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SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)

xQUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the quarterly period ended September 30, 2014

OR

¨TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934

For the transition period from ____ to ____    

Commission File Number 001-33351

________________________

NEUROMETRIX, INC.

(Exact name of registrant as specified in its charter)
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Delaware 04-3308180
(State or other jurisdiction of (I.R.S. Employer Identification No.)
incorporation or organization)

62 Fourth Avenue, Waltham, Massachusetts 02451
(Address of principal executive offices) (Zip Code)

(781) 890-9989

(Registrant’s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.

Yes x    No ¨

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files).

Yes x    No ¨

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer or
a smaller reporting company. See definition of “large accelerated filer,” “accelerated filer” and “smaller reporting company”
in Rule 12b-2 of the Exchange Act (check one):

Large accelerated filer ¨   Accelerated filer ¨  Non-accelerated filer ¨ Smaller reporting company x
(Do not check if a smaller
reporting company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).
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Yes ¨ No x

Indicate the number of shares outstanding of each of the issuer’s classes of common stock, as of the latest practicable
date:

7,944,257 shares of common stock, par value $0.0001 per share, were outstanding as of October 24, 2014.
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PART I – FINANCIAL INFORMATION

Item 1. Financial Statements

NeuroMetrix, Inc.

Balance Sheets

(Unaudited)

September 30,
2014

December 31,
2013

Assets
Current assets:
Cash and cash equivalents $11,687,021 $9,195,753
Accounts receivable, net 611,790 390,922
Inventories 630,236 563,036
Prepaid expenses and other current assets 440,906 416,816
Total current assets 13,369,953 10,566,527

Fixed assets, net 198,045 229,313
Other long-term assets 555 923
Total assets $13,568,553 $10,796,763

Liabilities and Stockholders’ Equity
Current liabilities:

Accounts payable $522,714 $322,896
Accrued compensation 778,053 386,004
Accrued expenses 1,215,058 870,196
Current portion of deferred revenue 38,716 68,812
Total current liabilities 2,554,541 1,647,908

Deferred revenue, net of current portion 10,050 15,277
Common stock warrants 4,803,015 1,938,603
Total liabilities 7,367,606 3,601,788

Commitments and contingencies (See Note 6)

Stockholders’ equity:
Preferred stock, $0.001 par value; 5,000,000 shares authorized at September 30,
2014 and December 31, 2013: — —

4 —
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Convertible preferred stock; 11,083 and 4,438 shares designated at September 30,
2014 and December 31, 2013, respectively, and 4,022.357 and 0 shares issued and
outstanding at September 30, 2014 and December 31, 2013, respectively
Common stock, $0.0001 par value; 50,000,000 shares authorized; 7,944,257 and
5,945,581 shares issued and outstanding at September 30, 2014 and December 31,
2013, respectively

794 595

Additional paid-in capital 157,669,250 153,806,460
Accumulated deficit (151,469,101) (146,612,080)
Total stockholders’ equity 6,200,947 7,194,975
Total liabilities and stockholders’ equity $13,568,553 $10,796,763

The accompanying notes are an integral part of these interim financial statements.

2
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NeuroMetrix, Inc.

Statements of Operations

(Unaudited)

Quarters Ended
September 30,

Nine Months Ended
September 30,

2014 2013 2014 2013

Revenues $1,427,828 $1,314,728 $4,103,135 $3,876,654

Cost of revenues 639,025 578,484 1,909,443 1,649,429

Gross profit 788,803 736,244 2,193,692 2,227,225

Operating expenses:
Research and development 945,349 740,324 3,273,900 2,727,590
Sales and marketing 537,785 581,079 1,678,665 2,241,138
General and administrative 1,310,012 1,014,295 3,605,047 3,240,049

Total operating expenses 2,793,146 2,335,698 8,557,612 8,208,777

Loss from operations (2,004,343) (1,599,454) (6,363,920) (5,981,552)

Interest income 1,336 1,407 3,362 4,570
Warrants offering costs (23,256 ) — (50,874 ) (376,306 ))
Change in fair value of warrant liability 564,550 881,783 1,554,411 2,037,779

Net loss $(1,461,713) $(716,264 ) $(4,857,021) $(4,315,509)

Net loss per common share applicable to common
stockholders, basic and diluted (See Note 3, Net Loss per
Common Share)

$(0.19 ) $(0.26 ) $(1.18 ) $(2.13 )

Weighted average number of common shares outstanding,
basic and diluted 7,853,292 2,725,466 6,602,626 2,387,462

The accompanying notes are an integral part of these interim financial statements.

3
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NeuroMetrix, Inc.

Statements of Cash Flows

(Unaudited)

Nine Months Ended
September 30,
2014 2013

Cash flows from operating activities:
Net loss $(4,857,021 ) $(4,315,509)
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization 103,250 116,398
Stock-based compensation 208,358 158,932
Inventory charges — 95,186
Warrants offering cost 50,874 376,306
Change in fair value of warrant liability (1,554,411 ) (2,037,779)
Changes in operating assets and liabilities:
Accounts receivable (220,868 ) (52,768 )
Inventories (67,200 ) 195,121
Prepaid expenses and other current assets (26,476 ) (27,662 )
Accounts payable 199,818 5,870
Accrued expenses and compensation 841,317 208,588
Deferred revenue, deferred costs, and other (32,570 ) (53,191 )
Net cash used in operating activities (5,354,929 ) (5,330,508)

Cash flows from investing activities:
Purchases of fixed assets (71,982 ) (27,808 )
Net cash used in investing activities (71,982 ) (27,808 )

Cash flows from financing activities:
Net proceeds from issuance of stock and other equity 7,918,179 4,512,935
Payments on capital lease — (17,929 )
Net cash  provided by financing activities 7,918,179 4,495,006

Net increase (decrease) in cash and cash equivalents 2,491,268 (863,310 )
Cash and cash equivalents, beginning of period 9,195,753 8,699,478
Cash and cash equivalents, end of period $11,687,021 $7,836,168

Supplemental disclosure of cash flow information:
Common stock issued to settle incentive compensation obligation $104,402 $285,296
Warrants issued under Securities Purchase Agreement recorded as a non-current liability $4,418,824 $4,011,205

The accompanying notes are an integral part of these interim financial statements.
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NeuroMetrix, Inc.

Notes to Unaudited Financial Statements

September 30, 2014

1. Business and Basis of Presentation

Our Business-An Overview

NeuroMetrix, Inc., or the Company, a Delaware corporation, was founded in June 1996. The Company is an
innovative health-care company that develops wearable medical technology and point-of-care diagnostic tests to help
patients and physicians better manage chronic pain, nerve diseases, and neuropathic sleep disorders. The Company
believes that there are large and important unmet needs in the treatment of diabetic neuropathies and adjacent forms of
chronic pain. With substantial experience in medical devices to measure and alter peripheral nerve function, the
Company believes it is well positioned to address these unmet needs through the development of novel proprietary
medical devices. Accordingly, the Company has a major focus on developing and marketing medical devices for
diabetic neuropathies. The Company has over a decade of experience in neuropathy detection starting with approval in
1998 by the United States Food and Drug Administration, or FDA, of the NC-stat System, a point-of-care device for
the performance of general purpose nerve conduction studies.

In 2013 the Company launched the SENSUS™ Pain Management System, or SENSUS, a wearable transcutaneous
electrical nerve stimulator indicated for management of chronic pain, and is the only device cleared by the FDA for
use during sleep. It markets SENSUS to physicians managing patients with painful diabetic neuropathy and other
forms of chronic pain. The Company also markets the NC-stat® DPNCheck® device, which is a fast, accurate, and
quantitative nerve conduction test used to evaluate systemic neuropathies such as diabetic peripheral neuropathy, or
DPN. NC-stat DPNCheck is designed to be used by physicians and other clinicians at the point-of-care to objectively
detect, stage, and monitor DPN. The Company’s historical neurodiagnostic business is based on the ADVANCE™
NCS/EMG System, or the ADVANCE System, which is a comprehensive platform for the performance of traditional
nerve conduction studies and invasive electromyography procedures and which is primarily used in physician offices
and clinics. While the ADVANCE System contributes to the Company’s revenues, the Company is not actively
managing the ADVANCE business for growth.

On June 24, 2014, the Company entered into a Securities Purchase Agreement with a single institutional investor
providing for the issuance of common stock, convertible preferred stock and warrants to purchase common stock,
which is referred to as the 2014 Offering. The Company received net proceeds of $7.9 million from the 2014 Offering.
See Note 9, Stockholders’ Equity, for additional details.
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The Company held cash and cash equivalents of $11.7 million as of September 30, 2014. The Company believes that
these resources and the cash to be generated from expected product sales will be sufficient to meet its projected
operating requirements for at least the next twelve months. The Company continues to face significant challenges and
uncertainties and, as a result, the Company’s available capital resources may be consumed more rapidly than currently
expected due to (a) unanticipated decreases in sales of the Company’s products and the uncertainty of future revenues
from the Company’s new products; (b) changes the Company may make to the business that affect ongoing operating
expenses; (c) changes the Company may make in its business strategy; (d) regulatory developments affecting the
Company’s existing products and delays in the FDA approval process for products under development; (e) changes in
the Company’s research and development spending plans; and (f) other items affecting the Company’s forecasted level
of expenditures and use of cash resources. Accordingly, the Company will need to raise additional funds to support its
future operating and capital needs beyond the next twelve months. The Company may attempt to obtain additional
funding through public or private financing, collaborative arrangements with strategic partners, or through additional
credit lines or other debt financing sources to increase the funds available to fund operations. However, the Company
may not be able to secure such financing in a timely manner or on favorable terms, if at all. Furthermore, if the
Company issues equity or debt securities to raise additional funds, its existing stockholders may experience dilution,
and the new equity or debt securities may have rights, preferences and privileges senior to those of the Company’s
existing stockholders. If the Company raises additional funds through collaboration, licensing or other similar
arrangements, it may be necessary to relinquish valuable rights to its potential products or proprietary technologies, or
grant licenses on terms that are not favorable to the Company. Without additional funds, the Company may be forced
to delay, scale back or eliminate some of its sales and marketing efforts, research and development activities, or other
operations and potentially delay product development in an effort to provide sufficient funds to continue its
operations. If any of these events occur, the Company’s ability to achieve its development and commercialization goals
would be adversely affected.

5
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Unaudited Interim Financial Statements

The accompanying unaudited balance sheet as of September 30, 2014, unaudited statements of operations for the
quarters and nine months ended September 30, 2014 and 2013 and the unaudited statements of cash flows for the nine
months ended September 30, 2014 and 2013 have been prepared in accordance with accounting principles generally
accepted in the United States of America for interim financial information and with the instructions to Form 10-Q and
Article 10 of Regulation S-X. Accordingly, they do not include all of the information and footnotes required by
accounting principles generally accepted in the United States of America for complete financial statements. In the
opinion of management, the financial statements include all normal and recurring adjustments considered necessary
for a fair statement of the Company’s financial position and operating results. Operating results for the quarter ended
September 30, 2014 are not necessarily indicative of the results that may be expected for the year ending December
31, 2014 or any other period. These financial statements and notes should be read in conjunction with the financial
statements for the year ended December 31, 2013 included in the Company’s Annual Report on Form 10-K, as filed
with the Securities and Exchange Commission, or the SEC, on February 24, 2014 (File No. 001-33351), or the
Company’s 2013 Form 10-K. The accompanying balance sheet as of December 31, 2013 has been derived from
audited financial statements prepared at that date, but does not include all disclosures required by accounting
principles generally accepted in the United States of America.

Revenues

The Company recognizes revenue when the following criteria have been met: persuasive evidence of an arrangement
exists, delivery has occurred and risk of loss has passed, the seller’s price to the buyer is fixed or determinable, and
collection is reasonably assured.

Revenues associated with the sale of the ADVANCE devices to customers and distributors are recognized upon
shipment, provided that the selling price is fixed or determinable, persuasive evidence of an arrangement exists,
collection of receivables is reasonably assured, product returns are reasonably estimable, and no continuing
obligations exist. The revenues from the sale of an ADVANCE communication hub together with access to
NeuroMetrix information systems are considered one unit of accounting and deferred and recognized on a straight-line
basis over the estimated period of time that the Company provides the service associated with the information systems
of three years. The resulting deferred revenue and deferred costs are presented as separate line items on the
accompanying balance sheet. Revenues related to extended service agreements for the devices are recognized ratably
over the term of the extended service agreement.

Revenues associated with the sale of the SENSUS and NC-stat DPNCheck devices are recognized upon shipment,
provided that the selling price is fixed or determinable, persuasive evidence of an arrangement exists, collection of
receivables is reasonably assured, product returns are reasonably estimable, and no continuing obligations exist.
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Revenues also include sales of consumables, including single use nerve specific electrodes and other accessories.
These revenues are recognized upon shipment provided that the selling price is fixed or determinable, persuasive
evidence of an arrangement exists, collection of receivables is reasonably assured, and product returns are reasonably
estimable.

When multiple elements are contained in a single arrangement, the Company allocates revenue between the elements
based on their relative selling prices. The Company determines selling price using vendor specific objective evidence,
or VSOE, if it is available, third-party evidence, or TPE, if VSOE is not available, and best estimate of selling price,
or BESP, if neither VSOE nor TPE are available. The Company generally expects that it will not be able to establish
TPE due to the nature of the markets in which it competes, and, as such, it will typically determine selling price using
VSOE or if not available, BESP. The objective of BESP is to determine the selling price of a deliverable on a
standalone basis. The Company’s determination of BESP involves a weighting of several factors based on the specific
facts and circumstances of an arrangement. Specifically, the Company considers the cost to produce the deliverable,
the anticipated margin on that deliverable, the selling price and profit margin for similar parts, its ongoing pricing
strategy, the value of any enhancements that have been built into the deliverable, and the characteristics of the varying
markets in which the deliverable is sold.

Revenue recognition involves judgments, including assessments of expected returns and expected customer
relationship periods. The Company analyzes various factors, including a review of specific transactions, its historical
returns, average customer relationship periods, customer usage, customer balances, and market and economic
conditions. Changes in judgments or estimates on these factors could materially impact the timing and amount of
revenues and costs recognized. Should market or economic conditions deteriorate, the Company’s actual return or bad
debt experience could exceed its estimate.

6
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Certain product sales are made with a 30-day right of return. Since the Company can reasonably estimate future
returns, it recognizes revenues associated with product sales that contain a right of return upon shipment and at the
same time it records a sales return reserve, which reduces revenue and accounts receivable by the amount of estimated
returns.

During the quarter and nine months ended September 30, 2014 two customers accounted for a combined 31% and
22% of total revenue, respectively. At September 30, 2014, two customers accounted for a combined 32% of gross
accounts receivables.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United
States of America requires management to make significant estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenue and expenses during reporting periods. Actual results could differ
from those estimates.

Recent Accounting Pronouncements

In August 2014, the FASB issued Accounting Standards Update No. 2014-15, Disclosure of Uncertainties about an
Entity’s Ability to Continue as a Going Concern (ASU 2014-15). ASU 2014-15 requires management to assess an
entity’s ability to continue as a going concern, and to provide related footnote disclosures in certain circumstances. The
standard is effective for public entities for annual and interim periods beginning after December 15, 2016, with early
adoption permitted. We are currently evaluating the provisions of ASU 2014-15 and assessing the impact, if any, it
may have on our financial position, results of operations or cash flows.

In May 2014, the FASB and the International Accounting Standards Board ("IASB") jointly issued Accounting
Standards Update ("ASU") No. 2014-09, Revenue from Contracts with Customers ("ASU 2014-09"), a comprehensive
new revenue recognition standard that will supersede nearly all existing revenue recognition guidance. The objective
of ASU 2014-09 is that a company will recognize revenue when it transfers promised goods or services to customers
in an amount that reflects the consideration to which the entity expects to be entitled in exchange for those goods or
services. ASU 2014-09 will be effective for the first quarter of 2017. An entity can elect to adopt ASU 2014-09 using
one of two methods, either full retrospective adoption to each prior reporting period, or recognizing the cumulative
effect of adoption at the date of initial application.  The Company is in the process of evaluating the new standard and
does not know the effect, if any, ASU 2014-09 will have on the Consolidated Financial Statements or which adoption
method will be used.
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2. Comprehensive Loss

For the quarters and nine months ended September 30, 2014 and 2013, the Company had no components of other
comprehensive income or loss other than net loss itself.

3. Net Loss Per Common Share

Basic net loss per common share is computed by dividing net loss by the weighted average number of common shares
outstanding during the period. Unvested restricted shares, although legally issued and outstanding, are not considered
outstanding for purposes of calculating basic net income per share. Diluted net loss per common share is computed by
dividing net loss by the weighted average number of common shares outstanding during the period plus the dilutive
effect of the weighted average number of outstanding instruments such as options, warrants, and restricted stock.
Because the Company has reported a net loss for all periods presented, diluted loss per common share is the same as
basic loss per common share, as the effect of utilizing the fully diluted share count would have reduced the net loss
per common share. Therefore, in calculating net loss per share amounts, shares underlying the following potentially
dilutive weighted average number of common stock equivalents were excluded from the calculation of diluted net
income per common share because their effect was anti-dilutive for each of the periods presented:

Quarters Ended September 30, Nine Months Ended September 30,
2014 2013 2014 2013

Options 576,746 236,381 406,540 113,447
Warrants 4,978,892 3,147,889 2,436,336 1,804,593
Unvested restricted stock 15,493 17,665 16,512 24,035
Convertible preferred stock 1,971,744 1,875,308 693,361 833,667
Total 7,542,875 5,277,243 3,552,749 2,775,742

  The Beneficial Conversion Feature, or BCF, recorded in both the 2014 Offering and 2013 Offering, as defined in
Note 9, have been recognized as deemed dividends attributable to the Preferred Stock and are reflected as an
adjustment in the calculation of earnings per share. See Note 9, Stockholders’ Equity, for further details.

7
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Net loss per common share was determined as follows:

Quarters Ended September
30,

Nine Months Ended September
30,

2014 2013 2014 2013
Net loss $ (1,461,713 ) $ (716,264 ) $ (4,857,021 ) $ (4,315,509 )
Deemed dividend attributable to preferred
stockholders in connection with embedded
conversion features

— — (2,955,668 ) (766,872 )

Net loss applicable to common stockholders $ (1,461,713 ) $ (716,264 ) $ (7,812,689 ) $ (5,082,381 )

Net loss per common share applicable to common
stockholders, basic and diluted $ (0.19 ) $ (0.26 ) $ (1.18 ) $ (2.13 )

Weighted average number of common shares
outstanding, basic and diluted 7,853,292 2,725,466 6,602,626 2,387,462

4. Inventories

Inventories consist of the following:

September 30,
2014

December 31,
2013

Purchased components $ 193,854 $ 205,320
Finished goods 436,382 357,716

$ 630,236 $ 563,036

5. Accrued Compensation and Expenses

The following table provides a rollforward of the liability balance for severance obligations, of which was recorded as
research and development expense in the Company’s Statement of Operations during the three and nine months ended
September 30, 2014. The balance as of September 30, 2014 will be paid out by June 30, 2015. There was $110,608 in
severance charges accrued as of December 31, 2013.

Quarter Ended
September 30,

Nine Months
Ended
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2014 September 30,2014

Balance – beginning $ 302,758 $ 110,608
Accrual for severance — 302,758
Severance payments made (82,149 ) (192,757 )
Balance at September 30, 2014 $ 220,609 $ 220,609

Accrued expenses consist of the following: 

September
30,
2014

December
31,
2013

Technology fees $450,000 $450,000
Professional services 364,471 263,642
Clinical study obligations 37,000 51,424
Sales taxes 29,689 32,688
Personnel related obligations 85,406 12,322
Federal excise tax 23,934 24,600
Consulting fees 47,639 —
Other 176,919 35,520

$1,215,058 $870,196

8
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6. Commitments and Contingencies

Operating Lease

In June 2013, the Company amended the lease agreement dated October 18, 2000 between Fourth Avenue LLC and
the Company for office and engineering laboratory space to extend the term of the lease through March 31, 2015.
Base rent for the period from January 2014 through March 2015 is $52,917 per month.

The Company plans to relocate its corporate headquarters and operations facilities. In August 2014, the Company
entered into a 5-year operating lease agreement with one 5-year extension option for manufacturing and order
fulfillment facilities in Woburn Massachusetts (the “Woburn Lease”). The Woburn Lease commences December 1, 2014
and has a monthly base rent of $7,350. In September 2014, the Company entered into a 7-year operating lease
agreement with one 5-year extension option for its corporate office and product development activities in Waltham
Massachusetts (the “Waltham Lease”). The term of the Waltham Lease commences on February 20, 2015 and includes
fixed payment obligations that escalate over the initial lease term. Average monthly base rent under the 7-year lease is
approximately $37,792. These payment obligations will be accrued and recognized over the term of occupancy such
that rent expense is recognized on a straight-line basis. Under the Waltham Lease, the landlord is responsible for
making certain improvements to the leased space at an agreed upon cost to the landlord. If the landlord and the
Company mutually agree to make improvements that cost in excess of the agreed upon landlord cost, the landlord will
bill that excess cost to the Company as additional rent. This additional rent, if and when incurred, will be included in
the net calculation of lease payments, so that rent expense will be recognized on a straight-line basis over the
remaining term of occupancy.

7. Fair Value Measurements

The Fair Value Measurements and Disclosures Topic of the Financial Accounting Standards Board (“FASB”)
Accounting Standards Codification (the “Codification”) defines fair value, establishes a framework for measuring fair
value in applying generally accepted accounting principles, and expands disclosures about fair value measurements.
This Codification topic identifies two kinds of inputs that are used to determine the fair value of assets and liabilities:
observable and unobservable. Observable inputs are based on market data or independent sources while unobservable
inputs are based on the Company’s own market assumptions. Once inputs have been characterized, this Codification
topic requires companies to prioritize the inputs used to measure fair value into one of three broad levels. Fair values
determined by Level 1 inputs utilize quoted prices (unadjusted) in active markets for identical assets or liabilities. Fair
values identified by Level 2 inputs utilize observable inputs other than Level 1 prices, such as quoted prices for
similar assets or liabilities, quoted prices in markets that are not active or other inputs that are observable or can be
corroborated by observable market data for substantially the full term of the related assets or liabilities. Fair values
identified by Level 3 inputs are unobservable data points and are used to measure fair value to the extent that
observable inputs are not available. Unobservable inputs reflect the Company’s own assumptions about the
assumptions that market participants would use at pricing the asset or liability.
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The following tables present information about the Company’s assets and liabilities that are measured at fair value on a
recurring basis for the periods presented and indicates the fair value hierarchy of the valuation techniques it utilized to
determine such fair value. In general, fair values determined by Level 1 inputs utilize quoted prices (unadjusted) in
active markets for identical assets or liabilities. Fair values determined by Level 2 inputs utilize data points that are
observable such as quoted prices, interest rates, and yield curves. Fair values determined by Level 3 inputs are
unobservable data points for the asset or liability, and include situations where there is little, if any, market activity for
the asset or liability.

Fair Value Measurements at September 30,
2014 Using

September 30,
2014

Quoted
Prices in
Active
Markets for
Identical
Assets
(Level 1)

Significant
Other
Observable
Inputs
(Level 2)

Significant
Unobservable
Inputs
(Level 3)

Assets:
Cash equivalents $ 10,887,755 $10,887,755 $ — $ —
Total $ 10,887,755 $10,887,755 $ — $ —

Liabilities:
Common stock warrants $ 4,803,015 $— $ — $ 4,803,015
Total $ 4,803,015 $— $ — $ 4,803,015

9
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Due to the lack of market quotes relating to our common stock warrants, the fair value of the common stock warrants
was determined at September 30, 2014 using the Black-Scholes model, which is based on Level 3 inputs. As of
September 30, 2014, inputs used in the Black-Scholes model are presented below. The assumptions used may change
as the underlying sources of these assumptions and market conditions change. Based on the Black-Scholes model, the
Company recorded a common stock warrants liability of $4.8 million at September 30, 2014.

Black-Scholes Inputs to Warrant Liability Valuation at September 30, 2014

Warrants: Stock
Price

Exercise
Price Expected Volatility Risk-Free Interest Expected

Term Dividends

2014 Offering $1.80 $ 2.04 69.53 % 1.69 % 4yr 9mo none
2013 Offering $1.80 $ 2.00 75.66 % 1.34 % 3yr 8mo none

The following table provides a summary of changes in the fair value of the Company’s Level 3 financial liabilities
between the initial warrant issuances in June 2013 and September 30, 2014.

2014 Offering 2013 Offering Total
Balance at December 31, 2012 $ — $ — $—
Initial fair value of  warrants at issuance in June 2013 — 4,011,205 4,011,205
Change in fair value of warrant liability — 289,657 289,657
Reclassification of liability to additional paid-in capital upon exercise
of warrants — (2,362,259 ) (2,362,259)

Balance at December 31, 2013 $ — $ 1,938,603 $1,938,603
Initial fair value of warrants at issuance in June 2014 4,418,823 — 4,418,823
Change in fair value of warrant liability (603,133 ) (951,278 ) (1,554,411)
Balance at September 30, 2014 $ 3,815,690 $ 987,325 $4,803,015

Fair Value Measurements at December
31, 2013 Using

December 31,
2013

Quoted
Prices in
Active
Markets
for
Identical
Assets
(Level 1)

Significant
Other
Observable
Inputs
(Level 2)

Significant
Unobservable
Inputs
(Level 3)

Assets:
Cash equivalents $ 3,926,600 $3,926,600 $ — $ ——
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Total $ 3,926,600 $3,926,600 $ — $ —

Liabilities:
Common stock warrants $ 1,938,603 $— $ — $ 1,938,603
Total $ 1,938,603 $— $ — $ 1,938,603

Due to the lack of market quotes relating to our common stock warrants, the fair value of the common stock warrants
was determined at December 31, 2013 using the Black-Scholes model, which is based on Level 3 inputs. As of
December 31, 2013, inputs used in the Black-Scholes model are presented below. The assumptions used may change
as the underlying sources of these assumptions and market conditions change. Based on the Black-Scholes model, the
Company recorded a common stock warrants liability of $1.9 million at December 31, 2013.

Black-Scholes Inputs to Warrant Liability Valuation at December 31, 2013

Warrants: Stock
Price Exercise Price Expected Volatility Risk-Free Interest Expected

Term Dividends

2013 Offering $2.92 $ 2.00 67.60 % 1.71 % 4yr 5mo none

10
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8. Credit Facility

The Company is party to a Loan and Security Agreement, or the Credit Facility, with a bank, that was amended and
extended on January 31, 2014 until January 15, 2015. As of September 30, 2014, the Credit Facility permitted the
Company to borrow up to $2.5 million on a revolving basis. Amounts borrowed under the Credit Facility will bear
interest equal to the prime rate plus 0.5%. Any borrowings under the Credit Facility will be collateralized by the
Company’s cash, accounts receivable, inventory, and equipment. The Credit Facility includes traditional lending and
reporting covenants. These include certain financial covenants applicable to liquidity that are to be maintained by the
Company. As of September 30, 2014, the Company was in compliance with these covenants and had not borrowed
any funds under the Credit Facility. However, $451,731 of the amount available under the Credit Facility is restricted
to support letters of credit issued in favor of the Company’s landlords for its existing premise and the premise leased in
September 2014 for its future corporate offices. Consequently, the amount available for borrowing under the Credit
Facility as of September 30, 2014 was $2.0 million.

9. Stockholders’ Equity

Public Offerings of Common Stock and Warrants

During June 2014 and June 2013 the Company entered into securities purchase agreements for two equity offerings
that were similar in structure and in terms. The purchase agreement entered into in June 2014 (the “2014 Offering”)
provided for the issuance of (i) 664,600 shares of common stock at a price of $2.04 per share, (ii) 2,621.859 shares of
Series A-3 Preferred Stock at a price of $1,000 per share, (iii) 4,022.357 shares of Series A-4 Preferred Stock at a
price of $1,000 per share, and (iv) five year warrants to purchase up to 3,921,569 shares of common stock with an
exercise price of $2.04 per share. The 2014 Offering resulted in approximately $8.0 million in gross proceeds, before
deducting expenses. Net proceeds from the 2014 Offering were approximately $7.9 million.

The purchase agreement entered into in June 2013 (the “2013 Offering) provided for the issuance of (i) 248,147 shares
of common stock at a price of $2.095 per share, (ii) 1,066.254 shares of Series A-1 Preferred Stock at a price of
$1,000 per share, (iii) 3,370.510 shares of Series A-2 Preferred Stock at a price of $1,000 per share, and (iv) five year
warrants to purchase up to 2,365,934 shares of common stock with an exercise price of $2.00 per share. The 2013
Offering resulted in approximately $5.0 million in gross proceeds, before deducting placement agent fees and other
expenses. Net proceeds from the 2013 Offering were approximately $4.5 million.

In these equity offerings, each share of Preferred Stock has or had a stated value of $1,000 and is convertible at the
option of the holder into the number of shares of common stock determined by dividing the stated value by the
conversion price which is subject to adjustment as provided in each Certificate of Designation for the Preferred Stock.
The Preferred Stock has no dividend rights, liquidation preference or other preferences over common stock and has no
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voting rights except as provided in each Certificate of Designation for the Preferred Stock and as required by law.

The terms and conditions of the Preferred Stock were evaluated based on the guidance of the Derivatives and Hedging
topic of the Codification to determine if the conversion feature was an embedded derivative requiring bifurcation. It
was concluded for both equity offerings that bifurcation was not required because the conversion feature was clearly
and closely related to the Preferred Stock. The conversion price at which shares of Preferred Stock were convertible
into shares of common stock was determined to be lower than the fair value of common stock at the date of the
Purchase Agreement. This “in-the-money” beneficial conversion feature, or BCF, required separate recognition and
measurement of its intrinsic value (i.e., the amount of the increase in value that holders of Preferred Stock would
realize upon conversion based on the value of the conversion shares on the date of the Purchase Agreement). For both
equity offerings, the BCF measurement was limited by the transaction proceeds which had been allocated to the
Preferred Stock. Because there was not a stated redemption date for the shares of Preferred Stock, the BCF was
recognized as a deemed dividend attributable to the Preferred Stock and reflected as an adjustment in the calculation
of earnings per share. The amounts of the BCF totaled $2,955,668 and $766,900, respectively, for the 2014 Offering
and the 2013 Offering.

The Series A-4 Preferred Stock is convertible into an aggregate of 1,971,744 shares of common stock. During June
and July 2014, all of the shares of the Series A-3 Preferred Stock were converted into 1,285,225 shares of common
stock. All of the Series A-1 Preferred Stock and the Series A-2 Preferred Stock issued in the 2013 Offering was
converted in 2013 into a total of 2,117,787 shares of common stock.

11
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The Company will continue to revalue unexercised warrants from both offerings at each reporting period over the life
of the warrants using the Black-Scholes model and the changes in the fair value of the warrants will be recognized in
the Company'
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