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At a glance
In the past few years, more companies have
reported material weaknesses in advance of
their IPO. With the timing of this disclosure,
companies are alerting investors but also
disclosing remediation plans in their initial
registration statements.

Since 2011, an average of 25% of companies
going public have disclosed at least one
material weakness before their IPO.
How should you address material
weaknesses in your IPO?
When public companies surprise the market and identify
and disclose material weaknesses (MWs) in their internal
control over financial reporting (ICFR), there are frequently
unfavorable consequences, including negative press, loss
of investor confidence, lower analyst ratings, and declines
in share price and, potentially, company value. Such
consequences are especially relevant for newly public
companies that do not have a long history of performance
because their market value can be highly sensitive to any
surprise. However, when it comes to reporting on internal
controls, giving investors notice of MWs prior to an initial
public offering (IPO) may give companies a “hall pass” in
the first few years of being public. Since 2011, an average of
25% of companies going public have disclosed at least one
MW before going public. However, this is a temporary hall
pass – investors want to understand how companies are
remediating those MWs.
Companies that do not qualify as Emerging Growth
Companies (EGCs) as defined under the JOBS Act1 have

until the filing of their second annual report to have their
auditors opine on their ICFR. Companies that do qualify
can defer for up to five years. However, regardless of
whether the company qualifies as an EGC, management is
required to report that there is an adequate internal control
structure in the second annual report after going public.
The CEO and CFO are also required to certify their control
over, and acceptance of responsibility for, disclosure
controls and procedures on Form 10-K or Form 10-Q in
their first filing after going public. Finally, even before
a company goes public, auditors are required to gain an
understanding of the company’s internal controls as part of
their audit procedures.
So, while initially, it may appear that businesses preparing
for an IPO can put their assessment of ICFR toward
the bottom of their to-do list, many companies take a
different approach.
Having insight into the most common types of MW
disclosures – and the size of pre-public companies
reporting them – may help companies determine the
likelihood of investor acceptance for a pre-IPO disclosure
of material weakness.

When does a company exit EGC status?
An issuer that is an EGC as of the first day of its fiscal year continues to be an EGC until the earliest of:
1.

the last day of the fiscal year during which it had total annual gross revenues of $1 billion or more;

2. the last day of the fiscal year following the fifth anniversary of the first sale of the issuer’s common equity securities
in an offering registered under the Securities Act of 1933 (Securities Act);
3. the date on which the issuer has issued more than $1 billion in non-convertible debt securities during the previous
three-year period; or
4. the date on which the issuer becomes a large accelerated filer (generally, a company with a public float of at least
$700 million—see Securities Exchange Act of 1934 (Exchange Act) Rule 12b-2).

The JOBS Act (which is short for the Jumpstart Our Business Startups Act)
came into effect in April 2012 and created a number of special accommodations
intended to make it easier for EGCs to complete an IPO. Such accommodations
include confidential filings with the SEC, permitting two years of financial
statements, and deferral of the auditor’s attestation on ICFR.
1
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Required reporting
over MWs
A material weakness, as defined
by the US Securities and Exchange
Commission, is “a deficiency, or
a combination of deficiencies,
in ICFR such that there is a
reasonable possibility that a material
misstatement of the registrant’s
annual or interim financial statements
will not be prevented or detected on a
timely basis.”
A public company’s management
is required to establish, maintain,
and evaluate the process of internal
control. It also requires independent
auditors of public companies to
conduct an assessment and report on
ICFR. Some of the key provisions of
SOX are Section 404, which requires

that management report on internal
control over financial reporting and
Section 302, which requires that the
CEO and CFO certify the accuracy
of financial statements. With the
introduction of the JOBS Act in 2012,
management of EGCs can defer
the auditor’s assessment of ICFR.
However, under Section 302 and
Section 906, these companies are still
required to provide CEO and CFO
certifications in their 10-K and 10-Q
filings.

should be communicated, in writing,
to management and those charged
with governance (generally defined as
the board of directors and
audit committee).
The frequency with which pre-IPO
companies are disclosing MWs
indicates there is some market
expectation that companies have
an understanding of their internal
controls prior to their IPO.

Our research

In addition to management
requirements, the auditor is required
to evaluate the severity of deficiencies
in internal control identified during
the course of the audit. Deficiencies
identified during the audit that upon
evaluation are considered significant
deficiencies or material weaknesses

PwC researched MW disclosures in
US IPOs between January 1, 2011, and
September 30, 2015, and found that
the percentage of companies in the
IPO process that disclose MWs has
increased year-over-year since 2012
(see Table 1).

Table 1: Percentage of IPOs2 disclosing MWs3

2011

2012

2013

2014

YTD Q3’ 15

Total

All IPOs

128

137

228

293

144

930

MW disclosed

30

25

53

79

45

232

23%

18%

23%

27%

31%

25%

% disclosing MW

Based on IPOs between January 1, 2011, and September 30, 2015.

Sarbanes-Oxley Act – Key provisions
Corporate Responsibility for Financial Reports:
Section 302
The CEO and CFO certify in each annual and quarterly report that they are directly responsible for the accuracy,
documentation, and submission of all financial reports, as well as for the internal control structure of the registrant.
They certify that the financial statements are accurate, that they comply with the requirements of the Exchange Act,
and that the information is fairly presented.
Section 906
A shorter representation than the 302 certification, Section 906 imposes criminal penalties for certifying a
misleading or fraudulent financial report. Under Section 906, penalties can be upwards of $5 million in fines and 20
years in prison.
• Both Section 302 and 906 certifications are required in the first annual or quarterly filing after becoming a
public company.
Section 404 – Management Assessment of Internal Controls
All annual financial reports must include an Internal Control Report stating that management is responsible for
establishing and maintaining “adequate” ICFR and an assessment by management of the effectiveness of the control
structure (404(a)). Any material weaknesses in these controls must also be reported. In addition, registered external
auditors must attest to management’s assessment of ICFR (404(b)).
• Non-EGCs are responsible for Section 404(a) and 404(b) in their second annual report as a public company.
• EGCs are responsible for Section 404(a) in their second annual report as a public company; Section 404(b) is not
required to be met until the earlier of losing EGC status or after five years as a public company.
PwC defines an IPO as domestic and foreign IPOs listed on the NYSE and
NASDAQ. IPOs do not include unit investment trusts, commodity trusts, full
classified closed-end funds, or business development companies. This
definition also does not include SPAC IPOs.
3
Material weakness disclosure is taken from the S-1, S-11 or F-1. A certain
percentage of companies undergoing IPOs may have disclosed their material
weaknesses outside the year of eventual pricing; however, we are using the
pricing date for the purposes of calculating year-over-year percentages.
2
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Approximately 88% of companies disclosing a
MW had less than $500m in revenue in the 12
months prior to their IPO. The majority were
in the high-growth technology and healthcare
sectors or consumer sector.
During this period, approximately 88% of companies that
reported MWs had less than $500m in revenue in the year
prior to their IPO. For the overall population of companies
that had IPOs, 80% had less than $500m in revenue. This
could indicate that smaller companies are more susceptible
to MWs. Smaller companies are often limited in their
accounting and financial reporting capabilities, given their
stage of growth, small staff, and amount of resources they
are able to invest in the business, which generally leads to a
segregation of duties issue. These limitations may result in
a less-defined and more poorly developed internal control
environment, which often leads to MWs.

MW by sector

Table 2 depicts (a) the percentage of total IPOs reporting
a material weakness attributable to a particular sector and
(b) the percentage of total IPOs attributable to that sector.

Table 2: IPO MW disclosures by sector
Sector

% of total IPOs % of total IPOs
disclosing MW

Consumer

14%

12%

Energy
Financial
Healthcare
Industrial
REIT
Technology

7%
6%
31%
7%
2%
33%

11%
11%
28%
10%
5%
23%

100%

100%

Total

Based on IPOs between January 1, 2011, and September 30, 2015, by sector.

In most sectors, the ratio of sector MW reported to total
MW reported is less than or approximates the ratio of total
sector IPOs to total IPOs. For example, the energy sector
represented 7% of the IPOs reporting a MW and 11% of all
IPOs. However, the technology sector represented 33% of
the IPOs disclosing a MW, but only 23% of the total IPOs.
A similar, though not as significant, trend is seen in the
healthcare and consumer sectors.

Table 3 depicts the number of companies in a sector
reporting a MW as a percentage of the total sector IPOs
and further analyzes such companies by total revenues as
reported by the company for the 12 months prior to
their IPO.

Table 3: Percentage of IPOs disclosing MWs by sector
and revenue4
Sector

Total revenues
<$500m

$500$1,000m

Total

>$1,000m

Consumer

38%

31%

10%

29%

Energy
Financial
Healthcare
Industrial
REIT
Technology

19%
17%
28%
15%
9%
39%

10%
25%
14%
14%
0%
33%

12%
0%
10%
22%
33%
10%

17%
15%
27%
17%
10%
36%

Based on total MWs disclosed between January 1, 2011, and September 30, 2015, by sector and
last 12 months of revenue at the time of IPO.

Relative to total sector IPOs, the technology, healthcare,
and consumer sectors have the greatest percentage of
companies reporting MWs since 2011. For each of these
sectors, more than 25% of the sector IPOs reported a MW
(for example, of the technology IPOs, 36% of technology
companies have reported a MW to date). This could be
attributable in part to the relatively smaller size and stage
of growth of biotech/biopharma and technology companies,
as well as to the overall IPO volume in those sectors over
the past few years (the healthcare sector increased from
15 IPOs in 2011 to 115 in 2014, and the technology sector
increased from 41 to 60 in the same time period).

Tables do not sum to 100% as the data above depicts the ratio of companies
by sector that disclose a MW. For example, 29% of consumer sector IPOs
disclosed a MW.
4
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Table 4 shows the percentage of IPOs reporting a MW for each sector broken out by year, beginning in 2011. The trend
seen by sector is largely consistent with the overall IPO markets: the percentage of companies reporting a MW in advance
of their IPO has increased over the past few years.

Table 4: Percentage of IPOs disclosing MW by sector and year5

2014

YTD Q3’ 15

Total

2011

2012

2013

Consumer

22%

18%

31%

32%

47%

29%

Energy

16%

20%

17%

17%

10%

17%

Financial

20%

12%

13%

14%

21%

15%

Healthcare

20%

8%

17%

33%

30%

27%

Industrial

7%

13%

30%

17%

8%

17%

REIT

10%

0%

5%

17%

33%

10%

Technology

39%

30%

37%

30%

55%

36%

Based on IPOs between January 1, 2011, and September 30, 2015, by sector.

In 2014, 33% and 30% of healthcare and technology company IPOs, respectively, reported at least one MW. The consumer
sector also had similar levels of disclosures in 2014, with 32% of companies reporting at least one MW. The financial
sector was the lowest in disclosing MWs in 2014, with 14% of companies disclosing at least one MW, perhaps because
these companies are in a highly regulated industry which subjects companies to certain guidelines and restrictions. In
addition, 2015 (YTD Q3), has seen an uptick in the number of MW disclosures by technology and consumer companies,
with 55% and 47%, respectively, of the sector’s IPOs reporting a MW.

Tables do not sum to 100% as the data above
depicts the ratio of companies by sector that
disclose a MW. For example, 29% of consumer
sector IPOs disclosed a MW.
5
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Of the material weaknesses
disclosed between
October 1, 2014, and
September 30, 2015,
24% related to insufficient
accounting resources and
19% related to inappropriate
reconciliation of complex or
non-routine transactions.

Types of MWs
From October 1, 2014, through September 30, 2015, 30% of the companies that went public reported a MW (66 out of 217
companies). Of particular note, 39% of these companies reported two or more MWs, with some companies reporting up to
four MWs. The most common MWs reported (see Figure 1) related to insufficient accounting personnel (24% of total MW
reported), lack of appropriate procedures (20%) and inappropriate reconciliation of complex or non-routine transactions
(19%). On review of the registration statements of these companies, all included a risk factor discussing the MW, and
approximately half of these companies also included disclosure in Management Discussion & Analysis (MD&A).
Approximately 92% of companies disclosing MWs also included remediation language in their registration statement.
Many companies disclosed multiple solutions to remedy their MW: 65% of companies sought to remedy their MW by
hiring additional personnel, and 61% planned to establish or revise formal policies and procedures. Other remediation
plans included hiring a CFO, preparing training materials, and hiring third-party advisors. Figure 2 shows remediation
solutions disclosed by percentage.

Figure 1: Breakdown of MWs disclosed by type

Figure 2: Remediation Solutions
80%

Other
6%
Segregation
of Duties
12%

65%

70%
61%

60%

Insufficient
Accounting
Personnel
24%

50%
40%
30%

Insufficienct
Technology
Systems
4%

17%

20%

Lack of
Procedures
20%

Lack of Review
Processes
15%
Inappropriate
Reconcilation
of Complex or
Non-routine
Transactions
19%

Includes disclosures from October 1, 2014, to September 30, 2015

15%
9%

10%

9%

0%
Hired additional personnel

Established or revised formal
policies and procedures

Hired CFO

Hired third-party consultants

Prepared training materials/
programs

Other

Includes disclosures from October 1, 2014, to September 30, 2015
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What does this mean for my IPO?

PwC’s IPO services

It appears there is a growing tendency for companies to
disclose MWs in their registration statements. Furthermore,
the introduction of the JOBS Act has allowed a greater
number of smaller companies to register as EGCs. Investors
generally recognize that these companies are not as
sophisticated as larger organizations in terms of resources,
processes, and controls.

As you go through the process of considering an IPO,
we expect you will identify additional areas that could
benefit from further advice or assistance from experienced
advisors. PwC’s comprehensive IPO services bring together
an integrated set of solutions to help companies as they
prepare for the public markets. The following chart
illustrates many of the areas an organization will need to
focus on and improve as it embarks on the going-public
process and transitions to operating as a public company.

On the other hand, if a MW isn’t disclosed in the
registration statement, investors may erroneously assume
one does not exist, which could have negative ramifications
for the company post-IPO, including unfavorable press,
loss of shareholder confidence, and decreased share
performance.
Consequently, even though full compliance with the
documentation and testing of ICFR may not be immediately
required, pre-IPO companies, particularly those with
less than $500 million of revenue, should consider using
the registration process as an opportunity to provide
appropriate warning to the market regarding MW if one
exists. There is clearly an expectation that companies will
not only disclose their plans for remediating MWs, but act
on them accordingly.
A proactive disclosure of material weakness, combined
with demonstrating progress toward remediation, gives
investors confidence in the company’s ability to function
as a public company.
Understanding the nature of MW and working with
advisors on an overall readiness assessment will also help
management determine what gaps in their internal controls
and processes need to be filled before they undergo the
seismic change of taking their company public.

Capital
Markets
Advisory

Accounting
and Financial
Reporting
Financial
Planning and
Analysis

Governance
and
Leadership

Internal
Controls &
Internal Audit

Corporate
Strategy and
Development

IPO Services
Enterprise
Risk
Management

Tax

Treasury

Executive
Compensation
and HR

Should you wish to consider engaging us in your IPO
process, we would be pleased to present and discuss our
qualifications and capabilities in any of these areas.
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pwc.com/us/ipo
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