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PROSPECTUS (Subject to Completion)
Issued August 17, 2009

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 we are not soliciting offers to buy these securities in any state where the offer or sale is not
permitted.

4,314,000 Shares

Rosetta Stone Inc.

COMMON STOCK

Rosetta Stone Inc. is offering 40,000 shares of its common stock and the selling stockholders are offering 4,274,000 shares of common stock.
We will not receive any proceeds from the sale of shares by the selling stockholders.

Our common stock is listed on the New York Stock Exchange under the symbol "RST." On August 14, 2009, the reported last sale price of
the common stock on the New York Stock Exchange was $28.35 per share.

Investing in our common stock involves risks. See "Risk Factors" beginning on page 12.

PRICE $           A SHARE

Price to
Public

Underwriting
Discounts and
Commissions

Proceeds to
Company

Proceeds to
Selling

Stockholders
Per Share $          $          $          $          
Total $                   $                   $                   $                   

Some of the selling stockholders have granted the underwriters the right to purchase up to an
additional 647,100 shares of common stock to cover over-allotments.
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The Securities and Exchange Commission and state securities regulators have not approved or disapproved these securities, or determined if
this prospectus is truthful or complete. Any representation to the contrary is a criminal offense.

Morgan Stanley & Co. Incorporated expects to deliver the shares of common stock to purchasers on               , 2009.

MORGAN STANLEY WILLIAM BLAIR & COMPANY

JEFFERIES & COMPANY

                          PIPER JAFFRAY

                        ROBERT W. BAIRD & CO.

LAZARD CAPITAL MARKETS

               , 2009
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You should rely only on the information contained in this prospectus or in any free-writing prospectus we may specifically authorize to be
delivered or made available to you. We have not, the selling stockholders have not and the underwriters have not authorized anyone to provide
you with additional or different information. We and the selling stockholders are offering to sell, and seeking offers to buy, shares of our
common stock only in jurisdictions where offers and sales are permitted. The information in this prospectus or a free-writing prospectus is
accurate only as of its date, regardless of its time of delivery or of any sale of shares of our common stock. Our business, financial condition,
results of operations and prospects may have changed since that date.

For investors outside the United States: We have not, the selling stockholders have not and the underwriters have not done anything that would
permit this offering or possession or distribution of this prospectus in any jurisdiction where action for that purpose is required, other than in the
United States. Persons outside the United States who come into possession of this prospectus must inform themselves about, and observe any
restrictions relating to, the offering of the shares of common stock and the distribution of this prospectus outside of the United States.

i

Edgar Filing: ROSETTA STONE INC - Form S-1/A

14



Table of Contents

 PROSPECTUS SUMMARY

This summary highlights information contained elsewhere in this prospectus and does not contain all of the information that you should
consider in making your investment decision. Before investing in our common stock, you should carefully read this entire prospectus, including
our consolidated financial statements and the related notes and the information set forth under the headings "Risk Factors" and "Management's
Discussion and Analysis of Financial Condition and Results of Operations," in each case included elsewhere in this prospectus.

ROSETTA STONE INC.

Overview

We are a leading provider of technology-based language learning solutions. We develop, market and sell language learning solutions consisting
of software, online services and audio practice tools primarily under our Rosetta Stone brand. Our teaching method, which we call Dynamic
Immersion, is designed to leverage the innate, natural language learning ability that children use to learn their native language. Our courses are
based on our proprietary interactive technologies and pedagogical content, and utilize a sophisticated sequencing of images, text and sounds to
teach a new language without translation or grammar explanation. We believe our award-winning solutions provide an effective, convenient and
fun way to learn languages. We currently offer our self-study language learning solutions in 31 languages. Our customers include individuals,
educational institutions, armed forces, government agencies and corporations.

The strength and breadth of our solutions have allowed us to develop a business model that we believe distinguishes us from other language
learning companies. Our scalable technology platform and our proprietary content can be deployed across many languages. This has enabled us
to cost-effectively develop a broad product portfolio. We have a multi-channel marketing and distribution strategy that directly targets
customers, utilizing print, online, television and radio advertising, public relations initiatives and our branded kiosks. Approximately 83% of our
revenue in 2008 and approximately 86% of our revenue during the six months ended June 30, 2009 was generated through our direct sales
channels, which include our call centers, websites, institutional sales force and kiosks. We also distribute our solutions through select retailers
such as Amazon.com, Apple, Barnes & Noble and Borders. According to an August 2008 survey we commissioned from Global Market
Insite Inc., or GMI, a market research services firm, Rosetta Stone is the most recognized language learning brand in the United States. The
unaided awareness of our brand was over 40%, which was more than seven times that of any other language learning company in the United
States.

We grew our revenue from our predecessor's $25.4 million in 2004 to $209.4 million in 2008, representing a 69% compound annual growth rate.
This growth has been entirely organic.

Approaches to Language Learning

The human brain has a natural capacity to learn languages. Children learn their native language without using rote memorization or adult
analytical abilities for grammatical understanding. They learn at their own pace through their immersion in the language spoken around them
and using trial and error. They do not rely on translation.

Traditional language instruction has ignored this natural human experience and ability, and has focused on rote memorization, grammar
explanation and word translation, often in a classroom setting. Students in this environment may learn a new language sufficiently to pass
examinations but often do not achieve conversational fluency. Many students view this method as ineffective and boring. While self-study
alternatives are generally more affordable and convenient than classroom instruction, many of them rely

1
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on this grammar-translation method, often using passive media such as audio and books, which are not interactive and do not provide feedback.

In contrast, immersion instruction, in which only the target language is spoken, leverages the natural human ability to learn languages.
Immersion learning has historically been provided through classroom courses, private lessons and in-country immersion programs. These
options, however, are often expensive and require students to commute to classrooms or travel to other countries to obtain the immersion
experience.

Our Industry

According to a December 2007 industry analysis we commissioned from The Nielsen Company, a market research firm, the worldwide language
learning industry represented more than $83 billion in consumer spending in 2007, of which more than $32 billion was for self-study. According
to the Nielsen survey, the language learning industry in the United States, where we generated 95% of our revenue in 2008 and 94% during the
six months ended June 30, 2009, represented more than $5 billion in consumer spending in 2007, of which more than $2 billion was for
self-study.

The demand for language learning is driven in part by:

�
individuals seeking the enjoyment and enrichment brought by learning a language;

�
professionals conducting business in a global economy;

�
schools seeking to educate their students in local and foreign languages;

�
companies training their employees;

�
leisure travelers seeking language proficiency for independent international travel;

�
armed forces training soldiers to communicate in foreign languages;

�
immigrants and expatriates seeking to successfully function in their new environments;

�
individuals connecting with their ethnic and family roots; and

�
parents supplementing their children's education.

The language learning market is highly fragmented and consists of the following primary models: classroom instruction utilizing the traditional
approach of memorization, grammar and translation; immersion-based classroom instruction; self-study books, audio tapes and software that
rely on grammar and translation; and free online offerings that provide basic content and opportunities to practice writing and speaking.

We believe that language learners seek a trusted name brand solution that is more convenient and affordable than classroom alternatives, and
more effective, interactive and engaging than other self-study options. We believe the combination of these elements is not offered by traditional
providers of language instruction.

2
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The Rosetta Stone Solution

Our mission is to change the way people learn languages. We believe our solutions provide an effective way to learn languages in a convenient
and engaging manner. Our interactive language learning solutions enable our customers to learn a language on their own schedule and for a price
that is significantly lower than most classroom-based or one-on-one tutoring alternatives. Our approach, called Dynamic Immersion, eliminates
translation and grammar explanation and is designed to leverage the innate, natural language learning ability that children use to learn their
native language. Our proprietary solutions have been developed over the past 16 years by professionals with extensive linguistic, educational
and instructional technology expertise. We estimate that our content library consists of more than 25,000 individual photographic images and
more than 400,000 professionally recorded sound files. We design the sequencing of our content to optimize learning. The result is a rigorous
and complete language learning curriculum that is also designed to be flexible, fun and convenient.

Our language learning solutions are built upon a flexible software platform that supports multiple languages and is deployable on personal
computers, on local networks and online. The platform incorporates a number of proprietary technologies that are key to enabling language
learning, including:

�
speech recognition that is focused on the unique challenges of language learners;

�
Adaptive Recall algorithms that repeat content at scheduled intervals to promote long-term retention;

�
reporting features and curriculum options designed to enhance the effectiveness and administration of classroom, enterprise
and home school learning; and

�
an intuitive user interface that assists the learner's transition from listening comprehension to speaking.

Our courses are available in up to five levels of proficiency per language, with each level providing approximately 40 hours of instruction and
containing multiple units, lessons and activities. We have four different editions: personal, enterprise, classroom and home school. Each edition
utilizes the same core software.

Our innovative solutions have received numerous awards and recognitions, including the 2008 CODiE awards for best corporate learning
solution and best instructional solution in other curriculum areas sponsored by the Software & Information Industry Association, the 2008
education product of the year awarded by MacWorld, the 2008 BESSIE multilevel foreign language award for Spanish Levels 1, 2, and 3
awarded by ComputED Gazette in 2008, the 2008 EDDIE Award for our classroom edition as the best foreign language website awarded by
ComputED Gazette, the 2007 EDDIE multilevel foreign language award for Chinese levels 1 and 2 and a 2007 multilevel
English-as-a-second-language, or ESL, award for English levels 1, 2, and 3 awarded by ComputED Gazette. The CODiE awards are chosen
based upon a peer-review of the nominated software solutions and voted on by member entities of the Software & Information Industry
Association and independent judges selected by the association. The other awards were determined by the editorial staffs of the various
publications.

In July 2009, we introduced Rosetta Stone TOTALe, an online language learning solution that integrates our online courses with coach-led
practice sessions, fun and engaging language games, interaction with native speakers and live support from customer service agents.

We also provide an online peer-to-peer practice environment called SharedTalk, at www.sharedtalk.com, where registered language learners
meet for language exchange to practice their foreign language skills. During 2008, we had more than 100,000 active SharedTalk users.

3
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Competitive Strengths

We believe our competitive strengths include:

 Advanced Technology-Enabled Language Learning System.    Our proprietary solutions combine effective immersion learning with the benefits
of flexibility and interactivity to provide for an efficient and engaging language learning experience. We intend to remain at the forefront of
technological and pedagogical advances in language learning.

 Scalable and Adaptable Platform and Content.    Our solutions are designed to be efficiently delivered across multiple languages, systems and
geographic markets. For example, we deploy many of the same images and image combinations across multiple languages, which accelerates
our ability to add new languages. Because our solutions do not rely upon translation from the target language into the learner's native language,
they require only modest localization to be used by learners from other native language backgrounds. This facilitates our ability to sell our
existing language courses in new international markets. In addition, our software platform is engineered to work in the same way both online and
locally installed, allowing for multiple delivery methods. We also use the same platform for all four editions of our solutions.

 Effective Multi-Channel Marketing and Distribution Model.    Our marketing, sales and distribution efforts are highly integrated and focused on
direct interaction with consumers. As a result, we are able to present a tightly controlled and unified message to the marketplace. Our advertising
includes a call to action that drives customers directly to our websites and call centers. Our marketing tools and techniques allow us to directly
attribute sales results to specific marketing initiatives. We utilize this data to continuously improve the efficiency of our websites, call centers,
advertising and media planning and buying. We also operate kiosks, which extend our direct interaction with customers and allow them to
experience our solutions with the guidance of one of our product specialists. We operated 183 kiosks as of June 30, 2009. In our institutional
markets, our sales efforts are led by our direct sales force. We augment our direct distribution network with select retailers, including
Amazon.com, Apple, Barnes & Noble and Borders. We have also recently begun offering our products in a limited number of ZoomShop
unmanned automated kiosks.

 Leading and Trusted Brand, with a Differentiated, High-Quality Positioning.    According to the GMI survey, Rosetta Stone is the most
recognized brand of language learning solutions in the United States. Additionally, of those surveyed who had an opinion of the brand, over 80%
associated the brand with high-quality and effective products and services for teaching foreign languages. We believe we have positioned
Rosetta Stone as a premium brand and as a trusted choice for language learning.

 Enthusiastic and Loyal Customer Base.    Our customers exhibit loyalty and enthusiasm for our solutions and many promote sales of our
products through word-of-mouth referrals. Our latest survey of our individual customers in the United States, completed in February 2009,
revealed that 92% of respondents expressed satisfaction with our solutions, with a satisfaction rating of 6 or higher on a 10-point scale, and 76%
have recommended our solutions to one or more individuals. Our latest survey of our institutional customers in the United States, completed in
February 2009, revealed that 87% of respondents expressed satisfaction with our solutions, with a satisfaction rating of 6 or higher on a 10-point
scale, and 70% have recommended our solutions to other organizations.

 Effective Products.    We believe our solutions are effective. According to a January 2009 study we commissioned from Roumen Vesselinov,
Ph.D, visiting assistant professor, Queens College, City University of New York, after 55 hours of study with our Spanish program the average
WebCAPE score will be at a level sufficient to fulfill the requirements for one semester of study in a college that offers six semesters of Spanish.
Statistically, the study concluded that such an outcome would occur with 95%

4
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confidence. WebCAPE, which stands for Web-based Computer Adaptive Placement Exam, is a standardized test which, according to their
website, is used by over 500 colleges and universities for placement. In addition, approximately 64% of the students participating in the study
increased their oral proficiency by at least one level on a seven-level scale based on the American Council on the Teaching of Foreign
Languages OPIc test, which is used worldwide by academic institutions, government agencies, and private corporations for evaluating oral
language proficiency.

Our Strategy

Our goal is to strengthen our position as a leading provider of language learning solutions through the following strategies:

 Extend Our Technological and Product Leadership.    We intend to apply new technologies to maintain our product leadership. We currently
are working on a variety of product development initiatives. For example, in July 2009 we introduced Rosetta Stone TOTALe, a new web-based
service that extends our existing language courses by offering opportunities for practice with dedicated language conversation coaches and other
language learners to increase language socialization, offering online learning games and interaction with native speakers and offering live
support from customer service agents. We provide Rosetta Stone TOTALe primarily as a bundle with our software and audio offerings. In
addition, we are evaluating opportunities to extend our learning solutions to hand-held devices and we also intend to continue to advance our
proprietary software platform and our speech recognition technology.

 Expand Our Core Product Portfolio.    We plan to expand our product portfolio by adding more advanced course levels for our existing
languages, new languages and new skill development and remediation courses for advanced language learners. In addition, we believe that there
may be opportunities for us to introduce additional language learning solutions containing industry-specific content.

 Increase U.S. Market Share.    To increase our penetration of the U.S. market and expand our brand awareness, we intend to increase our
marketing campaigns through the purchase of additional television, print, radio and online advertising, and to explore new media channels. We
also intend to continue to add select retail relationships and kiosks. For example, a selection of our solutions has recently become available in
Office Depot, Books-A-Million and London Drugs retail outlets. For our institutional business, we expect to expand our direct sales force along
with our institutional marketing activities.

 Increase Our Focus on Sizeable Non-U.S. Markets.    We generated approximately 5% of our revenue in 2008 and 6% during the six months
ended June 30, 2009 from sales outside the United States. According to the Nielsen survey, over 90% of the $83 billion spent in 2007 on
consumer language learning products and services worldwide was spent outside the United States. We therefore believe that there is a significant
opportunity for us to expand our business internationally utilizing many of the successful marketing and distribution strategies we have used in
the United States.

Risks Associated with Our Business

Our business is subject to numerous risks, as discussed more fully in the section entitled "Risk Factors" immediately following this prospectus
summary. A decline in demand for our language learning solutions or language learning in general could impair our ability to generate revenue
and compromise our profitability, as could the growth of free language learning software and online services and intense competition in our
industry. Because approximately 80% of our revenue in 2008 and approximately 78% of our revenue during the six months ended June 30, 2009
was generated from consumer sales, adverse trends in general economic conditions, including retail shopping patterns, may also adversely affect
our sales. If
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we do not keep pace with technological developments and consumer preferences, demand for our products and services could decline.

Corporate Information

We were incorporated in Delaware in December 2005 and acquired our predecessor, Fairfield & Sons, Ltd., in January 2006. Our principal
executive offices are located at 1919 North Lynn Street, 7th Floor, Arlington, Virginia 22209 and our telephone number is 800-788-0822. Our
corporate website address is www.RosettaStone.com. We do not incorporate the information contained on, or accessible through, our corporate
website into this prospectus, and you should not consider it part of this prospectus.

For convenience in this prospectus, "Rosetta Stone," "we," "us," "our" and "Successor" refer to Rosetta Stone Inc. and its subsidiaries, taken as a
whole, unless otherwise noted. "Predecessor" refers to Fairfield & Sons, Ltd.

We have a number of registered marks, including Rosetta Stone®, Rosetta World®, Rosetta Stone Language Learning Success® and design,
Audio Companion®, Dynamic Immersion®, The Fastest Way to Learn a Language. Guaranteed.®, Adaptive Recall®, Contextual Formation®,
the Rosetta Stone blue stone logo and design, Rosettastone.com® and SharedTalk®. We have applied to register our TOTALe, rWorld, Rosetta
and the Rosetta Stone blue stone logo and design/Language Learning Success trademarks. This prospectus also contains trademarks and trade
names of other companies. All trademarks and trade names appearing in this prospectus are the property of their respective holders.
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THE OFFERING

Common stock offered by Rosetta
Stone        40,000 shares
Common stock offered by the
selling stockholders   4,274,000 shares

Total common stock offered   4,314,000 shares

Total common stock to be
outstanding after this offering 20,382,252 shares
Use of proceeds We intend to use the proceeds we receive from this offering

primarily to fund the expenses of this offering and we do not
anticipate having significant net proceeds remaining after
the underwriting discounts and commissions are deducted
with respect to the shares we sell and we pay the estimated
offering expenses. We will not receive any proceeds from
the sale of shares by the selling stockholders. See "Use of
Proceeds."

Risk factors See "Risk Factors" for a discussion of factors that you
should consider carefully before deciding whether to
purchase shares of our common stock.

New York Stock Exchange symbol "RST"
The number of shares of our common stock to be outstanding after this offering is based on the number of shares outstanding as of June 30,
2009. Such number of shares excludes:

�
2,064,260 shares of common stock issuable upon the exercise of options outstanding as of June 30, 2009 with a weighted
average exercise price of $9.03 per share;

�
8,722 shares of common stock issuable upon the exercise of restricted stock units outstanding as of June 30, 2009; and

�
1,899,947 shares of common stock reserved for future issuance under our 2009 Omnibus Incentive Plan.

Unless otherwise indicated, the information in this prospectus reflects and assumes no exercise by the underwriters of their option to purchase up
to an additional 647,100 shares of our common stock from some of the selling stockholders to cover over-allotments.
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SUMMARY CONSOLIDATED FINANCIAL DATA

The following table sets forth a summary of our consolidated statement of operations, balance sheet and other data for the periods indicated. The
summary consolidated statement of operations data for the period from January 4, 2006 through December 31, 2006 and the years ended
December 31, 2007 and 2008 have been derived from Rosetta Stone Inc., or the Successor, audited consolidated financial statements included
elsewhere in this prospectus. The summary consolidated financial data for the period from January 1, 2006 through January 4, 2006 represents
the operations of Fairfield & Sons, Ltd., or the Predecessor, all of the outstanding stock of which was acquired by Rosetta Stone Inc. on
January 4, 2006, and have been derived from Predecessor audited consolidated financial statements included elsewhere in this prospectus. The
summary consolidated statement of operations data for the six months ended June 30, 2008 and 2009 and the summary consolidated balance
sheet data as of June 30, 2009 have been derived from unaudited Successor consolidated financial statements, which are presented elsewhere in
this prospectus. You should read this information together with "Management's Discussion and Analysis of Financial Condition and Results of
Operations" and our consolidated financial statements contained elsewhere in this prospectus.

The Predecessor incurred transaction-related expenses during the period from January 1, 2006 to January 4, 2006 relating to the acquisition by
Rosetta Stone Inc. on January 4, 2006. Included in these expenses were $5.9 million related to restricted common stock, $3.1 million in cash
bonuses and $1.2 million in acquisition-related bank fees.

8
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Predecessor Successor
Period
from

January 1,
through
January 4,

Period
from

January 4,
through

December 31,
Year Ended
December 31,

Year Ended
December 31,

Six Months Ended
June 30,

2006 2006 2007 2008 2008 2009
(in thousands, except per share data)

Statement of Operations Data:
Revenue:
Product $ 178 $ 80,604 $ 119,897 $ 184,182 $71,848 $ 91,512
Subscription and service 94 10,694 17,424 25,198 11,479 15,233

Total revenue 272 91,298 137,321 209,380 83,327 106,745
Cost of revenue:
Cost of product revenue 199 11,549 19,055 26,539 9,998 13,136
Cost of subscription and service revenue 4 992 1,632 2,137 1,083 994

Total cost of revenue 203 12,541 20,687 28,676 11,081 14,130

Gross profit 69 78,757 116,634 180,704 72,246 92,615

Operating expenses:
Sales and marketing 695 45,854 65,437 93,384 39,782 50,759
Research and development 41 8,117 12,893 18,387 8,290 14,944
Acquired in-process research and
development � 12,597 � � � �
General and administrative 142 16,590 29,786 39,577 17,384 33,054
Lease abandonment � � � 1,831 � �
Transaction-related expenses 10,315 � � � � �

Total operating expenses 11,193 83,158 108,116 153,179 65,456 98,757

Income (loss) from operations (11,124) (4,401) 8,518 27,525 6,790 (6,142)
Other income and expense:
Interest income � 613 673 454 314 54
Interest expense � (1,560) (1,331) (891) (521) (339)
Other income 3 60 154 239 112 35

Total other income (expense) 3 (887) (504) (198) (95) (250)

Income (loss) before income taxes (11,121) (5,288) 8,014 27,327 6,695 (6,392)
Income tax expense (benefit) � (1,240) 5,435 13,435 3,766 (2,295)

Net income (loss) (11,121) (4,048) 2,579 13,892 2,929 (4,097)
Preferred stock accretion � (159) (80) � � �

Net income (loss) attributable to common
stockholders $ (11,121) $ (4,207) $ 2,499 $ 13,892 2,929 (4,097)

Income (loss) per share attributable to
common stockholders:
Basic $ (37,194) $ (2.63) $ 1.47 $ 7.29 $ 1.56 $ (0.42)

Diluted $ (37,194) $ (2.63) $ 0.15 $ 0.82 $ 0.17 $ (0.42)

Unaudited pro forma net income per common
share:
Basic $ 0.69 $ (0.20)
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Diluted $ 0.67 $ (0.20)

Unaudited pro forma common shares and
equivalents outstanding:
Basic weighted average shares 20,169 20,209

Diluted weighted average shares 20,680 20,209

Other Data:
Adjusted EBITDA $ (5,181) $ 15,332 $ 17,768 $ 36,429 $11,020 $ 16,769

Stock-based compensation expense included
in:
Cost of revenue $ � $ 1 $ 2 $ 2 $ 1 $ 11
Sales and marketing � 59 189 153 69 635
Research and development � 128 360 482 217 5,375
General and administrative � 373 776 953 455 14,093
Transaction-related expenses 5,930 � � � � �

Total stock-based compensation expense $ 5,930 $ 561 $ 1,327 $ 1,590 742 20,114

Intangible amortization expense included in:
Cost of revenue $ � $ 1,213 $ 1,227 $ 13 $ 13 $ �
Sales and marketing � 4,113 3,596 3,003 1,501 33

Total intangible amortization expense $ � $ 5,326 $ 4,823 $ 3,016 $ 1,514 $ 33
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As of
June 30,
2009
(in

thousands)
Balance Sheet Data:
Cash and cash equivalents $ 66,173
Total assets 184,873
Deferred revenue 18,220
Long-term debt �
Total stockholders' equity 136,366

We define adjusted EBITDA as net income (loss) plus net interest expense, income tax expense (benefit), depreciation and amortization,
stock-based compensation expense and acquired in-process research and development. Adjusted EBITDA is a financial measure that is not
calculated in accordance with generally accepted accounting principles, or GAAP. The table below provides a reconciliation of this non-GAAP
financial measure to net income (loss), the most directly comparable financial measure calculated and presented in accordance with GAAP.
Adjusted EBITDA should not be considered as an alternative to net income (loss), operating income (loss) or any other measure of financial
performance calculated and presented in accordance with GAAP. Our adjusted EBITDA may not be comparable to similarly titled measures of
other companies because other companies may not calculate adjusted EBITDA or similarly titled measures in the same manner as we do. We
prepare adjusted EBITDA to eliminate the impact of items that we do not consider indicative of our core operating performance. We encourage
you to evaluate these adjustments and the reasons we consider them appropriate.

We believe adjusted EBITDA is useful to investors in evaluating our operating performance for the following reasons:

�
securities analysts use adjusted EBITDA as a supplemental measure to evaluate the overall operating performance of
companies and we anticipate that our investor and analyst presentations after we are public will include adjusted EBITDA;
and

�
we adopted SFAS No. 123(R), Share-Based Payment, on January 1, 2006 and recorded stock-based compensation expense
of approximately $0.6 million for the period from January 4, 2006 through December 31, 2006, $1.3 million for the year
ended December 31, 2007, $1.6 million for the year ended December 31, 2008 and $0.7 million and $20.1 million for the six
month periods ended June 30, 2008 and 2009, respectively. For the six months ended June 30, 2009, stock-based
compensation expense includes $7.9 million in cash paid to federal, state, and local tax authorities in satisfaction of the
withholding obligations associated with the "net issuance" of the stock grants. By comparing our adjusted EBITDA in
different periods, our investors can evaluate our operating results without the additional variations caused by stock-based
compensation expense, which is not comparable from year to year due to changes in accounting treatment and is a non-cash
expense that is not a key measure of our operations.

Our management uses adjusted EBITDA:

�
as a measure of operating performance;

�
to determine a significant portion of management's incentive compensation;

�
for planning purposes, including the preparation of our annual operating budget;

�
to allocate resources to enhance the financial performance of our business;

�
to evaluate the effectiveness of our business strategies; and
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�
in communications with our board of directors concerning our financial performance.

Although adjusted EBITDA is frequently used by investors and securities analysts in their evaluations of companies, adjusted EBITDA has
limitations as an analytical tool, and you should not consider it in isolation or as a substitute for analysis of our results of operations as reported
under GAAP. Some of these limitations are:

�
adjusted EBITDA does not reflect our cash expenditures or future requirements for capital expenditures or other contractual
commitments;

�
adjusted EBITDA does not reflect changes in, or cash requirements for, our working capital needs;

�
adjusted EBITDA does not reflect interest expense or interest income;

�
adjusted EBITDA does not reflect cash requirements for income taxes;

�
adjusted EBITDA does not reflect a non-cash component of employee compensation;

�
although depreciation and amortization are non-cash charges, the assets being depreciated or amortized will often have to be
replaced in the future, and adjusted EBITDA does not reflect any cash requirements for these replacements;

�
adjusted EBITDA does not reflect acquired in-process research and development charges; and

�
other companies in our industry may calculate adjusted EBITDA or similarly titled measures differently than we do, limiting
its usefulness as a comparative measure.

The following table presents a reconciliation of adjusted EBITDA to net income (loss), the most comparable GAAP measure, for each of the
periods indicated:

Predecessor Successor
Period
from

January 1,
through
January 4,

Period
from

January 4,
through

December 31,
Year Ended
December 31,

Year Ended
December 31,

Six Months Ended
June 30,

2006 2006 2007 2008 2008 2009
(in thousands)

Reconciliation of adjusted
EBITDA to net income (loss):
Net income (loss) $ (11,121) $ (4,048) $ 2,579 $ 13,892 $ 2,929 $ (4,097)
Interest expense, net � 947 658 437 207 285
Income tax expense (benefit) � (1,240) 5,435 13,435 3,766 (2,295)
Depreciation and amortization 10 6,515 7,769 7,075 3,376 2,494
Stock-based compensation and
IPO-related compensation 5,930 561 1,327 1,590 742 20,382
Acquired in-process research
and development � 12,597 � � � �

Adjusted EBITDA $ (5,181) $ 15,332 $ 17,768 $ 36,429 $ 11,020 $16,769
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 RISK FACTORS

An investment in our common stock involves a high degree of risk. You should carefully consider the risks described below before deciding
to invest in shares of our common stock. Our business, prospects, financial condition or operating results could be materially adversely affected
by any of these risks, as well as other risks not currently known to us or that we currently consider immaterial. The trading price of our common
stock could decline due to any of these risks, and you may lose all or part of your investment. In assessing the risks described below, you should
also refer to the other information contained in this prospectus, including our consolidated financial statements and the related notes, before
deciding to purchase any shares of our common stock.

Risks Related to Our Business

Because we generate all of our revenue from language learning solutions, a decline in demand for our language learning solutions or for
language learning solutions in general could cause our revenue to decline.

        We generate substantially all of our revenue from our language learning solutions, and we expect that we will continue to depend upon
language learning solutions for substantially all of our revenue in the foreseeable future. Because we are dependent on our language learning
solutions, factors such as changes in consumer preferences for these products may have a disproportionately greater impact on us than if we
offered multiple product categories. If consumer interest in our language learning software products declines, or if consumer interest in learning
foreign languages in general declines, we would likely experience a significant loss of sales. Some of the potential developments that could
negatively affect interest in and demand for language learning software products include:

�
a decline in international travel;

�
changes in U.S. laws or policies making it more difficult for foreign persons to visit or take up residence in the United
States; and

�
a reduction in the roles of the U.S. armed forces or other governmental agencies in foreign countries.

Because a substantial portion of our revenue is generated from our consumer business, if we fail to accurately forecast consumer demand
and trends in consumer preferences, our Rosetta Stone brand, sales and customer relationships may be harmed.

        Demand for our language learning software products and related services, and for consumer products and services in general, is subject to
rapidly changing consumer demand and trends in consumer preferences. Therefore, our success depends upon our ability to:

�
identify, anticipate, understand and respond to these trends in a timely manner;

�
introduce appealing new products and performance features on a timely basis;

�
anticipate and meet consumer demand for additional languages and learning levels;

�
effectively position and market our products and services;

�
identify and secure cost-effective means of marketing our products to reach the appropriate consumers;
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�
identify cost-effective sales distribution channels, kiosk locations and other sales outlets where interested consumers will
buy our products;

�
anticipate and respond to consumer price sensitivity and pricing changes of competitive products; and

�
identify and successfully implement ways of building brand loyalty and reputation.

        A decline in consumer demand for our solutions, or any failure on our part to satisfy changing consumer preferences, could harm our
business and profitability.

We depend on discretionary consumer spending in the consumer segment of our business. Continued adverse trends in general economic
conditions, including retail shopping patterns, airport traffic or consumer confidence, may compromise our ability to generate revenue.

        The success of our business depends to a significant extent upon discretionary consumer spending, which is subject to a number of factors,
including general economic conditions, consumer confidence, employment levels, business conditions, interest rates, availability of credit,
inflation and taxation. The United States is in an economic downturn. Continued weak economic conditions and further adverse trends in any of
these economic indicators may cause consumer spending to decline further, which could hurt our sales and profitability. We depend on the
continued popularity of malls as shopping destinations and the ability of mall anchor tenants and other attractions to generate customer traffic for
our retail mall-based kiosks. We also depend on continued airline travel to generate traffic for our retail kiosks located in airports. Decreases in
mall or airport traffic adversely affect the sales from our kiosks and our profitability and financial condition. In addition, an increase in the
taxation of online sales could result in reduced online purchases or reduced margins on such sales. Furthermore, consumers may defer purchases
of our solutions in anticipation of new products or new versions from us or our competitors.

Intense competition in our industry may hinder our ability to generate revenue and may diminish our margins.

        The market for foreign language learning solutions is rapidly evolving, highly fragmented and intensely competitive, and we expect both
product and pricing competition to persist and intensify. Increased competition could cause reduced revenue, price reductions, reduced gross
margins and loss of market share. Our competitors include Berlitz International Inc., Simon & Schuster, Inc. (Pimsleur), a subsidiary of CBS
Corporation, Random House Ventures LLC (Living Language), Disney Publishing Worldwide, a subsidiary of Walt Disney Company, and
McGraw-Hill Education, a subsidiary of The McGraw-Hill Companies. Many of our current and potential competitors have longer operating
histories and substantially greater financial, technical, sales, marketing and other resources than we do, as well as greater name recognition
worldwide. The resources of these competitors also may enable them to respond more rapidly to new or emerging technologies and changes in
customer requirements, reduce prices to win new customers and offer free language learning software or online services. We may not be able to
compete successfully against current or future competitors.

        As the market for foreign language solutions continues to develop, a number of other companies with greater resources than ours could
attempt to enter the market or increase their presence by acquiring or forming strategic alliances with our competitors or our distributors or by
introducing their own competing products. These companies and their products may be superior to any of our current competition. We may not
have the financial resources, technical expertise, marketing, distribution or support capabilities to compete effectively with any of these new
entrants to the market.
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        As we continue to expand into foreign markets, we expect that we will experience competition from local foreign language learning
companies that have strong brand recognition and more experience in selling to local consumers and a better understanding of local marketing,
sales channels and consumer preferences.

        Our success will depend on our ability to adapt to these competitive forces, to adapt to technological advances, to develop more advanced
products more rapidly and less expensively than our competitors, to continue to develop an international sales network, to adapt to changing
consumer preferences and to educate potential customers about the benefits of using our solutions rather than our competitors' products and
services. Existing or new competitors could introduce new products and services with superior features and functionality at lower prices. This
could impair our ability to sell our products and services.

Demand for paid language learning solutions such as ours could decline if effective language learning solutions become available for free.

        Presently there are a number of free online language websites offering limited vocabulary lists and grammar explanations and tips. In
addition, there are some online services offering limited free lessons and learning tools, including one sponsored by the U.S. Department of
Education to help immigrants learn English. Many of these websites offer free language practice opportunities with other language learners. If
these free products become more sophisticated and competitive or gain widespread acceptance by the public, demand for our solutions could
decline.

Our future growth and profitability will depend in large part upon the effectiveness and efficiency of our marketing expenditures.

        Our future growth and profitability will depend in large part upon the effectiveness and efficiency of our marketing expenditures, including
our ability to:

�
create greater awareness of our brands and our language learning solutions;

�
select the right market, media and specific media vehicle in which to advertise;

�
identify the most effective and efficient level of spending in each market, media and specific media vehicle;

�
determine the appropriate creative message and media mix for advertising, marketing and promotional expenditures;

�
effectively manage marketing costs, including creative and media expenses, in order to maintain acceptable customer
acquisition costs;

�
drive traffic to our websites, call centers, kiosks and distribution channels; and

�
convert customer inquiries into actual orders.

        Our planned marketing expenditures may not result in increased revenue or generate sufficient levels of product and brand name awareness,
and we may not be able to increase our net sales at the same rate as we increase our advertising expenditures.

        Much of our radio, television and print advertising has been through the purchase of "remnant" advertising segments. These segments are
random time slots and publication dates that have remained unsold and are offered at discounts to advertisers who are willing to be flexible with
respect to time slots. There is a limited supply of this type of advertising and the availability of such advertising may decline or the cost of such
advertising may increase. In addition, if we increase our marketing budget we cannot
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assure you that we can increase the amount of remnant advertising at the discounted prices we have obtained in the past. If any of these events
occur, we may be forced to purchase time slots and publication dates at higher prices, which will increase our costs.

Our business depends on our Rosetta Stone brand, and if we are not able to maintain and enhance our brand, our business and operating
results may be harmed.

        We believe that market awareness of our Rosetta Stone brand in the United States has contributed significantly to the success of our
business. We also believe that maintaining and enhancing the Rosetta Stone brand is critical to maintaining our competitive advantage. As we
continue to grow in size, expand our products and services and extend our geographic reach, maintaining the quality and consistency of our
language learning solutions, and thus the quality of our brand, may be more difficult. In addition, software piracy and trademark infringement
may harm our Rosetta Stone brand by undermining our reputation for quality software programs.

We depend on search engines and other online sources to attract visitors to our websites, and if we are unable to attract these visitors and
convert them into customers in a cost-effective manner, our business and financial results may be harmed.

        Our success depends on our ability to attract online consumers to our websites and convert them into customers in a cost-effective manner.
We depend, in part, on search engines and other online sources for our website traffic. We are included in search results as a result of both paid
search listings, where we purchase specific search terms that will result in the inclusion of our listing, and algorithmic searches that depend upon
the searchable content on our sites. Search engines and other online sources revise their algorithms from time to time in an attempt to optimize
their search results.

        If one or more of the search engines or other online sources on which we rely for website traffic were to modify its general methodology for
how it displays our websites, resulting in fewer consumers clicking through to our websites, our sales could suffer. If any free search engine on
which we rely begins charging fees for listing or placement, or if one or more of the search engines or other online sources on which we rely for
purchased listings, modifies or terminates its relationship with us, our expenses could rise, we could lose customers and traffic to our websites
could decrease.

Our expansion into international markets may not succeed and imposes special risks.

        International sales accounted for approximately 5% and 6% of our revenue for the years ended December 31, 2008 and the six months
ended June 30, 2009, respectively. Our business strategy contemplates continued expansion into international markets. We are currently
expanding our direct sales channels in Europe and Asia. In addition, we are expanding our indirect sales channels in Europe, Asia and Latin
America through retailer and distributor arrangements with third parties. If we are unable to expand our international operations successfully and
in a timely manner, our ability to pursue our growth strategy will be impaired. Such expansion may be more difficult or take longer than we
anticipate, and we may not be able to successfully market, sell, deliver and support our products and services internationally.

        Our international operations and our efforts to increase sales in international markets are subject to a number of risks that are in addition to
or different than those affecting our U.S. operations, including:

�
difficulty in staffing and managing geographically dispersed operations and culturally diverse work forces and increased
travel, infrastructure and legal compliance costs associated with multiple international locations;

�
competition from local foreign language software providers and preferences for local products in some regions;
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�
expenses associated with customizing products, support services and websites for foreign countries;

�
inability to identify an effective and efficient level of advertising, marketing and promotional expenditures in order to
maintain acceptable customer acquisition costs;

�
difficulties with providing appropriate and appealing products to suit consumer preferences and capabilities in these markets,
such as the potential need to customize English language software solutions for local markets;

�
difficulties with establishing successful kiosk sales channels;

�
inability to successfully develop relationships with significant retailers and distributors;

�
potential political and economic instability in some regions;

�
potential unpredictable changes in foreign government regulations;

�
legal and cultural differences in the conduct of business;

�
import and export license requirements, tariffs, taxes and other trade barriers;

�
inflation and fluctuations in currency exchange rates;

�
potentially adverse tax consequences;

�
difficulties in enforcing contracts and collecting accounts receivable, and longer payment cycles, especially in emerging
markets;

�
the burden and difficulties in complying with a wide variety of U.S. and foreign laws, regulations, trade standards, treaties
and technical standards, including the Foreign Corrupt Practices Act;

�
difficulty in protecting our intellectual property and the high incidence of software piracy in some regions;

�
costs and delays in downsizing foreign work forces as a result of differing employment and other laws;

�
protectionist laws and business practices that favor local competitors; and

�
uncertainty regarding liability for information retrieved and replicated in foreign countries.
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        The effects of any of the risks described above could reduce our future revenue from our international operations and could harm our
overall business, revenue and financial results.

Our expansion into new web-based services may not succeed and may harm our business, financial results and reputation.

        We are developing new web-based services, such as Rosetta Stone TOTALe, that extend our existing language learning solutions with
opportunities for practice including with dedicated language conversation coaches and other language learners to increase language
socialization. We expect to provide these web-based services primarily as a bundle with our software and audio offerings. At the same time, we
expect to provide augmented, free peer-to-peer language practice, building on our existing success with www.sharedtalk.com. We will devote
capital, personnel and management attention to developing these new services. These services will present new management and marketing
challenges that differ from the challenges we face in our existing business. We cannot assure you that these services will be successful or that
they will be profitable, or if they are profitable, that they will provide an adequate return on capital
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expended. If we are not successful in developing these new services, our business, financial results and reputation may be harmed.

Product returns could exceed our estimates, which would diminish our reported revenue.

        We offer consumers who purchase our packaged software and audio practice products directly from us an unconditional full money-back
six-month guarantee. We also permit some of our retailers and distributors to return packaged products, subject to limitations. For the year ended
December 31, 2008 and the six months ended June 30, 2009, sales returns were approximately 6.1% and 6.5% of total revenue, respectively. We
establish revenue reserves for packaged product returns based on historical experience, estimated channel inventory levels and the timing of new
product introductions and other factors. If packaged product returns exceed our reserve estimates, the excess would offset reported revenue,
which could hurt our reported financial results.

If the recognition by schools and other institutions of the value of technology-based education does not continue to grow, our ability to
generate revenue from institutions could be impaired.

        Our success depends in part upon the continued adoption by institutions and potential customers of technology-based education initiatives.
Some academics and educators oppose online education in principle and have expressed concerns regarding the perceived loss of control over
the education process that can result from offering courses online. If the acceptance of technology-based education does not grow our ability to
continue to grow our institutional business could be impaired.

If there are changes in the spending policies or budget priorities for government funding of colleges, universities, schools, other education
providers, armed forces or government agencies, we could lose revenue.

        Many of our institutional customers are colleges, universities, primary and secondary schools, other education providers, armed forces and
government agencies who depend substantially on government funding. Accordingly, any general decrease, delay or change in federal, state or
local funding for colleges, universities, primary and secondary schools, or other education providers or for armed forces or government agencies
that use our products and services could cause our current and potential customers to reduce their purchases of our products and services, to
exercise their right to terminate licenses, or to decide not to renew licenses, any of which could cause us to lose revenue. In addition, a specific
reduction in governmental funding support for products such as ours would also cause us to lose revenue and could hurt our overall gross
margins.

Some of our institutional business faces a lengthy and unpredictable sales cycle for our solutions, which could delay new sales.

        We face a lengthy sales cycle between our initial contact with some potential institutional customers and the signing of license agreements
with these customers. As a result of this lengthy sales cycle, we have only a limited ability to forecast the timing of such institutional sales. A
delay in or failure to complete license transactions could cause us to lose revenue, and could cause our financial results to vary significantly from
quarter to quarter. Our sales cycle varies widely, reflecting differences in our potential institutional customers' decision-making processes,
procurement requirements and budget cycles, and is subject to significant risks over which we have little or no control, including:

�
customers' budgetary constraints and priorities;

�
the timing of our customers' budget cycles;
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�
the need by some customers for lengthy evaluations that often include both their administrators and faculties; and

�
the length and timing of customers' approval processes.

If we are unable to continually enhance our products and services and adapt them to technological changes and customer needs, including
the emergence of new computing devices and more sophisticated online services, we may lose market share and revenue and our business
could suffer.

        We need to anticipate, develop and introduce new products, services and applications on a timely and cost-effective basis that keeps pace
with technological developments and changing customer needs. For example, the number of individuals who access the internet through devices
other than a personal computer, such as personal digital assistants, mobile telephones, televisions and set-top box devices, has increased
dramatically, and this trend is likely to continue. Our products and services were designed for rich, graphical environments such as those
available on desktop and laptop computers. The lower resolution, functionality and memory associated with alternative devices currently
available may make the use of our products and services through such devices difficult. Because each manufacturer or distributor may establish
unique technical standards for its devices, our products and services may not work or be viewable on these devices. We have no experience to
date in operating versions of our products and services developed or optimized for users of alternative devices, and new devices and new
platforms are continually being released. Accordingly, it is difficult to predict the problems we may encounter in developing versions of our
products and services for use on these alternative devices, and we may need to devote significant resources to the creation, support and
maintenance of such versions. If we fail to develop or sell products and services that respond to these or other technological developments and
changing customer needs cost effectively, we may lose market share and revenue and our business could suffer.

If we fail to manage our growth effectively, we may experience difficulty in filling purchase orders, declines in product and service quality
and customer satisfaction, increased costs or disruption in our operations.

        We have experienced rapid growth in our business in recent periods, which has strained our managerial, operational, financial and other
resources. We anticipate that continued growth of our operations will be required to satisfy increasing consumer and institutional demand and to
avail ourselves of new market opportunities. The expanding scope of our business and growth in the number of our employees, customers and
sales locations will continue to place a significant strain on our management team, information technology systems and other resources. To
properly manage our growth, we need to hire and retain personnel, upgrade our existing operational, management and financial and reporting
systems, including warehouse management and inventory control, improve our business processes and controls and identify and develop
relationships with additional retailers and distributors. We may also be required to expand our distribution facilities and our operational facilities
or add new facilities, which could require significant capital expenditures. Failure to effectively manage our growth in a cost-effective manner
could result in difficulty in filling purchase orders, declines in product and service quality and customer satisfaction, increased costs or
disruption of our operations.

        Our rapid growth also makes it difficult for us to adequately predict the expenditures we will need to make in the future. If we do not make
the necessary overhead expenditures to accommodate our future growth, we may not be successful in executing our growth strategy.

Our revenue is subject to seasonal and quarterly variations, which could cause our financial results to fluctuate significantly.

        We have experienced, and we believe we will continue to experience, substantial seasonal and quarterly variations in our revenue and net
income. These variations are primarily related to increased sales of our products and services to consumers in the fourth quarter during the
holiday selling season as
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well as higher sales to governmental and educational institutions in the second and third quarters. We sell to a significant number of our retailers,
distributors and institutional customers on a purchase order basis and we receive orders when these customers need products and services. As a
result, their orders are typically not evenly distributed throughout the year. Our quarterly results of operations also may fluctuate significantly as
a result of a variety of other factors, including the timing of holidays and advertising initiatives, changes in our products, services and
advertising initiatives and changes in those of our competitors. Budgetary constraints of our institutional customers may also cause our quarterly
results to fluctuate.

        As a result of these seasonal and quarterly fluctuations, we believe that comparisons of our results of operations between different quarters
are not necessarily meaningful and that these comparisons are not reliable as indicators of our future performance. In addition, these fluctuations
could result in volatility and adversely affect our cash flows. As our business grows, these seasonal fluctuations may become more pronounced.
Any seasonal or quarterly fluctuations that we report in the future may differ from the expectations of market analysts and investors. This could
cause the price of our common stock to fluctuate significantly.

Because a significant portion of our sales are made to or through retailers and distributors, none of which have any obligation to sell our
products, the failure or inability of these parties to sell our products effectively could hurt our revenue growth and profitability.

        We rely on retailers and distributors, together with our direct sales force, to sell our products. Our sales to retailers are highly concentrated
on a small group, including Amazon.com, Apple, Barnes & Noble and Borders. We expect that our arrangements with these retailers and
distributors will continue to generate significant revenue for us. Sales to or through our retailers and distributors accounted for approximately
17% and 14% of our revenue for the year ended December 31, 2008 and the six months ended June 30, 2009, respectively.

        We have no control over the amount of products that these retailers purchase from us or sell on our behalf, we do not have long-term
contracts with any of them, and they have no obligation to offer or sell our products or to give us any particular shelf space or product placement
within their stores. Thus, there is no guarantee that this source of revenue will continue at the same level as it has in the past or that these
retailers will not promote competitors' products over our products or enter into exclusive relationships with competitors. Any material adverse
change in the principal commercial terms, material decrease in the volume of sales generated by our larger retailers or distributors or major
disruption or termination of a relationship with these retailers and distributors could result in a potentially significant decline in our revenue and
profitability. Furthermore, product display locations and promotional activities that retailers undertake can affect the sales of our products. The
fact that we also sell our products directly could cause retailers or distributors to reduce their efforts to promote our products or stop selling our
products altogether. In addition, if one or more of such retailers or distributors were unable to meet their obligations with respect to accounts
payable to us, we could be forced to write off such accounts.

Substantially all of our inventory is located in one warehouse facility. Any damage or disruption at this facility could cause significant
financial loss, cause us to lose revenue and harm our reputation.

        Substantially all of our inventory is located in one warehouse facility. We could experience significant interruption in the operation of this
facility or damage or destruction of our inventory due to natural disasters, accidents, failures of the inventory locator or automated packing and
shipping systems or other events. If a material portion of our inventory were to be damaged or destroyed, we might be unable to meet our
contractual obligations which could cause us significant financial loss, cause us to lose revenue and harm our reputation.

19

Edgar Filing: ROSETTA STONE INC - Form S-1/A

37



Table of Contents

The loss of key personnel or the failure to attract and retain highly qualified personnel could compromise our ability to effectively manage
our business and pursue our growth strategy.

        Our future performance depends on the continued service of our key technical, development, sales, services and management personnel.
We rely on our executive officers and senior management to execute our existing business plans and to identify and pursue new opportunities.
We rely on our technical and development personnel for product innovation. We generally do not have employment agreements with our
personnel and, therefore, they could terminate their employment with us at any time. The loss of key employees could result in significant
disruptions to our business, and the integration of replacement personnel could be costly and time consuming, could cause additional disruptions
to our business, and could be unsuccessful. We do not carry key person life insurance covering any of our employees.

        Our future success also depends on our continued ability to attract and retain highly qualified technical, development, sales, services and
management personnel. Competition for such personnel is intense, and we may fail to retain our key employees or attract or retain other highly
qualified personnel in the future. Many of our employees are located in Harrisonburg, Virginia, a city that does not have a large pool of qualified
replacement personnel. The lack of qualified local replacement personnel may make it more difficult to quickly find replacement personnel and
may increase the costs of identifying and relocating replacement personnel to Harrisonburg.

        In addition, wage inflation and the cost of retaining our key personnel in the face of competition for such personnel may increase our costs
faster than we can offset these costs with increased prices or increased sales volume.

If we are unable to hire, train, motivate and retain sales personnel to staff our kiosks, or to identify suitable locations and negotiate site
licenses on acceptable terms, we could lose revenue, our costs could increase and profitability could decline.

        As of December 31, 2006, we had 81 kiosks selling our products directly to consumers. As of June 30, 2009, we had increased the number
of kiosks selling our products to 183. In order to successfully grow this sales channel we must be able to hire, train, motivate and retain sales
personnel to staff these kiosks. These kiosks are small and widely dispersed, and, as such, are operated without substantial hands-on
management or oversight by us. As a result, we depend on our kiosk sales personnel to effectively manage sales, customer issues and reporting
of financial transactions from these kiosks. The opening and success of new kiosks will depend upon various additional factors, including our
ability to identify suitable locations and our ability to negotiate site licenses on acceptable terms and labor costs. Specifically, we must identify
and negotiate cost-effective site licenses for kiosk locations that will generate sufficient consumer demand. Many of these site licenses contain
terms and conditions that are highly favorable to licensors including allowing licensors to cancel them on short notice, sometimes as little as
thirty days, and broad indemnification terms in favor of licensors. If competition for kiosk space increases, license rates may increase and other
terms may become even less favorable to us, resulting in lower profitability. Our failure to properly manage the expansion of this sales channel
could cause us to lose revenue and increase our expenses.

Failure to maintain the availability of the systems, networks, databases and software required to operate and deliver our internet-based
products and services could damage our reputation and cause us to lose revenue.

        We rely on internal systems and external systems, networks and databases maintained by us and third-party providers to process customer
orders, handle customer service requests, and host and deliver our internet-based language learning solutions, including our online language
courses and Rosetta Stone TOTALe, and our SharedTalk online peer-to-peer collaborative and interactive community. Any damage, interruption
or failure of our systems, networks and databases could prevent us from processing customer orders and result in degradation or interruptions in
delivery of our products and services. Notwithstanding
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our efforts to protect against interruptions in the availability of our e-commerce websites and internet-based products and services, we do
occasionally experience unplanned outages or technical difficulties. In addition, we do not have complete redundancy for all of our systems. We
do not maintain real-time back-up of all of our data, and in the event of system disruptions, we could experience loss of data which could cause
us to lose customers and could harm our reputation and cause us to face unexpected liabilities and expenses. If we continue to expand our
business, we will put additional strains on these systems. We may also need to grow, reconfigure or relocate our data centers in response to
changing business needs, which may be costly and lead to unplanned disruptions of service.

Our possession and use of personal information presents risks and expenses that could harm our business. Unauthorized disclosure or
manipulation of such data, whether through breach of our network security or otherwise, could expose us to costly litigation and damage our
reputation.

        Maintaining our network security is of critical importance because our online e-commerce systems and our online administration tools for
our institutional business store proprietary and confidential customer, employee and other sensitive data, such as names, addresses, other
personal information and credit card numbers. We and our vendors use commercially available encryption technology to transmit personal
information when taking orders. We use security and business controls to limit access and use of personal information. However, third parties
may be able to circumvent these security and business measures by developing and deploying viruses, worms and other malicious software
programs that are designed to attack or attempt to infiltrate our systems and networks. In addition, employee error, malfeasance or other errors in
the storage, use or transmission of personal information could result in a breach of customer or employee privacy. We employ contractors and
temporary and part-time employees who may have access to the personal information of customers and employees. It is possible such
individuals could circumvent our controls, which could result in a breach of customer or employee privacy.

        Possession and use of personal information in conducting our business subjects us to legislative and regulatory burdens that could require
notification of data breach, restrict our use of personal information and hinder our ability to acquire new customers or market to existing
customers. We have incurred, and will continue to incur, expenses to comply with privacy and security standards and protocols imposed by law,
regulation, industry standards or contractual obligations.

        If third parties improperly obtain and use the personal information of our customers or employees, we may be required to expend
significant resources to resolve these problems. A major breach of our network security and systems could have serious negative consequences
for our businesses, including possible fines, penalties and damages, reduced customer demand for our products and services, harm to our
reputation and brand and loss of our ability to accept and process customer credit card orders.

We are exposed to risks associated with credit card and payment fraud and with credit card processing, which could cause us to lose revenue.

        Many of our customers use credit cards or automated payment systems to pay for our products and services. We have suffered losses, and
may continue to suffer losses, as a result of orders placed with fraudulent credit cards or other fraudulent payment data. For example, under
current credit card practices, we may be liable for fraudulent credit card transactions if we do not obtain a cardholder's signature, a frequent
practice in internet sales. We employ technology solutions to help us detect fraudulent transactions. However, the failure to detect or control
payment fraud could cause us to lose sales and revenue.
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Any significant interruptions in the operations of our call center or third-party call centers could cause us to lose sales and disrupt our
ability to process orders and deliver our solutions in a timely manner.

        We rely on both an in-house call center and third-party call centers to sell our solutions, respond to customer service and technical support
requests and process orders. Any significant interruption in the operation of these facilities, including an interruption caused by our failure to
successfully expand or upgrade our systems or to manage these expansions or upgrades, could reduce our ability to receive and process orders
and provide products and services, which could result in lost and cancelled sales and damage to our brand and reputation.

        As we grow, we will need more capacity from those existing call centers or we will need to identify and contract with new call centers. We
may not be able to continue to locate and contract for call center capacity on favorable terms, or at all. Additionally, the rates those call centers
charge us may increase or those call centers may not continue to provide service at the current levels.

        We structure our marketing and advertising to drive potential customers to our call centers and websites to purchase our solutions. If our
call center operators do not convert inquiries into sales at expected rates, our ability to generate revenue could be impaired. Training and
retaining qualified call center operators is challenging due to the expansion of our product and service offerings and the seasonality of our
business. If we do not adequately train our call center operators, they will not convert inquiries into sales at an acceptable rate.

        Our call center employs a large number of personnel and historically has been subject to a high turnover rate among employees. We may
have to terminate employees from time to time as our business changes and labor demands shift among our facilities. Any significant increase in
labor costs, deterioration of employee relations, slowdowns or work stoppages at any of our locations, employee turnover or otherwise, could
harm our business and profitability. In addition, high employee turnover could increase our exposure to employee-related litigation. Likewise,
the third-party call centers we utilize face similar issues.

If any of our products contain defects or errors or if new product releases or services are delayed, our reputation could be harmed, resulting
in significant costs to us and impairing our ability to sell our solutions.

        If our products contain defects, errors or security vulnerabilities, our reputation could be harmed, which could result in significant costs to
us and impair our ability to sell our products in the future. In the past, we have encountered product development delays due to errors or defects.
We would expect that, despite our testing, errors will be found in new products and product enhancements in the future. Significant errors in our
products or services could lead to, among other things:

�
delays in or loss of market acceptance of our products and services;

�
diversion of our resources;

�
a lower rate of license renewals or upgrades for consumer and institutional customers;

�
injury to our reputation; or

�
increased service expenses or payment of damages.

        In addition, we could face claims for product liability, tort or breach of warranty. Our contracts with customers contain provisions relating
to warranty disclaimers and liability limitations, which may not be upheld. Defending a lawsuit, regardless of its merit, is costly and may divert
management's attention and adversely affect the market's perception of us and our products and services. In addition, if our business
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liability insurance coverage proves inadequate or future coverage is unavailable on acceptable terms, or at all, we could face significant financial
losses.

Our sales to U.S. government agencies and armed forces subject us to special risks that could adversely affect our business.

        For the year ended December 31, 2008 and the six months ended June 30, 2009, we derived approximately 4% and 5%, respectively, of our
revenue from sales to U.S. government agencies and armed forces. Government sales entail a variety of risks including:

�
government contracts are subject to the approval of appropriations by the United States Congress to fund the expenditures by
the agencies under these contracts. Congress often appropriates funds for government agencies on a yearly basis, even
though their contracts may call for performance over a number of years;

�
our products and services are included on a General Services Administration, or GSA, schedule. The loss of the GSA
schedule covering our software products and related services could cause us to lose our ability to sell our products and
services to U.S. government customers;

�
we must comply with complex federal procurement laws and regulations in connection with government contracts, which
may impose added costs on our business; and

�
federal government contracts contain provisions and are subject to laws and regulations that provide government customers
with rights and remedies not typically found in commercial contracts. These rights and remedies allow government clients,
among other things, to terminate existing contracts, with short notice, for convenience without cause, reduce or modify
contracts or subcontracts, and claim rights in products, systems, and technology produced by us.

If we fail to effectively upgrade our information technology systems, we may not be able to accurately report our financial results or prevent
fraud.

        As part of our efforts to continue improving our internal control over financial reporting, we plan to continue to upgrade our existing
financial information technology systems in order to automate several controls that are currently performed manually. We may experience
difficulties in transitioning to these upgraded systems, including loss of data and decreases in productivity, as personnel become familiar with
these new systems. In addition, our management information systems will require modification and refinement as we grow and as our business
needs change, which could prolong difficulties we experience with systems transitions, and we may not always employ the most effective
systems for our purposes. If we experience difficulties in implementing new or upgraded information systems or experience significant system
failures, or if we are unable to successfully modify our management information systems or respond to changes in our business needs, we may
not be able to effectively manage our business and we may fail to meet our reporting obligations. In addition, as a result of the automation of
these manual processes, the data produced may cause us to question the accuracy of previously reported financial results.

Our software products must interoperate with computer operating systems of our institutional customers. If we are unable to ensure that our
products interoperate properly with institutional customer systems, our business could be harmed.

        Our products must interoperate with our institutional customers' computer systems, including student learning management systems. As a
result, we must continually ensure that our products interoperate properly with these systems. Changes in operating systems, the technologies we
incorporate into our products or the computer systems our institutional customers use may damage our business.
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As our product and service offerings become more complex, our reported revenue may become less predictable.

        Our planned expansion of products and services will generate more varied sources of revenue than our existing business. The accounting
policies that apply to these sources of revenue may be more complex than those that apply to our traditional products and services. In addition,
we may change the manner in which we sell our software licenses, and such change could cause delays in revenue recognition in accordance
with accounting standards. Under these accounting standards, even if we deliver products and services to, and collect cash from, a customer in a
given fiscal period, we may be required to defer recognizing revenue from the sale of such product or service until a future period when all the
conditions necessary for revenue recognition have been satisfied. Conditions that can cause delays in revenue recognition include software
arrangements that have undelivered elements for which we have not yet established vendor specific objective evidence of fair value,
requirements that we deliver services for significant enhancements or modifications to customize our software for a particular customer or
material customer acceptance criteria.

Many of our expenses are fixed and many are based, in significant part, on our expectations of our future revenue and are incurred prior to
the sale of our products and services. Therefore, any significant decline in revenue for any period could have an immediate negative impact
on our margins, net income and financial results for the period.

        Our expense levels are based, in significant part, on our estimates of future revenue and many of these expenses are fixed in the short term.
As a result, we may be unable to adjust our spending in a timely manner if our revenue falls short of our expectations. Accordingly, any
significant shortfall of revenue in relation to our estimates could have an immediate negative effect on our profitability. In addition, as our
business grows, we anticipate increasing our operating expenses to expand our product development, technical support, sales and marketing and
administrative organizations. Any such expansion could cause material losses to the extent we do not generate additional revenue sufficient to
cover the additional expenses.

We may need to raise additional funds to pursue our growth strategy or continue our operations, and we may be unable to raise capital when
needed.

        From time to time, we may seek additional equity or debt financing to provide for the capital expenditures required to finance working
capital requirements, continue our expansion, develop new products and services or make acquisitions or other investments. In addition, if our
business plans change, general economic, financial or political conditions in our markets change, or other circumstances arise that have a
material effect on our cash flow, the anticipated cash needs of our business as well as our conclusions as to the adequacy of our available sources
of capital could change significantly. Any of these events or circumstances could result in significant additional funding needs, requiring us to
raise additional capital. We cannot predict the timing or amount of any such capital requirements at this time. If financing is not available on
satisfactory terms, or at all, we may be unable to expand our business or to develop new business at the rate desired and our results of operations
may suffer.

Risks Related to Intellectual Property Rights

Protection of our intellectual property is limited, and any misuse of our intellectual property by others, including software piracy, could harm
our business, reputation and competitive position.

        Our intellectual property is important to our success. We believe our trademarks, copyrights, trade secrets, pending patents, trade dress and
designs are valuable and integral to our success and competitive position. To protect our proprietary rights, we rely on a combination of
copyrights, trademarks, trade secret laws, confidentiality procedures, contractual provisions and technical measures.
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        We have several patent applications on file. However, we do not know whether any of our pending patent applications will result in the
issuance of patents or whether the examination process will require us to narrow our claims. Even if patents are issued from our patent
applications, which is not certain, they may be contested, circumvented or invalidated in the future. Moreover, the rights granted under any
issued patents may not provide us with proprietary protection or competitive advantages, and, as with any technology, competitors may be able
to develop similar or superior technologies to our own now or in the future. In addition, we have not emphasized patents as a source of
significant competitive advantage and have instead sought to primarily protect our proprietary rights under laws affording protection for trade
secrets, copyright and trademark protection of our products, brands, trademarks and other intellectual property where available and appropriate.
However, all of these measures afford only limited protection and may be challenged, invalidated or circumvented by third parties. In addition,
these protections may not be adequate to prevent our competitors or customers from copying or reverse-engineering our products. Third parties
could copy all or portions of our products or otherwise obtain, use, distribute and sell our proprietary information without authorization. Third
parties may also develop similar or superior technology independently by designing around our intellectual property, which would decrease
demand for our products. In addition, our patents may not provide us with any competitive advantages and the patents of others may seriously
impede our ability to conduct our business.

        We protect our products, trade secrets and proprietary information, in part, by requiring all of our employees to enter into agreements
providing for the maintenance of confidentiality and the assignment of rights to inventions made by them while employed by us. We also enter
into non-disclosure agreements with our technical consultants, customers, vendors and resellers to protect our confidential and proprietary
information. We cannot assure you that our confidentiality agreements with our employees, consultants and other third parties will not be
breached, that we will be able to effectively enforce these agreements, that we will have adequate remedies for any breach, or that our trade
secrets and other proprietary information will not be disclosed or will otherwise be protected.

        We rely on contractual and license agreements with third parties in connection with their use of our products and technology. There is no
guarantee that such parties will abide by the terms of such agreements or that we will be able to adequately enforce our rights, in part because we
rely, in many instances, on "click-wrap" and "shrink-wrap" licenses, which are not negotiated or signed by individual licensees. Accordingly,
some provisions of our licenses, including provisions protecting against unauthorized use, copying, transfer, resale and disclosure of the licensed
software program, may be unenforceable under the laws of several jurisdictions.

        Protection of trade secret and other intellectual property rights in the markets in which we operate and compete is highly uncertain and may
involve complex legal questions. The laws of countries in which we operate may afford little or no protection to our trade secrets and other
intellectual property rights. Although we defend our intellectual property rights and combat unlicensed copying and use of software and
intellectual property rights through a variety of techniques, preventing unauthorized use or infringement of our intellectual property rights is
inherently difficult. Despite our enforcement efforts against software piracy, we lose significant revenue due to illegal use of our software. If
piracy activities increase, it may further harm our business.
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        We also expect that the more successful we are, the more likely that competitors will try to illegally use our proprietary information and
develop products that are similar to ours, which may infringe on our proprietary rights. In addition, we could potentially lose future trade secret
protection for our source code if any unauthorized disclosure of such code occurs. The loss of future trade secret protection could make it easier
for third parties to compete with our products by copying functionality. In addition, any changes in, or unexpected interpretations of, the trade
secret and other intellectual property laws in any country in which we operate may compromise our ability to enforce our trade secret and
intellectual property rights. Costly and time-consuming litigation could be necessary to enforce and determine the scope of our confidential
information and trade secret protection. If we are unable to protect our proprietary rights or if third parties independently develop or gain access
to our or similar technologies, our business, revenue, reputation and competitive position could be harmed.

Third-party use of our trademarks as keywords in internet search engine advertising programs may direct potential customers to competitors'
websites, which could harm our reputation and cause us to lose sales.

        Competitors and other third parties purchase our trademarks and confusingly similar terms as keywords in internet search engine
advertising programs and in the header and text of the resulting sponsored link advertisements in order to divert potential customers to their
websites. Preventing such unauthorized use is inherently difficult. If we are unable to protect our trademarks and confusingly similar terms from
such unauthorized use, competitors and other third parties may continue to drive potential online customers away from our websites to
competing websites, which could harm our reputation and cause us to lose sales.

Our trademarks are limited in scope and geographic coverage and may not significantly distinguish us from our competition.

        We own several federal trademark registrations, including the Rosetta Stone mark, hold common law trademark rights and have federal
trademark applications pending in the United States and abroad for additional trademarks. Even if federal registrations are granted to us, our
trademark rights may be challenged. It is also possible that our competitors will adopt trademarks similar to ours, thus impeding our ability to
build brand identity and possibly leading to customer confusion. In fact, various third parties have registered trademarks that are similar to ours
in the United States and overseas. We could incur substantial costs in prosecuting or defending trademark infringement suits. If we fail to
effectively enforce our trademark rights, our competitive position and brand recognition may be diminished.

        We have registered Rosetta Stone as a trademark for language learning in several countries. However, we have been precluded from
registering this trademark in some Asian countries because third parties have previously registered the trademark or have registered similar
trademarks. As a result, we have been marketing our products and services under our Rosetta World brand in some Asian countries, thus
compromising our ability to build a cohesive worldwide brand identity and possibly leading to customer confusion.

We have not registered copyrights for all our products, which may limit our ability to enforce them.

        We have not registered our copyrights in all of our software, written materials, website information, designs or other copyrightable works.
The United States Copyright Act automatically protects all of our copyrightable works, but without a registration we cannot enforce those
copyrights against infringers or seek certain statutory remedies for any such infringement. Preventing others from copying our products, written
materials and other copyrightable works is important to our overall success in the marketplace. In the event we decide to enforce any of our
copyrights against infringers, we will first be required to register the relevant copyrights, and we cannot be sure that all of the material for which
we seek copyright
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registration would be registrable in whole or in part, or that once registered, we would be successful in bringing a copyright claim against any
such infringers.

We must monitor and protect our internet domain names to preserve their value. We may be unable to prevent third parties from acquiring
domain names that are similar to, infringe on or otherwise decrease the value of our trademarks.

        We own several domain names that include the terms Rosetta Stone and Rosetta World. Third parties may acquire substantially similar
domain names that decrease the value of our domain names and trademarks and other proprietary rights which may hurt our business. Moreover,
the regulation of domain names in the United States and foreign countries is subject to change. Governing bodies could appoint additional
domain name registrars or modify the requirements for holding domain names. Governing bodies could also establish additional "top-level"
domains, which are the portion of the Web address that appears to the right of the "dot," such as "com," "gov" or "org." As a result, we may not
maintain exclusive rights to all potentially relevant domain names in the United States or in other countries in which we conduct business, which
could harm our business or reputation.

Claims that we misuse the intellectual property of others could subject us to significant liability and disrupt our business.

        We may become subject to material claims of infringement by competitors and other third parties with respect to current or future products,
e-commerce and other web-related technologies, online business methods, trademarks or other proprietary rights. Our competitors, some of
which may have substantially greater resources than us and have made significant investments in competing products and technologies, may
have, or seek to apply for and obtain, patents, copyrights or trademarks that will prevent, limit or interfere with our ability to make, use and sell
our current and future products and technologies, and we may not be successful in defending allegations of infringement of these patents,
copyrights or trademarks. Further, we may not be aware of all of the patents and other intellectual property rights owned by third parties that
may be potentially adverse to our interests. We may need to resort to litigation to enforce our proprietary rights or to determine the scope and
validity of a third-party's patents or other proprietary rights, including whether any of our products, technologies or processes infringe the
patents or other proprietary rights of third parties. We may incur substantial expenses in defending against third-party infringement claims
regardless of the merit of such claims. The outcome of any such proceedings is uncertain and, if unfavorable, could force us to discontinue sales
of the affected products or impose significant penalties or restrictions on our business. We do not conduct comprehensive patent searches to
determine whether the technologies used in our products infringe upon patents held by others. In addition, product development is inherently
uncertain in a rapidly evolving technological environment in which there may be numerous patent applications pending, many of which are
confidential when filed, with regard to similar technologies.

We do not own all of the software, other technologies and content used in our products and services.

        Some of our products and services include intellectual property owned by third parties, including software that is integrated with internally
developed software and a portion of our voice recognition software, which we license from the University of Colorado. From time to time we
may be required to renegotiate with these third parties or negotiate with new third parties to include their technology or content in our existing
products, in new versions of our existing products or in wholly new products. We may not be able to negotiate or renegotiate licenses on
commercially reasonable terms, or at all, and the third-party software may not be appropriately supported, maintained or enhanced by the
licensors. If we are unable to obtain the rights necessary to use or continue to use third-party technology or content in our products and services,
the inability to support, maintain and enhance any software could result in increased
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costs, or in delays or reductions in product shipments until equivalent software could be developed, identified, licensed and integrated.

Our use of open source software could impose limitations on our ability to commercialize our products.

        We incorporate open source software into our products and may use more open source software in the future. The use of open source
software is governed by license agreements. The terms of many open source licenses have not been interpreted by U.S. courts, and there is a risk
that these licenses could be construed in a manner that could impose unanticipated conditions or restrictions on our ability to commercialize our
products. In such event, we could be required to seek licenses from third parties in order to continue offering our products, make generally
available, in source code form, proprietary code that links to certain open source modules, re-engineer our products, discontinue the sale of our
products if re-engineering could not be accomplished on a cost-effective and timely basis, or become subject to other consequences. In addition,
open source licenses generally do not provide warranties or other contractual protections regarding infringement claims or the quality of the
code. Thus, we may have little or no recourse if we become subject to infringement claims relating to the open source software or if the open
source software is defective in any manner.

Risks Related to This Offering

Some of our stockholders could together exert significant influence over our company.

        As of June 30, 2009, funds affiliated with ABS Capital Partners beneficially owned in the aggregate shares representing approximately 25%
of our outstanding voting power. Two managing members of the general partner of ABS Capital Partners currently serve on our board of
directors. After the completion of this offering, funds affiliated with ABS Capital Partners will beneficially own in the aggregate shares
representing approximately 13% of our outstanding voting power, or approximately 11% if the underwriters exercise their over-allotment option
in full. Additionally, as of June 30, 2009, Norwest Equity Partners VIII, LP, or Norwest, beneficially owned in the aggregate shares representing
approximately 16% of our outstanding voting power. One managing member of the general partner of Norwest currently serves on our board of
directors. After completion of this offering, affiliates of Norwest will beneficially own in the aggregate shares representing approximately 9% of
our outstanding voting power, or approximately 7% if the underwriters exercise their over-allotment option in full. As a result, these
stockholders could together potentially have significant influence over all matters presented to our stockholders for approval, including election
and removal of our directors and change of control transactions. The interests of these stockholders may not always coincide with the interests of
the other holders of our common stock.

As a public company we incur additional cost and face increased demands on our management and key employees.

        We have operated as a public company only since April 15, 2009. As a public company, we incur significant legal, accounting and other
expenses that we did not incur as a private company. In addition, the Sarbanes-Oxley Act of 2002, as well as rules implemented by the Securities
and Exchange Commission, or SEC, and the New York Stock Exchange, impose various requirements on public companies. Our management
and other personnel devote substantial amounts of time to these requirements. Moreover, these requirements have significantly increased our
legal and financial compliance costs and have made some activities more time-consuming and costly. In addition, we incur additional costs
associated with our public company reporting requirements. These rules and regulations also make it more difficult and more expensive for us to
obtain director and officer liability insurance. We estimate our annual incremental public company costs will be between $1.5 million and
$2.0 million in fiscal 2009. However, these estimates may prove to be inaccurate as many of these costs are beyond our control, and the actual
incremental costs
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associated with our public company status could materially exceed our estimates. If our profitability is harmed by these additional costs, it could
have a negative effect on the trading price of our common stock.

We have identified material weaknesses in our internal controls for the period from January 4, 2006 through December 31, 2006 and the
year ended December 31, 2007 that, if not properly remediated, could result in material misstatements in our financial statements in future
periods and impair our ability to comply with the accounting and reporting requirements applicable to public companies.

        In relation to our consolidated financial statements for the period from January 4, 2006 through December 31, 2006 and the year ended
December 31, 2007, we identified material weaknesses in our internal controls over financial reporting in accounting for inventory, income taxes
and stock-based compensation, our general computer controls and controls within our enterprise resources planning system. In addition, we
identified a significant deficiency in our financial closing process. No material weaknesses or significant deficiencies in our internal controls
were identified in relation to our consolidated financial statements for the year ended December 31, 2008. A material weakness is defined as a
significant deficiency or combination of significant deficiencies, that results in a reasonable possibility that a material misstatement of our
financial statements will not be prevented by our internal control over financial reporting. A significant deficiency means a control deficiency, or
combination of control deficiencies, that adversely affects our ability to initiate, record, process or report financial data reliably in accordance
with generally accepted accounting principles such that there is more than a remote likelihood that a misstatement of our financial statements
that is more than inconsequential will not be prevented or detected by our internal control over financial reporting.

        Our independent registered public accounting firm's audit for the period from January 4, 2006 through December 31, 2006 and the years
ended December 31, 2007 and 2008 included consideration of internal control over financial reporting as a basis for designing their audit
procedures, but not for the purpose of expressing an opinion on the effectiveness of our internal controls over financial reporting. If such an
evaluation had been performed or when we are required to perform such an evaluation, additional material weaknesses, significant deficiencies
and other control deficiencies may have been or may be identified. Ensuring that we have adequate internal financial and accounting controls
and procedures in place to help produce accurate financial statements on a timely basis is a costly and time-consuming effort that needs to be
evaluated frequently. We incur increased costs and demands upon management as a result of complying with the laws and regulations affecting
public companies relating to internal controls, which could materially adversely affect our results of operations.

        Because of these material weaknesses, there is heightened risk that a material misstatement of our annual or quarterly financial statements
relating to the periods that these material weaknesses existed was not prevented or detected. We have taken steps to remediate our material
weaknesses, including hiring additional accounting and finance personnel and engaging consultants. Although we believe we have remediated
these material weaknesses and significant deficiencies and did not identify any new material weaknesses or significant deficiencies in relation to
our consolidated financial statements for the year ended December 31, 2008 or the six month period ended June 30, 2009, we cannot be certain
that our efforts to remediate these internal control weaknesses were successful or that similar material weaknesses will not recur. See
"Management's Discussion and Analysis of Financial Condition and Results of Operations�Internal Control over Financial Reporting" for a
discussion of the material weaknesses in our internal controls during the period January 4, 2006 through December 31, 2006 and the year ended
December 31, 2007 and our efforts to remediate those material weaknesses.

        Our internal growth plans will also put additional strains on our internal controls if we do not augment our resources and adapt our
procedures in response to this growth. As a public company, we are required to comply with the requirements of Section 404 of the
Sarbanes-Oxley Act of 2002 regarding internal controls beginning with our fiscal year ending December 31, 2010. In the event that we have not
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adequately remedied these material weaknesses, and if we fail to maintain proper and effective internal controls in future periods, we could
become subject to potential review by the New York Stock Exchange, the SEC or other regulatory authorities, which could require additional
financial and management resources, could result in our delisting by the New York Stock Exchange, could compromise our ability to run our
business effectively and could cause investors to lose confidence in our financial reporting.

If securities analysts do not publish research or reports about our business or if they publish negative evaluations of our stock, the price of
our stock could decline.

        The trading market for our common stock depends in part on the research and reports that industry or financial analysts publish about us or
our business. If one or more of the analysts covering our business downgrade their evaluations of or recommendations regarding our stock, or if
one or more of the analysts cease providing research coverage on our stock, the price of our stock could decline. If one or more of these analysts
cease providing research coverage on our stock, we could lose visibility in the market for our stock, which in turn could cause our stock price to
decline.

A significant portion of our outstanding common stock will soon be released from restrictions on resale and may be sold in the public market
in the near future. Sales of outstanding shares of our common stock into the market in the future could cause the market price of our
common stock to drop significantly, even if our business is doing well.

        If our existing stockholders sell, or indicate an intention to sell, substantial amounts of our common stock in the public market, the trading
price of our common stock could decline significantly. After this offering, approximately 20.4 million shares of our common stock will be
outstanding. Of these shares, the 4.3 million shares of our common stock sold in this offering and the 7.2 million shares sold in our initial public
offering will be freely tradable, without restriction, in the public market. Approximately 3.0 million shares will be freely tradable when their
contractual lock-up agreements with our underwriters expire October 12, 2009, subject to extension for up to 34 days in some circumstances.
The selling stockholders in this offering and our officers and directors, who collectively will own approximately 5.9 million shares of our
common stock after the completion of this offering, are subject to separate contractual lockups for 90 days after the date of the final prospectus
for this offering, subject to extension for up to 34 days in some circumstances. Morgan Stanley & Co. Incorporated may, in its discretion, permit
any of our stockholders who are subject to any of these contractual lock-ups to sell shares prior to the expiration of the lock-up agreements. See
"Shares Eligible for Future Sale."

Provisions in our organizational documents and in the Delaware General Corporation Law may prevent takeover attempts that could be
beneficial to our stockholders.

        Provisions in our second amended and restated certificate of incorporation and second amended and restated bylaws, and in the Delaware
General Corporation Law, may make it difficult and expensive for a third-party to pursue a takeover attempt we oppose even if a change in
control of our company would be beneficial to the interests of our stockholders. Any provision of our second amended and restated certificate of
incorporation or second amended and restated bylaws or Delaware law that has the effect of delaying or deterring a change in control could limit
the opportunity for our stockholders to receive a premium for their shares of our common stock, and could also affect the price that some
investors are willing to pay for our common stock. Our board of directors has the authority to issue up to 10,000,000 shares of preferred stock in
one or more series and to fix the powers, preferences and rights of each series without stockholder approval. The ability to issue preferred stock
could discourage unsolicited acquisition proposals or make it more difficult for a third party to gain control of our company, or otherwise could
adversely affect the market price of our common stock. Further, as a Delaware corporation, we are subject to Section 203 of the Delaware
General Corporation Law. This section generally prohibits us from engaging in mergers and other business combinations with stockholders that
beneficially own 15% or more
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of our voting stock, or with their affiliates, unless our directors or stockholders approve the business combination in the prescribed manner. In
addition, our second amended and restated certificate of incorporation includes a classified board of directors and requires that any action to be
taken by stockholders must be taken at a duly called meeting of stockholders and may not be taken be written consent. Our second amended and
restated bylaws require that any stockholder proposals or nominations for election to our board of directors must meet specific advance notice
requirements and procedures, which make it more difficult for our stockholders to make proposals or director nominations.
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 SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

        This prospectus, including the sections entitled "Prospectus Summary," "Risk Factors," "Management's Discussion and Analysis of
Financial Condition and Results of Operations," and "Business," contains forward-looking statements within the meaning of Section 27A of the
Securities Act of 1933, as amended, or the Securities Act, and Section 21E of the Securities Exchange Act of 1934, as amended, or the Exchange
Act. We may, in some cases, use words such as "project," "believe," "anticipate," "plan," "expect," "estimate," "intend," "should," "would,"
"could," "potentially," "will," or "may," or other words that convey uncertainty of future events or outcomes to identify these forward-looking
statements. Forward-looking statements in this prospectus include statements about:

�
demand for language learning software;

�
the advantages of our products, technology, brand and business model as compared to others;

�
our ability to maintain effective internal controls or to remediate material weaknesses;

�
our cash needs and expectations regarding cash flow from operations;

�
our product development plans, including our plans to develop new web-based services and expansion of our product
portfolio;

�
our plans regarding expansion of our marketing initiatives and sales force;

�
our ability to adequately protect our intellectual property rights;

�
our international expansion plans;

�
our plans to increase our kiosks and retail relationships;

�
our ability to manage and grow our business and execution of our business strategy;

�
our financial performance; and

�
the costs associated with being a public company.

        Although we believe that the expectations reflected in the forward-looking statements are reasonable, we cannot guarantee future results,
levels of activity, performance or achievements. There are a number of important factors that could cause actual results to differ materially from
the results anticipated by these forward-looking statements, which statements apply only as of the date of this prospectus. These important
factors include those that we discuss in this prospectus under the caption "Risk Factors" and elsewhere. You should read these factors and the
other cautionary statements made in this prospectus as being applicable to all related forward-looking statements wherever they appear in this
prospectus. If one or more of these factors materialize, or if any underlying assumptions prove incorrect, our actual results, performance or
achievements may vary materially from any future results, performance or achievements expressed or implied by these forward-looking
statements. We undertake no obligation to publicly update any forward-looking statements, whether as a result of new information, future events
or otherwise, except as required by law.
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 USE OF PROCEEDS

        We intend to use the proceeds we receive from this offering primarily to fund the expenses of this offering and we do not anticipate having
significant net proceeds remaining after the underwriting discounts and commissions are deducted with respect to the shares we sell and we pay
the estimated offering expenses. If the underwriters' option to purchase additional shares in this offering is exercised, our net proceeds will not
change as the entire option will be comprised of shares from the selling stockholders. We will not receive any proceeds from the sale of shares of
our common stock by the selling stockholders.

 PRICE RANGE OF COMMON STOCK

        Our common stock has traded on the New York Stock Exchange under the symbol "RST" since it began trading on April 16, 2009. Our
initial public offering was priced at $18.00 per share on April 15, 2009. The following table sets forth, for the time periods indicated, the high
and low sales prices of our common stock as reported on the New York Stock Exchange.

Low High
Year ending December 31, 2009
Second Quarter (beginning April 16, 2009) $21.33 $32.54
Third Quarter (through August 14, 2009) $25.31 $32.97

        On August 14, 2009, the last reported sale price of our common stock on the New York Stock Exchange was $28.35. As of June 30, 2009,
there were approximately 764 holders of record of our common stock.
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 DIVIDEND POLICY

        The Successor has never declared or paid cash dividends on our capital stock. We currently intend to retain all available funds and any
future earnings to support the operation of and to finance the growth and development of our business. We do not anticipate paying any cash
dividends in the foreseeable future.

 CAPITALIZATION

        The following table sets forth our cash and cash equivalents and our capitalization as of June 30, 2009 on:

�
an actual basis; and

�
on an as adjusted basis to reflect the sale by us of 40,000 shares of common stock in this offering at an assumed offering
price of $28.35 per share (the last reported sales price of our common stock on the New York Stock Exchange on August 14,
2009) and our receipt of the estimated net proceeds from that sale after deducting the estimated underwriting discounts and
commissions and estimated offering expenses payable by us.

        You should read the following table in conjunction with the sections titled "Selected Consolidated Financial Data," "Management's
Discussion and Analysis of Financial Condition and Results of Operations" and our financial statements and related notes included elsewhere in
this prospectus.

As of June 30, 2009

Actual
As

Adjusted
(in thousands, except

per share data)
Cash and cash equivalents $ 66,173 $ 66,347

Preferred Stock, $0.001 par value; 10,000,000 shares authorized actual
and as adjusted; zero shares issued and outstanding actual and as adjusted $ � $ �
Common stock, $0.00005 par value; 190,000,000 shares authorized actual
and as adjusted; 20,342,252 and 20,382,252 shares issued and outstanding
actual and as adjusted 2 2
Additional paid-in capital 128,264 128,438
Accumulated other comprehensive loss (226) (226)
Accumulated income 8,326 8,326

Total stockholders' equity 136,366 136,540

Total capitalization $136,366 $136,540

        This table excludes the following shares:

�
2,064,260 shares of our common stock issuable upon the exercise of options outstanding as of June 30, 2009 with a weighted
average exercise price of $9.03 per share;

�
8,722 shares of common stock issuable upon the exercise of restricted stock units outstanding as of June 30, 2009; and

�
1,899,947 shares of common stock reserved for future issuance under our 2009 Omnibus Incentive Plan.
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 SELECTED CONSOLIDATED FINANCIAL DATA

        The following table sets forth our selected consolidated statement of operations, balance sheet and other data for the periods indicated. The
selected consolidated statement of operations data for the period from January 4, 2006 through December 31, 2006 and the years ended
December 31, 2007 and 2008, and the consolidated balance sheet data as of December 31, 2007 and 2008 have been derived from Rosetta
Stone Inc., or the Successor, audited consolidated financial statements included elsewhere in this prospectus. The selected consolidated
statement of operations data for the period from January 1, 2006 through January 4, 2006, represents the operations of Fairfield & Sons, Ltd., or
the Predecessor, which was acquired by Rosetta Stone Inc. on January 4, 2006 and have been derived from Predecessor audited consolidated
financial statements included elsewhere in this prospectus. The selected consolidated financial data as of December 31, 2006 have been derived
from Successor audited financial statements, which are not included in this prospectus. The selected consolidated financial data for the
Predecessor as of December 31, 2004 and 2005, and for the years ended December 31, 2004 and 2005, have been derived from Predecessor
audited financial statements, which are not included in this prospectus. Our unaudited consolidated financial statements for the six months ended
June 30, 2008 and as of and for the six months ended June 30, 2009 have been prepared on the same basis as our annual consolidated financial
statements and include all adjustments, which include only normal recurring adjustments, necessary in the opinion of management for the fair
presentation of this data in all material respects. Our selected consolidated financial data as of June 30, 2009 and for the six months ended
June 30, 2008 and 2009 have been derived from unaudited Successor consolidated financial statements included elsewhere in this prospectus.
This information should be read in conjunction with "Capitalization," "Selected Consolidated Financial Data," "Management's Discussion and
Analysis of Financial Condition and Results of Operations" and our consolidated financial statements contained elsewhere in this prospectus.
Our historical results for any prior period are not necessarily indicative of results to be expected in any future period and our results for any
interim period are not necessarily indicative of results for a full fiscal year.

        The Predecessor incurred transaction-related expenses during the period from January 1, 2006 through January 4, 2006 relating to the
acquisition by Rosetta Stone Inc. on January 4, 2006. Included in the expenses were $5.9 million related to restricted common stock,
$3.1 million in cash bonuses and $1.2 million in acquisition-related bank fees.

        The Predecessor declared cash dividends of $6,716 and $14,324 per share in the years ended December 31, 2004 and 2005, respectively.
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Predecessor Successor

Year Ended
December 31,

Period from
January 1,
through
January 4,

2006

Period from
January 4,
through

December 31,
2006

Year Ended
December 31,

Six Months Ended
June 30,

2004 2005 2007 2008 2008 2009
(in thousands, except per share data)

Statement of Operations
Data:
Revenue $25,373 $48,402 $ 272 $ 91,298 $ 137,321 $ 209,380 $ 83,327 $ 106,745
Cost of revenue 3,968 8,242 203 12,541 20,687 28,676 11,081 14,130

Gross profit 21,405 40,160 69 78,757 116,634 180,704 72,246 92,615

Operating expenses:
Sales and marketing 11,303 22,432 695 45,854 65,437 93,384 39,782 50,759
Research and development 1,833 2,819 41 8,117 12,893 18,387 8,290 14,944
Acquired in-process
research and development � � � 12,597 � � � �
General and administrative 6,484 8,157 142 16,590
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