology

Our technology is based upon two concepts: (1) binding front-end objects to back-end objects and (2)
providing a level of abstraction that protects the customers and our code from being locked-in to a

particular implementation. Specific technology features of the Bluestone Solution include:



100% PURE JAVA APPLICATION SERVER. The JAVA platform offers enormous benefits to us and our
customers. These products run on any platform where JAVA is available and has been verified on
Windows95, Windows98, WindowsN'T, all UNIX platforms including Sun, IBM and HP as well as Linux,
the IBM OS400 and Mainframe OS390. JAVA has also brought large productivity gains to our

development team, decreasing development time, eliminating porting costs and speeding time to market.

LOAD BALANCING. This is the fundamental technology that provides the high performance and
scalability for large applications and contributes to the fault tolerant design of the applications. A Load
Balance Broker runs in any number of Web servers in a Web server farm and manages the load across any
number of Sapphire/UBS instances in that server farm. In addition, the Load Balance Broker can be
deployed as a JAVA Bean or an Enterprise JAVA Bean to allow utilization from non-Web based
applications. The Load Balance Broker has a unique competitive advantage with a zero-feedback loop
design that provides maximum speed and no practical limits in terms of numbers of Load Balance Brokers

and Web application servers deployed.

PERSISTENT STATE SERVER. The persistent state server is also a key component of fault tolerance. State
servers are where "shopping cart" information is held on Internet Commerce sites while a user is shopping.
It is important that even if one of the application servers fails, the state information is still available. A
recent PCWEEK test substantiated Sapphire/Web's significant lead in this high performance

implementation of fault tolerance.

FAULT TOLERANT DESIGN. Sapphire/Web has been designed to provide fault tolerance in a Web
environment. There are two key pieces to this technology. First, in the event of an application server
failure, the Load Balance Broker will redirect any requests from Web browsers to other application servers.
Second, the Persistent State Server will make the user state information continuously available, even if the

application servers fail.

LIVE OBJECT CACHE. The Live Object Cache provides very high performance for Internet Commerce
applications. The Live Object Cache holds objects within the memory of the application server, saving
overhead of database access for frequently used data. It is also designed to contribute to fault tolerance by

working in conjunction with the persistent state server.

CONTENT GENERATION OBJECTS. Sapphire/Web has a powerful template processing facility to
generate Web pages dynamically. Content Generation Objects are reusable JAVA classes that can create
content in a consistent manner. This increases programmer productivity and provides Web developers a

simple mechanism to maintain a consistent look and feel to their Web pages.

SAPPHIRE/DEVELOPER DESIGN ENVIRONMENT. This provides developers a highly productive
design environment for binding front-end objects to back-end objects. Sapphire/Developer also maintains

an open environment for integrating other industry leading tools.

BLUESTONE XML-SERVER COMMUNICATIONS SERVICES. This program recognizes the protocol of
incoming communications and translates it to a request for service to the XML-Server. XML documents
can be passed to and from the XML server from any combination of HT'TP, SSL, FTP, e-mail, JAVA Beans,
Enterprise JAVA Beans, RMI, IIOP and others. This separates the communications from the processing of
XML documents, so additional communications services can be added without changing any code.



BLUESTONE XML-SERVER DOCUMENT HANDLER SERVICES. Bluestone's Document Handlers are
the JAVA programs that process XML documents. The Bluestone XML-Server is unique in its ability to
handle any XML document type via this mechanism and its ability to dynamically load new document

handler classes.

BLUESTONE VISUAL-XML DESIGN ENVIRONMENT. This open tool provides easy to use creation of
Bluestone XML-Server applications and creates XML documents in a stand-alone mode. This tool is
available on all platforms including Linux, UNIX and Windows. We believe this tool expands the XML

market to non-programmers.

HOT VERSIONING AND HOT SWAPPING. These new capabilities of Sapphire/Web Release 6 are unique
in providing companies the ability to run a full 24x7 Web site. Hot Versioning allows Web applications to
be upgraded between user clicks with no session interruption. It includes testing in a production
environment and roll-forward and roll-back capabilities for versions of an application. Sapphire/Web
Release 6 also supports Hot Swapping so that applications can be moved from server to server without

interrupting service to the user.

INTERNET QUALITY OF SERVICE. This innovative capability provides for differentiation of service
based on each particular user. This allows for priority customers to always get performance preference over

other visitors to a Web site.

Product Development

Historically, we have invested heavily in product development. Our future success depends in large part on
our ability to enhance existing products and create new products that maintain and expand our technology

lead. Accordingly, we intend to continue to invest heavily in product development.

As of March 31, 1999, we had 29 people in the product development group, which includes a core group
of senior developers and product development leaders, junior developers, quality assurance and
documentation personnel. Our development team is located at our headquarters in Mount Laurel, New
Jersey. Almost all of our software is being developed in JAVA, thereby improving productivity and

reducing porting and testing costs.

In an attempt to move our products at Internet-speed, we employ a small-team approach with an
interactive design/development/testing methodology that has evolved over the past five years. To date, our

product development group has benefitted from a very low turnover rate.

We are currently developing new releases to our Sapphire/Web and XML product families. We anticipate
that these new releases will bring even stronger Internet Commerce, high-end management, and ease of
use capabilities, together with integrated Internet Commerce solutions for SAP and PeopleSoft in joint
development with our systems integration partners. We expect these new releases to continue to position

our products as the most "feature-rich" in the market.



Employees

As of March 31, 1999, we had 153 employees, of which 49 were employed in sales and marketing, 45 were
employed in services, 29 were employed in product development and 30 were employed in general and
administrative positions. None of our employees are represented by unions. We believe that our relations
with our employees are good.

Properties

Our principal executive and administrative offices are located in approximately 41,000 square feet of office
space in Mount Laurel, New Jersey. We also maintain sales offices in Sacramento, Los Angeles, Atlanta,
Dallas, Chicago, Boulder, San Francisco, Toronto and Mount Laurel, New Jersey. Annual lease payments on
the Mount Laurel facility are approximately $480,000. This lease expires in November 2003. We do not
own any real property.

Legal Proceedings

We are from time to time a party to litigation arising in the ordinary course of our business. We are not

currently a party to any material litigation.

Management

Directors and Executive Officers
NAME AGE POSITION

P. Kevin Kilroy......cccoeevcucunnee 45 President, Chief Executive Officer and Director S. Craig
HuKe...ooverrrereeeennes 37 Senior Vice President and Chief Financial Officer Robert W. Bickel........c.cccceuc..... 42

January 5, 1999 and our Chief Executive Officer since June 10, 1999. From March 1998 to January 4,
1999, Mr. Kilroy served as our Senior Vice President, Worldwide Sales. Before joining Bluestone, Mr.
Kilroy served as the Senior Vice President of Worldwide Distribution for Seer Technologies, Inc., an
application development software company, from March 1996 to March 1998. From April 1993 to
October 1995, Mr. Kilroy served as President of Mantech Systems Corporation and Mantech Solutions

Corporation and Vice President of Mantech International Corporation.



S. CRAIG HUKE has served as our Senior Vice President and Chief Financial Officer since April 15, 1999.
Before joining Bluestone, Mr. Huke was Vice President, Finance of MetroNet Communications Corp., a
broadband telecommunications services provider, from April 1998 to April 1999. Prior to joining
MetroNet he was Vice President and Corporate Controller of Seer Technologies, Inc. from November 1994
to April 1998. From September 1991 through October 1994, Mr. Huke held several positions with Legent
Corporation, a publicly held software development company, including Director of Financial Planning and

Analysis and Assistant Controller.

ROBERT W. BICKEL has served as our Senior Vice President, Products since January 1998. From April
1997 to January 1998, Mr. Bickel served as our Chief Operating Officer, and from May 1992 to April
1997, as the Director of Products at Bluestone Consulting, Inc., a New Jersey corporation and our

predecessor.

JOHN H. CAPOBIANCO has served as our Senior Vice President, Marketing since February 1998. Before
joining Bluestone, Mr. Capobianco served as a Senior Vice President of Marketing at SAP America from
March 1997 to February 1998. From 1996 to March 1997, Mr. Capobianco served as the Vice President,
Corporate Marketing of Sybase, Inc., from 1995 to 1996 as Vice President, Marketing of PRIMAVERA
Systems, Inc. and from 1985 to 1995 as Vice President, Marketing of Computer Associates International,

Inc.

JOSEPH K. KRIVICKAS has served as our Senior Vice President, Worldwide Sales since May 1999. From
August, 1998 to May 1999 Mr. Krivickas was Vice President, Sales and Service for E-Commerce products
at Sanga International. From January 1996 to July 1997, Mr. Krivickas was co-founder and served as Chief
Technology Officer for Kazz Digital Studios. From 1988 to 1995, Mr. Krivickas held various sales and

marketing management positions at Sun Microsystems.

MEL BAIADA has served as our Chairman of the Board of Directors since our incorporation. From April
1997 to January 1999, Mr. Baiada served as our President and Chief Executive Officer. From April 1989 to
April 1997, Mr. Baiada served as the President and Chief Executive Officer of Bluestone Consulting Inc., a
New Jersey corporation and our predecessor. Mr. Baiada also serves as the President and a director of

Bluestone Consulting, Inc., a Delaware corporation spun off from us in April 1997.

GREGORY M. CASE has served as a director of Bluestone since April 1997. Mr. Case has been a Managing
Director of Patricof & Co. Ventures, Inc. since May 1995 and a Vice President of Patricof & Co. Managers,
Inc. since May 1996. From January 1994 through May 1995, Mr. Case served as a Vice President of

Patricof & Co. Ventures, Inc.

WILLIAM C. HULLEY has served as a director of Bluestone since April 1997. Mr. Hulley co-founded
Adams Capital Management, Inc. in 1994 and is a Vice President and General Partner. Adams Capital
Management, Inc. is a Managing Partner of several venture capital partnerships, including Adams Capital
Management, L.P. and the P/A Fund. From 1989 through December 1994, Mr. Hulley was employed by
Fostin Capital Corp and has been a General Partner of Fostin Capital Partners II, L.P. since 1993. Mr.
Hulley is a director of On Technology Corporation, a publicly traded company.

ANTON SIMUNOVIC has served as director of Bluestone since April 1998. Mr. Simunovic is a Senior Vice
President of the Equity Capital Group at General Electric Capital Corporation and has served as such

since September 1996. From June 1993 through August 1996, Mr. Simunovic served as Manager at



Barents Group LLC.

ANDREW J. FILIPOWSKI has served as director of Bluestone since June 1999. Mr. Filipowski is currently
the Chief Executive Officer of Divine Interventures, Inc. Mr. Filipowski was the co-founder, Chairman of
the Board, President and Chief Executive Officer of Platinum technology, inc. since its formation in April
1987 until its sale to Computer Associates in May 1999. Mr. Filipowski is a director of System Software

Associates, Inc., Blue Rhino and Platinum Entertainment, Inc., all publicly traded companies.

PAUL E. BLONDIN has served as a director of Bluestone since June 1999. Mr. Blondin has been the
President and Chief Executive Officer of IP Highway since February 1999. From January 1998 until
February 1999, Mr. Blondin was President and Chief Executive Officer of Netect, Ltd., an Israeli Company.
Prior thereto, he served as Chairman of the Board of Open Development Corporation until October 1997.
From March 1993 until May 1997, Mr. Blondin served as the Vice President, Finance and Administration,

Chief Financial Officer and Treasurer of Cascade Communications.

Key Employee

MARK S. NIGRO, age 40, has served as our Senior Vice President and Chief Technology Officer since
October 1997. From September 1996 to October 1997, Mr. Nigro served as Chief Technology Officer for
us and our predecessor, Bluestone Consulting Inc., a New Jersey corporation. From June 1993 to

September 1996 he served as our predecessor's Lead Product Developer.

Classtfication of Directors

Following the closing of this offering, our certificate of incorporation will classify the board of directors

into three classes. The directors' terms will be staggered by class.

Board Commuittees

The Audit Committee consists of Mel Baiada, Paul E. Blondin and Gregory M. Case. The Audit Committee
makes recommendations to the board of directors regarding the selection of independent public
accountants, reviews the results and scope of the audit and other services provided by our independent

public accountants and reviews and evaluates our control functions.

The Compensation Committee consists of Andrew J. Filipowski, William C. Hulley and P. Kevin Kilroy.
The Compensation Committee administers the issuance of stock options under our stock option plan,
makes recommendations regarding nonqualified stock options and various incentive compensation and
benefit plans and determines salaries for the executive officers and incentive compensation for our

employees and consultants.



Director Election Rights

Pursuant to our certificate of incorporation, the board of directors is required to consist of seven members.
General Electric Capital Corporation, a holder of preferred stock, is entitled to designate one member to
the board of directors. The holders of Series A preferred stock, as a class, are entitled to designate two
members to the board of directors. The holders of common stock, as a class, are entitled to designate one
member to the board of directors. The holders of common stock and preferred stock, as a class, are entitled
to designate three members to the board of directors. These director election rights are in effect until
immediately prior to the closing of this offering, after which time the board of directors will be elected by

the holders of common stock.

Compensation Committee Interlocks and Insider Participation

Mel Baiada, our chairman and former chief executive officer, was a member of our compensation
committee in 1998. Mr. Baiada is a director, executive officer and a member of the compensation
committee of Bluestone Consulting, Inc. For additional information regarding Bluestone Consulting, Inc.,
its spin-off from, and relationship with, us and Mr. Baiada's transactions with us and Bluestone Consulting,

Inc., see "Certain Transactions."

Director Compensation

On June 10, 1999, the board of directors adopted the Directors' Compensation Plan and reserved 500,000
shares of common stock to be used in connection with the plan. The plan provides that non-employee

directors will receive options at the intervals and for the number of shares of common stock as follows:
- 20,000 shares upon the initial election to the board of directors;

- 10,000 shares upon the anniversary date each year after their election, provided there is continuous

service;

- 2,500 shares upon appointment to serve on the Compensation, Audit or other duly constituted
committee of the board of directors, plus an additional 2,500 shares on each anniversary date of their
appointment, provided there is continuous service on the committee; and - 10,000 shares upon

appointment to serve as the chairperson of the board of directors.

The options will be fully vested upon issuance. In addition to these option grants, non-employee directors

shall be entitled to compensation as follows:
- $4,000 for in-person board meetings, of which four are anticipated each year;

- $1,000 for telephone board meetings, of which six are anticipated each year; and - $500 for Audit and

Compensation Committee meetings, if held independently of an in-person board meeting.

In addition, reasonable travel and related expenses shall be paid to non-employee directors for attending

board of director meetings or while on Bluestone approved business.



Executive Compensation

Summary Compensation Table

The following table summarizes the compensation paid to or earned by Bluestone's Chief Executive Officer
and all other executive officers whose salary and bonus for services rendered in all capacities to Bluestone
for the fiscal year ended December 31, 1998 exceeded $100,000. We will use the term "named executive
officers"” to refer collectively to these individuals later in this prospectus.

LONG-TERM
COMPENSATION
AWARDS
ANNUAL COMPENSATION = ———m—mmmmmmo
——————————————————————————————————————— SECURITIES
OTHER ANNUAL UNDERLYING ALL
OTHER
NAME AND PRINCIPAL POSITION SALARY BONUS  COMPENSATION (1) OPTIONS
COMPENSATION (2)
P. Kevin Kilroy, President and Chief
Executive Officer (3)................ $ 148,077 $ 9,140 $ 83,509 468,022 $
260
Mel Baiada, Chairman of the Board
(7 I 158,654 22,215 - --
2,715
John H. Capobianco, Senior Vice
President, Marketing................. 170,077 74,294 - 456,690
218
Robert W. Bickel, Senior Vice
President, Products.................. 151,730 19,554 - 181,690
796
Enrico J. Ballezzi (5)......ccvuvuunn... 123,557 19,992 -- 128,346
600

(1) Represents commissions paid in 1998.

(2) Includes amounts paid by us in 1998 with respect to life insurance premiums for the benefit of the
named executive officers and our contributions to the 401(k) accounts of these officers as follows: (a) Mr.
Kilroy, $260 for life insurance premiums; (b) Mr. Baiada, $2,715 for life insurance premiums; (c) Mr.
Capobianco, $218 for life insurance premiums; (d) Mr. Bickel, $600 in 401(k) contributions and $196 for

life insurance premiums; and (e) Mr. Ballezzi, $600 in 401(k) contributions.

(3) During 1998, Mr. Kilroy served as our Senior Vice President, Worldwide Sales. He became President on
January 5, 1999 and Chief Executive Officer on June 10, 1999.

(4) During 1998, Mr. Baiada served as our Chairman, President and Chief Executive Officer.

(5) During 1998, Mr. Ballezzi served as our Chief Financial Officer.

Option Grants in Last Fiscal Year

The following table summarizes the options granted to each of our named executive officers during the
fiscal year ended December 31, 1998.



POTENTIAL REALIZABLE

VALUE AT ASSUMED
INDIVIDUAL GRANTS
ANNUAL
RATES OF STOCK PRICE
PERCENT OF TOTAL
APPRECIATION FOR

NUMBER OF OUR SHARES OPTIONS GRANTED TO
OPTION TERM (2)
UNDERLYING OPTIONS OUR EMPLOYEES IN EXERCISE PRICE EXPIRATION

NAME GRANTED FISCAL YEAR PER SHARE (1) DATE
5% 10%
P. Kevin Kilroy............. 200,000 8% $ 0.70 2/28/08
$ 228,045 $ 363,124

157,741 6 0.96 5/18/08
246,666 392,774

57,000 2 0.96 10/13/08
89,133 141,930

53,281 2 0.96 12/31/08
83,318 132,669
Mel Baiada.................. -- - -- --
John H. Capobianco.......... 300,000 12 0.70 2/21/08
342,068 544,686

156,690 6 0.96 5/18/08
245,022 390,157
Robert W. Bickel............ 156,690 6 0.96 5/18/08
245,022 390,157

25,000 1 0.96 10/13/08
39,093 62,250
Enrico J. Ballezzi.......... 128,345 5 0.96 5/18/08
200,698 319,578

(1) The exercise price equals the fair market value of the common stock as of the grant date as determined

by the board of directors.

(2) The potential realizable value is calculated based on the term of the option at the time of the grant (10
years). Assumed stock price appreciation of 5% and 10% is based on the fair market value at the time of

the grant.

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

The following table presents information with respect to stock options owned by the named executive
officers at December 31, 1998 and with respect to stock options exercised by the named executive officers
during the fiscal year ended December 31, 1998.

NUMBER OF SECURITIES

UNDERLYING UNEXERCISED VALUE OF
UNEXERCISED
OPTIONS IN-THE-
MONEY OPTIONS
AT DECEMBER 31, 1998 AT DECEMBER

31, 1998 (1)



NAME EXERCISABLE UNEXERCISABLE EXERCISABLE
UNEXERCISABLE

P. Kevin Kilroy. ..t iiniiiiitiiiiiiiteieeeennnnnnnnnns -- 468,022
Mel Baiada. ....uiiiiiiiiiiii ittt ittt -- --
John H. CapobiancCo.......ccuuiiiiiiiiinneneeeennneneeennnnn -- 456,690
Robert W. Bickel.....uuuiiiiiiii ittt ieiieennnneennns 240,845 240,845
Enrico J. Ballezzi...... ittt iiiineneeannnnn 114,173 114,172

(1) There was no public trading market for the common stock as of December 31, 1998. Accordingly, these
values have been calculated on the basis of the assumed initial public offering price of § per share, less the

applicable exercise price per share, multiplied by the number of shares underlying these options.

Employment Agreements

We entered into an employment agreement with Mel Baiada in April 1997 which was modified in January
1999 and which expired without being renewed on June 30, 1999. Under this agreement, in 1998 we paid
Mr. Baiada a salary of $158,654 and a $22,215 bonus. This agreement imposes a one year period after
termination in which Mr. Baiada may not compete against us. This agreement also provides that Mr.
Baiada will retain a position on the board of directors until the later of (1) the date his ownership interest
in our outstanding common stock, assuming conversion of all outstanding convertible securities, drops
below 10%, and (2) June 30, 2000. For the twelve months commencing on July 1, 1999, Mr. Baiada will
receive $150,000 plus customary benefits and tax reimbursements as severance under his agreement. On
July 1, 1999, Mr. Baiada's shares of common stock deemed to be contingent under his stock repurchase
agreement dated April 18, 1997 became vested. For more information about Mr. Baiada's stock repurchase

agreement see "Certain Transactions--Stock Repurchase Agreement."

We also entered into an employment agreement with Robert Bickel in April 1997 which may be
terminated by us or Mr. Bickel at any time, with or without cause. Under this agreement, in 1998 we paid
Mr. Bickel a base salary of $155,330 and a bonus of $19,554. Future increases to these amounts are at the
discretion of the board of directors. This employment agreement calls for the payment of customary fringe
benefits. Under this employment agreement, Mr. Bickel has agreed not to compete against us for a period
of one year after the termination of his employment. In addition, as part of this employment agreement,
we granted to Mr. Bickel an option to purchase 300,000 shares of common stock at an exercise price of
$0.70 per share, the fair market value of the common stock on the date of grant. The option vests in 16

equal installments on a quarterly basis over a four-year period beginning as of the date of grant.

Severance Agreements

Messrs. Kilroy, Bickel, Capobianco and Ballezzi are parties to separate severance agreements with us which
call for the following payments and benefits to be received upon the termination of their employment

other than for cause:
- 12 months of salary and benefits;

- accrued vacation;



- 6 months of outplacement services up to $12,000; and - 50% vesting on all outstanding unvested options

and the extension of the exercise period on all vested options to five years.

Employee Confidentiality Agreements

We enter into agreements with all of our employees containing provisions regarding confidentiality and

assignment of inventions.

Stock Option Plan

On July 1, 1998, the board of directors adopted the Amended and Restated Bluestone Software, Inc. 1996
Incentive and Non-Qualified Stock Option Plan, which replaced all of our previous plans. Our option plan
is administered by our board of directors or a committee of at least two persons appointed by the board of
directors. The option plan permits the payment of the exercise price to be in the form of cash, check,
cashless exercise and such other consideration and method of payment as the administrator of the plan
may, from time to time determine. Optionees are required to execute a stock purchase and restriction

agreement at the time he or she exercises any options.

Under the option plan, a total of 9,429,049 shares of common stock are authorized for issuance to
directors, officers, employees and consultants selected by the administrator of the plan. As of March 31,
1999, 6,061,553 shares of common stock were issuable upon the exercise of stock options granted under
the option plan. No individual is permitted to receive over the term of the option plan options to acquire
more than 2,500,000 of the total shares authorized under the option plan. Until the option plan
terminates, any unpurchased shares of common stock underlying all options that expire, are terminated or
become unexercisable for any reason, are returned to the option plan and become available for future
grants. The number of shares of common stock underlying an option, the total number of shares of
common stock authorized under the option plan but for which no options have been granted, and the
exercise price per share of the common stock underlying all outstanding options are proportionately
adjusted for any increase or decrease in the number of outstanding shares of common stock resulting from

stock splits, reverse stock splits, stock dividends, reclassifications and recapitalizations.

The option plan provides for the grant of either incentive stock options ("ISOs") or non-qualified stock
options ("NQSOs"), except that consultants of Bluestone who are not also employees are not entitled to
receive ISOs under the option plan. Exercise prices for ISOs may not be less than the fair market value per
share of common stock on the date of grant, or 110% of the fair market value in the case of ISOs granted
to any person who owns our stock possessing 10% or more of the total voting power of all of our capital
stock. Exercise prices for NQSOs may be less than the fair market value per share, but must be at least
$0.01 per share. Until there is an established market for the common stock, the board of directors, at its
discretion, determines the fair market value of a share of common stock. Unless otherwise specified by the
terms of an option agreement, options granted under the option plan vest at a rate of 25% of the shares
underlying the option per year during the consecutive 4 year period beginning on the date of grant and
expire 10 years after the date of grant, or 5 years after the date of grant with respect to ISOs granted to any

person who owns our stock possessing 10% or more of the total voting power of all of our capital stock.



The number of shares of common stock covered by ISOs granted to any optionee is limited such that the
total fair market value of stock, determined as of the date of grant, with respect to which ISOs are
exercisable for the first time by such optionee in any calendar year does not exceed $100,000. Any options

in excess of such limits would be treated as NQSOs.

In the event of a sale of Bluestone, as defined in the option plan, 50% of all options that have not vested as
of the date of the sale become immediately vested and exercisable. All remaining options vest in
accordance with the vesting schedule set forth in the applicable option agreement. In the event of a change
in control of Bluestone, as defined in the option plan, the board of directors has the right, in its sole
discretion, to accelerate the vesting of all options that have not vested as of the date of the change in
control or establish an earlier date for the expiration of the exercise of an option or both. In addition, in
the event of a change in control of Bluestone, the board of directors may, in its sole discretion, subject to
and conditioned upon a sale of Bluestone, arrange for the successor entity to assume all of the rights and
obligations under the option plan. Alternatively, the board of directors may, in its sole discretion,
terminate the option plan and (a) with respect to those options that are vested as of the date of the sale of
Bluestone, pay an amount equal to the amount over which the fair market value of a share of common
stock, exceeds the underlying exercise price for those options, (b) arrange for the exchange of all options
for options to purchase common stock in the successor entity, or (c) distribute to each optionee other
property in an amount equal to and in the same form as the optionee would have received from the
successor entity if the optionee had owned the shares of common stock underlying options that were
vested as of the date of the sale of Bluestone rather than the option at the time of the sale of Bluestone. In
this instance, the fair market value will be determined as of the termination date of the option plan. The
form of payment or distribution to the optionee is to be determined by the board of directors, in its sole

discretion.
(k) PLAN

We maintain a 401(k) Plan/Profit Sharing Plan. Under our 401(k) plan, a participant may contribute,
subject to some limitations contained in the Internal Revenue Code, up to 15% of his or her compensation
to the 401(k) plan. Employees who are at least 21 years old are eligible to participate after six consecutive

months of employment with Bluestone.

We may make discretionary matching contributions into participants' accounts of an annually determined
percentage. This percentage is subject to a maximum of 6% of a participant's total eligible compensation.
In addition, we may make additional annual discretionary profit sharing contributions to participants'
accounts each year at the discretion of the board of the directors. Any profit sharing allocations made are
allocated in the ratio that a participant's total eligible compensation bears to the total eligible
compensation of all eligible participants for the applicable 401(k) plan year. To be eligible for a
discretionary profit sharing contribution, a participant must be employed with Bluestone on the last day of
the applicable 401(k) plan year and must have completed at least 500 hours of service for Bluestone during
that year.

The portion of a participant's account attributable to his or her own contributions is 100% vested. The
portion of the account attributable to our contributions vests as to 20% of these contributions each year

over 5 years beginning after completion of 2 years of service with us and ending after 6 years of service



with us. Distributions from the 401(k) plan may be made in the form of installment distributions or lump-

sum cash payments.

Limitation of Liability of Directors and Indemnification of
Directors and Officers

As permitted by the Delaware General Corporation Law, as amended, our certificate of incorporation
provides that our directors shall not be liable to us or our stockholders for monetary damages for breach of
fiduciary duty as directors to the fullest extent permitted by the Delaware General Corporation Law as it
now exists or as it may be amended. The Delaware General Corporation Law permits limitations of liability
for a director's breach of fiduciary duty other than liability:

- for any breach of the director's duty of loyalty to us or our stockholders;

- for acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of

law; or - for any transaction from which the director derived an improper personal benefit.

In addition, our bylaws provide that we shall indemnify all of our directors, officers, employees and agents

for acts performed on our behalf.

Certain Transactions

Reincorporation Merger; Spin-off of Consulting Business

We are the successor by merger to Bluestone Consulting Inc., a New Jersey corporation (the "Former New
Jersey Corporation"). The Former New Jersey Corporation was incorporated on March 17, 1989. On
March 13, 1997, for the sole purpose of enabling the Former New Jersey Corporation to change its state of
incorporation from New Jersey to Delaware and to change its name to "Bluestone Software, Inc.," we were
formed as a Delaware corporation. On March 13, 1997, the Former New Jersey Corporation merged with
and into us. We were the surviving corporation in the merger. For purposes of this description of the

reincorporation merger and spin-off of the consulting business, references to "Bluestone," "we," "us," and

"our" include the Former New Jersey Corporation for periods prior to March 13, 1997.

All of the issued and outstanding stock of the Former New Jersey Corporation was owned by Mel Baiada,
and, at the time of and as a result of the merger, all of the issued and outstanding common stock of

Bluestone was owned by Mel Baiada.

At the time of the merger, we had two operating businesses, (1) the software products business and (2) the
professional consulting services business. In order to enable investors to provide capital in connection with
the software products business, we separated the services business and the products business by spinning

off the services business to Mel Baiada.



To accomplish the spin-off, we created Bluestone Consulting, Inc., a newly formed Delaware corporation
("BCI") and entered into a Contribution and Distribution Agreement dated April 17, 1997 with BCI.
Pursuant to the Contribution and Distribution Agreement, among other things, we contributed to BCI
those assets and liabilities that constituted the services business in exchange for all of the stock of BCI. We
then distributed all of the stock of BCI to Mel Baiada. At the time of the distribution, both Bluestone and

BCI were "S" corporations for federal income tax purposes.

On April 18,1997, we issued the Series A preferred stock, after which Mel Baiada held more than a 50%

interest in our outstanding stock and a 100% interest in the outstanding stock of BCI.

We, as successor to the Former New Jersey Corporation, began our active involvement in the services
business in 1989, and continued it without interruption through the date of the spin-off, when it was

continued by BCI.

Mark Baiada Convertible Subordinated Note

In connection with the spin-off, we agreed to assume one-half of the $1.0 million principal amount of a
convertible note payable by the Former New Jersey Corporation to Mark Baiada, a former director of
Bluestone and the brother of Mel Baiada. BCI retained the liability for the other one-half of the note. We
effected this assumption by issuing an Amended and Restated Convertible Subordinated Note dated April
17,1997 to Mark Baiada in the principal amount of $500,000. The note payable to Mark Baiada bears
interest at a rate of 10% per annum, compounded annually. We are required to make interest payments in
arrears on each anniversary date of this note until paid in full. The principal amount of the note is payable
in full on December 31, 2002. We are permitted to prepay the note in whole or in part without penalty or

premium.

The amount outstanding under the note is convertible into 700,000 shares of our common stock at any
time prior to the time it matures or the date paid in full at a rate equal to $0.71 per share, subject to
proportionate adjustment in the event we pay out stock dividends in shares of common stock and

subdivisions and combinations of our outstanding common stock.

Mel Baiada Promissory Note and Purchase of Series a Preferred
Stock

As part of the spin-off, Mel Baiada agreed to cancel a promissory note in the principal amount of
$403,066 originally issued by the Former New Jersey Corporation in exchange for (1) our issuance of a
promissory note to Mel Baiada in the principal amount of $250,000 and (2) BCI's issuance of a promissory
note in the principal amount of $107,495. Concurrently with our issuance of the Series A preferred stock
on April 17,1997, Mel Baiada contributed the note payable to him to our capital in exchange for 263,158

shares of Series A preferred stock.



Promissory Note to Bct

As part of the spin-off, we issued a subordinated promissory note dated April 17, 1997 in favor of BCI in
the principal amount of $500,000. That note bears interest at a rate of 10% per annum. We are required to
make interest payments in arrears on each anniversary date of the note until paid in full. The principal
amount of the note is payable in full on December 31, 2005. We are permitted to prepay the note in whole

or in part without penalty or premium.

Tax Allocation and Indemnity Agreement

As part of the spin-off, Bluestone, BCI, Mel Baiada and the holders of the Series A preferred stock entered
into a Tax Allocation and Indemnity Agreement dated as of April 18, 1997. The parties entered into this
agreement to set forth their respective rights and obligations with respect to taxes and liabilities that may
be imposed upon them and to determine how taxes were to be allocated upon the termination of our status
as an "S" corporation for federal and state income tax purposes by reason of our issuance of Series A

preferred stock.

We agreed with BCI to allocate (1) certain taxes ("Other Taxes"), other than income taxes and taxes for
which one or more of the bases for determining the tax due is net income or profit ("Income Taxes") and (2)
state corporate income taxes between us and BCI to the extent it is mutually determined by us and BCI. If
any Other Taxes or state corporate income taxes paid are later adjusted by any taxing authority, then
appropriate adjustment is to be made to the amount of Other Taxes or state corporate income taxes paid
by BCI. If any Other Taxes or state corporate income taxes are refunded or repaid to Bluestone, then we are
required to repay BCI the portion of the refund or repayment that we and BCI determine is attributable to
BCIL

We agreed to indemnify and defend Mel Baiada from and against all losses with respect to (a) Income
Taxes imposed upon Mr. Baiada resulting from any increase in items of income or gain or any decrease in
items of loss, deduction or credit reported to Mr. Baiada by Bluestone (including the Former New Jersey
Corporation) for the period during which we were taxed as an "S" corporation for federal and state income
tax purposes and (b) any excess Income Tax liability imposed upon Mr. Baiada as a result of the invalidity
or termination of our status as an "S" corporation for federal and state income tax purposes on or before
April 18, 1997 (other than by reason of our issuance of Series A preferred stock). Our indemnification
obligations to Mr. Baiada with respect to the items described in (a) above are applicable only to the extent
of (1) an increase in an item of income or gain with respect to a taxable year within the period when we
were taxed as an "S" corporation (an "S Year") and in a corresponding decrease in an item of income or gain
with respect to a taxable year that we were not taxed as an "S" corporation (a "C Year"), or (2) a decrease in
any item of loss, deduction or credit with respect to an S Year and in a corresponding increase of any item

of loss, deduction or credit with respect to a C Year.

Mr. Baiada agreed to indemnify and defend us from and against all losses with respect to Income Taxes
imposed upon Bluestone as a result of (a) an increase in an item of our income or gain in any C Year and a
corresponding decrease in an item of income or gain reported to Mr. Baiada with respect to an S Year, (b) a

decrease in an item of loss, deduction or credit reported to Mr. Baiada in any C Year and a corresponding



increase in an item of loss, deduction or credit reportable by Mr. Baiada with respect to an S Year, and (c)
the invalidity or termination of our status as an "S" corporation for federal and state income tax purposes
on or before April 18, 1997, other than by reason of our issuance of Series A preferred stock. Mr. Baiada's
indemnification obligations with respect to any of the events described in (a), (b), or (c) above are applicable
only to the extent that Mr. Baiada has received a tax benefit and we suffered a tax detriment as a result of
the applicable event.

Service Mark License Agreement

As part of the spin-off, we entered into a Service Mark License Agreement dated April 17, 1997 with BCI.
Under this license agreement, we granted BCI a non-exclusive, perpetual, worldwide royalty-free license to
use some of our registered and unregistered trade marks in connection with any services performed by
BCI. We have the right to terminate the license agreement upon (1) certain events of default by BCI or (2)
upon a change in control of BCI, subject to BCI's right to continue the license agreement for a period of

not more than 1 year from the date of the change in control.

Reseller Agreement with Bci

We are a party to a reseller agreement with BCI, dated January 1, 1998, under which BCI sells our software

products.

Sublease Agreement with Bci

As part of the spin-off, we entered into a sublease agreement with BCI, effective as of April 30, 1997. BCI
subleases approximately 7,780 square feet of our Mount Laurel facility. BCI pays us an annual base rent of
$94,000, which is paid in equal monthly installments in advance on the first day of every calendar month
during the term of the BCI sublease. BCI also pays us 19% of all taxes, common area costs, utility costs and
other services paid for by us under our lease. The BCI sublease expires when our lease expires or is

terminated for any reason, including our default under our lease.

Issuance of Series a Preferred Stock

On the day immediately after the date of the spin-off, and pursuant to a Stock Purchase Agreement dated
April 18,1997, we issued 5,526,316 shares of Series A preferred stock for a total purchase price of $5.25
million or $0.95 per share, including 263,158 shares of Series A preferred stock to Mel Baiada.

Stock Repurchase Agreement

As part of our issuance of shares of Series A preferred stock, we entered into a Stock Repurchase
Agreement dated April 18, 1997 with Mel Baiada. Pursuant to the repurchase agreement, 1,350,000
shares of the 9,000,000 shares of common stock then held by Mr. Baiada were designated as "contingent



shares." At the beginning of each calender quarter, beginning with the third calender quarter of 1997 and
until the second calender quarter of 2001, 84,375 of the contingent shares were to be designated as
"vested shares." This increased the total number of "vested shares" by 84,375 at the beginning of each
calender quarter. Because Mr. Baiada's employment agreement was not renewed all outstanding contingent
shares automatically became vested shares. Prior to his shares becoming vested, if Mr. Baiada had ceased to
be employed by us for any reason other than his death or disability, then we would have had the right to
purchase all, but not less than all, of the contingent shares as of the date upon which Mel Baiada ceased to
be employed at a purchase price equal to the fair market value per share as determined by our board of

directors.

Sale of Mel Baiada Series a Preferred Stock

On April 22, 1998, Mel Baiada sold all 263,158 of his shares of Series A preferred stock to certain of the
then existing holders of Series A preferred stock for a total purchase of $341,053 or $1.296 per share.

Issuance of Series B Preferred Stock

Pursuant to a stock purchase agreement dated April 22, 1998, we issued 8,782,695 shares of Series B
preferred stock for a total purchase price of $11.4 million or $1.296 per share.

Bridge Financing

On January 21, 1999, we entered into the Note and Warrant Purchase Agreement with substantially all of
the holders of the Series B preferred stock. Under the Note and Warrant Purchase Agreement, the Series B
preferred stockholders agreed to provide subordinated secured debt financing of up to $5.0 million. To the
extent this financing was utilized, we would have been obligated to issue 10% Convertible Subordinated
Secured Notes and warrants to purchase up to 1,612,903 shares of common stock at an exercise price
equal to $0.62 per share to the Series B preferred stockholders. We were permitted to draw on the

Committed Principal Amount at any time until May 30, 1999.

As of May 25, 1999, we had drawn down approximately $1.35 million of the $5.0 million available and
issued 440,348 warrants to the Series B preferred stockholders. This outstanding $1.35 million debt was
converted into Series C preferred stock as part of our issuance of 9,191,176 shares of Series C preferred
stock at $2.72 per share on May 25, 1999.

The issuance of the warrants to the Series B preferred stockholders triggered anti-dilution protection

afforded to Silicon Valley Bank pursuant to an antidilution agreement between us and Silicon Valley Bank
dated November 24, 1997 whereby the number of shares of common stock underlying the warrant issued
to Silicon Valley Bank and the exercise price under the Silicon Valley Bank warrant were readjusted. See "--

Silicon Valley Bank Warrant."



Issuance of Series C Preferred Stock

Pursuant to a stock purchase agreement dated May 25, 1999, we issued 9,191,176 shares of Series C
preferred stock for a total purchase price of $25.0 million or $2.72 per share.

Registration Rights

Pursuant to the Second Restated Investors' Rights Agreement dated May 25, 1999 by and among us and
our preferred stockholders, the holders of preferred stock are entitled to certain rights with respect to the
registration under the Securities Act for resale to the public of the common stock issuable upon the
conversion of preferred stock. The Second Restated Investors' Rights Agreement permits the preferred
stockholders to twice require us, whether or not we propose to register our common stock for sale, to
register all or part of those preferred stockholders' common stock, issued upon conversion of the preferred
stock, so long as the securities that would be covered by the registration statement have an aggregate gross
offering price of at least $20.0 million. If any registration involves an underwritten offering, preferred
stockholders that wish to participate in that offering must enter into customary agreements with us and
the underwriter. The underwritten offering will be subject to certain limitations and restrictions that may
be imposed by the underwriters thereof, including, the right of the underwriters to exclude a portion of

the securities owned by the preferred stockholders from the offering.

The Second Restated Investors' Rights Agreement also provides demand registration rights to the
preferred stockholders requiring us to register all or part of the registrable securities on Form S-3,
provided, that, among other things: (1) Form S-3 is available to us and the preferred stockholders for this
offering; (2) the offering price of the securities to be registered by the preferred stockholders, together with
securities of held by other persons entitled to participate in the registration, is at least $1.0 million in the
aggregate, net of any underwriters' discounts or commissions; and (3) the board of directors determines
that the registration would not be seriously detrimental to us and our stockholders at that time. In this

event, the registration of such securities may be delayed for up to 60 days.

Pursuant to the Second Restated Investors' Rights Agreement, the preferred stockholders have the right,
subject to certain exceptions, to have their registrable securities included in any registration statement filed
by us. Each preferred stockholder that wishes to participate in the offering must enter into a customary
agreement with us and the underwriter, which agreement may limit in whole or in part the inclusion of
that preferred stockholder's registrable securities in the registration statement, as determined by the

underwriters in their sole discretion.

We are required to pay all expenses relating to any of these registrations other than underwriting
discounts and commissions relating to shares sold by the preferred stockholders. The registration rights
provided in the Second Restated Investors' Rights Agreement extend for a period of five years following

this offering.



Sitlicon Valley Bank Warrant

In connection with our credit facility with Silicon Valley Bank, we issued to Silicon Valley Bank a warrant
dated November 24, 1997 to purchase up to 31,250 shares of common stock at an exercise price equal to
$0.80 per share. The warrant may be exercised at any time prior to November 24, 2004. The exercise price
of the warrant and the number of shares of common stock into which the warrant is exercisable are subject
to proportionate adjustment in the event of stock dividends payable in shares of common stock and
combinations and splits of common stock. In addition, pursuant to an antidilution agreement between us
and Silicon Valley Bank dated November 24, 1997, the exercise price of the warrant and the number of
shares of common stock into which the warrant is exercisable are subject to adjustment on a broad-based
weighted average basis for issuance of securities after November 24, 1997 for less than the then applicable

exercise price for the warrant.

Pursuant to a registration rights agreement between us and Silicon Valley Bank dated November 24, 1997,
Silicon Valley Bank has the right, subject to certain exceptions, to have its shares of common stock issuable
upon the exercise of its warrant included in any of our registration statements. We will pay all expenses

relating to any registration other than underwriting discounts and commissions relating to shares sold by
Silicon Valley Bank.

Filipowsk: Consulting Agreement

We entered into a consulting agreement with Andrew Filipowski in May 1999 under which Mr. Filipowski
will provide consulting services to us from that date until May 2001. In consideration of these consulting
services, we granted to Mr. Filipowski a fully vested option to purchase 70,000 shares of our common

stock at an exercise price of $1.29 per share.

Future Affiliate Transactions

All future transactions, including loans, between us and our officers, directors, principal stockholders and
their affiliates, will be approved by a majority of the board of directors, including a majority of the
independent and disinterested outside directors on the board of directors, and will be on terms no less

favorable to us than could be obtained from unaffiliated third parties.

Principal and Selling Stockholders

The following table sets forth certain information as of May 31, 1999 regarding the beneficial ownership
of our common stock by: (1) each person, entity or group known by us to own beneficially more than 5% of
our outstanding common stock; (2) each director; (3) each of the named executive officers; and (4) all
directors and executive officers as a group. The ownership amounts are calculated as if the outstanding
preferred stock was fully converted into common stock as of May 31, 1999. Unless otherwise indicated,
the address of each person identified is c/o Bluestone Software, Inc., 1000 Briggs Road, Mount Laurel, New
Jersey 08054.



SHARES BENEFICIALLY

SHARES BENEFICIALLY
OWNED
OWNED
PRIOR TO OFFERING

AFTER OFFERING
NAME AND ADDRESS NUMBER PERCENT(1)
PERCENT (1)

[ L= = =T 1= Y =T (72 L 9,000,000 21.4%
General Electric Capital Corporation(3) .. ... eueenienienneeeneennneennnan 8,913,663 21.1%
Entities affiliated with Patricof & Co. Ventures, Inc. (4).....cvviiinuennnnn.. 17,247,266 40.7%
Fostin Capital Partners II, L.P. (5)..uiuiuuiiiiiiiii ittt iieeeeneannnnnnn 5,233,947 12.4%
P. Kevin Kilroy (6)(7) e ettt ettt ettt ettt et ettt eeeeeannanennnn 350,000 *
ENTico J. Ballezza (6) . i vttt ettt ettt ettt ettt ettt 159,775 *
RobeTrt W. BicKel () ..ttt ittt ittt ettt ettt ettt eetaneanaann. 505,562 1.2%
John H. Capobianco (6) . ...t iii ittt ettt ettt et eeneeanaeeannnnn 179,525 *
GIegoTy M. CaSe (8) .ttt ittt ittt eeteeteeeeneeneneeneaneaneeneneenennenns 17,247,266 40.7%
William C. HULLEY (9) .t ittt ittt ettt ettt ettt et ettt eaeeeeneeannaanns 5,233,947 12.4%
ANton SIMUNOVIC (10) .ttt ettt ettt ettt ettt ettt et et eeaeeeaneeaneeeaneeennnns 8,913,663 21.1%
Andrew J. Filipowski (6) (AL ) ..ttt ittt ettt ettt ettt et ettt eiaennn 90,000 *
Paul E. Blondin (6) (d2) ettt tee ettt ettt ettt ettt ettt ettt 20,000 *
All directors and executive officers as a group (11 persons) (13)............... 36,306,016 83.1%

* Represents less than 1% of the outstanding shares of Common Stock.

(1) The percentages shown are based on 42,110,289 shares of common stock outstanding prior to the
offering and shares of common stock outstanding after the offering and does not include the conversion of
the accrued dividends on preferred stock. Pursuant to Rule 13d-3 under the Exchange Act, shares of
common stock which a person has the right to acquire pursuant to the exercise of stock options and
warrants held by that holder that are exercisable within 60 days are deemed outstanding for the purpose of
computing the percentage ownership of that person, but are not deemed outstanding for computing the

percentage ownership of any other person.

(2) Includes 1,800,000 shares of common stock held in two trusts in which Mr. Baiada is the sole trustee
and 511,890 shares of common stock held in a trust in which Mr. Baiada's wife is a co-trustee. Mr. Baiada
intends to grant the underwriters the right to purchase shares pursuant to the underwriters' over-allotment

option.

(3) The address for General Electric Capital Corporation is 260 Long Ridge Road, Stamford, CT 06927.
Includes 3,858,025 shares of Series B preferred stock which is convertible into 8,075,078 shares of
common stock, 676,524 shares of Series C preferred stock convertible into an equivalent amount of
common stock, and 162,061 shares of common stock underlying warrants. General Electric Capital
Corporation is a subsidiary of the General Electric Company. General Electric Capital Corporation intends

to grant the underwriters the right to purchase shares pursuant to the underwriters' over-allotment option.

(4) The address for Patricof & Co. Ventures, Inc. ("Patricof™") is 445 Park Avenue, New York, NY 10022. The

share amount is comprised of:

(A) shares held by the P/A Fund, L.P., consisting of 2,372,034 shares of Series A preferred stock
convertible into an equivalent amount of common stock, 1,247,585 shares of Series B preferred stock
convertible into 2,611,270 shares of common stock, 202,205 shares of Series C preferred stock
convertible into an equivalent amount of common stock, and 48,438 shares of common stock underlying

warrants. Fostin Capital Partners II, L.P. and APA Pennsylvania Partners I, L.P. (a Patricof affiliate) are the



general partners of The P/A Fund, L.P. The address of the P/A Fund, L.P. is 455 South Gulph Road, Suite
410, King of Prussia, PA 19406. The P/A Fund intends to grant the underwriters the right to purchase

shares pursuant to the underwriters' over-allotment option.

(B) shares held by APA Excelsior IV, L.P,, consisting of 2,629,437 shares of Series A preferred stock
convertible into an equivalent amount of common stock, 3,069,060 shares of Series B preferred stock
convertible into 6,423,727 shares of common stock, 802,529 shares of Series C preferred stock
convertible into an equivalent amount of common stock and 192,245 shares of common stock underlying
warrants. Patricof & Co. Managers, Inc. is the general partner of APA Excelsior IV Partners, which is the
general partner of APA Excelsior IV, L.P. The address of APA Excelsior IV, L.P. is 445 Park Avenue, New
York, NY 10022. APA Excelsior IV, L.P. intends to grant the underwriters the right to purchase shares

pursuant to the underwriters' over-allotment option.

(C) shares held by APA Excelsior IV/Offshore, L.P., consisting of 464,019 shares of Series A preferred stock
convertible into an equivalent amount of common stock, 541,599 shares of Series B preferred stock
convertible into 1,133,599 shares of common stock, 141,623 shares of Series C preferred stock
convertible into an equivalent amount of common stock and 33,927 shares of common stock underlying
warrants. Patricof & Co. Managers, Inc. is the general partner of APA Excelsior IV Partners, which is the
general partner of APA Excelsior IV/Offshore, L.P. The address of APA Excelsior IV/Offshore, L.P. is c/o
Patricof & Co. Ventures, Inc. 445 Park Avenue, New York, NY 10022. APA Excelsior IV/Offshore, L.P.
intends to grant the underwriters the right to purchase shares pursuant to the underwriters' over-allotment

option.

(D) shares held by Patricof Private Investment Club, L.P. including 50,300 shares of Series A preferred
stock convertible into an equivalent amount of common stock, 58,710 shares of Series B preferred stock
convertible into 122,884 shares of common stock, 15,352 shares of Series C preferred stock convertible
into an equivalent amount of common stock and 3,677 shares of common stock underlying warrants.
Patricof & Co. Managers, Inc. is the general partner of APA Excelsior IV Partners, which is the general
partner of Patricof Private Investment Club, L.P. The address of Patricof Private Investment Club, L.P. is
445 Park Avenue, New York, NY 10022. Patricof Private Investment Club, L.P. intends to grant the

underwriters the right to purchase shares pursuant to the underwriters' over-allotment option.

(5) Fostin Capital Partners II, L.P. is a general partner of The P/A Fund, L.P. The address for Fostin Capital
Partners II, L.P. is 518 Broad Street, Sewickley, PA 15143.

(6) Represents the total number of shares of our common stock issuable upon exercise of stock options

which are currently exercisable and which are exercisable within 60 days after May 31, 1999.

(7) Mr. Kilroy intends to grant the underwriters the right to purchase shares pursuant to the underwriters'

over-allotment option.

(8) The address for Mr. Case is c/o Patricof & Co. Ventures, Inc., 455 South Gulph Road, Suite 410, King of
Prussia, PA 19406. Mr. Case is a Vice President of Patricof & Co. Managers, Inc., the general partner of
each of APA Excelsior IV, L.P., APA Excelsior IV/Offshore, L.P. and Patricof Private Investment Club, L.P.

Mr. Case is a Managing Director of Patricof & Co. Ventures, Inc., the investment advisor of APA Excelsior



IV/Offshore, L.P. Mr. Case is a general partner of APA Pennsylvania Partners II, L.P., a general partner of
The P/A Fund, L.P. Mr. Case shares voting and investment powers with respect to the shares owned by

these funds. Mr. Case does not own any of our outstanding securities as an individual.

(9) The address for Mr. Hulley is c/o The P/A Fund, L.P., 578 Broad Street, Sewickley, PA 15143. Mr.
Hulley is a general partner of Fostin Capital Partners II, L..P., which is a general partner of The P/A Fund
L.P. Mr. Hulley shares voting and investment powers with respect to the shares owned by The P/A Fund

L.P. Mr. Hulley does not own any of our outstanding securities as an individual.

(10) The address for Mr. Simunovic is c/o General Electric Capital Corporation, 260 Long Ridge Road,
Stamford, CT 06927. Mr. Simunovic is a Senior Vice President of the Equity Capital Group at General
Electric Capital Corporation, a subsidiary of General Electric Company. Mr. Simunovic shares voting and
investment powers with respect to the shares owned by General Electric Capital Corporation. Mr.

Simunovic does not own any of our outstanding securities as an individual.

(11) Mr. Filipowski was appointed as a director on June 10, 1999. The address for Mr. Filipowski is c/o
Platinum technology, inc., 1815 South Meyers Road, Oakbrook Terrace, IL 60181.

(12) Mr. Blondin was appointed as a director on June 16, 1999. The address for Mr. Blondin is 50 Battery
Street, Boston, MA 02109.

(13) Includes 1,035,087 shares of our common stock issuable upon the exercise of stock options which are

currently exercisable and which are exercisable within 60 days after May 31, 1999.

Description of Securities

Our current authorized capital stock consists of 53,800,000 shares of common stock, $0.001 per share and
23,500,187 shares of preferred stock, $0.001 per share, of which 5,526,316 shares are designated as
"Series A preferred stock," 8,782,695 shares are designated as "Series B preferred stock", and 9,191,176
shares are designated as "Series C preferred stock." Immediately prior to the closing of this offering, we will
authorize additional shares of common and preferred stock and all of the outstanding preferred stock will

automatically convert to common stock.

The following is a summary of certain provisions of our common stock, our preferred stock and our third

amended and restated certificate of incorporation.

Common Stock

As of May 31, 1999, there were 9,010,089 shares of common stock held of record by 6 stockholders.
Holders of common stock, together with the holders of the preferred stock, who are entitled to vote on an
"as converted" basis as described below, are entitled to one vote for each share held on all matters
submitted to a vote of stockholders and do not have cumulative voting rights. Subject to the applicable
provisions of the Delaware General Corporation Law, stockholders holding a majority of the issued and
outstanding shares entitled to vote constitute a quorum for the purposes of convening a stockholders'

meeting. Accordingly, a majority of a quorum may elect directors standing for election, subject to the



director election rights of the stockholders described below. Holders of common stock are entitled to
receive ratably any dividends as may be declared on the common stock by the board of directors. Upon
liquidation, dissolution or winding up of Bluestone, holders of common stock are entitled to receive
ratably the net assets of Bluestone available for distribution after the payment of all debts and other
liabilities subject to the prior and superior liquidation preference rights of holders of preferred stock, if
any are outstanding. Holders of common stock have no preemptive or subscription rights with respect to

other issuances of securities. Our common stock has no conversion rights and is not redeemable.

Preferred Stock

All of our presently authorized preferred stock is outstanding. Immediately prior to this offering's closing,

all outstanding preferred stock will automatically convert into common stock as follows:

- Series A: one share for one share;

- Series B: one share of Series B for 2.09 shares of common stock; and - Series C: one share for one share.
Holders of our outstanding preferred stock are entitled to receive annual dividends as follows:

- Series A: $0.057 per share;

- Series B: $0.078 per share; and - Series C: $0.1632 per share.

The Series A preferred stock dividends have accrued since April 17, 1997, the Series B preferred stock
dividends have accrued since April 22, 1998 and the Series C preferred stock dividends have accrued since
May 25, 1999. Aggregate accrued dividends on the preferred stock as of May 31, 1999 amounted to
approximately $1.4 million.

We are required to pay any federal or state income taxes to which the holders of preferred stock may be
subject with respect to the accrued and unpaid cash dividends, whether or not earned or declared.
Accumulated but unpaid dividends will be reduced by these tax payments. Upon the conversion of our
preferred stock into common stock, we are required to pay to the holders of the preferred stock being
converted all accumulated and unpaid cash dividends, whether or not declared, with respect to the
preferred stock. However, if requested by any holder of the shares of preferred stock being converted and
approved by the holders of a majority of the then outstanding shares of common stock, the holder may
exchange all or any portion of the accumulated and unpaid cash dividends into shares of common stock at

the then fair market value of the common stock.

ANTI-TAKEOVER EFFECTS OF BLUESTONE'S CERTIFICATE OF INCORPORATION AND BYLAWS
AND PROVISIONS OF DELAWARE LAW Following the closing of this offering, our certificate of
incorporation and bylaws and provisions of Delaware corporate law may hinder or delay a third party's
attempt to acquire us. They may also make it difficult for the stockholders to remove incumbent

management.

CLASSIFIED BOARD OF DIRECTORS; VACANCIES. Following the closing of this offering, the certificate
of incorporation will divide the board of directors into three classes. The directors' terms will be staggered

by class. Our classified board of directors is intended to provide continuity and stability in board



membership and policies. However, the classified board of directors makes it more difficult for
stockholders to change the board composition quickly. In addition, a majority of the directors then in
office can increase the size of the board of directors and fill board of directors vacancies and newly created
directorships resulting from any increase in the size of the board of directors. This is true even if those
directors do not constitute a quorum or if only one director is left in office. These provisions could prevent
stockholders, including parties who want to take over or acquire us, from removing incumbent directors

without cause and filling the resulting vacancies with their own nominees.

ADVANCE NOTICE PROVISIONS FOR STOCKHOLDER PROPOSALS AND STOCKHOLDER
NOMINATIONS OF DIRECTORS. The bylaws will establish an advance notice procedure regarding
nominations of directors by stockholders and other stockholder proposals. The advance notice procedure
will not apply to nominations of directors by the board of directors. For matters a stockholder wishes to
bring before an annual meeting of stockholders, the stockholder must deliver to us a notice not less than
90 days nor more than 120 days before the first anniversary of the preceding year's annual meeting of
nominations and other business to be brought before our annual meeting. The stockholder must put

information in the notice regarding:

- the stockholder and its holdings;

- the background of any nominee for director;

- the written consent to being named as a nominee and to serving as a director if elected;
- any business desired to be brought before the meeting;

- the reasons for conducting the business at the meeting; and - any material interest of the stockholder in

the business proposed.

At a special meeting of stockholders called to elect directors, stockholders can make a nomination only if
they deliver to us a notice that complies with the above requirements no later than the tenth day following
the day on which public announcement of the special meeting is made. The bylaws could preclude a
nomination for the election of directors or the conduct of certain business at a particular meeting if the
proper procedures are not followed. This may discourage or deter a third party from conducting a

solicitation of proxies to elect its own slate of directors or otherwise attempting to obtain control of us.

SPECIAL STOCKHOLDERS' MEETINGS. Our certificate of incorporation and bylaws will permit special
meetings of the stockholders to be called only by the board of directors, the chief executive officer or the
president or holders of at least 75% of our securities that are outstanding and entitled to vote in an

election of directors.

AUTHORIZED BUT UNISSUED SHARES. We will be able to issue shares of common stock without
stockholder approval, up to the number of shares authorized for issuance in its certificate of incorporation,
except as limited by Nasdaq rules. We could use these additional shares for a variety of corporate purposes.
These purposes include future public offerings to raise additional capital, corporate acquisitions and
employee benefit plans. Our ability to issue these additional shares could make it more difficult or
discourage an attempt to obtain control of us by means of a proxy contest, tender offer, merger or

otherwise.



SECTION 203 OF DELAWARE LAW. After this offering is completed, Section 203 of the Delaware
General Corporation Law will apply to us. This section will prohibit us from engaging in a "business
combination” with an "interested stockholder." This restriction will apply for three years after the date of
the transaction in which the person became an interested stockholder, unless the business combination is
approved in a prescribed manner. A "business combination” includes (1) mergers, (2) asset sales and (3)
other transactions resulting in a financial benefit to an interested stockholder. Generally, an "interested
stockholder" is a person who, together with affiliates and associates, owns, or within three years did own,
15% or more of our voting stock. Section 203 could delay, defer or prevent a change in control of us. It

might also reduce the price that investors might be willing to pay in the future for shares of common stock.

Transfer Agent and Registrar

The transfer agent and registrar for the common stock is .

Listing
We have applied for listing our common stock on the Nasdaq National Market under the trading symbol
"BLSW."

Shares Eligible for Future Sale

Prior to this offering, there has been no public market for our common stock. Upon completion of this
offering, we will have outstanding an aggregate of shares of our common stock, assuming no exercise of the
underwriters' over-allotment option and no exercise of outstanding options. Of these shares, all of the
shares sold in this offering will be freely tradable without restriction or further registration under the
Securities Act, unless such shares are purchased by "affiliates" as that term is defined in Rule 144 under the
Securities Act. The remaining shares of common stock to be held by existing stockholders will be
"restricted securities" as that term is defined in Rule 144 under the Securities Act. Restricted securities may
be sold in the public market only if registered or if they qualify for an exemption from registration under

Rule 144 or Rule 701 promulgated under the Securities Act, which rules are summarized below.

As a result of the lock up agreements described below and the provisions of Rule 144, additional shares

will be available for sale in the public market as follows:

- 6,250 shares of common stock currently outstanding will be available for sale into the public market

following the effectiveness of this registration statement;

- 6,058,553 shares of common stock issuable upon exercise of currently outstanding options will be
eligible for sale as the options vest and following the effectiveness of a registration statement on Form S-8
covering the stock options, which we expect to file shortly after the completion of this offering; and - the
remainder of the restricted securities will be eligible for sale from time to time after the expiration of the

lock up period and upon expiration of their respective one-year holding periods.



Lock-up Agreements

All of our officers and directors and some of our stockholders are expected to enter into lock-up
agreements under which they agreed not to transfer or otherwise dispose of, directly or indirectly, without
the consent of Deutsche Bank Securities Inc., any shares of our common stock or any securities convertible
into or exchangeable or exercisable for shares of our common stock for a period of 180 days following the

effective date of the registration statement of which this prospectus is a part.

Transfers or dispositions can be made during the lock-up periods in the case of gifts for estate planning

purposes where the donee signs a lock-up agreement.

Rule 144

In general, under Rule 144 as currently in effect, beginning 90 days after the date of this registration
statement, a person who has beneficially owned shares of our common stock for at least one year would be

entitled to sell within any three-month period a number of shares that does not exceed the greater of:

- 1% of the number of shares of common stock then outstanding, which will equal approximately shares
immediately after this offering; or - the average weekly trading volume of the common stock on the
Nasdaq National Market during the four calendar weeks preceding the filing of a notice on Form 144 of
the sale with the SEC.

Sales under Rule 144 are also subject to manner of sale provisions and notice requirements and to the

availability of current public information about us.
RULE 144(k)

Under Rule 144(k), a person who is not deemed to have been one of our affiliates at any time during the 90
days preceding a sale, and who has beneficially owned the shares proposed to be sold for at least two years,
including the holding period of any prior owner other than an affiliate, is entitled to sell their shares
without complying with the manner of sale, public information, volume limitation or notice provisions of
Rule 144. Therefore, unless otherwise restricted, "144(k) shares" may be sold immediately upon the

completion of this offering.

Rule 701

In general, under Rule 701 of the Securities Act as currently in effect, any of our employees, consultants or
advisors who purchases shares from us in connection with a compensatory stock or option plan or other
written agreement are eligible to resell their shares 90 days after the effective date of this offering in
reliance on Rule 144, but without compliance with some restrictions, including the holding period,

contained in Rule 144.



Registration Rights

After this offering, the holders of shares of our common stock, or their transferees, as well as the holders of
outstanding warrants, will be entitled to rights to register their common stock or the common stock
underlying their warrants under the Securities Act. After registration, those shares will be freely tradable

without restriction under the Securities Act.

Stock Options

Shortly after completion of this offering, we plan to file a registration statement on Form S-8 under the
Securities Act covering shares of common stock reserved for issuance under our stock option and director
compensation plans. As of March 31, 1999, options to purchase 6,058,553 shares of common stock were
issued and outstanding, 2,929,275 of which are vested. This registration statement is expected to be filed
and become effective as soon as practicable after the date of this prospectus. Accordingly, shares registered
under the S-8 registration statement will, subject to lock-up agreements, vesting provisions and Rule 144
volume limitations applicable to our affiliates, be available for sale in the open market immediately after

the registration statement becomes effective.

Plan of Distribution

Subject to the terms and conditions of the underwriting agreement, the underwriters, named below
through their representatives Deutsche Bank Securities Inc., SoundView Technology Group, Inc., C.E.
Unterberg, Towbin and Legg Mason Wood Walker, Incorporated have severally agreed to purchase from us
the following respective numbers of shares of common stock at the initial public offering price less the

underwriting discounts and commissions set forth on the cover page of this prospectus.

UNDERWRITER NUMBER OF SHARES Deutsche Bank Securiti€s INCu..c.coeeveveeeeeeeeeceeeeeeeeseeeenns

SoundView Technology Group, Inc.......cccvcvvivciniinccninnicncnnes C.E. Unterberg,
TOWDIN. ettt Legg Mason Wood Walker, Incorporated.........ccvicincnnincnnes
TOtAL et

The underwriting agreement provides that the obligations of the underwriters are subject to conditions
precedent and that the underwriters will purchase all of the shares of common stock offered hereby if any
of such shares are purchased.

We have been advised by the representatives of the underwriters that the underwriters propose to offer
the shares of our common stock to the public at the initial public offering price set forth on the cover page
of this prospectus and to certain dealers at that price less a concession not in excess of $ per share. The
underwriters may allow to some other dealers, and those dealers may reallow, a concession not in excess of
$ per share. After the initial public offering, the offering price and other selling terms may be changed by

the representatives of the underwriters.



We and certain stockholders have granted the underwriters an option, exercisable not later than 30 days
after the date of this prospectus, to purchase up to additional shares of common stock at the initial public
offering price less the underwriting discounts and commissions set forth on the cover page of this
prospectus. To the extent that the underwriters exercise this option, each of the underwriters will have a
firm commitment to purchase approximately the same percentage of the option shares that the number of
shares of common stock to be purchased by it in the above table bears to . The underwriters may exercise
this option only to cover over-allotments made in connection with the sale of the common stock offered in
this offering. If purchased, the underwriters will offer the additional shares on the same terms as those on

which the shares are being offered.

We and the selling stockholders have agreed to indemnify the underwriters against specified liabilities,

including liabilities under the Securities Act.

We have agreed not to offer, sell, sell short, transfer, hypothecate, pledge or otherwise dispose of any shares
of our common stock or other securities convertible into or exchangeable or exercisable for shares of our
common stock or derivatives of our common stock, or enter into an agreement for our common stock, for a
period of 180 days after the date of our registration statement, of which this prospectus is a part, directly
or indirectly, by us or otherwise, except as consideration for business acquisitions, on exercise of currently
outstanding stock options or on the issuance of options to key employees and directors under our stock
option plans and the exercise of such options, without the prior written consent of Deutsche Bank

Securities Inc.

All of our officers and directors and certain of our stockholders have entered into lock-up agreements
under which they agreed not to transfer or otherwise dispose of, directly or indirectly, without the consent
of Deutsche Bank Securities Inc. any shares of our common stock or any securities convertible into or
exchangeable or exercisable for shares of our common stock for a period of 180 days following the date of

this registration statement.

Transfers or dispositions can be made during the lock-up periods in the case of gifts for estate planning

purposes where the donee signs a lock-up agreement.

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

sales to any account over which they exercise discretionary authority.

To facilitate this offering, the underwriters may engage in transactions that stabilize, maintain or otherwise
affect the market price of our common stock. Specifically, the underwriters may over-allot shares of our
common stock in connection with this offering, creating a short position in the underwriters' syndicate
account. Additionally, to cover the over-allotments or to stabilize the market price of our common stock,
the underwriters may bid for, and purchase, shares of our common stock in the open market. Any of these
activities may maintain the market price of our common stock at a level above that which might otherwise
prevail in the open market. The underwriters are not required to engage in these activities and may end
any of these activities at any time. The representatives of the underwriters, on behalf of the syndicate of
underwriters, also may reclaim selling concessions allowed to an underwriter or dealer if the syndicate

repurchases shares distributed by that underwriter or dealer.



The underwriters and their respective affiliates may be lenders to, engage in transactions with and perform
services for us in the ordinary course of business. We paid $1.4 million and issued a warrant to purchase
up to 481,434 shares of common stock at an exercise price of $2.72 per share to Deutsche Bank Securities
Inc. for providing placement agent services to us in connection with the offering of Series C preferred
stock that was consummated on May 25, 1999. The amount paid for these services was determined by
arms' length negotiations between us and Deutsche Bank Securities Inc. We believe that this amount is

within standard industry parameters for a transaction of that nature.

Prior to this offering, there has been no public market for our common stock. Consequently, the initial
public offering price for our common stock will be determined by negotiations between us and the
representatives of the underwriters. Among the factors to be considered in these negotiations will be
prevailing market conditions, the results of our operations in recent periods, the market capitalizations
and stages of development of other companies which we and the representatives of the underwriters
believe to be comparable to us, estimates of our business potential, the present state of our development

and other factors deemed relevant.

Legal Matters

The validity of the shares of common stock offered hereby will be passed upon for us by Pepper Hamilton
LLP. Some legal matters related to this offering will be passed upon for the underwriters by Willkie Farr &
Gallagher.

Experts

Our financial statements as of December 31, 1997 and 1998, and for the years ended December 31, 1996,
1997 and 1998 included in this prospectus and registration statement have been audited by Arthur
Andersen LLP, independent public accountants, as indicated in their reports with respect thereto, and are

included herein upon the authority of said firm as experts in giving said reports.

Where You Can Find More Information

We have filed with the SEC a registration statement on Form S-1 pursuant to the Securities Act with
respect to the common stock offered in this offering. The prospectus, which is part of the registration
statement, does not contain all the information set forth in the registration statement. Statements
contained in the prospectus as to the contents of any contract, agreement or other document filed with the
registration statement as exhibits are necessarily summaries of such documents, but are complete in all
material respects, and are qualified in their entirety by reference to the copy of the applicable document
filed as an exhibit to the registration statement. For further information about us and the securities offered
in this offering, reference is made to the registration statement and to the financial statements, schedules

and exhibits filed as a part of the registration statement.



Upon completion of the offering, we will be subject to the information requirements of the Exchange Act,
and, in accordance therewith, will file reports and other information with the SEC. The registration
statement, the exhibits and schedules forming a part of the registration statement and the reports and
other information filed by us with the SEC in accordance with the Exchange Act may be inspected without
charge at the public reference facilities maintained by the SEC at 450 Fifth Street, N.W., Washington, D.C.
20549 and at the following regional offices of the SEC: 7 World Trade Center, Suite 1300, New York, New
York 10048; and Northwestern Atrium Center, 500 West Madison Street, Suite 1400, Chicago, Illinois,
60661-2511. Copies of these materials may also be obtained from the Public Reference Room of the SEC,
450 Fifth Street, N.W., Washington, D.C. 20549, at prescribed rates. You may obtain information regarding
the operation of the Public Reference Room by calling the SEC at 1-800-SEC-0330. The SEC also
maintains an Internet Web site at http://www.sec.gov that contains reports, proxy statements and other

information.

Glossary

ACTIVEX: A brand name from Microsoft for various technologies based on its Component Object Model
(COM), many of which are targeted for the Internet.

API: Application Program Interface--A language or message format prescribed by a computer application,
program or operating system to communicate with another computer application, program or operating

system.

CACHE: An area of memory that stores most recently accessed or most frequently requested instructions
and data. When a computer needs data once, chances are it will need it again soon. Computer designers
therefore realized they could speed up the computer by storing the most recently accessed data in a high-

speed storage area.
There are several types of cache on your computer:

- DISK CACHE. It reserves an area of Random Access Memory (RAM) to store data that has been accessed

from the hard drive.

- BROWSER CACHE. Storage area for recently accessed websites. The browser retrieves data from the

cache instead of taking the time to get it from the Internet.

- APPLICATION CACHE. This type of cache is similar to the others, except it is application specific. For
example, an application may access a database and cache the data it retrieves for subsequent use as the

application executes.
- PROCESSOR CACHE. An area of memory located inside a processor or printed circuit board.

CASCADING STYLE SHEET: (CSS)--A styling language that defines in great detail the physical
appearance of text on web pages. For example, you can say that all headings should be displayed in a sans-
serif font, or "special" text is to be displayed in italic times-roman 12-point text, or this page should use this
color scheme with this background image. CSS can completely replace older HTML tags like [font] and [i]
although the older tags are still supported for backward compatibility.



COM: Component Object Model--Microsoft's software architecture to facilitate the development of
interoperable software modules known as "objects". The COM architecture is essentially a set of interfaces
that allows client and server software components to communicate within the same computer. It runs on
Windows95, Windows98 or WindowsN'T.

CORBA: Common Object Request Broker--An architecture and specification for creating, distributing, and
managing distributed program objects on a network. It allows programs at different locations and
developed by different vendors to communicate in a network through an "interface broker." CORBA was
developed by a consortium of vendors through the Object Management Group (OMG). Note: CORBA and
DCOM (or COM+) are competing distributed computing architectures.

DCOM: Distributed Component Object Model--Microsoft's approach to distributed object computing.
DCOM is a set of program interfaces in which objects or software modules can request services from
programs on other computers within a network. DCOM can be used on a network within an enterprise or

on other networks such as the Internet.

ENTERPRISE JAVA BEANS: Also referred to as EJBs or EJB components. Software modules that abide by
the EJB Specification. The EJB specification defines how components interact with other software

programs, thereby providing a common way to access and run applications in a distributed manner.

EXTRANET: An extranet is a network application that uses the Internet protocols and the public
telecommunication system to securely share part of a business's information or operations with suppliers,
vendors, partners, customers, or other businesses. Whereas an intranet resides behind a firewall and is
accessible only to people who are members of the same company or organization, an extranet provides

various levels of accessibility to outsiders.

FAULT TOLERANT: Fault Tolerance is a means of protecting data and services from hardware or software
failure. A fault tolerant system provides for non-stop operations and protects against the loss of both data
and time. Fault tolerant systems are built into hardware, software, and network architectures using various
techniques including proactive system monitoring, artificial intelligence, automatic load balancing,

dynamic restart of hardware and software components, and hardware and software redundancy.
FTP: File Transfer Protocol--A protocol used to transport files over a TCP/IP network such as the Internet.

HDML: Hand Held Device Markup Language--A simple language used to define content and applications
for hand-held devices with small displays such as cellular phones, pagers, and wireless PDA's. HDML is
designed to leverage the infrastructure and protocols of the World Wide Web.

HTML: HyperText Markup Language--A set of symbols or "tags" inserted in a file intended for display on a
World Wide Web browser. The "tags" tell the Web browser how to display a Web page's words and images
for the user. Uniform Resource Locators (URLs), the global address of documents and other resources on
the World Wide Web are frequently inserted between HTML "tags" to form hypertext links to other Web
pages.

HTTP: HyperText Transfer Protocol--The underlying protocol used by the World Wide Web. HT'TP defines

how messages are formatted and transmitted, and what actions Web Servers and browsers should take in
response to various commands. For example, when you enter a URL in your browser, this actually sends an

HTTP command to the Web server directing it to fetch and transmit the requested Web page. HTTP only



supports the transmission of text and is called a stateless protocol because each command is executed
independently, without any knowledge of the commands that came before it. These are the main reasons

that it is difficult to implement Web Sites that react intelligently to user input.

IIOP: Internet Inter-ORB Protocol--A protocol developed by the Object Management Group (OMG) to
implement CORBA solutions over the World Wide Web. IIOP enables browsers and servers to exchange

integers, arrays, and more complex objects unlike HT'TP, which only supports transmission of text.

INTRANET: A network belonging to an organization, usually a corporation, accessible only by the
organization's members, employees, or others with authorization, that is based on the same
communications protocol as the Internet. Intranet sites look and act just like any other Web sites, but the
firewall surrounding an intranet prevents unauthorized access. Like the Internet itself, intranets are used to

share information.

JAVA: An object-oriented programming language developed by Sun Microsystems that is an open,
standard, universal platform for network computing that scales from the simplest consumer devices to
mission-critical applications. JAVA was modeled after the C++ programming language but unlike C++ is
designed to run using small amounts of memory and is thus optimized for web application programming.
JAVA code is compiled into "byte code" (so a computer can read it) which can not be run by itself without a
JAVA Virtual Machine or JVM. JVM's can run on a variety of computers and devices including mobile
phones, desktop computers with JAVA-enabled browsers or applications, network computers, and servers
with JAVA applications or servlets. The JVM is essentially a translator that turns compiled JAVA
instructions into commands that make the devices do their work. Like other programming languages, JAVA
is royalty free to developers. However the JVM, which executes JAVA applications, is licensed to the

companies that incorporate it into their browsers and servers.

JAVA BEANS: JAVA Beans are portable, platform-independent application components written in the
JAVA programming language. JAVA Beans enable developers to write reusable application components
once and run them anywhere. JAVA Beans act as reusable software components and can be manipulated
visually by JAVA programming tools. JAVA Beans can be combined to create traditional applications, or

smaller web-oriented applets.

LDAP: LDAP is a client-server protocol for accessing a directory service. A directory service is like a
database and can store text, photos, URLs, pointers to whatever, binary data, public key certificates, etc.
The information in a directory is generally read much more often than it is written. As a consequence,
directories don't usually implement the complicated transaction or roll-back schemes regular databases use

for doing high-volume complex updates but instead use the simpler LDAP protocol.

LEGACY DATA: Existing organizational data stored in mainframes and miniframes, known as legacy
systems like DB2, CICS, IMS, or VSAM technologies.

LINUX: A derivative of the Unix operating system, which runs on x86, Alpha and Power PC machines.

Linux is freeware.

LOAD BALANCING: The ability of a computer system, application server, network or disk subsystem to
evenly distribute the data and processing load across available resources including servers, processors,

network hubs and disk arrays.



MQ SERIES: A software product from IBM that provides a scalable, industrial-strength messaging and
information infrastructure. MQ Series is the most widely used message-queuing software used to address
business integration issues, especially by financial services companies. MQ Series provides connectivity

and real-time delivery of messages between various sites and business partners.

PURE JAVA: Refers to initiatives from Sun Microsystems that specify 100% compliance with its JAVA
specification. The goal is to maintain a consistent, single interface for JAVA so that all JAVA Virtual

Machines can run all JAVA programs.

RMI: Remote Method Invocation. A standard from Sun Microsystems for distributed objects written in
JAVA. RMI is a remote procedure call that allows JAVA objects stored on the network to be run remotely

and communicate. The RMI system operates only in the environment of the JAVA Virtual Machine.

SCALABLE: Refers to a computer, product or systems ability to expand and adapt to changing load

conditions.

SSL: Secure Sockets Layer. Data passed on the web is encrypted using Secure Sockets Layer (SSL)
technology, the industry-standard method for protecting web communications developed by Netscape
Communications Corporation. The SSL security protocol provides data encryption, server authentication,

message integrity, and optional client authentication for a TCP/IP connection.

TCP/IP: (Transmission Control Protocol/Internet Protocol). A communication protocol developed under
contract from the U.S. Department of Defense to internetwork dissimilar systems. TCP/IP is the standard

protocol of the Internet and has become the global standard for communications.

THIN CLIENT: A data processing scheme, whereby very little data processing is performed at the client or
the device employed directly by a user. The client processes only keyboard input and screen output, while
all application processing is performed by one or more servers. In a thin client architecture, it is typical for

no application code to reside at the client.

UNIX: A multi-user, multi-tasking operating system that is widely used on workstations and servers and
competes directly with Microsoft's WindowsN'T operating system. There are many derivative versions of
Unix on the market and almost every hardware and software vendor offers Unix support for their

respective products.

VBSCRIPT: Visual Basic Script. This programming language based on Microsoft's Visual Basic product is
optimized for web delivery and thus consumes less memory. VBScript components are delivered to the

desktop via Microsoft's ActiveX technology.

WEB SERVER: A computer that provides access to web pages via the HT'TP protocol. The term also refers

to the software that accepts requests from web browsers.

XML: Extensible Markup Language. A document format for the Web that is more flexible than HTML.
While HTML uses only predefined tags to describe elements within the page, XML allows tags to be
defined by the developer of the page. Thus, tags for virtually any data items, such as product, sales
representative and amount due, can be used for specific applications, allowing Web pages to function like

database records.
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Report of Independent Public Accountants

To Bluestone Software, Inc.:

We have audited the accompanying balance sheets of Bluestone Software, Inc. (a Delaware corporation),
formerly Bluestone Consulting, Inc., as of December 31, 1997 and 1998, and the related statements of
operations, mandatorily redeemable convertible preferred stock and stockholders' equity (deficit) and cash
flows for each of the three years in the period ended December 31, 1998. These financial statements are
the responsibility of the Company's management. Our responsibility is to express an opinion on these

financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards. 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 Bluestone Software, Inc. as of December 31, 1997 and 1998 and the results of its
operations and its cash flows for each of the three years in the period ended December 31, 1998, in

conformity with generally accepted accounting principles.

Philadelphia, PA /s/ Arthur Andersen LLP March 31, 1999 (except with respect to matters discussed in
Note 2, as to which the date is May 25, 1999)



Bluestone Software, Inc.

Balance Sheets

DECEMBER 31, MARCH 31, 1999
1997 1998 ACTUAL PRO FORMA
(UNAUDITED)
ASSETS
CURRENT ASSETS:
Cash and cash equivalents... $2,330,372 $ 2,534,819 $ 597,549 $ 23,902,648
Restricted certificate of
deposit.......ooviiiia. 400,000 e e e
Accounts receivable, net of
allowance of $37,012,
$44,473 and $70,314....... 1,747,672 3,369,514 1,530,542 1,530,542
Prepaid expenses and
other..........coviiin.. 312,011 149,318 381,563 381,563
Due from related party...... 79,011 -- -- --
Total current assets.... 4,869,066 6,053,651 2,509,654 25,814,753
PROPERTY AND EQUIPMENT:
Equipment................... 1,465,570 2,418,590 2,452,196 2,452,196
Furniture and fixtures...... 86,852 183,767 183,767 183,767
Leasehold improvements...... 20,552 131,845 131,845 131,845
1,572,974 2,734,202 2,767,808 2,767,808
Less--Accumulated
depreciation and
amortization.............. (640,741) (1,284,921) (1,435,842) (1,435,842)
Net property and
equipment............. 932,233 1,449,281 1,331,966 1,331,966
DEPOSITS. .t v iiiiieeeieenennnns 13,744 32,997 35,377 35,377

$5,815,043 $ 7,535,929 $ 3,876,997 $ 27,182,096
LIABILITIES AND STOCKHOLDERS'
EQUITY (DEFICIT)
CURRENT LIABILITIES:

Line of credit.............. $1,610,561 $ 473,365 $ 473,365 $ 473,365
Current portion of long-term
debt.......ooiiiiiii., 83,971 356,728 436,648 436,648
Accounts payable............ 781,703 1,094,286 1,224,027 1,224,027
Accrued WagesS........c.ceu0u... 478,970 579,371 846,228 846,228
Other accrued expenses...... 401,468 477,246 548,644 548,644
Due to related parties...... - 188,898 155,082 155,082
Deferred revenues........... 1,560,632 3,223,338 1,691,307 1,691,307
Total current
liabilities........... 4,917,305 6,393,232 5,375,301 5,375,301
LONG-TERM DEBT.......cvvuvunnn. 269,676 875,642 765,051 765,051
SUBORDINATED NOTES DUE TO
RELATED PARTIES............. 1,000,000 1,000,000 1,000,000 1,000,000

MANDATORILY REDEEMABLE SERIES

A CONVERTIBLE PREFERRED

STOCK. .t i 5,330,727 5,672,339 5,756,663 --
MANDATORILY REDEEMABLE SERIES

B CONVERTIBLE PREFERRED

STOCK . + v vt eee e - 11,742,212 11,921,443 -
COMMITMENTS AND CONTINGENCIES

(Note 12)
STOCKHOLDERS' EQUITY (DEFICIT): Common stock, $.001 par value, 53,000,000 shares authorized,
9,000,000, 9,008,125, 9,008,875 and shares issued and outstanding............... 9,000 9,008 9,009 []

Common stock warrants....... -- -- -- 1,900,000 Additional paid-in capital.........ccc....... -- 5,679 6,324 []



Accumulated deficit......... (5,711,665) (18,162,183) (20,956,794) (22,056,794) Total stockholders' equity
(deficit)...... (5,702,665) (18,147,496) (20,941,461) 20,041,744 $5,815,043 § 7,535,929 $ 3,876,997 §

27,182,096 The accompanying notes are an integral part of these statements.

Bluestone Software, Inc.

Statements of Operations

THREE MONTHS ENDED MARCH

YEAR ENDED DECEMBER 31, 31,
1996 1997 1998 1998 1999
(UNAUDITED)
NET REVENUES: Software license fees........... $1,475,368 $ 2,337,199 $ 3,391,226 $ 431,980 §

2,256,567 Services.......... 42,908 2,178,664 3,619,997 937,353 1,020,272 Third party products and
related services........ 6,555,095 5,225,429 1,106,688 784,814 -- Total revenues.... 8,073,371 9,741,292
8,117,911 2,154,147 3,276,839 COST OF REVENUES: Software license fees............ 112,732 202,219
258,572 38,638 57,420 Services.......... 305,109 2,516,451 4,433,309 984,936 1,337,370 Third party
products and related services........ 4261,078 2,797,656 643,120 436,766 -- Total cost of revenues....
4,678,919 5,516,326 5,335,001 1,460,340 1,394,790 Gross profit.... 3,394,452 4,224,966 2,782,910
693,807 1,882,049 OPERATING EXPENSES: Product development..... 701,789 1,295,148 2,473,771
360,245 904,132 Sales and marketing....... 3,004,760 5,130,799 9,551,284 1,544,492 2,825,578 General
and administrative... 1,515,456 1,615,787 2,316,017 447,053 635,006 Total operating expenses....
5,222,005 8,041,734 14,341,072 2,351,790 4,364,716 Operating loss........ (1,827,553) (3,816,768)
(11,558,162) (1,657,983) (2,482,667) Interest expense, net............... (50,458) (79,701) (46,520) (41,085)
(48,389) Loss from continuing operations........ (1,878,011) (3,896,469) (11,604,682) (1,699,068)
(2,531,056) Income (loss) from discontinued operations........ (737,699) 98,898 -- -- -- Net loss............
(2,615,710) (3,797,571) (11,604,682) (1,699,068) (2,531,056) Accretion of preferred stock redemption
value............. -- (240,399) (845,836) (84,324) (263,555) Net loss available to common stockholders......
$(2,615,710) $(4,037,970) $(12,450,518) $(1,783,392) $(2,794,611) BASIC AND DILUTED NET LOSS
PER SHARE: Continuing operations...... § (0.21) $ (0.43) $ (1.29) $ (0.19) $ (0.28) Discontinued
operations...... (0.08) 0.01 -- -- -- Accretion of preferred stock redemption value........... --(0.03) (0.09) (0.01)
(0.03) $(0.29) § (0.45) $ (1.38) $ (0.20) $ (0.31) Shares used in computing net loss per share...........
9,000,000 9,000,000 9,005,137 9,000,833 9,008,717 The accompanying notes are an integral part of

these statements.



Bluestone Software, Inc.

Statements of Mandatorily Redeemable Convertible Preferred

Stock and

Stockholders' Equity (Deficit)

SERIES A
CONVERTIBLE
PREFERRED
ACCUMULATED
STOCK

DEFICIT TOTAL

BALANCE, DECEMBER 31, 1995.............. $ --
1,366,254 $ 1,375,254

Distribution of foreign tax credits... --
(28,501) (28,501)

Net 10SS. .t viiiiiiiiiiiiiiiiiennnnnnnn --
(2,615,710) (2,615,710)
BALANCE, DECEMBER 31, 1996.............. -
(1,277,957)  (1,268,957)

Spin-off of consulting division to

majority stockholder................ -

(395,738) (395,738)

Issuance of Preferred stock, net of

financing costs.......... ... ... 5,090,328

Accretion of Preferred stock
redemption value....................
(240,399) (240,399)

240,399

(3,797,571) (3,797,571)
BALANCE, DECEMBER 31, 1997..............
(5,711,665) (5,702,665)
Issuance of Preferred stock, net of
financing costs........ ..o, --

5,330,727

Accretion of preferred stock
redemption value.............oonn...
(845,836) (845,836)
Exercise of common stock options...... -
- 5,687
Net 10SS. . viiiiiiiiiiiiiieeeennnnnnnn --
(11,604,682) (11,604,682)
BALANCE, DECEMBER 31, 1998..............
(18,162,183) (18,147,496)
Accretion of preferred stock
redemption value (unaudited)........
(263,555) (263,555)
Exercise of common stock options
(unaudited)...vvvenenn i, --
- 646
Net loss (unaudited).................. -
(2,531,056) (2,531,056)
BALANCE, MARCH 31, 1999 (unaudited)..... $ 5,756,663
$(20,956,794) $(20,941,461)

341,612

5,672,339

84,324

SERIES B
CONVERTIBLE
PREFERRED

STOCK

11,237,988

504,224

11,742,212

179,231

$11,921,443

STOCKHOLDERS' DEFICIT

COMMON STOCK ADDITIONAL
----------------- PAID-IN-
SHARES ~ AMOUNT  CAPITAL
9,000,000 $9,000 $ -- $
9,000,000 9,000 -
9,000,000 9,000 -
8,125 8 5,679
9,008,125 9,008 5,679
750 1 645
9,008,875 $9,009  $6,324



The accompanying notes are an integral part of these statements.
Bluestone Software, Inc.

Statements of Cash Flows

THREE MONTHS ENDED

YEAR ENDED DECEMBER 31,

MARCH 31,
1996 1997 1998
1998 1999
(UNAUDITED)
OPERATING ACTIVITIES:
= < Y= $(2,615,710) $(3,797,571) $(11,604,682)
$(1,699,068) $(2,531,056)
Adjustments to reconcile net loss to net cash used in
operating activities-
Depreciation and amortization..............cciiiiiiinn. 302,010 239,835 656,654
48,554 152,528
Provision for doubtful accounts..............c.ocviunn.. 94,217 95,883 32,800
12,761 25,964
Accrued interest on subordinated notes.................. 30,048 103,109 109,352
24,900 25,000
Changes in operating assets and liabilities--
Accounts receivable........uiiii it e (975,630) (310,896) (1,654,641)
230,103 1,813,008
Prepaid expenses and other assetsS...........cccuveuunn. (81,801) (84,169) 130,619
74,289 (236,233)
Accounts payable and accrued expenses................. 1,308,129 408,822 379,410
(345,394) 442,996
Deferred reVeNUES. .o v vttt ittt e ieennnenennn 221,186 314,263 1,662,706
(148,769) (1,532,031)
Net cash used in operating activities............... (1,717,551) (3,030,724) (10,287,782)
(1,802,624) (1,839,824)
INVESTING ACTIVITIES: Purchases of property and equipment...........ccccuueee. (273,936) (871,717)
(1,160,882) (169,171) (33,605)
FINANCING ACTIVITIES:
Net proceeds from (repayments of) line of credit.......... 2,190,000 604,311 (1,137,196)
729,161 -
Proceeds from long-term debt........... ..o iiiiiiiiio.. 54,000 315,620 919,481
Proceeds from subordinated notes..........c.ooiiiiiiiinnn. 750,000 250,000 -—
Repayments of long-term debt............. ..., (63,030) (122,056) (40,758)
(15,509) (30,671)
Proceeds from issuance of Preferred stock, net............ -- 4,840,328 11,237,988
Restricted Cash. . .ottt ittt ettt ettt - (400,000) 400,000
Spin-off of consulting division to sole stockholder....... -- (274,538) --
Net advances from (repayments to) related party........... - (66,532) 267,909
37,472 (33,816)
Proceeds from exercise of common stock options............ -— - 5,687
- 646

Net cash provided by (used in) financing



activities.... ..ol 2,930,970 5,147,133 11,653,111
751,124 (63,841)

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS........ 939,483 1,244,692 204,447
(1,220,671) (1,937,270) CASH AND CASH EQUIVALENTS, BEGINNING OF PERIOD.............. 146,197
1,085,680 2,330,372 2,330,372 2,534,819 CASH AND CASH EQUIVALENTS, END OF
PERIOD.......ccceuuuee. $ 1,085,680 $ 2,330,372 $ 2,534,819 $ 1,109,701 $ 597,549 SUPPLEMENTAL
CASH FLOW INFORMATION: Cash paid for interest......c.c.ceceeereeececenreruenes $ 169,870 $ 133,409 $ 170,232
$ 40,253 $ 148,371 The accompanying notes are an integral part of these statements.

Bluestone Software, Inc.

Notes to Financial Statements

(INFORMATION AS OF MARCH 31, 1999 AND FOR THE THREE MONTHS ENDED MARCH 31,
1998 AND 1999 IS UNAUDITED)

1. Background:

Bluestone Software, Inc. (the "Company"), formerly Bluestone Consulting, Inc., was incorporated in New
Jersey on March 17, 1989. The Company develops, markets and supports web application server software
products that enable its customers to deploy information across the Internet, intranets and extranets. On
April 17,1997, in connection with the sale of Series A Convertible Preferred Stock (see Note 7), the
Company spun off its consulting division to its then sole stockholder for no consideration. The Company
reincorporated in Delaware as Bluestone Software, Inc. The consulting division, Bluestone Consulting, Inc.
("BCI") provides its clients information technology staffing resources and in 1997 provided the Company
with certain administrative services under a shared services agreement (see Note 11). The consulting
division spin-off is reported in the accompanying financial statements as a discontinued operation (see
Note 3).

2. Liquidity:

The Company has recurring operating losses that have continued subsequent to year-end. The losses are
primarily due to product development costs, marketing expenditures and administrative infrastructure

costs related to the expansion of the Company's business.

On January 21, 1999, the Company and substantially all of the Series B Preferred stockholders
(collectively, the "Investors") entered into the Note and Warrant Purchase Agreement, whereby the
Company could, from time to time before May 30, 1999, request that the Investors purchase 10%
convertible subordinated secured notes totaling an aggregate of $5 million. Upon the purchase of a note,
the Investors would be granted a warrant to purchase the number of shares of the Company's Common
stock equal to the note amount multiplied by .32258, at an exercise price of $0.62 per share. The Company

issued warrants to purchase an aggregate of 435,483 shares of common stock in connection with notes



purchased in April 1999 and May 1999. The Company also issued warrants to purchase an aggregate of
4,865 shares of common stock at an exercise price of $2.72 per share related to interest on the notes. The
notes were converted into 496,322 shares of Series C Preferred stock on May 25, 1999 (see below).

On March 31, 1999, the Company amended its bank loan agreement, which had expired on February 7,
1999. The amendment extended the Company's credit facility through April 1, 2000 and reset certain
financial covenants. The amended agreement provides for the interest rate on the credit facility to increase
by 0.50% and for certain quarterly fees to be paid if the Company does not meet certain quarterly net

revenue requirements, as defined in the amendment.

On May 25, 1999, the Company sold 9,191,176 shares of Series C Convertible Preferred Stock to certain
venture capital investors, including certain Series B Preferred investors for $25 million in cash. The Series
C Preferred will be senior to the Series A Preferred and Series B Preferred and is automatically convertible
into Common stock upon a public stock offering, as defined. Dividends on the Series C Preferred are
cumulative at $0.1632 per share per annum. The Series C Preferred stockholders participate in Common

stock dividends and have Common stock voting rights on an as converted basis.

The Company believes that the proceeds from the sale of the Series C Convertible Preferred Stock and

borrowing availability under its amended credit facility will provide adequate funding to sustain the

Bluestone Software, Inc.

Notes to Financial Statements (Continued)

(INFORMATION AS OF MARCH 31, 1999 AND FOR THE THREE MONTHS ENDED MARCH 31,
1998 AND 1999 IS UNAUDITED) Company's operations through 1999. However, there is no assurance
that the funding will be sufficient to sustain operations until the Company begins generating positive cash

flows.

3. Summary of Significant Accounting Policies:

Interim Financial Statements

The financial statements as of March 31, 1999 and for the three months ended March 31, 1998 and 1999
are unaudited and, in the opinion of management, include adjustments necessary for a fair presentation of
results for those interim periods. The results of operations for the three months ended March 31, 1998

and 1999 are not necessarily indicative of the results to be expected for the entire year.



Pro Forma Financial Information

The unaudited pro forma balance sheet as of March 31, 1999 reflects the sale of 9,191,176 shares of
Series C Preferred stock for $2.72 per share on May 25, 1999 and the conversion of all outstanding
preferred stock, including the Series C, and all accrued preferred stock dividends as of March 31, 1999
into common stock immediately before the completion of the contemplated public offering. The proceeds
from the sale of the Series C Preferred stock are net of $2,494,901 of transaction costs, which include a
warrant to purchase 481,434 shares of common stock at $2.72 per share issued to the placement agent
that was valued at $800,000. The pro forma balance sheet also reflects warrants to purchase 440,348
shares of common stock at a weighted average exercise price of $0.64 per share issued in connection with
the bridge notes (see Note 2) that were valued at $1,100,000 and will be charged to operations during the
three months ended June 30, 1999.

Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles
requires management to make estimates and assumptions that affect the reported amounts of certain
assets and liabilities and related disclosures at the date of the financial statements and the reported
amounts of certain revenues and expenses during the reporting periods. Actual results could differ from

these estimates.

Cash and Cash Equivalents

The Company considers all highly liquid investments with an original maturity of three months or less to

be cash equivalents.

Prepaid Expenses and Other

Prepaid expenses and other at December 31, 1997 includes $243,834 of deferred costs related to support

contracts purchased from third parties for resale in connection with the sale of third party product.

Bluestone Software, Inc.
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(INFORMATION AS OF MARCH 31,1999 AND FOR THE THREE MONTHS ENDED MARCH 31,
1998 AND 1999 IS UNAUDITED)



Property and Equipment

Property and equipment are carried at cost. Depreciation is provided using accelerated methods over the
estimated useful lives of the related assets, generally three to seven years. Leasehold improvements are

amortized over the lease term.

Product Development

Product development expenditures are charged to operations as incurred. Statement of Financial
Accounting Standards ("SFAS") No. 86, "Accounting for the Costs of Computer Software to be Sold, Leased
or Otherwise Marketed," requires the capitalization of certain software development costs subsequent to
the establishment of technological feasibility. The Company has determined that technological feasibility
for its products is generally achieved upon completion of a working model. Since software development
costs have not been significant after the completion of a working model, all such costs have been charged

to product development expense.

Revenue Recognition

The Company sells perpetual licenses to end-users and annual and multi-year licenses primarily to
independent software vendors. The Company also sells its software through value added resellers and
system integrators. The Company derives its services revenues from annual maintenance agreements,
which consist of customer technical support services and unspecified product enhancements, and

consulting and training services.

License fee revenue is generally recognized when a formal agreement exists, delivery of the product has
occurred, the license fee is deemed fixed and determinable and collectibility is probable. License revenue
from arrangements with resellers and system integrators is not recognized until the product is delivered to
end-users. Maintenance revenue is recognized on a straight-line basis over the term of the contract.

Revenues from training and consulting services are recognized as services are performed.

Deferred revenues generally consist of advance customer payments on maintenance contracts. Certain of
the Company's multi-year license agreements provide for payment terms that extend beyond 12 months.
Revenue on such long-term arrangements are recognized when payments become due. Included in
accounts receivable and deferred revenues at December 31, 1998 is $1,865,294 related to an extended

term license fee where the Company received payment and recorded revenue in February 1999.

Concentration of Credit Risk

One customer accounted for approximately 11% of the Company's net revenues for the year ended
December 31, 1998 and one customer accounted for approximately 55% of net accounts receivable at

December 31, 1998. One customer accounted for approximately 57% of net revenues for the three months



ended March 31, 1999. No one customer accounted for greater than 10% of net revenues for the years
ended December 31, 1996 and 1997 or greater than 10% of net accounts receivable at December 31, 1996
and 1997.

Bluestone Software, Inc.

Notes to Financial Statements (Continued)

(INFORMATION AS OF MARCH 31,1999 AND FOR THE THREE MONTHS ENDED MARCH 31,
1998 AND 1999 IS UNAUDITED)

Advertising Costs

The Company expenses advertising costs as incurred. Advertising expense for continuing operations for
the years ended December 31, 1996, 1997 and 1998 and the three months ended March 31, 1998 and
1999 was $781,634, $615,374, $882,761, $105,406 and $378,074, respectively, including $394,808,
$251,640, $549,487, $100,714 and $77,428, respectively, related to attending trade shows.

Income Taxes

Prior to April 17,1997, the Company was taxed as a subchapter S corporation under the Internal Revenue
Code for federal and state income tax purposes. Accordingly, all S Corporation taxable income or losses
were included in the sole stockholder's tax return. In connection with the Series A Convertible Preferred

Stock sale (see Note 7), the Company's subchapter S election was terminated.

Deferred tax assets and liabilities are determined based on differences between the financial reporting and
tax bases of assets and liabilities and are measured using enacted tax rates. The Company accounts for
certain income and expense items for financial reporting purposes differently than for income tax
purposes. The principal differences relate to the Company's conversion to the accrual basis of accounting
for income taxes and certain financial statement reserves that are not currently deductible for income tax

purposes.

Stock Compensation

The Company has elected to follow Accounting Principles Board ("APB") Opinion No. 25, "Accounting for
Stock Issued to Employees," and related interpretations in accounting for its employee stock options.
Under APB No. 25, if the exercise price of the Company's employee stock options equals or exceeds the
market price of the underlying stock on the date of the grant, no compensation expense is recognized. If
the exercise price of an option is below the market price of the underlying stock on the date of grant,
compensation cost is recorded and is recognized in the statements of operations over the vesting period
(see Note 9).



Earnings Per Share

The Company follows SFAS No. 128, "Earnings Per Share," which requires a dual presentation of "basic"
and "diluted" earnings per share ("EPS") on the face of the statements of operations. Basic EPS is computed
by dividing net income (loss) by the weighted average number of shares of common stock outstanding for
the period. Diluted EPS includes the dilutive effect, if any, from the potential exercise or conversion of
securities like stock options, which would result in the issuance of additional shares of common stock. For
each of the three years in the period ended December 31, 1998 and the three months ended March 31,
1998 and 1999, the impact of stock options was not considered as their effect on EPS would be anti-

dilutive.

Fair Value of Financial Instruments

Cash, accounts receivable, prepaid expenses, accounts payable and accrued expenses are reflected in the
accompanying financial statements at fair value due to the short-term nature of those instruments. The

carrying amount of long-term debt obligations approximate fair value at the balance sheet dates.

Bluestone Software, Inc.

Notes to Financial Statements (Continued)

(INFORMATION AS OF MARCH 31,1999 AND FOR THE THREE MONTHS ENDED MARCH 31,
1998 AND 1999 IS UNAUDITED)

Recent Accounting Pronouncements

In June 1997, the Financial Accounting Standards Board issued SFAS No. 130, "Reporting Comprehensive
Income." SFAS No. 130 is effective for fiscal years beginning December 31. 1997, SFAS No. 130 establishes
standards for the reporting and display of comprehensive income in a set of financial statements.
Comprehensive income is defined as the change in net assets of a business enterprise during a period from
transactions generated from non-owner sources. It includes all changes in equity during a period except
those resulting from investments by owners and distributions to owners. The Company has no other
comprehensive income items, therefore, the adoption of SFAS No. 130 had no impact on the financial

statements.

In June 1997, the Financial Accounting Standards Board issued SFAS No. 131, "Disclosures about
Segments of an Enterprise and Related Information." SFAS No. 131 applies to all public companies and is
effective for fiscal years beginning after December 15, 1997. SFAS No. 131 requires that business segment
financial information be reported in the financial statements utilizing the management approach. The

management approach is defined as the manner in which management organizes the segments within the



enterprise for making operating decisions and assessing performance. Subsequent to the spin-off of the
consulting segment, management believes the Company operates in one business segment, therefore, the
adoption of SFAS No. 131 had no impact on the financial statements.

In March 1998, the American Institute of Certified Public Accountants issued Statement of Position
("SOP") 98-1, "Accounting for the Costs of Computer Software Developed or Obtained for Internal Use."
The Company adopted SOP 98-1 in January 1999. The adoption had no material effect on the Company's

financial position or results of operations.

Discontinued Operations

On April 17,1997, in connection with the sale of Series A Convertible Preferred Stock (see Note 7), the
Company spun off its consulting division, which operated as a separate segment, to its then sole
stockholder for no consideration. The spin-off, which included cash of $274,538, has been recorded as a
deemed distribution in the accompanying financial statements. The discontinued operation generated net
revenues of $13,369,459 and $4,537,147 for the years ended December 31, 1996 and 1997, respectively.

Reclasstfications

Prior year financial statements have been reclassified to conform with the current year presentation.

4. Line of Credit:

On December 8, 1997, the Company entered into an agreement with a bank that provides for a
$1,750,000 revolving line of credit and a $500,000 equipment line (see Note 5). The revolver is
collateralized by substantially all of the Company's assets and a $400,000 certificate of deposit at
December 31, 1997. Borrowings under the line are subject to a borrowing base of 80% of eligible accounts
receivable, as defined. The restricted certificate of deposit was sold in 1998 as it was no longer required
collateral. The line bore interest at prime plus 1.5%, through August 16, 1998 at which date the interest

rate was changed to prime plus .75% in conjunction with the equipment line modification
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(INFORMATION AS OF MARCH 31, 1999 AND FOR THE THREE MONTHS ENDED MARCH 31,
1998 AND 1999 IS UNAUDITED) (see Note 5), and expired on December 7, 1998. In December 1998, the
Company and the bank agreed to extended the term of the credit facility to February 7, 1999. The line is
cross-defaulted and cross-collateralized with the equipment line with the bank (see Note 5). The loan

agreement also requires the Company to maintain certain financial and nonfinancial covenants, as defined.



On March 31, 1999, the Company amended its bank loan agreement. The amendment extended the
Company's credit facility through April 1, 2000 and reset certain financial covenants. The amended
agreement provides for the interest rate on the credit facility to increase to prime plus 1.25% and for
certain quarterly fees to be paid if the Company does not meet certain quarterly net revenue requirements,

as defined in the amendment. At March 31, 1999, no additional borrowings were available under the line.

A warrant to purchase 31,250 shares of the Company's Common stock at $.80 per share, as adjusted was
issued to the bank in December 1997 in conjunction with the loan agreement. The warrant is fully
exercisable, has a seven-year term and is subject to an anti-dilution provision, as defined. No value has been

assigned to the warrant as it is not material to the Company's financial statements.

5. Long-term Debt:

DECEMBER 31,

———————————————————————— MARCH
31,
1997 1998
1999
Equipment 1ine with bank. .. ...ttt it ettt e i $ 237,620 $ 1,157,101 $
1,137,186
CaAPItaAl 1BASES . ittt ittt ettt ettt et et 116,027 75,269
64,513
353,647 1,232,370
1,201,699
Less— CUTTENt POTtaON. vttt ettt ettt ettt ettt e eea e eeeeeenneeannenn (83,971) (356,728)
(436,648)
$ 269,676 $ 875,642 $
765,051

At December 31, 1997, the Company's equipment line provided for borrowings of up to $500,000 for
approved capital expenditures, as defined and interest payable monthly on the outstanding balance at a
rate of prime plus 1.5%. In June 1998, the outstanding borrowings as of that date of $237,620 converted
to a term note payable in 36 monthly installments. On August 16, 1998, the Company and the bank
modified the equipment line to provide for additional borrowings of up to $1,762,380 for approved
capital expenditures, as defined. Interest is payable monthly on the outstanding balance at a rate of prime
plus 1.25%. On March 31, 1999, in connection with the loan agreement amendment, the then outstanding
balance of $959,086 was converted to a term note payable in 36 monthly installments and no additional
borrowings are available under the equipment line. The equipment line is secured by equipment and is

cross-defaulted and cross-collateralized with the Company's line of credit (see Note 4).
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6. Subordinated Notes Due to Related Parties:

Note payable to Bluestone Consulting, INCu......cecccvuiecmurieeernirenceerenccrnineeeesecnenseenens $ 500,000 Convertible
subordinated note to related PaArty......cocovvevcrereerirerinrerereninesicseesesesesesesenens 500,000 $1,000,000 In January
1996, the Company entered into a $1,000,000, subordinated 10% loan agreement with the brother of the
Company's founder. The agreement, as amended in connection with the BCI spin-off, provided for the loan
to be structured as a $500,000 convertible note with the Company and a $500,000 convertible note with
BCI. Also in connection with the BCI spin-off, the Company issued BCI a $500,000, 10% note. Interest on
both notes is payable annually. Principal on the convertible note is due on December 31, 2002 and
principal on the note with BCI is due on December 31, 2005. At December 31, 1997 and 1998 and March
31, 1999 other accrued expenses includes $97,526, $206,878 and $124,600, respectively, related to
interest on the notes. The $500,000 convertible subordinated note is convertible into 700,000 shares of
the Company's Common stock at the option of the holder.

7. Mandatorily Redeemable Series a Convertible Preferred
Stock:

On April 18,1997, the Company sold 5,526,316 shares of $0.001 par value Series A Convertible Preferred
Stock to certain venture capital investors, an individual investor and the Company's former sole
shareholder for $5,250,000. This includes 263,158 shares sold to the former sole stockholder in exchange
for canceling a $250,000 note payable due him. The Series A Preferred stock is convertible into an equal
number of shares of Common stock, subject to adjustment, as defined, and is automatically convertible

upon a public stock offering, as defined.

Dividends on the Series A Preferred are cumulative at $0.057 per share per annum and the Series A
Preferred has a liquidation preference of $0.95 per share. At December 31, 1997 and 1998 cumulative
dividends accrued but not declared were $222,658 and $537,658, respectively. Beginning in April 2003,
the holders may require the Company to redeem the Preferred at $0.95 per share plus accrued dividends
over a three-year period. The Series A Preferred stockholders participate in Common stock dividends and

have Common stock voting rights on an as converted basis.

8. Mandatorily Redeemable Series B Convertible Preferred
Stock:

On April 23, 1998, the Company sold 8,782,695 shares of Series B Convertible Preferred Stock to certain
venture capital investors, including its original investors (see Note 7) for approximately $11.4 million in
cash. The Series B Preferred is senior to the Series A Preferred and was originally convertible into an equal
number of shares of Common stock. In 1998, in accordance with the original terms of the Series B
Preferred stock purchase agreement, the conversion ratio was adjusted so that each share of Series B
Preferred is convertible into 2.093 shares of Common stock. In addition, the Series B Preferred is

automatically convertible upon a public stock offering, as defined.



Dividends on the Series B Preferred are cumulative at $0.078 per share per annum and the Series B
Preferred has a liquidation preference of $1.296 per share. At December 31, 1998, cumulative dividends
accrued but not declared were $476,720. Beginning in October 2001, the holders may require the
Company to redeem the Preferred at $1.296 per share plus accrued dividends over an eighteen-month
period. The Series B Preferred stockholders participate in Common stock dividends and have Common

stock voting rights on an as converted basis.
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(INFORMATION AS OF MARCH 31, 1999 AND FOR THE THREE MONTHS ENDED MARCH 31,
1998 AND 1999 IS UNAUDITED)

9. Stock Option and Employee Benefit Plans:

Stock Option Plan

In 1996, the Company adopted the 1996 Incentive and Non-Qualified Stock Option Plan (the "1996 Plan")
under which incentive and nonstatutory stock options to acquire shares of the Company's Common stock
may be granted to officers, employees and consultants of the Company. Incentive stock options must be
issued at an exercise price not less than the fair market value of the underlying shares on the date of grant.
Options granted under the 1996 Plan are exercisable over a period of time, not to exceed ten years, and are
subject to other terms and conditions specified in the individual option grants. In April 1997, in
connection with the sale of Series A Convertible Preferred Stock (see Note 7), the 1996 Plan was amended
and restated, increasing the total shares available under the plan to 2,500,000. On August 7, 1997, all
outstanding options granted under the 1996 Plan were canceled and 483,900 were reissued at an exercise
price of $0.70 per share. In April 1998, in connection with the sale of Series B Convertible Preferred Stock
(see Note 8), the 1996 Plan was amended and restated, increasing the total shares available under the plan
to 4,500,000. In March 1999, the 1996 Plan was amended to increase the total shares available under the
plan to 9,429,049.

Information relative to the 1996 Plan is as follows:

WEIGHTED

RANGE OF AGGREGATE
AVERAGE

EXERCISES EXERCISE
EXERCISE

SHARES PRICES PRICE

PRICE
Outstanding January 1, 1996. .. ...uuiiiiiiininneneeneenennannnn - 3 - $ -- $

Granted. ..ot i e 762,100 2.00 1,524,200



2.00

Outstanding December 31, 1996. ... ..ttt eneeeeennnnennnnns 762,100 2.00 1,524,200
2.00

[ =T o o Y PSP 1,640,143 0.70-3.00 1,279,200
0.78

Canceled. .ottt e e e et e e e (1,071,000) 0.70-3.00 (1,871,530)
1.75
Outstanding December 31, 1997 ... .ttt nneneeeennnannnenns 1,331,243 0.70 931,870
0.70

BTANTEA e « v v e et e et e e e e e e e e e e 2,518,776 0.70-0.96 2,249,416
0.89

=S e ==Y [P Y (8,125) 0.70 (5,688)
0.70

[>T 0 TeT=X = [ (59,275) 0.70 (41,493)
0.70
Outstanding December 31, 1998. .. ... .ttt tennnnnnnnnnns 3,782,619 0.70-0.96 3,134,105
0.83

[ =T o of Y PSP 2,348,727 0.96 2,254,778
0.96

DG o == [ PP (750) 0.70-0.96 (646)
0.86

{01 0 TeT=3 K= [ (69,043) 0.70-0.96 (61,405)
0.89
Outstanding March 31, 1999. ... ittt ittt ttieennnnnns 6,061,553 $ 0.70-0.96 $ 5,326,832 $
0.88

There were options to purchase 2,929,275 shares of common stock exercisable as of March 31, 1999. In
addition, as of March 31, 1999, there were options to purchase 3,358,621 shares of common stock
available for grant under the 1996 Plan.

The Company applies Accounting Principles Board Opinion No. 25, "Accounting for Stock Issued to
Employees," and the related interpretations, in accounting for its stock option plan. Had compensation

cost for the 1996 Plan been determined based upon the fair value of the options at the
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(INFORMATION AS OF MARCH 31,1999 AND FOR THE THREE MONTHS ENDED MARCH 31,
1998 AND 1999 IS UNAUDITED) date of grant, as prescribed under SFAS 123, the Company's net loss
for the years ended December 31, 1997 and 1998 would have increased to the following pro forma

amount:

Year Ended December 31, 1997 1998

Net 108S, @S TEPOTLEd..uuururereeerriurireiieiaeeeeessessessessesseasesssseens $(3,797,571) $ (11,604,682) Pro forma net
LOSSuurrererereeeeeeretere e sere s st s nenene $ (3,871,550) $ (11,764,529) The weighted average fair value of
the options granted are estimated as $0.25 to $0.28 per share on the date of grant using the Black-Scholes
option-pricing model with the following assumptions: no expected dividend yield, a volatility of 0.0%,
risk-free interest rates ranging from 4.514% to 6.738% based on the rates in effect on the date of grant,

and an expected life of seven years.



Retirement Savings Plan

The Company has a retirement savings plan (the "Plan") that qualifies under Section 401(k) of the Internal

Revenue Code. Eligible employees may contribute up to 15% of their annual compensation, as defined by

the Plan. The Company contributes to the Plan at a rate of 10% of the employee's contributions up to a

maximum of 6% of the employee's salary. The Company's contributions to the Plan were $10,452,
$22,009, $31,807, $7,317 and $11,075 for the years ended December 31, 1996, 1997 and 1998, and the

three months ended March 31, 1998 and 1999, respectively.

10. Income Taxes:

The income tax provision consists of the following:

Year Ended December 31, 1997 1998

CUTTENt PrOVISION . i vttt ittt ittt ettt eaeeeeeeeeneeaeeseeneeeesseennaeeesseennaaansas

Deferred benefdt. ... i i i ettt ettt i e e e e e

(81,000)

Net operating loss not benefited.........iiiiiiiiiiiiiiiiiiiii i iiiiiieieeeeannnn

(4,410,000)

Termination of S COrpPoOration STATUS. .ttt ittt ittt ettt et e e e eeennnnnaaenns

Increase in valuation allowanCe. ... .u i i it i it i i ittt eeeeeeennneeeeeeeeeeeennnnnns

4,491,000

The tax effect of the differences that give rise to deferred income taxes is as follows:

December 31 1997 1998

Net operating loss

carryforwards............... $ 1,134,000 $ 5,544,000
Accounts receivable........... 15,000 18,000
Accrued exXpenses.............. 71,000 174,000
Property and equipment........ 24,000 24,000
Deferred revenue adjustment... 315,000 252,000
Cash-to-accrual adjustment.... (240,000) (202,000)

1,319,000 5,810,000

Less-Valuation allowance...... (1,319,000) (5,810,000)

$

(64,000)
(1,134,000)
(121,000)

1,319,000
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(INFORMATION AS OF MARCH 31, 1999 AND FOR THE THREE MONTHS ENDED MARCH 31,
1998 AND 1999 IS UNAUDITED) The Company has established a valuation allowance for the full amount
of the net deferred tax asset due to the limited operating history of the Company and uncertainty
surrounding realizability. At December 31, 1998, the Company had a net operating loss carryforward of
approximately $14 million beginning to expire in 2012 for federal tax purposes and in 2004 for state tax

purposes.

11. Transactions with Bci:

On April 17,1997, in connection with the sale of the Series A Convertible Preferred Stock (see Note 7), the
Company spun off its consulting division, BCI, to its then sole stockholder, who is currently a director of

the Company.

In connection with the spin-off, the Company entered into the Intercompany Services Agreement with
BCI, whereby the Company allows BCI access to certain technology at no charge and BCI provided the
Company certain administrative services and access to certain computer systems at an allocated cost based

on actual cost and usage. For the year ended December 31, 1997, general and administrative expense
includes $871,784 for such services provided by BCL

The Company also sells certain software products and services to BCI and purchases certain consulting
services from BCI. For the years ended December 31, 1997 and 1998 and for the three months ended
March 31, 1998 and 1999, the Company's sales to BCI totaled $40,448, $58,607, $22,606 and $9,320,
respectively, and total purchases from BCI were $47,088, $351,739, $185,555 and $44,960, respectively.
At December 31,1997 and 1998 and March 31, 1999, accounts receivable includes $5,217, $23,299 and
$19,660, respectively, due from BCI and accounts payable includes $43,889, $77,097 and $29,760,
respectively, payable to BCI.

On March 31, 1998, the Company decided to no longer sell non-proprietary software products. In
addition, the Company agreed to allow BCI to commence the sale and support of this product line, and

sub-contracted support services to BCI related to previously sold maintenance contracts. The Company
paid BCI $450,000 in 1998 and paid BCI $150,000 in 1999, for the sub-contracted support services.

The Company also sub-leases a portion of its operating facility to BCI (see Note 12). Amounts charged to
BCI, which reduced the Company's rent expense for the years ended December 31, 1997 and 1998 and the
three months ended March 31, 1998 and 1999, totaled $130,588, $74,165, $19,702 and $23,434,
respectively. During the year ended December 31, 1998 and the three months ended March 31, 1998 and
1999, the Company rented certain equipment from BCI, totaling $89,489, $15,938 and $23,907,

respectively.



In connection with the Series A Convertible Preferred Stock sale and spin-off of BCI, the Company issued
a $500,000, 10% note payable to BCI (see Note 6).

Bluestone Software, Inc.

Notes to Financial Statements (Continued)

(INFORMATION AS OF MARCH 31, 1999 AND FOR THE THREE MONTHS ENDED MARCH 31,
1998 AND 1999 IS UNAUDITED)

12. Commitments and Contingencies:

The Company has operating leases on its office facilities (see Note 11) and certain equipment. Future

minimum lease payments under such noncancelable operating leases are summarized as follows, as of
December 31, 1998:

454,662
$2,799,081

Rent expense for continuing operations was $263,079, $551,832, $691,615, $131,849 and $205,671 for
the years ended December 31, 1996, 1997 and 1998 and the three months ended March 31, 1998 and
1999, respectively.

The Company is involved in certain legal actions arising in the ordinary course of business. Management
believes that the outcome of such actions will not have a material adverse effect on the Company's

financial position or results of operations.

Report of Independent Public Accountants

Bluestone Software, Inc.

We have audited, in accordance with generally accepted auditing standards, the financial statements of
Bluestone Software, Inc. included in this registration statement and have issued our report thereon dated
March 31, 1999. Our audit was made for the purpose of forming an opinion on the basic financial
statements taken as a whole. The accompanying financial statement schedule is the responsibility of the
Company's management and is presented for purposes of complying with the Securities and Exchange

Commission's rules and is not part of the basic financial statements. This schedule has been subjected to



the auditing procedures applied in the audit of the basic financial statements and, in our opinion, fairly
states in all material respects the financial data required to be set forth therein in relation to the basic

financial statements taken as a whole.

/s/ Arthur Andersen LLP Philadelphia, PA March 31, 1999
Bluestone Software, Inc.,

Schedule Ii--valuation and Qualifying Accounts

Allowance for Doubtful Accounts:

BALANCE AT CHARGED TO SPIN-OFF OF

BALANCE AT
BEGINNING OF  COSTS AND  CONSULTING

END OF

PERIOD EXPENSES DIVISION  WRITE-OFFS
PERIOD
L $ 37,012 $ 32,800 $ -- $ (25,339) $
44,473
19971 et et 77,090 95,883 (104,372)  (31,589)
37,012
1996 e et e e e 69,073 94,217 -- (86,200)
77,090

[Inside Back Cover of Prospectus] Graphic:

Single page graphic containing five stones arranged one on top of the other and descending in size from
top to bottom. The bottom three stones are flat and grey in color. The top two stones are circular, with the
penultimate stone colored grey and the top stone colored blue. The middle right side of the graphic,

positioned to the right of the middle stone, contains the statement "Bluestone rocks."

You may rely only on the information contained in this prospectus. We have not authorized anyone to
provide information different from that contained in this prospectus. Neither the delivery of this
prospectus nor the sale of common stock means that information contained in this prospectus is correct
after the date of the prospectus. This prospectus is not an offer to sell or solicitation of an offer to buy

these shares of common stock in any circumstances under which the offer or solicitation is unlawful.
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Part 1

Item 13. Other Expenses of Issuance and Distribution

Securities and Exchange Commission registration fee.........coccevevuiinincnee $ 12,788 NASD and Blue Sky fees
ANd EXPENSES.cueurenrereerererererereseeresereseseseeas Nasdaq National Market listing fee........coeeveeurevceurirccmnurcncnnnnencs
Accountants' fees and eXPenses.........ciceniicinienienn. Legal fees and

EXPEIISES uuiuiriiieririniisissesenesiissessrsssssssassesenens Transfer Agent's fees and eXpenses.........ocoeevevcccrccinnennieninineenes

Printing and engraving eXpenses.......cocoeeeeeeererereseseseecseeesesesesenes

Miscellaneous........ocucueiiucreinicsnisiinieeeeesssseaens Total EXPENSeS....cvieviircriicriicsesiesesiscsessssesesssnenes

Item 14. Indemnification of Directors and Officers.

Section 145 of the Delaware General Corporation Law permits each Delaware business corporation to
indemnify its directors, officers, employees and agents against liability for each such person's acts taken in
his or her capacity as a director, officer, employee or agent of the corporation if such actions were taken in
good faith and in a manner which he or she reasonably believed to be in or not opposed to the best
interests of the corporation, and with respect to any criminal action, if he or she had no reasonable cause
to believe his or her conduct was unlawful. Section 23.1 of Bluestone's bylaws provides that Bluestone, to
the full extent permitted by Section 145 of the Delaware General Corporation Law, shall indemnify all
past and present directors, officers, employees and agents of Bluestone who were or are parties or are
threatened to be made parties to or are involved in any action, suit or proceeding against all expenses,
liability and losses in connection with such proceeding. Such expenses may be paid by Bluestone in
advance of the final disposition of the action upon receipt of an undertaking to repay the advance if it is

ultimately determined that such person is not entitled to indemnification.

As permitted by Section 102(b)(7) of the Delaware General Corporation Law, Article VIII of Bluestone's
certificate of incorporation provides that no director of Bluestone shall be liable to Bluestone for monetary
damages for breach of fiduciary duty as a director, except for liability (i) for any breach of the director's
duty of loyalty to Bluestone or its stockholders, (ii) for acts or omissions not in good faith or which involve
intentional misconduct or a knowing violation of law, (iii) for the unlawful payment of dividends on or
redemption of Bluestone's capital stock, or (iv) for any transaction from which the director derived an

improper personal benefit.

Bluestone has obtained a policy insuring it and its directors and officers against certain liabilities, including

liabilities under the Securities Act.

It is anticipated that the Underwriting Agreement to be filed as Exhibit 1.1 to this Registration Statement
will provide for indemnification by the Underwriters of the Registrant and its officers and directors for

certain liabilities arising under the Securities Act or otherwise.



Item 15. Recent Sales of Unregistered Securities

During the past three years, the Registrant has sold the securities set forth below which were not registered

under the Securities Act:

Pursuant to a stock purchase agreement dated April 18, 1997, the Registrant issued 5,526,316 shares of
Series A preferred stock to institutional and accredited investors for a total purchase price of $5.25 million
or $0.95 per share, including 263,158 shares of Series A preferred stock to Mel Baiada. No underwriters

were used for such offering.

In connection with the Registrant's credit facility with Silicon Valley Bank, the Registrant issued to Silicon
Valley Bank a warrant dated November 24, 1997 to purchase up to 31,250 shares of common stock at an
exercise price equal to $0.80 per share. The warrant may be exercised at any time prior to November 24,
2004. The exercise price of the warrant and the number of shares of common stock into which the warrant
is exercisable are subject to proportionate adjustment in the event of stock dividends payable in shares of
common stock and combinations and splits of common stock. In addition, pursuant to an antidilution
agreement between the Registrant and Silicon Valley Bank dated November 24, 1997, the exercise price of
the warrant and the number of shares of common stock into which the warrant is exercisable are subject to
adjustment on a broad-based weighted average basis for issuance of securities after November 24, 1997 for

less than the then applicable exercise price for the warrant.

Pursuant to a stock purchase agreement dated April 22, 1998, the Registrant issued 8,782,695 shares of
Series B preferred stock to institutional and accredited investors for a total purchase price of $11.4 million
or $1.296 per share.

On January 21, 1999, the Registrant entered into the Note and Warrant Purchase Agreement with
substantially all of the holders of the Series B preferred stock (the "Investors"). Under the Note and
Warrant Purchase Agreement, the Investors agreed to provide subordinated secured debt financing of up
to $5.0 million (the "Committed Principal Amount"). The Registrant drew down $1.35 million of such debt
and issued 10% Convertible Subordinated Secured Notes and warrants to purchase up to 435,483 shares
of common stock at an exercise price equal to $0.62 per share to the Investors. The outstanding $1.35
million of the Committed Principal Amount was converted into Series C preferred stock as part of our
issuance of 9,191,176 shares of Series C preferred stock at $2.72 per share on May 25, 1999.

Pursuant to a stock purchase agreement dated May 25, 1999, the Registrant issued 9,191,176 shares of
Series C preferred stock to institutional and accredited investors for a total purchase price of $25.0
million, or $2.72 per share. Deutsche Bank Securities Inc. acted as the placement agent for such offering

for which it received $1.4 million and a warrant to purchase up to 481,434 shares of common stock at
$2.72 per share.

Bluestone believes that the transactions described above were exempt from registration under Section 3(b)
or 4(2) of the Securities Act because the subject securities were sold to a limited group of persons, each of
whom was believed to have been a sophisticated, accredited investor or to have had a pre-existing business
or personal relationship with Bluestone or its management and to have been purchasing for investment

without a view to further distribution. In addition, the recipients of securities in each such transaction



represented their intentions to acquire the securities for investment only and not with a view to or for sale
in connection with any distribution thereof and appropriate legends were affixed to the share certificates

issued in such transactions. All recipients had adequate access to information about Bluestone.

ltem 16. Exhibits and Financial Statement Schedules

(a) The following exhibits are filed herewith or incorporated herein by reference:

Exhibit No. Description

1.1* Form of Underwriting Agreement.

2.1 Contribution and Distribution Agreement, dated April 17, 1997, between Bluestone and Bluestone

Consulting, Inc.
3.1 Third Amended and Restated Certificate of Incorporation of Bluestone, as amended.

3.2 Bylaws of Bluestone.

Exhibit No. Description

3.3* Form of Fourth Amended and Restated Certificate of Incorporation of Bluestone.
3.4* Form of Amended and Restated Bylaws of Bluestone.

4.1* Specimen Stock Certificate of Bluestone.

5.1* Opinion of Pepper Hamilton LLP.

10.1+ 1996 Incentive and Non-Qualified Stock Option Plan of Bluestone, as amended, including forms of
Incentive Stock Option Agreement, Non-Qualified Stock Option Agreement and Stock Purchase and

Restriction Agreement.

10.2*+ Directors Compensation Plan of Bluestone.

10.3+ Forms of Employee Confidentiality Agreements of Bluestone.

10.4+ Executive Employment Agreement, dated April 18, 1997, between Mel Baiada and Bluestone.

10.5+ First Amendment to Executive Employment Agreement, dated January 13, 1999, between Mel

Baiada and Bluestone.

10.6+ Executive Employment Agreement, dated April 24, 1997, between Robert Bickel and Bluestone.
10.7+ Severance Agreement, dated September 17, 1998, between P. Kevin Kilroy and Bluestone.
10.8+ Severance Agreement, dated September 17, 1998, between Robert Bickel and Bluestone.

10.9+ Severance Agreement, dated September 17, 1998, between John H. Capobianco and Bluestone.

10.10+ Severance Agreement, dated September 17, 1998, between Enrico J. Ballezzi and Bluestone.



10.11 Consulting Agreement between Bluestone and Andrew J. Filipowski dated as of May 3, 1999.
10.12* Reseller Agreement, dated January 1, 1998, between Bluestone and Bluestone Consulting, Inc.
10.13 Subcontract Agreement, dated April 23, 1998, between Bluestone and Bluestone Consulting, Inc.

10.14 Intercompany Services Agreement, dated April 17, 1997, between Bluestone and Bluestone

Consulting, Inc.

10.15 Service Mark License Agreement, dated April 17, 1997, between Bluestone and Bluestone
Consulting, Inc.

10.16 $500,000 Amended and Restated Convertible and Subordinated Note, dated April 17, 1997, by

Bluestone in favor of Mark Baiada.

10.17 $500,000 Promissory Note, dated April 17, 1997, by Bluestone in favor of Bluestone Consulting,

Inc.

10.18* Sublease Agreement dated as of April 18, 1997 between Bluestone (as sublandlord) and Bluestone

Consulting, Inc. (as subtenant).
10.19* Equipment Lease, dated September 5, 1997, between Bluestone and Colonial Pacific Leasing.

10.20 Loan and Security Agreement, dated as of December 8, 1997, between Silicon Valley Bank and
Bluestone.

Exhibit No. Description

10.21 First Loan Modification Agreement, dated as of August 16, 1998, between Silicon Valley Bank and

Bluestone.

10.22 Second Loan Modification Agreement, dated as of January 21, 1999, between Silicon Valley Bank

and Bluestone.

10.23 Third Loan Modification Agreement, dated as of March 30, 1999, between Silicon Valley Bank and

Bluestone.

10.24 Negative Pledge Agreement, dated as of August 16, 1998, between Silicon Valley Bank and

Bluestone.

10.25 Warrant to purchase 31,250 shares of Common Stock of Bluestone, dated as of November 24, 1997,

issued by Bluestone to Silicon Valley Bank, as amended.

10.26 Antidilution Agreement, dated as of November 24, 1997, between Silicon Valley Bank and

Bluestone.

10.27 Registration Rights Agreement, dated as of November 24, 1997, between Silicon Valley Bank and

Bluestone.



10.28 Form of Warrant to purchase 481,434 shares of Common Stock of Bluestone, dated as of May 25,
1999, issued by Bluestone to Deutsche Banc Alex. Brown 10.29 Series A Preferred Stock Purchase
Agreement, dated as of April 18, 1997, between Bluestone and the investors listed therein.

10.30 Series B Preferred Stock Purchase Agreement, dated as of April 22, 1998, between Bluestone and

the investors listed therein.

10.31 Convertible Subordinated Secured Note and Warrant Purchase Agreement, dated as of January 21,

1999, between Bluestone and the investors listed therein.

10.32 Form of Warrant issued to the investors under the Convertible Subordinated Secured Note and

Warrant Purchase Agreement dated January 21, 1999.

10.33 Preferred Stock Purchase Agreement relating to the sale of Series C Preferred Stock, dated as of
May 25, 1999, between Bluestone and the purchasers listed therein.

10.34 Second Restated First Refusal and Co-Sale Agreement, dated as of May 25, 1999, between

Bluestone and the investors and stockholders listed therein.

10.35 Second Restated Investors' Rights Agreement, dated as of May 25, 1999, between Bluestone and the

investors and stockholders listed therein, as amended by the First Amendment dated as of June 16, 1999.

10.36 Restated Voting Agreement, dated as of April 23, 1998, between Bluestone and the investors and
founders listed therein, as amended by the First Amendment dated as of June 16, 1999.

10.37 Lease for headquarters space at 1000 Briggs Road, Mount Laurel, New Jersey, dated September 27,
1993, with Liberty Property Limited Partnership (successor to Briggs Properties Partnership) as landlord.

10.38* Sublease Agreement between Bluestone and Bluestone Consulting, Inc. dated as of April 18, 1997.
23.1 Consent of Arthur Andersen LLP.

23.2* Consent of Pepper Hamilton LLP (included in Exhibit 5.1).

Exhibit No. Description

24.1 Powers of Attorney (included in the signature page to the Registration Statement).
27.1 Financial Data Schedule (in electronic format only).

*'To be filed by amendment.

+ Management contract or compensatory plan.

(b) The following financial statement schedule and the report related thereto are included with this

Registration Statement:
1. Schedule II--Valuation and Qualifying Accounts of Bluestone.
2. Report of Arthur Andersen LLP on financial statement schedule.

Schedules, other than those referred to above, are omitted as non-applicable or not required, or the

required information is shown in the financial statements or notes thereto.



Item 17. Undertakings

(a) The undersigned Registrant hereby undertakes to provide to the Underwriters at the closing specified
in the Underwriting Agreements certificates in such denominations and registered in such names as

required by the Underwriters to permit prompt delivery to each purchaser.

(b) Insofar as indemnification for liabilities arising under the Securities Act may be permitted to directors,
officers and controlling persons of the Registrant pursuant to the foregoing provisions, or otherwise, the
Registrant has been advised that, in the opinion of the Securities and Exchange Commission, such
indemnification is against public policy as expressed in the Securities Act and is, therefore, unenforceable.
In the event that a claim for indemnification against such liabilities (other than the payment by the
Registrant of expenses incurred or paid by a director, officer or controlling person of the Registrant in the
successful defense of any action, suit or proceeding) is asserted by such director, officer or controlling
person in connection with the securities being registered, the Registrant will, unless in the opinion of its
counsel the matter has been settled by controlling precedent, submit to a court of appropriate jurisdiction
the question whether such indemnification by it is against public policy as expressed in the Securities Act

and will be governed by the final adjudication of such issue.
(c) The Registrant hereby undertakes that:

(i) For purposes of determining any liability under the Securities Act, the information omitted from the
form of prospectus filed as part of this Registration Statement in reliance upon Rule 430A and contained
in the form of prospectus filed by the Registrant pursuant to Rule 424(b)(1) or (4) or 497(h) under the
Securities Act shall be deemed to be part of the Registration Statement as of the time it was declared

effective.

(ii) For purposes of determining any liability under the Securities Act, each post-effective amendment that
contains a form of prospectus shall be deemed to be a new registration statement relating to the securities
offered therein, and the offering of such securities at that time shall be deemed to be the initial bona fide

offering thereof.

Signatures

Pursuant to the requirements of the Securities Act, the registrant has duly caused this registration
statement to be signed on its behalf by the undersigned, thereunto duly authorized, in Mount Laurel, New
Jersey on the 2nd day of July, 1999.

Bluestone Software, Inc.

By: /s/ P. KEVIN KILROY P. Kevin Kilroy President and Chief Executive Officer



Power of Attorney

KNOW ALL MEN BY THESE PRESENTS, that each individual whose signature appears below constitutes
and appoints P. Kevin Kilroy and Craig Huke, and each or any of them, his true and lawful attorneys-in-
fact and agents, with full power of substitution and resubstitution, for him and in his name, place and
stead, in any and all capacities, to sign any and all amendments (including post-effective amendments) to
this Registration Statement and other registration statements and amendments thereto relating to the
Offering contemplated by this Registration Statement (including registration statements under Rule 462
promulgated under the Securities Act of 1933, as amended), and to file the same, with all exhibits thereto
and other documents in connection therewith, with the Securities and Exchange Commission, granting
unto said attorneys-in-fact and agents, and each of them, full power and authority to do and perform each
and every act and thing requisite and necessary to be done in and about the premises, as fully to all intents
and purposes as he might or could do in person, hereby ratifying and confirming all that said attorneys-in-
fact and agents, or any of them, or their, his substitutes or substitute, may lawfully do or cause to be done

by virtue hereof.

Pursuant to the requirements of the Securities Act, this registration statement has been signed by the

following persons in the capacities and on the dates indicated.

Signature Title Date

/s/ P. MELAN BAIADA Chairman of the Board of
B ittt Directors July 2, 1999
P. Melan Baiada

President and Chief

/s/ P. KEVIN KILROY Executive Officer and
s Director (Principal July 2, 1999
P. Kevin Kilroy Executive Officer)

Senior Vice President Chief

/s/ S. CRAIG HUKE Financial Officer
B i (Principal Financial and July 2, 1999
S. Craig Huke Accounting Officer)
/s/ GREGORY M. CASE Director
B e L e e P L e July 2, 1999
Gregory M. Case
Signature Title Date
/s/ WILLIAM C. HULLEY Director
B e L e L L L L L July 2, 1999
William C. Hulley
/s/ ANTON SIMUNOVIC Director
e July 2, 1999
Anton Simunovic
/s/ ANDREW J. FILIPOWSKI Director
B ittt July 2, 1999

Andrew J. Filipowski

/s/ PAUL E. BLONDIN Director
GG R LR LR PR July 2, 1999



Paul E. Blondin

Exhibit Index

Exhibit No. Description

1.1* Form of Underwriting Agreement.

2.1 Contribution and Distribution Agreement, dated April 17, 1997, between Bluestone and Bluestone
Consulting, Inc.

3.1 Third Amended and Restated Certificate of Incorporation of Bluestone, as amended.
3.2 Bylaws of Bluestone.

3.3* Form of Fourth Amended and Restated Certificate of Incorporation of Bluestone.
3.4* Form of Amended and Restated Bylaws of Bluestone.

4.1* Specimen Stock Certificate of Bluestone.

5.1* Opinion of Pepper Hamilton LLP.

10.1+ 1996 Incentive and Non-Qualified Stock Option Plan of Bluestone, as amended, including forms of
Incentive Stock Option Agreement, Non-Qualified Stock Option Agreement and Stock Purchase and

Restriction Agreement.

10.2*+ Directors Compensation Plan of Bluestone.

10.3+ Forms of Employee Confidentiality Agreements of Bluestone.

10.4+ Executive Employment Agreement, dated April 18, 1997, between Mel Baiada and Bluestone.

10.5+ First Amendment to Executive Employment Agreement, dated January 13, 1999, between Mel

Baiada and Bluestone.

10.6+ Executive Employment Agreement, dated April 24, 1997, between Robert Bickel and Bluestone.
10.7+ Severance Agreement, dated September 17, 1998, between P. Kevin Kilroy and Bluestone.

10.8+ Severance Agreement, dated September 17, 1998, between Robert Bickel and Bluestone.

10.9+ Severance Agreement, dated September 17, 1998, between John H. Capobianco and Bluestone.
10.10+ Severance Agreement, dated September 17, 1998, between Enrico J. Ballezzi and Bluestone.
10.11 Consulting Agreement between Bluestone and Andrew J. Filipowski dated as of May 3, 1999.
10.12* Reseller Agreement, dated January 1, 1998, between Bluestone and Bluestone Consulting, Inc.
10.13 Subcontract Agreement, dated April 23, 1998, between Bluestone and Bluestone Consulting, Inc.

10.14 Intercompany Services Agreement, dated April 17, 1997, between Bluestone and Bluestone

Consulting, Inc.



10.15 Service Mark License Agreement, dated April 17, 1997, between Bluestone and Bluestone

Consulting, Inc.

10.16 $500,000 Amended and Restated Convertible and Subordinated Note, dated April 17, 1997, by

Bluestone in favor of Mark Baiada.

10.17 $500,000 Promissory Note, dated April 17, 1997, by Bluestone in favor of Bluestone Consulting,

Inc.

Exhibit No. Description

10.18* Sublease Agreement dated as of April 18, 1997 between Bluestone (as sublandlord) and Bluestone

Consulting, Inc. (as subtenant).
10.19* Equipment Lease, dated September 5, 1997, between Bluestone and Colonial Pacific Leasing.

10.20 Loan and Security Agreement, dated as of December 8, 1997, between Silicon Valley Bank and

Bluestone.

10.21 First Loan Modification Agreement, dated as of August 16, 1998, between Silicon Valley Bank and

Bluestone.

10.22 Second Loan Modification Agreement, dated as of January 21, 1999, between Silicon Valley Bank

and Bluestone.

10.23 Third Loan Modification Agreement, dated as of March 30, 1999, between Silicon Valley Bank and

Bluestone.

10.24 Negative Pledge Agreement, dated as of August 16, 1998, between Silicon Valley Bank and

Bluestone.

10.25 Warrant to purchase 31,250 shares of Common Stock of Bluestone, dated as of November 24, 1997,

issued by Bluestone to Silicon Valley Bank, as amended.

10.26 Antidilution Agreement, dated as of November 24, 1997, between Silicon Valley Bank and

Bluestone.

10.27 Registration Rights Agreement, dated as of November 24, 1997, between Silicon Valley Bank and

Bluestone.

10.28 Form of Warrant to purchase 481,434 shares of Common Stock of Bluestone, dated as of May 25,
1999, issued by Bluestone to Deutsche Banc Alex. Brown 10.29 Series A Preferred Stock Purchase

Agreement, dated as of April 18, 1997, between Bluestone and the investors listed therein.

10.30 Series B Preferred Stock Purchase Agreement, dated as of April 22, 1998, between Bluestone and

the investors listed therein.

10.31 Convertible Subordinated Secured Note and Warrant Purchase Agreement, dated as of January 21,

1999, between Bluestone and the investors listed therein.



10.32 Form of Warrant issued to the investors under the Convertible Subordinated Secured Note and

Warrant Purchase Agreement dated January 21, 1999.

10.33 Preferred Stock Purchase Agreement relating to the sale of Series C Preferred Stock, dated as of
May 25,1999, between Bluestone and the purchasers listed therein.

10.34 Second Restated First Refusal and Co-Sale Agreement, dated as of May 25, 1999, between

Bluestone and the investors and stockholders listed therein.

10.35 Second Restated Investors' Rights Agreement, dated as of May 25, 1999, between Bluestone and the
investors and stockholders listed therein, as amended by the First Amendment dated as of June 16, 1999.

10.36 Restated Voting Agreement, dated as of April 23, 1998, between Bluestone and the investors and
founders listed therein, as amended by the First Amendment dated as of June 16, 1999.

10.37 Lease for headquarters space at 1000 Briggs Road, Mount Laurel, New Jersey, dated September 27,
1993, with Liberty Property Limited Partnership (successor to Briggs Properties Partnership) as landlord.

Exhibit No. Description

10.38* Sublease Agreement between Bluestone and Bluestone Consulting, Inc. dated as of April 18, 1997.
23.1 Consent of Arthur Andersen LLP.

23.2* Consent of Pepper Hamilton LLP (included in Exhibit 5.1).

24.1 Powers of Attorney (included in the signature page to the Registration Statement).

27.1 Financial Data Schedule (in electronic format only).

*To be filed by amendment.

+ Management contract or compensatory plan. </TEXT>



