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Amedica Corporation
Condensed Consolidated Balance Sheets - Unaudited
(in thousands, except share and per share data)
September 30,
2014
Assets
Current assets:
Cash and cash equivalents
Restricted cash
Trade accounts receivable, net of allowance of $63 and $49, respectively
Prepaid expenses and other current assets
Deferred offering costs
Inventories, net
Total current assets
Property and equipment, net
Intangible assets, net
Goodwill
Other long-term assets
Total assets

$

$

Liabilities and stockholders’ equity (deficit)
Current liabilities:
Accounts payable
Accrued liabilities
Current portion of long-term debt
Total current liabilities

$

Deferred rent
Long-term debt
Other long-term liabilities
Derivative liabilities
Commitments and contingencies
Convertible preferred stock, $0.01 par value, 130,000,000 shares authorized; 0 and 80,910,394
shares issued and outstanding at September 30, 2014 and December 31, 2013, respectively;
aggregate liquidation value of $0 and $149,692 at September 30, 2014 and December 31,
2013, respectively
Stockholders’ equity (deficit):
Common stock, $0.01 par value; 250,000,000 shares authorized; 12,878,681 and 597,675
shares issued and outstanding at September 30, 2014 and December 31, 2013, respectively
Additional paid-in capital / (capital deficiency)
Accumulated deficit
Total stockholders’ equity (deficit)
Total liabilities, convertible preferred stock and stockholders’ equity (deficit)
$
See accompanying notes.
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December 31,
2013

10,360
3,166
1,632
12,632
27,790
4,048
4,313
6,163
35
42,349

1,326
3,653
18,984
23,963

$

$

$

2,279
392
2,817
1,575
2,763
10,084
19,910
3,531
4,688
6,163
35
34,327

3,377
3,711
17,925
25,013

532
3,718
134
2,045

575
134
210

-

161,456

129
174,635
(162,807 )
11,957
42,349 $

6
(13,144 )
(139,923 )
(153,061 )
34,327

Amedica Corporation
Condensed Consolidated Statements of Operations and Comprehensive Loss - Unaudited
(in thousands, except share and per share data)

Product revenue
Costs of revenue
Operating expenses:
Research and development
General and administrative
Sales and marketing
Total operating expenses
Loss from operations
Other income (expense):
Interest income
Interest expense
Loss on extinguishment of debt
Change in fair value of derivative liabilities
Other expense
Total other income (expense)
Net loss before income taxes
Provision for income taxes
Net Loss
Other comprehensive loss, net of tax:
Unrealized loss on marketable securities
Total comprehensive loss
Net loss per share attributable to common stockholders:
Basic and diluted
Weighted average common shares outstanding:
Basic and diluted

Three Months Ended
September 30,
2014
2013
5,998 $
5,298
1,939
1,737

$

Nine Months Ended September
30,
2014
2013
$
17,614 $
16,604
5,191
5,012

1,970
2,943
4,783
9,696
(5,637 )

666
1,193
3,720
5,579
(2,018 )

5,602
12,298
14,844
32,744
(20,321 )

2,867
4,067
12,123
19,057
(7,465 )

3
(1,107 )
1,887
(78 )
705
(4,932 )
(4,932 )

4
(453 )
115
4
(330 )
(2,348 )
(2,348 )

11
(2,191 )
(1,596 )
1,325
(112 )
(2,563 )
(22,884 )
(22,884 )

13
(1,345 )
(150 )
(1 )
(1,483 )
(8,948 )
(8,948 )

$

(4,932 ) $

(2,348 ) $

(22,884 ) $

(2 )
(8,950 )

$

(0.39 ) $

(4.11 ) $

(2.20 ) $

(17.64 )

12,689,307

See accompanying notes.
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571,645

10,383,228

507,227

Amedica Corporation
Condensed Consolidated Statements of Cash Flows - Unaudited
(in thousands)
Nine Months Ended September 30,
2014
2013
Cash flow from operating activities
Net loss
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation expense
Amortization of intangible assets
Amortization of lease incentive for tenant improvements
Non cash interest expense
Loss on extinguishment of debt
Stock based compensation
Change in fair value of derivative liabilities
Loss on disposal of equipment
Provision for inventory reserve
Bad debt expense
Changes in operating assets and liabilities:
Trade accounts receivable
Prepaid expenses and other current assets
Inventories
Other long-term assets
Accounts payable and accrued liabilities
Net cash used in operating activities
Cash flows from investing activities
Purchase of property and equipment
Proceeds from sale of property and equipment
Decrease in restricted cash
Purchases of marketable securities
Proceeds from maturities of marketable securities
Net cash provided by (used in) investing activities
Cash flows from financing activities
Proceeds from issuance of common stock, net of issuance costs
Proceeds from issuance of stock in connection with exercise of warrants
Proceeds from exercise of stock options
Proceeds from issuance of preferred stock
Proceeds from line of credit
Payments on line of credit
Payments on long-term debt
Debt extinguishment payments
Proceeds from issuance of long-term debt
Payment of deferred financing costs
Net cash provided by financing activities
Net increase in cash and cash equivalents
Cash and cash equivalents at beginning of period
Cash and cash equivalents at end of period

$

Noncash investing and financing activities
Preferred stock converted into common stock
Reclassification of warrant liability
Deferred financing costs included in accounts payable and accrued liabilities
Stock and derivative liabilities issued with long-term debt
Derivative liabilities issued for prepaid financing costs
Derivative liabilities issued with preferred stock
Supplemental cash flow information
Cash paid for interest

See accompanying notes.
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(22,884 ) $

(8,948 )

1,368
375
15
961
1,596
10,851
(1,325 )
112
1,500
38

1,290
375
15
275
381
150
778
102

(388 )
2,604
(4,047 )
(2,209 )
(11,433 )

1,570
(1,574 )
(1,162 )
3
1,260
(5,485 )

(2,027 )
30
392
(1,605 )

(1,570 )
(38 )
2,680
1,072

$

15,369
(18,000 )
(735 )
25,800
(1,315 )
21,119
8,081
2,279
10,360 $

2,878
77
8,852
10,940
(13,513 )
9,234
4,821
2,741
7,562

$
$
$
$
$
$

161,456
5
64
3,350
46
-

$
$
$
$
$
$

871

$

1,167

$

1,057

AMEDICA CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
1. Organization and Summary of Significant Accounting Policies
Organization
Amedica Corporation (“Amedica” or “the Company”) was incorporated in the state of Delaware on December 10, 1996. Amedica is a
commercial-stage biomaterials company focused on using its silicon nitride technology platform to develop, manufacture, and
commercialize a broad range of medical devices. The Company believes it is the first and only manufacturer to use silicon nitride in
medical applications. The Company acquired US Spine, Inc. (“US Spine”), a Delaware spinal products corporation with operations in
Florida, on September 20, 2010. The Company’s products are sold primarily in the United States.
Basis of Presentation
These unaudited condensed consolidated financial statements have been prepared in accordance with the rules and regulations of the
United States Securities and Exchange Commission (“SEC”). Such rules and regulations allow the omission of certain information and
footnote disclosures normally included in financial statements prepared in accordance with accounting principles generally accepted in the
United States, so long as the statements are not misleading. In the opinion of management, these financial statements and accompanying
notes contain all adjustments (consisting of normal recurring adjustments) necessary to present fairly the financial position and results of
operations for the periods presented herein. These condensed consolidated financial statements should be read in conjunction with the
consolidated audited financial statements and notes thereto contained in the Company’s Annual Report on Form 10-K for the year ended
December 31, 2013, filed with the SEC on March 31, 2014. The results of operations for the three and nine months ended September 30,
2014 are not necessarily indicative of the results to be expected for the year ending December 31, 2014. The Company’s significant
accounting policies are set forth in Note 1 to the consolidated financial statements in its Annual Report on Form 10-K for the year ended
December 31, 2013.
Reverse Stock Split
On February 11, 2014, the Company effected a 1 for 25.7746 reverse stock split of the Company’s common stock. The par value and the
number of authorized shares of the common and convertible preferred stock were not adjusted as a result of the reverse stock split. All
common stock share and per-share amounts for all periods presented in these financial statements have been adjusted retroactively to reflect
the reverse stock split.
Initial Public Offering
On February 12, 2014, the Company completed an initial public offering (“IPO”) of its common stock, in which the Company sold and
issued 3,682,900 shares, including 182,900 shares sold pursuant to the exercise by the underwriters of their over-allotment option, at an
issuance price of $5.75 per share, less underwriting discounts and commissions. As a result of the IPO, the Company received proceeds of
approximately $15.4 million, net of approximately $5.8 million in underwriting and other offering costs.
Use of Estimates
The preparation of financial statements in conformity with accounting principles generally accepted in the United States (“U.S. GAAP”)
requires management to make 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 the period.
Actual results could differ from those estimates. Some of the more significant estimates relate to inventory, stock-based compensation,
long-lived and intangible assets and the liability for preferred stock and common stock warrants.
Liquidity and Capital Resources
For the nine months ended September 30, 2014 and 2013, the Company incurred a net loss of $22.9 million and $8.9 million, respectively,
and used cash in operations of $11.4 million and $5.5 million, respectively. The Company had an accumulated deficit of $162.8 million and
$139.9 million at September 30, 2014 and December 31, 2013, respectively. To date, the Company’s operations have been principally
financed from proceeds from the issuance of preferred and common stock, convertible debt and bank debt and, to a lesser extent, cash
generated from product sales. It is anticipated that the Company will continue to generate operating losses and use cash in operations
through 2014.
As discussed further in Note 7, the Company refinanced its long-term debt and entered into a term loan with Hercules Technology Growth
Capital, Inc. (“Hercules Technology”), as administrative and collateral agent for the lenders thereunder and as lender, and
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Hercules Technology III, LP, as lender (the “Hercules Term Loan”). The Hercules Term Loan has a liquidity covenant that requires the
Company to maintain a cash balance in excess of $9.0 million. At September 30, 2014, the Company’s cash balance was approximately
$10.4 million. The Company will need to obtain additional funding during the fourth quarter of 2014 to maintain compliance with the
liquidity covenants related to the Hercules Term Loan through 2014. Furthermore, if the Company is unable to access additional funds
prior to becoming non-compliant with the liquidity covenant, the entire remaining balance of the debt could become immediately due and
payable at the option of the lender. Although the Company is seeking additional financing, additional funding may not be available to the
Company on acceptable terms, or at all. Any additional equity financing, if available to the Company, may not be available on favorable
terms and will most likely be dilutive to its current stockholders, and debt financing, if available, may involve more restrictive covenants.
The Company’s ability to access capital when needed is not assured and, if not achieved on a timely basis, will materially harm its
business, financial condition and results of operations. These uncertainties create substantial doubt about the Company’s ability to continue
as a going concern. No adjustment has been made to our financial statements as a result of this uncertainty.
Significant Accounting Policies
There have been no significant changes to the Company’s significant accounting policies as described in the Company’s Annual Report on
Form 10-K for the year ended December 31, 2013.
New Accounting Pronouncements
In May 2014, the FASB issued Accounting Standards Update No. 2014-09, Revenue from Contracts with Customers (“ASU 2014-09”),
which supersedes nearly all existing revenue recognition guidance under U.S. GAAP. The core principle is that a company should
recognize revenue when promised goods or services are transferred to customers in an amount that reflects the consideration to which an
entity expects to be entitled for those goods or services. ASU 2014-09 defines a five step process to achieve this core principle and, in doing
so, more judgment and estimates may be required within the revenue recognition process than are required under existing U.S. GAAP. The
standard is effective for annual periods beginning after December 15, 2016, and interim periods therein, and shall be applied either
retrospectively to each period presented or as a cumulative-effect adjustment as of the date of adoption. The Company is evaluating the
potential impact of this adoption on its consolidated financial statements.
2. Basic and Diluted Net Loss per Common Share
Basic net loss per share is calculated by dividing the net loss by the weighted-average number of common shares outstanding for the
period, without consideration for common stock equivalents. Diluted net loss per share is calculated by dividing the net loss by the
weighted-average number of common share equivalents outstanding for the period determined using the treasury-stock method. Dilutive
common stock equivalents are comprised of convertible preferred stock, warrants for the purchase of convertible preferred stock and
common stock, convertible notes, stock options and unvested restricted stock units. For all periods presented, there is no difference in the
number of shares used to calculate basic and diluted shares outstanding due to the Company reporting a net loss. The Company had
potentially dilutive securities representing approximately 5.8 million and 4.7 million shares of common stock at September 30, 2014 and
2013, respectively.
3. Inventories
The components of inventory were as follows (in thousands):
September 30,
2014
$
939
471
11,222
$
12,632

Raw materials
WIP
Finished Goods

December 31,
2013
$
1,025
1,410
7,649
$
10,084

Finished goods include consigned inventory in the amounts of approximately $3.6 million and $5.5 million as of September 30, 2014 and
December 31, 2013, respectively.
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4. Intangible Assets
Intangible assets consisted of the following (in thousands):
September 30,
December 31,
2014
2013
$
3,990 $
3,990
4,685
4,685
562
562
350
350
9,587
9,587
(5,274 )
(4,899 )
$
4,313 $
4,688

Customer relationships
Developed technology
Other patents and patent applications
Trademarks
Less accumulated amortization

Based on the recorded intangibles at September 30, 2014, the estimated amortization expense is expected to be $126,000 during the
remainder of 2014 and approximately $501,000 per year through 2018 and $1.8 million thereafter.
5. Fair Value Measurements
Financial Instruments Measured and Recorded at Fair Value on a Recurring Basis
The Company measures and records certain financial instruments at fair value on a recurring basis. Fair value is based on the price that
would be received from selling an asset or paid to transfer a liability in an orderly transaction between market participants at the
measurement date, under a three-tier fair value hierarchy which prioritizes the inputs used in measuring fair value as follows:
Level 1 - quoted market prices for identical assets or liabilities in active markets.
Level 2 - observable prices that are based on inputs not quoted on active markets, but corroborated by market data.
Level 3 - unobservable inputs reflecting management’s assumptions, consistent with reasonably available assumptions made by
other market participants. These valuations require significant judgment.
The Company classifies assets and liabilities measured at fair value in their entirety based on the lowest level of input that is significant to
their fair value measurement. No financial assets were measured on a recurring basis at September 30, 2014 and December 31, 2013. The
following tables set forth the financial liabilities measured at fair value on a recurring basis by level within the fair value hierarchy at
September 30, 2014 and December 31, 2013:

Description
Derivative liability
Preferred stock warrants
Common stock warrants
Conversion feature of notes
Total derivative liability

Description
Derivative liability
Preferred stock warrants
Common stock warrants
Total derivative liability

Level 1
$

-

$

Level 1
$
$

Fair Value Measurements at September 30, 2014
Level 2
Level 3
$

$

-

$

$

127
1,918
2,045

Total
$

$

Fair Value Measurements at December 31, 2013
Level 2
Level 3
-

$
$

8

-

$
$

11
199
210

127
1,918
2,045

Total
$
$

11
199
210

The Company did not have any transfers of assets and liabilities between Level 1 and Level 2 of the fair value measurement hierarchy
during the nine months ended September 30, 2014 and 2013. The following table presents a reconciliation of the derivative liabilities
measured at fair value on a recurring basis using significant unobservable inputs (Level 3) during the nine months ended September 30,
2014 and 2013:

Balance at December 31, 2012
Issuances of derivatives
Modification of terms
Change in fair value
Balance at September 30, 2013

Balance at December 31, 2013
Issuances of derivatives
Reclassification from liability to equity
Change in fair value
Balance at September 30, 2014

Common
Preferred
Conversion
Stock
Stock
Feature of
Warrants
Warrants
Notes
$
(2,783 ) $
(526 ) $
(871 )
(339 )
116
73
$
(3,877 ) $
(453 ) $

$

(199 ) $
(1,235 )
1,307
(127 ) $

$

(11 ) $
5
6
- $

-

Total
Derivative
Liability
$
(3,309 )
(871 )
(339 )
189
$
(4,330 )

- $
(1,930 )
12
(1,918 ) $

(210 )
(3,165 )
5
1,325
(2,045 )

Common Stock Warrants
The Company has issued certain warrants to purchase shares of common stock, which are considered mark-to-market liabilities and are remeasured to fair value at each reporting period in accordance with ASC 815, Derivatives and Hedging.
The assumptions used in estimating the common stock warrant liability at September 30, 2014 and December 31, 2013 were as follows:
September 30,
December 31,
2014
2013
$
1.61
$
5.75
1.19 %
1.26 %
3.4
4.1
0%
0%
35 %
47 %

Estimated fair value of common share
Weighted-average risk free interest rate
Weighted-average expected life (in years)
Expected dividend yield
Weighted average expected volatility
Preferred Stock Warrants

The Company had issued warrants to purchase shares of convertible preferred stock in prior periods. The Company accounted for these
warrants under the provisions of ASC Topic 480, Distinguishing Liabilities from Equity. Accordingly, the Company initially recorded a
liability for the fair value of these warrants and then re-measured the liability at the end of each reporting period.
Upon completion of the IPO in February 2014, all outstanding warrants exercisable for 2,344,731 warrants, representing all outstanding
warrants exercisable for shares of preferred stock, were converted into 159,834 warrants exercisable for shares of common stock and the
convertible preferred stock warrant liability was reclassified to stockholders’ equity. There were no warrants exercisable for shares of
preferred stock outstanding at September 30, 2014.
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The assumptions used in estimating the preferred stock warrant liability at December 31, 2013 were as follows:
December 31,
2013
Estimated fair value of common share
Weighted-average risk free interest rate
Weighted-average expected life (in years)
Expected dividend yield
Weighted average expected volatility

$

5.75
1.11 %
3.6
0%
44 %

Conversion Feature of Notes
The Company entered into convertible notes in 2014. The conversion features of the notes were evaluated and determined to be derivatives
under ASC Topic 815, Derivatives and Hedging, and are re-measured to fair value at each reporting period.
The assumptions used in estimating the conversion feature of the notes at September 30, 2014 were as follows:

Estimated fair value of common share
Weighted-average risk free interest rate
Weighted-average expected life (in years)
Expected dividend yield
Weighted average expected volatility

$

September 30,
2014
1.61
0.58 %
1.8
0%
32 %

Other Financial Instruments
The Company’s recorded values of cash and cash equivalents, accounts receivable, accounts payable and accrued liabilities approximate
their fair values based on their short-term nature. The recorded value of notes payable approximates the fair value as the interest rate
approximates market interest rates.
6. Accrued Liabilities
Accrued liabilities consisted of the following (in thousands):
September 30,
2014
$
936
1,907
285
249
116
50
110
$
3,653

Commissions
Payroll and related expenses
Royalties
Interest payable
Final loan payment fees
Offering costs
Deferred rent
Other

December 31,
2013
$
989
645
277
119
1,281
323
32
45
$
3,711

7. Debt
In December 2012, the Company closed on a $21.5 million senior secured credit facility with a bank consortium led by GE Capital (the
“GE Secured Lending Facility”). The facility consisted of a term loan in the original principal amount of $18.0 million and an up to
$3.5 million revolving line of credit secured by the Company’s accounts receivable, based on certain defined criteria, and was to mature in
May 2016. The term loan included interest only payments for a period of 12 months, followed by monthly principal payments of
approximately $600,000 for a period of 30 months, which the Company commenced paying in January 2014. The term loan bore interest at
the fixed rate of 7.5% per annum. There was no amount outstanding under the revolving line of credit at December 31, 2013 and on June
30, 2014 when the GE Secured Lending Facility was extinguished. The facility required a non-refundable final payment fee of $720,000, as
well as an annual management fee of $15,000 per year.
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At the time of extinguishment on June 30, 2014, the total outstanding principal of the GE Secured Lending Facility was $14.4 million,
although the financial statements reflected a carrying value of $14.3 million due to the bifurcated value of warrants issued in connection
with the GE Secured Lending Facility, which was being amortized to interest expense over the life of the loan. The Company had been in
covenant default with regards to the liquidity covenant of the GE Secured Lending Facility several times during 2013. The Company
entered into four amendments to its agreement with GE Capital during 2013 to forego the liquidity covenant testing required under the
facility. The fourth amendment to the agreement, which was entered into in December 2013, stipulated the liquidity covenant would not be
tested by GE through January 31, 2014. In January 2014, the Company entered into a fifth amendment to the agreement that extended the
time through which the liquidity covenant would not be tested to February 28, 2014. In connection with these amendments, the Company
incurred amendment fees which were being amortized to interest expense over the remaining life of the loans. The unamortized deferred
financing costs were $1.1 million at the time of extinguishment.
On June 30, 2014, the Company entered into a Loan and Security Agreement with Hercules in connection with the Hercules Term
Loan. The Hercules Term Loan provided the Company with a $20 million term loan, of which $15.3 million of the proceeds from the
Hercules Term Loan were used to repay in full and terminate the GE Secured Lending Facility. The termination of the GE Secured
Lending Facility was accounted for as an extinguishment of debt resulting in a $1.6 million loss on extinguishment of debt, which was
calculated as the difference between the reacquisition price and the net carrying amount of the GE Secured Lending Facility. On June 30,
2014, the Company also entered into a Securities Purchase Agreement with MG Partners II Ltd. (“Magna”) pursuant to which the Company
sold to Magna an initial convertible note (“Initial Convertible Note”) with an original principal amount of $2.9 million for a purchase price
of $2.5 million. Additionally, on August 11, 2014, the Company sold to Magna an additional unsecured senior convertible note
(“Additional Convertible Note”) with an original principal amount of $3.5 million for a purchase price of $3.5 million. The Initial
Convertible Note and the Additional Convertible Note are collectively referred to as the Magna Convertible Notes.
Hercules Term Loan
The Hercules Term Loan matures on January 1, 2018. The Hercules Term Loan included a $200,000 closing fee, which was paid to
Hercules Technology on the closing date of the loan. The closing fee has been recorded as a debt discount and will be amortized to interest
expense over the life of the loan. The Hercules Term Loan also includes a non-refundable final payment fee of $1.5 million. The final
payment fee is being accrued and recorded to interest expense over the life of the loan. In addition, the Company issued a warrant to
Hercules Technology (“Hercules Warrant”) to purchase 516,129 shares of the Company’s common stock at an initial exercise price of
$4.65, subject to adjustment. The Hercules Warrant was determined to be a derivative and the $900,000 estimated fair value of the
Hercules Warrant was recorded as a debt discount and derivative liability. The debt discount is being amortized to interest expense over the
life of the loan and the derivative liability will be marked to market at each reporting period. The Hercules Warrant expires on June 30,
2019. Financing costs were $1.1 million, which were recorded as deferred financing costs and are being amortized to interest expense over
the life of the loan. The Hercules Term Loan also has an early termination fee of $1.2 million if the loan is paid prior to July 1, 2015.
The Hercules Term Loan bears interest at the rate of the greater of either (i) the prime rate plus 7.7%, and (ii) 10.95%. Interest accrues
from the closing date of the loan and interest payments are due monthly. Principal payments are required commencing August 1, 2015 and
are to be made in 30 equal installments of approximately $700,000, with the remainder due at maturity. If, however, the Company meets
certain revenue conditions, the interest only period may be extended through February 1, 2016, reducing the number of required principal
payments to 24 equal installments. Additionally, under certain circumstances the Company may, or Hercules Technology may, require that
$1.5 million of the principal be paid in the form of shares of common stock at a fixed conversion price of $5.72 per share. The conversion
feature was evaluated and determined to be conventional convertible debt with no beneficial conversion feature.
The Hercules Term Loan contains certain covenants related to restrictions on payments to certain Company affiliates, financial reporting
requirements and a minimum liquidity covenant that requires the Company to maintain cash and cash equivalents of not less than $9.0
million. Although the Company was in compliance with the liquidity covenant at September 30, 2014, the Company anticipates that it will
be non-compliant with the liquidity covenant during the fourth quarter of 2014 if additional financing is not obtained, and has therefore
classified the entire obligation as a current liability.
Magna Convertible Notes
The Initial Convertible Note and the Additional Convertible Note mature on June 30, 2016 and August 11, 2016, respectively, (subject to
extension by the holder) and accrue interest at an annual rate of 6.0%. With respect to the Initial Convertible Note, $150,000 of the
outstanding principal amount (together with any accrued and unpaid interest with respect to such portion of the principal amount) was
automatically extinguished when the Company filed a registration statement registering the shares issued in connection with the Securities
Purchase Agreement on July 17, 2014. In addition, $250,000 of the outstanding principal amount of the Initial Convertible Note (together
with any accrued and unpaid interest with respect to such portion of the principal amount) was automatically
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extinguished when the registration statement was declared effective on August 6, 2014. At September 30, 2014, the outstanding principal
amounts of the Initial Convertible Note and the Additional Convertible Note were $2.5 million and $3.5 million, respectively.
The Company issued 50,853 shares of its common stock to Magna as a commitment fee. The estimated fair value of the shares of common
stock was $229,000 and was recorded as a debt discount and is being amortized to interest expense over the life of the loan.
The Magna Convertible Notes are convertible at any time after issuance, in whole or in part, at Magna’s option, into shares of common
stock at an initial fixed conversion price equal to $3.75 per share (“Initial Fixed Price”). Because the closing sale price of the Company’s
common stock was below 110% of the Initial Fixed Price, or $4.13 per share, for two consecutive trading days on August 1, 2014, either:
(1)

the Company could have redeemed the Magna Convertible Notes in full at a 127.5% premium of the entire principal and
interest remaining on the Magna Convertible Notes within sixty (60) days of such occurrence, or September 30, 2014, but
elected to not redeem the Magna Convertible Notes; or

(2)

beginning on the 61 st day following such occurrence, or October 1, 2014, Magna will be able to convert the Magna Convertible
Notes, in whole or in part, at the lessor of: (i) the Initial Fixed Price or (ii) a price equal to 80% of the lowest daily volume
weighted average price, or VWAP, of the Company’s common stock during the five trading days prior to conversion.

The conversion features embedded in the Initial Convertible Note and the Additional Convertible Note were determined to be derivatives
and the estimated fair value of the conversion features of $848,000 and $1.1 million, respectively, were recorded as a debt discount and
derivative liability. The debt discount is being amortized to interest expense over the life of the notes and the derivative liability is marked
to market at each reporting period.
In addition, the Company issued a warrant to Magna (“Magna Warrant”) to purchase up to 568,889 shares of its common stock at an initial
exercise price of $4.65 per share. The Magna Warrant was determined to be a derivative and the estimated fair value of the warrant
associated with the Magna Convertible Notes was $290,000 and was recorded as a debt discount and derivative liability. The debt discount
is being amortized to interest expense over the life of the loans and the derivative liability is marked to market at each reporting period.
Outstanding long-term debt consisted of the following (in thousands):
September 30, 2014

GE Secured Lending Facility
Hercules Term Loan
Convertible Note
Total debt
Less: Current portion
Long-term debt

Outstanding Unamortized
Principal
Discount
$
- $
- $
20,000
(1,016 )
6,000
(2,282 )
26,000
(3,298 )
(20,000 )
1,016
$
6,000 $
(2,282 ) $
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December 31, 2013
Net
Carrying
Amount

Net
Outstanding
Unamortized
Carrying
Principal
Discount
Amount
- $
18,000 $
(75 ) $
17,925
18,984
3,718
22,702
18,000
(75 )
17,925
(18,984 )
(18,000 )
75
(17,925 )
3,718 $
- $
- $
-

The following summarizes by year the future principal payments as of September 30, 2014 (in thousands):
Hercules Term
Loan

Years Ending December 31,
2014
2015
2016
2017
2018
Total future principal payments

$

3,333
8,000
8,000
667
20,000

$

Magna Convertible
Notes
$
6,000
$
6,000

Total
$

$

3,333
14,000
8,000
667
26,000

8. Equity
Authorized Stock
In February 2014, prior to the completion of the IPO, the Company’s certificate of incorporation was amended and restated to increase the
number of authorized common shares from 150,000,000 to 250,000,000 and the number of authorized preferred shares from 100,000,000 to
130,000,000.
Initial Public Offering
On February 12, 2014, the Company completed an IPO of its common stock, in which the Company sold and issued 3,682,900 shares of
common stock, including 182,900 shares sold pursuant to the exercise by the underwriters of their over-allotment option, at an issuance
price of $5.75 per share, less underwriting discounts and commissions. As a result of the offering, the Company received proceeds of
approximately $15.4 million, net of approximately $5.8 million in underwriting and other offering costs.
On February 11, 2014, the holders of a majority of the outstanding shares of the Company’s Series F convertible preferred stock agreed to
waive the conversion adjustment under the Company’s Restated Certificate of Incorporation such that in no event would the denominator
used to calculate the conversion ratio be less than $8.00, provided that the Company completed its IPO on or before June 30, 2014. Upon
completion of the IPO in February 2014, all 80,910,394 outstanding shares of preferred stock converted into 8,029,779 shares of common
stock and the value of the convertible preferred stock of $161.5 million was reclassified to stockholders’ equity. Furthermore, upon
completion of the IPO, 2,344,731 warrants representing all outstanding warrants exercisable for shares of preferred stock converted into
warrants exercisable for 159,834 shares of common stock and the convertible preferred stock warrant liability was reclassified to
stockholders’ equity. Following the completion of the IPO, there were no shares of preferred stock or warrants exercisable for shares of
preferred stock outstanding.
The conversion ratio of each series of convertible preferred stock at time of conversion was as follows:
Series

Conversion Ratio

Series A
Series A-1
Series B
Series B-1
Series C
Series C-1
Series D
Series D-1
Series E
Series F

0.0388
0.0582
0.0414
0.0591
0.0435
0.0631
0.0505
0.0653
0.0441
0.2500

Other Issuances
During the nine months ended September 30, 2014, the Company issued 50,583 shares of common stock to Magna as a commitment fee
associated with the convertible notes and 50,000 shares of restricted common stock as consideration for termination of a consulting
agreement. Furthermore, 467,474 shares of common stock were issued upon the vesting of restricted stock units.
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9. Stock-Based Compensation
Option and Equity Plans
In January 2014, the Company’s board of directors increased the aggregate number of shares issuable under the 2012 Employee, Director
and Consultant Equity Incentive Plan (the “2012 Plan”) to 3,000,000, which was approved by the shareholders in February 2014.
The total number of shares available for grant under the 2012 Plan at September 30, 2014 was 178,343.
Stock Options
A summary of the Company’s stock option activity for the nine months ended September 30, 2014 was as follows:

Options
106,544
1,248,751
(18,635 )
(10,524 )
1,326,136

Outstanding at December 31, 2013
Granted
Exercised
Forfeited
Expired
Outstanding at September 30, 2014
Exercisable at September 30, 2014
Vested and expected to vest at September 30, 2014

343,141
1,262,325

$
$
$

WeightedAverage
Exercise Price
28.90
3.69
5.47
8.57
5.65

$
$

11.46
5.76

$
$

The Company estimates the fair value of each stock option on the grant date using the Black-Scholes-Merton valuation model, which
requires several estimates including an estimate of the fair value of the underlying common stock on grant date. The expected volatility
was based on an average of the historical volatility of a peer group of similar companies. The expected term was calculated utilizing the
simplified method. The risk-free interest rate was based on the U.S. Treasury yield curve in effect at the time of grant for the expected term
of the option. There were no options granted to employees during the nine months ended September 30, 2013. The following weighted
average assumptions were used in the calculation to estimate the fair value of options granted to employees during the nine months ended
September 30, 2014:
Weighted-average risk-free interest rate
Weighted-average expected life (in years)
Expected dividend yield
Weighted-average expected volatility

1.84 %
6.30
0%
47 %

Restricted Stock Units
Restricted stock unit (“RSU”) activity for the nine months ended September 30, 2014 was as follows:

Number of
Awards
168,832
1,730,714
(506,272 )
(333,529 )
1,059,745

Unvested at December 31, 2013
Granted
Vested
Forfeited
Unvested at September 30, 2014
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$
$
$
$
$

WeightedAverage
Grant Date
Fair Value
14.36
5.75
6.45
5.97
6.00

The total fair value of RSUs vested during the nine months ended September 30, 2014 was $1.3 million.
The Company recorded $9.4 million of stock-based compensation for RSUs during the nine months ended September 30, 2014. In August
2014, certain executives agreed to extend the sale and other restrictions set forth in the lock-up agreements entered into in connection with
the IPO with respect to an aggregate of 1,059,745 RSUs until the earlier of November 15, 2014 or the filing of this quarterly report. These
RSUs were not vested at September 30, 2014. Pursuant to their terms, the RSUs vest upon termination of employment and accordingly, all
of the stock-based compensation related to these RSUs was recorded during the nine months ended September 30, 2014.
In February 2013, employees of the Company elected to exchange 93,968 stock options for an equal number of RSUs pursuant to a onetime tender offer approved by the board of directors. The RSUs vested upon the expiration of a lock-up period in connection with an
underwritten public offering of shares of the Company’s common stock. The incremental fair value on the date of the exchange,
representing the difference between the value of the original stock options and the value of the RSUs issued of approximately $758,000
was recognized during the nine months ended September 30, 2014.
Stock-Based Awards Granted to Nonemployees
The Company from time to time grants options to purchase common stock or restricted stock to non-employees for services rendered and
records expense ratably over the vesting period of each award. The Company estimates the fair value of the stock options using the BlackScholes-Merton valuation model at each reporting date. No options were granted to non-employees during the nine months ended
September 30, 2013. The Company granted 165,387 options and 50,000 restricted shares to non-employees and recorded stock-based
compensation expense of $711,000 during the nine months ended September 30, 2014.
The following assumptions were used in the Black-Scholes-Merton valuation model related to non-employee stock options granted during
the nine months ended September 30, 2014:
Weighted-average risk-free interest rate
Weighted-average expected life (in years)
Expected dividend yield
Weighted-average expected volatility

2.66 %
9.9
0%
44 %

Summary of Stock-Based Compensation Expense
Total stock-based compensation expense included in the condensed consolidated statements of operations and comprehensive loss was
allocated as follows (in thousands):

Cost of revenue
Research and development
General and administrative
Selling and marketing
Capitalized into inventory
Total stock-based compensation expense

Three Months Ended September
Nine Months Ended September
30,
30,
2014
2013
2014
2013
$
10 $
(2 ) $
225 $
505
(10 )
1,304
43
715
54
6,192
88
554
14
2,265
249
243
(18 )
865
1
$
2,027 $
38 $
10,851 $
381
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Unrecognized stock-based compensation at September 30, 2014 was as follows (in thousands):

Unrecognized
Stock-Based
Compensation
$
1,440

Stock options

Weighted
Average
Remaining
Period
of Recognition
(in years)
3.2

10. Commitments and Contingencies
From time to time, the Company is subject to various claims and legal proceedings covering matters that arise in the ordinary course of its
business activities. Management believes any liability that may ultimately result from the resolution of these matters will not have a
material adverse effect on the Company’s consolidated financial position, operating results or cash flows.
11. Related-Party Transactions
Gregg R. Honigblum, the Chief Executive Officer of each of Creation Capital, LLC (“Creation Capital”) and Creation Capital Advisors,
LLC (“Creation Advisors”), served on the Company’s board of directors from December 2006 through September 2013. The Company
completed offerings of preferred stock and convertible debt through Creation Capital, as its placement agent, and also received strategic
financial advisory services from Creation Advisors.
In conjunction with a warrant restructuring and the sale and issuance of other shares of common stock in March 2013, Creation Advisors
was paid a strategic financial advisory fee of approximately $250,000 during the three months ended March 31, 2013. In October 2013, the
Company entered into a one-year consulting agreement for financial advisory services with Creation Advisors in which Creation Advisors
was to receive compensation of up to $180,000 in cash (payable $15,000 per month). The Company paid $45,000 under this agreement
during the three months ended March 31, 2014. This agreement was terminated in March 2014 and as consideration for termination of the
agreement, the Company paid $60,000 and issued 50,000 restricted shares of common stock, valued at $372,000, to Creation Advisers.
12. Subsequent Events
$847,000 of the principal amount of the Convertible Notes was converted into 871,060 shares of common stock between October 1, 2014
and October 27, 2014.
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS
You should read the following discussion and analysis of our financial condition and results of operations in conjunction with our
consolidated financial statements for the year ended December 31, 2013 and the notes thereto, along with Management’s Discussion and
Analysis of Financial Condition and Results of Operations, included in our Annual Report on Form 10-K for the year ended December 31,
2013, filed separately with the U.S. Securities and Exchange Commission. This discussion and analysis contains forward-looking
statements based upon current beliefs, plans, expectations, intentions and projections that involve risks, uncertainties and assumptions,
such as statements regarding our plans, objectives, expectations, intentions and projections. Our actual results and the timing of selected
events could differ materially from those anticipated in these forward-looking statements as a result of several factors, including those set
forth under the “Risk Factors” section of our Annual Report on Form 10-K for the year ended December 31, 2013, and any updates to
those risk factors filed from time to time in our Quarterly Reports on Form 10-Q, including those set forth under Part II, Item 1A.of this
Quarterly Report on Form 10-Q.
Overview
We are a commercial biomaterial company focused on using our silicon nitride technology platform to develop, manufacture and sell a
broad range of medical devices. We currently market spinal fusion products and are developing products for use in total hip and knee joint
replacements. We believe our silicon nitride technology platform enables us to offer new and transformative products in the orthopedic and
other medical device markets. We believe we are the first and only company to use silicon nitride in medical applications and over 19,000
of our intervertebral fusion devices have been implanted in patients.
We currently market our Valeo MC2 silicon nitride interbody spinal fusion devices in the United States and Europe for use in the cervical
and thoracolumbar areas of the spine. We believe our Valeo devices have a number of advantages over existing products due to silicon
nitride’s key characteristics, resulting in faster and more effective fusion and reduced risk of infection. Our first generation Valeo silicon
nitride device received 510(k) regulatory clearance and a CE Mark in 2008. Based on surgeon feedback, we developed a second generation
of Valeo AL, PL, OL, TL and cervical interbody fusion devices, which we launched in 2014. We also market our Valeo composite
interbody spinal fusion device made from both our solid MC2 and porous CS C silicon nitride in the Netherlands, Spain and Germany. We
are currently conducting a prospective clinical trial in Europe, named CASCADE, comparing our Valeo composite silicon nitride interbody
devices to PEEK interbody devices to obtain additional data to support 510(k) clearance in the United States. The trial is 100% enrolled.
We expect results to be available in the fourth quarter 2014. If this trial is successful, we plan to file a 510(k) submission with the FDA by
mid-2015. In addition, in the first half of 2013, we initiated a Design and Build Program focused on collaborating with influential surgeons
to develop customized silicon nitride spinal fusion products and instruments. The first products designed under this program were sold in
the third quarter of 2013.
In addition to our silicon nitride-based spinal fusion products, we market a line of non-silicon nitride spinal fusion products which allows us
to provide surgeons and hospitals with a broader range of products. These additional products are complementary to our fusion products
and designed for the treatment of deformity and degenerative spinal procedures. Although our non-silicon nitride products have accounted
for approximately 55% of our product revenues for the nine months ended September 30, 2014 and 66% and 74% or more of our product
revenues for the years ended December 31, 2013 and 2012, respectively, we believe the continued promotion and potential for adoption of
our silicon nitride products and product candidates, if approved, provides us the greatest opportunity to grow our business in new and
existing markets and achieve our goal to become a leading biomaterial company.
We market and sell our products to surgeons and hospitals in the United States and select markets in Europe and South America through
our established network of more than 50 independent sales distributors. A substantial portion of our product revenue has historically been
derived from sales in the United States.
We plan to use our silicon nitride technology platform to expand our product offerings. We are incorporating our silicon nitride technology
into components for use in total hip and knee replacement product candidates that we are, or plan on, developing in collaboration with a
strategic partner. In addition, we believe our silicon nitride technology platform can be used for developing products in other markets and
have developed prototypes for use in the dental, sports medicine and trauma markets.
Recent Developments
Hercules Loan and Security Agreement
In June 2014 we entered into a Loan and Security Agreement, or Hercules Term Loan, with Hercules Technology Growth Capital, Inc., or.
Hercules Technology, as administrative and collateral agent for the lenders thereunder and as lender, and Hercules Technology III, LP, as
lender. The Hercules Term Loan provided us with a $20 million term loan that matures on January 1, 2018, and is secured by substantially
all of our assets. The Hercules Term Loan contains representations and warranties, affirmative, negative and financial covenants, and
events of default customary for financings of this type, including, among other things, limitations on certain other
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indebtedness, loans and investments, liens, mergers, asset sales and transactions with affiliates, including a minimum liquidity covenant that
requires us maintain cash and cash equivalents of not less than $9.0 million. We expect our cash balance to be less than $9.0 million
sometime in November 2014 and are currently working on obtaining additional funding to maintain a cash balance in excess of $9.0
million. If we are unable to access additional funds prior to becoming non-compliant with the liquidity covenant or amend the minimum
liquidity covenant, the entire remaining balance of the Hercules Term Loan could become immediately due and payable at the option of
Hercules Technology.
Private Placement of Senior Convertible Notes and Warrant to Magna
On June 30, 2014, we entered into a Securities Purchase Agreement with MG Partners II Ltd., or Magna. Pursuant to the terms of the
Securities Purchase Agreement, we sold to Magna an initial unsecured senior convertible note with a principal amount of $2.5 million, or
the Initial Convertible Note, for a purchase price of $2.5 million. Additionally, on August 11, 2014, Magna purchased an additional
unsecured senior convertible note with an original principal amount of $3.5 million, or the Additional Convertible Note, for a fixed
purchase price of $3.5 million. The Initial Convertible Note and Additional Convertible Note are collectively referred to as the Convertible
Notes.
The Initial Convertible Note and Additional Convertible Note mature on June 30, 2016 and August 11, 2016, respectively. On October 1,
2014, the Convertible Notes became convertible at any time, in whole or in part, at Magna’s option, into shares of our common stock at a
conversion price equal to the lesser of (i) $3.75 per share and (ii) a price equal to 80% of the lowest daily volume weighted average price, or
VWAP, of our common stock during the five trading days prior to conversion.
As of November 4, 2014, Magna had converted a total of $847,000 of the principal amount of the Initial Convertible Note into 871,060
shares of our common stock.
At no time will Magna be entitled to convert any portion of the Convertible Notes or exercise any portion of the Magna Warrant to the
extent that after such conversion or exercise, Magna (together with its affiliates) would beneficially own more than 4.99% of the
outstanding shares of our common stock as of such date, or the Maximum Percentage. The Maximum Percentage may be raised to any
other percentage not in excess of 9.99% at the option of Magna upon at least 61 days’ prior notice to us, or lowered to any other percentage,
at the option of Magna, at any time.
Components of our Results of Operations
We manage our business within one reportable segment, which is consistent with how our management reviews our business, makes
investment and resource allocation decisions and assesses operating performance.
Product Revenue
We derive our product revenue primarily from the sale of spinal fusion devices and related products used in the treatment of spine
disorders. Our product revenue is generated from sales to two types of customers: (1) surgeons and hospitals; and (2) stocking distributors.
Most of our products are sold on a consignment basis through a network of independent sales distributors; however, we also sell our
products to independent stocking distributors. Product revenue is recognized when all four of the following criteria are met: (1) persuasive
evidence that an arrangement exists; (2) delivery of the products has occurred; (3) the selling price of the product is fixed or determinable;
and (4) collectability is reasonably assured. We generate the majority of our revenue from the sale of inventory that is consigned to
independent sales distributors that sell our products to surgeons and hospitals. For these products, we recognize revenue at the time we are
notified the product has been used or implanted and all other revenue recognition criteria have been met. For all other transactions, we
recognize revenue when title and risk of loss transfer to the stocking distributor, and all other revenue recognition criteria have been met.
We generally recognize revenue from sales to stocking distributors at the time the product is shipped to the distributor. Stocking
distributors, who sell the products to their customers, take title to the products and assume all risks of ownership at time of shipment. Our
stocking distributors are obligated to pay within specified terms regardless of when, if ever, they sell the products. Our policy is to classify
shipping and handling costs billed to customers as an offset to total shipping expense in the statement of operations, primarily within sales
and marketing. In general, our customers do not have any rights of return or exchange.
We believe our product revenue from the sale of our silicon nitride based products and our non-silicon nitride products will increase due to
our sales and marketing efforts and as we introduce new silicon nitride based products into the market, such as our second generation Valeo
interbody spinal fusion products in the United States. We expect that our product revenue will continue to be primarily attributable to sales
of our products in the United States, though, as we expand our sales and marketing efforts and market additional products abroad, such as
our spinal fusion device incorporating our CS C, we expect international sales will increase.
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Cost of Revenue
The expenses that are included in cost of revenue include all direct product costs if we obtained the product from third-party manufacturers
and our in-house manufacturing costs for the products we manufacture. We obtain our non-silicon nitride products, including our metal and
orthobiologic products, from third-party manufacturers, while we currently manufacture our silicon-nitride products in-house.
Specific provisions for excess or obsolete inventory and, beginning in 2013, the excise tax on the sale of medical devices in the United
States, are also included in cost of revenue. In addition, we pay royalties attributable to the sale of specific products to some of our surgeon
advisors that assisted us in the design, regulatory clearance or commercialization of a particular product, and these payments are recorded
as cost of revenue.
Gross Profit
Our gross profit measures our product revenue relative to our cost of revenue. While we expect our cost of revenue to increase in absolute
terms as our sales volume increases, we believe our gross profit will be higher as we realize manufacturing efficiencies associated with our
silicon nitride-based products.
Research and Development Expenses
Our net research and development costs are expensed as incurred. Research and development costs consist of engineering, product
development, clinical trials, test-part manufacturing, testing, developing and validating the manufacturing process, manufacturing, facility
and regulatory-related costs. Research and development expenses also include employee compensation, employee and non-employee stockbased compensation, supplies and materials, consultant services, and travel and facilities expenses related to research activities. To the
extent that certain research and development expenses are directly related to our manufactured products, such expenses and related
overhead costs are allocated to inventory.
We expect to incur additional research and development costs as we continue to develop new spinal fusion products, our product candidates
for total joint replacements, such as our total hip replacement product candidate, and our silicon nitride-coated metals which may increase
our research and development expenses.
Sales and Marketing Expenses
Sales and marketing expenses consist of salaries, benefits and other related costs, including stock-based compensation, for personnel
employed in sales, marketing, medical education and training. In addition, our sales and marketing expenses include commissions and
bonuses, generally based on a percentage of sales, to our sales managers and independent sales distributors. We provide our products in kits
or banks that consist of a range of device sizes and separate instruments necessary to complete the surgical procedure. We generally
consign our instruments to our distributors or our hospital customers that purchase the device used in spinal fusion surgery. Our sales and
marketing expenses include depreciation of the surgical instruments.
We expect our sales and marketing expenses to continue to increase, including instrument set depreciation, as we introduce new products,
such as our second generation Valeo spinal fusion products into the United States, and seek to enhance our commercial infrastructure,
including increasing our marketing efforts and further educating our distributors. Additionally, we expect our commissions to continue to
increase in absolute terms over time but remain approximately the same or decrease as a percentage of product revenue.
General and Administrative Expenses
General and administrative expenses primarily consist of salaries, benefits and other related costs, including stock-based compensation, for
certain members of our executive team and other personnel employed in finance, legal, compliance, administrative, information technology,
customer service, executive and human resource departments. General and administrative expenses include allocated facility expenses,
related travel expenses and professional fees for accounting and legal services.
We expect our general and administrative expenses will increase due to costs associated with transitioning from a private to a public
company and as we continue to grow our business.
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RESULTS OF OPERATIONS
The following is a tabular presentation of our condensed consolidated operating results for the three and nine months ended September 30,
2014 compared to our condensed consolidated operating results for the three and nine months ended September 30, 2013 (in thousands):
Three Months Ended
September 30,

Product revenue
$
Costs of revenue
Gross profit
Operating expenses:
Research and
development
General and
administrative
Sales and marketing
Total operating expenses
Loss from operations
Other income (expense),
net
Net loss before income
taxes
Provision for income taxes
Net loss
$

Nine Months Ended
September 30,

2013
5,298
1,737
3,561

$
Change
$ 700
202
498

1,970

666

1,304

196 %

2,943
4,783
9,696
(5,637 )

1,193
3,720
5,579
(2,018 )

1,750
1,063
4,117
(3,619 )
1,035

2014
5,998
1,939
4,059

$

705

(330 )

(4,932 )
(4,932 ) $

%
Change
13 % $
12 %
14 %

(2,348 ) (2,584 )
(2,348 ) $ (2,584 )

2013
16,604
5,012
11,592

$
Change
$ 1,010
179
831

%
Change
6%
4%
7%

5,602

2,867

2,735

95 %

147 %
29 %
74 %
179 %

12,298
14,844
32,744
(20,321 )

4,067
12,123
19,057
(7,465 )

8,231
2,721
13,687
(12,856 )

202 %
22 %
72 %
172 %

314 %

(2,563 )

(1,483 )

(1,080 )

(73 %)

(8,948 ) (13,936 )
(8,948 ) $ (13,936 )

(156 %)
(N/A
(156 %)

(110 %)
(N/A
(110 %) $

2014
17,614
5,191
12,423

$

(22,884 )
(22,884 ) $

Product Revenue
The following table sets forth our product revenue from sales of the indicated product category for the three and nine months ended
September 30, 2014 and 2013 (in thousands):
Three Months Ended
September 30,

Silicon Nitride
Non-Silicon Nitride
Total Product Revenue

$
$

2014
2,808
3,190
5,998

$
$

2013
1,784
3,514
5,298

Nine Months Ended
September 30,
$
%
Change Change
$ 1,024
57 % $
(324 )
(9 %)
$ 700
13 % $

2014
7,992
9,622
17,614

$
$

2013
5,331
11,273
16,604

$
%
Change Change
$ 2,661
50 %
(1,651 )
(15 %)
$ 1,010
6%

For the three months ended September 30, 2014, total product revenue increased $0.7 million, or 13%, as compared to the same period in
2013. The increase was primarily due to increased sales of our silicon nitride products, which increased by $1.0 million, or 57%, for the
three months ended September 30, 2014 as compared to the same period in 2013 primarily due to our continued focus and investment in
sales and marketing efforts of our silicon nitride products. The increase in silicon nitride sales was partially offset by decreased non-silicon
nitride sales of $0.3 million as our sales and marketing efforts were primarily focused on silicon nitride products.
For the nine months ended September 30, 2014, total product revenue increased $1.0 million, or 6%, as compared to the same period in
2013. This increase was primarily driven by increased sales of our silicon nitride products, which increased by $2.7 million or 50%, for the
nine months ended September 30, 2014 as compared to the same period in 2013 primarily due to our continued focus and investment in
sales and marketing efforts of our silicon nitride products. The increase in sales of silicon nitride products was partially offset by a decrease
in non-silicon nitride sales of $1.7 million, or 15%, during the nine months ended September 30, 2014 as compared to the same period in
2013, as sales and marketing was primarily focused on silicon nitride product sales.
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The following table sets forth, for the periods indicated, our product revenue by geographic area (in thousands):
Three Months Ended
September 30,

Domestic
International
Total Product Revenue

$
$

2014
5,987
11
5,998

$
$

2013
5,292
6
5,298

Nine Months Ended
September 30,
$
Change
$
695
5
$
700

%
Change
13 % $
83 %
13 % $

2014
17,574
40
17,614

$
$

2013
16,516
88
16,604

$
%
Change Change
$ 1,058
6%
(48 )
(55 %)
$ 1,010
6%

International revenue was relatively flat for the three months ended September 30, 2014 and decreased for the nine months ended
September 30, 2014 as compared to the same periods in 2013, as we have primarily focused on increasing sales domestically.
Cost of Revenue and Gross Profit
For the three months ended September 30, 2014, our cost of revenue increased $0.2 million, or 12%, as compared to the same period in
2013. The increase is primarily due to increased sales and a $0.3 million increase in excess and obsolete inventory in 2014 as compared to
2013, which were partially offset by a decrease in our product costs, as a percentage of product revenue, in 2014 due to production
efficiencies. Excluding the impact of excess and obsolete inventory, our product costs, as a percentage of product revenue, decreased from
23% in 2013 to 19% in 2014 due to production efficiencies.
For the nine months ended September 30, 2014, our cost of revenue increased $0.2 million, or 4%, as compared to the same period in 2013.
The increase is primarily due to increased sales and a $0.7 million increase in excess and obsolete inventory in 2014 as compared to 2013,
which were partially offset by a decrease in our product costs, as a percentage of product revenue, in 2014 due to production efficiencies.
Excluding the impact of excess and obsolete inventory, our product costs, as a percentage of product revenue, decreased from 25% in 2013
to 21% in 2014 due to production efficiencies.
Research and Development Expenses
For the three months ended September 30, 2014, research and development expenses increased $1.3 million, or 196%, as compared to the
same period in 2013. This increase was primarily due to a $0.5 million increase in stock-based compensation due to the RSUs granted in
2013 and the beginning of 2014. Additionally, there was an increase in personnel costs, clinical study costs and general research and
development expenses as we increased our investment in seeking to develop new products and improve existing products.
For the nine months ended September 30, 2014, research and development expenses increased $2.7 million, or 95%, as compared to the
same period in 2013. The increase was primarily due to a $1.3 million increase in stock-based compensation due to the RSUs granted in
2013 and the beginning of 2014. Additionally, there was an increase in personnel costs, clinical study costs and general research and
development expenses as we increased our investment in seeking to develop new products and improve existing products.
General and Administrative Expenses
For the three months ended September 30, 2014, general and administrative expenses increased $1.8 million, or 147%, as compared to the
same period in 2013. This increase was primarily due to an increase in stock-based compensation of $0.7 million due to RSUs granted in
2013 and the beginning of 2014. Additionally, there was an increase in personnel related expenses and insurance expense due primarily to
increased costs associated with becoming a public company.
For the nine months ended September 30, 2014, general and administrative expenses increased $8.2 million, or 202%, as compared to the
same period in 2013. The increase was primarily due to an increase in stock-based compensation of $6.1 million. Additionally, there was an
increase in personnel related expenses and insurance expense due primarily to increased costs associated with becoming a public company.
Sales and Marketing Expenses
For the three months ended September 30, 2014, sales and marketing expenses increased $1.1 million, or 29%, as compared to the same
period in 2013. This increase was primarily due to an increase in stock-based compensation of $0.5 million due to RSUs granted in 2013
and the beginning of 2014. Additionally, personnel and other selling related expenses increased as a result of increased headcount to
enhance our commercial infrastructure and expand our sales and marketing efforts. In addition, commissions increased due primarily to
increased revenue for the three months ended September 30, 2014 as compared to the same period in 2013 and there
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was an increase in depreciation and amortization of the instrument sets due to the purchase of new instrument sets for the second generation
Valeo products in the latter half of 2013 and into 2014.
For the nine months ended September 30, 2014, sales and marketing expenses increased $2.7 million, or 22%, as compared to the same
period in 2013. This increase was primarily due to an increase in stock-based compensation of $2.0 million due to RSUs granted in 2013
and the beginning of 2014. Additionally, personnel and other selling related expenses increased as a result of increased headcount to
enhance our commercial infrastructure and expand our sales and marketing efforts. In addition, commissions increased due primarily to
increased revenue for the three months ended September 30, 2014 as compared to the same period in 2013 and there was an increase in
depreciation and amortization of the instrument sets due to the purchase of new instrument sets for the second generation Valeo products in
the latter half of 2013 and into 2014.
Other Income (Expense), Net
For the three months ended September 30, 2014, other income increased $1.0 million, or 314%, as compared to the same period in 2013.
This increase was primarily due to a net decrease of $1.9 million in the fair value of our derivative liabilities as a result of the decline in our
stock price during the third quarter of 2014. The decrease was partially offset by an increase in interest expense of $0.7 million from the
additional debt incurred during the second quarter of 2014.
For the nine months ended September 30, 2014, other expense increased $1.0 million, or 73%, as compared to the same period in 2013.
This increase was primarily due to a $1.6 million loss on extinguishment of the GE Capital debt primarily due to unamortized deferred
financing costs and the termination fee associated with the debt and increased interest expense of $0.9 million from the additional debt
incurred during the second quarter of 2014. The increase was partially offset by a net decrease of $1.3 million in the fair value of our
derivative liabilities as a result of the decline in our stock price during the third quarter of 2014.
Liquidity and Capital Resources
For the nine months ended September 30, 2014 and 2013, we incurred a net loss of $22.9 million and $8.9 million, respectively, and used
cash in operations of $11.4 million and $5.5 million, respectively. We have an accumulated deficit of $162.8 million as of September 30,
2014. To date, our operations have been principally financed from proceeds from the issuance of convertible preferred stock and common
stock, convertible debt and bank debt and, to a lesser extent, cash generated from product sales.
In order to finance the continued growth in product sales, to invest in further product development and to otherwise satisfy obligations as
they mature, we completed an initial public offering of our common stock (“IPO”), in which we sold and issued 3,682,900 shares, including
182,900 shares sold pursuant to the exercise by the underwriters of their over-allotment option, in February 2014, at an issuance price of
$5.75 per share, less underwriting discounts and commissions. As a result of the IPO, we received proceeds of approximately $15.4 million,
net of approximately $5.8 million in IPO related costs. As of September 30, 2014, we had approximately $10.4 million in cash and cash
equivalents.
In June 2014, we entered into the Hercules Term Loan with Hercules Technology. The Hercules Term Loan provides for a $20 million
term loan that matures on January 1, 2018 and is secured by substantially all of our assets. Proceeds of the loan were used to repay in full
and terminate our prior credit facility with GE Capital and the remainder of the proceeds of this loan is being used for general corporate
purposes.
The Hercules Term Loan bears interest at the rate of the greater of either (i) the prime rate plus 7.7%, and (ii) 10.95%. Interest accrues
from the date of the Hercules Term Loan with interest payments due monthly commencing on July 1, 2014. Principal payments are
required commencing August 1, 2015 and are to be made in thirty equal installments, with the remainder due at maturity; provided,
however, in the event that we meet certain conditions set forth in the Hercules Term Loan, the interest only period may be extended through
February 1, 2016, reducing the number of required principal payments to twenty-four. Additionally, under certain circumstances we may,
or Hercules Technology may, require that we repay a portion of the principal in the form of shares of our common stock. The conversion
price used for the calculation of the amount of shares to be delivered in such instance is $5.72 per share.
The Hercules Term Loan contains certain covenants related to restrictions on payments to certain company affiliates, financial reporting
requirements and a minimum liquidity covenant that requires us to maintain cash and cash equivalents of no less than $9.0 million.
We will need to obtain additional funding in November 2014 to maintain compliance with the financial and liquidity covenants related to
the Loan and Security Agreement through the next twelve months. Furthermore, if we are unable to access additional funds prior to
becoming non-compliant with the financial or liquidity covenants, the entire remaining balance of the Loan and Security Agreement could
become immediately due and payable at the option of Hercules Technology.
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The repayment of our obligations under the Hercules Term Loan and the liquidity covenant limit our ability to use our cash and cash
equivalents to fund our operations and may restrict our ability to continue development of our product candidates. Additionally, the
Hercules Term Loan restricts our ability to incur additional pari passu indebtedness, which may reduce our ability to seek additional
financing. If adequate funds are not available on a timely basis, we may terminate or delay the development of one or more of our product
candidates, or delay activities necessary to commercialize our product candidates. Additional funding may not be available to us on
acceptable terms, or at all. Any additional equity financing, if available, may not be available on favorable terms and will most likely be
dilutive to our current stockholders, and debt financing, if available, may involve more restrictive covenants. Our ability to access capital
when needed is not assured and, if not achieved on a timely basis, will materially harm our business, financial condition and results of
operations. As a result of our debt obligations, we will need additional funds to meet our operational needs and capital requirements for
product development, clinical trials and commercialization.
On June 30, 2014, we entered into a Securities Purchase Agreement with MG Partners II Ltd., or Magna. Pursuant to the terms of the
Securities Purchase Agreement, we sold to Magna an initial unsecured senior convertible note with an original principal amount of $2.9
million, or the Initial Convertible Note, for a purchase price of $2.5 million. Additionally, on August 11, 2014, Magna purchased an
additional unsecured senior convertible note with an original principal amount of $3.5 million, or the Additional Convertible Note, for a
fixed purchase price of $3.5 million. The Initial Convertible Note and Additional Convertible Note are collectively referred to as the
Convertible Notes.
With respect to the Initial Convertible Note, a total of $400,000 of the outstanding principal amount (together with any accrued and unpaid
interest with respect to such portion of the principal amount) was automatically extinguished when we filed a registration statement
registering the underlying shares and that registration statement was declared effective by the SEC on August 6, 2014. The Securities
Purchase Agreement and the Convertible Notes also contain representations and warranties, covenants and events of default customary for
financings of this type, including, among other things, limitations on certain other indebtedness, dividends and distributions, sales and
transfers of assets and transactions with affiliates and rights to participate in our future financings.
The Initial Convertible Note and Additional Convertible Note mature on June 30, 2016 and August 11, 2016, respectively, (subject to
extension as provided in the Convertible Notes) and accrue interest at an annual rate of 6.0%. On October 1, 2014, the Convertible Notes
became convertible at any time, in whole or in part, at Magna’s option, into shares of our common stock at a conversion price equal to the
lesser of (i) $3.75 per share and (ii) a price equal to 80% of the lowest daily volume weighted average price, or VWAP, of our common
stock during the five trading days prior to conversion.
As of November 4, 2014, Magna had converted a total of $847,000 of the principal amount of the Initial Convertible Note into 871,060
shares of common stock.
In addition, we issued to Magna a warrant, or the Magna Warrant, to purchase up to 568,889 shares of our common stock at an exercise
price of $4.65 per share.
At no time will Magna be entitled to convert any portion of the Convertible Notes or exercise any portion of the Magna Warrant to the
extent that after such conversion or exercise, Magna (together with its affiliates) would beneficially own more than 4.99% of the
outstanding shares of our common stock as of such date, or the Maximum Percentage. The Maximum Percentage may be raised to any
other percentage not in excess of 9.99% at the option of Magna upon at least 61 days’ prior notice to us, or lowered to any other percentage,
at the option of Magna, at any time. Pursuant to the terms of the Securities Purchase Agreement and as required by the rules of The
NASDAQ Stock Market, until stockholder approval is obtained, we may not issue any shares of common stock upon conversion of the
Convertible Notes or upon exercise of the Magna Warrant in an aggregate amount that exceeds 19.99% of the issued and outstanding shares
of our common Stock on June 30, 2014, or 2,481,000 shares in total. Accordingly, we are required to take all action necessary to obtain
stockholder approval at each meeting of stockholders until such approval is obtained.
We also issued 50,853 shares of our common stock to Magna which represents 4% of the total purchase price for the Convertible Notes
under the Securities Purchase Agreement calculated using a per share price of $4.7195, the VWAP of the Common Stock per share on
June 27, 2014, in connection with our execution of the Securities Purchase Agreement.
We are seeking additional financing through the issuance of common stock and/or debt, to satisfy our debt obligations, meet our working
capital requirements, make continued investment in research and development and make capital expenditures needed for us to maintain and
expand our business. We may not be able to obtain additional financing on terms favorable to us, if at all. It is also possible that we may
allocate significant amounts of capital toward solutions or technologies for which market demand is lower than anticipated and, as a result,
abandon such efforts. If we are unable to obtain adequate financing or financing on terms satisfactory to us when we require it, or if we
expend capital on projects that are not successful, our ability to continue to support our business growth and to respond to business
challenges could be significantly limited, or we may even have to scale back our operations. If we raise additional funds through further
issuances of equity or convertible debt securities, our existing stockholders could suffer significant dilution, and any new equity securities
we issue could have rights, preferences and privileges superior to those of holders of our common stock.
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Going Concern
Our ability to access capital when needed is not assured and, if not achieved on a timely basis, will materially harm our business, financial
condition and results of operations. These uncertainties create substantial doubt about our ability to continue as a going concern. Our prior
independent registered public accounting firm included an explanatory paragraph regarding substantial doubt about our ability to continue
as a going concern in their report on our annual financial statements for the fiscal year ended December 31, 2013. The financial
information throughout this quarterly report have been prepared on a basis which assumes that we will continue as a going concern, which
contemplates the realization of assets and the satisfaction of liabilities and commitments in the normal course of business. This financial
information and statements do not include any adjustments that may result from the outcome of this uncertainty.
Cash Flows
The following table summarizes, for the periods indicated, cash flows from operating, investing and financing activities (in thousands):
Nine Months Ended September 30,
2014
2013
$
(11,433 ) $
(5,485 )
(1,605 )
1,072
21,119
9,234
$
8,081 $
4,821

Net cash used in operating activities
Net cash (used in) provided by investing activities
Net cash provided by financing activities
Net cash provided
Net Cash Used in Operating Activities

Net cash used in operating activities was $11.4 million during the nine months ended September 30, 2014, compared to $5.5 million for the
same period in 2013, an increase of $5.9 million. The increase in cash used in operating activities during 2014 was primarily attributable to
a $4.0 million increase in the change in inventory as we built up our inventory, $2.2 million reduction in accounts payable and accrued
liabilities and an overall increase in operational expenditures for sales and marketing and general and administrative activities as we
continue to focus our efforts on growth. These amounts were partially offset by a $2.6 million decrease in other current assets primarily due
to a reduction of deferred offering costs.
Net Cash Provided by Investing Activities
Net cash used in investing activities was $1.6 million during the nine months ended September 30, 2014, compared to $1.1 million
provided by investing activities during the same period in 2013, a decrease of $2.7 million. The decrease in net cash from investing
activities during 2014 was primarily attributable to purchases of property and equipment of $2.0 million and a decrease in restricted cash of
$0.4 million as a result of our cash restrictions being released. No proceeds were received from maturities of marketable securities during
2014 as compared to the same period in 2013 when we received proceeds of $2.7 million.
Net Cash Provided by Financing Activities
Net cash provided by financing activities was $21.1 million during the nine months ended September 30, 2014, compared to $9.2 million
provided during the same period in 2013, an increase of $11.9 million. This increase in net cash provided by financing activities in 2014
was primarily attributable to receiving $15.4 million in net proceeds from the issuance of common stock in our IPO and net proceeds from
the issuance of long-term debt of $24.5 million, which were offset by long-term debt payments and debt extinguishment costs of $18.7
million. In 2013, we received $8.9 million in proceeds from the issuance of preferred stock and $2.9 million in proceeds from the issuance
of common stock in connection with the exercise of common warrants and options, which were offset by net payments of $2.6 million on
our revolving credit facility.
Indebtedness
In December 2012, we entered into a senior secured credit facility with GE Capital, which consisted of an $18.0 million term loan and up to
$3.5 million revolving credit facility. We pledged all of our assets as collateral for the loans. The revolving line of credit was secured by
our accounts receivable, based on certain defined criteria. This credit facility provided by GE Capital was paid in full on June 30, 2014 and
there is no longer any outstanding obligation on this indebtedness.
On June 30, 2014, we entered into the Hercules Term Loan, which provides for a $20 million term loan with a maturity date of January 1,
2018 and is secured by substantially all of our assets. The proceeds of the loan were used to repay in full and terminate our prior credit
facility with GE Capital and the remainder of the proceeds is being used for general corporate purposes.
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Also, on June 30, 2014, we entered into a Securities Purchase Agreement with MG Partners II Ltd., or Magna. Pursuant to the terms of the
Securities Purchase Agreement, we sold to Magna an initial unsecured senior convertible note with an original principal amount of $2.9
million, or the Initial Convertible Note, for a purchase price of $2.5 million. Additionally, on August 11, 2014, Magna purchased an
additional unsecured senior convertible note with an original principal amount of $3.5 million, or the Additional Convertible Note, for a
fixed purchase price of $3.5 million. The Initial Convertible Note and Additional Convertible Note are collectively referred to as the
Convertible Notes.
With respect to the Initial Convertible Note, a total of $400,000 of the outstanding principal amount (together with any accrued and unpaid
interest with respect to such portion of the principal amount) was automatically extinguished when we filed a registration statement
registering the underlying shares and that registration statement was declared effective by the SEC on August 6, 2014. The Securities
Purchase Agreement and the Convertible Notes also contain representations and warranties, covenants and events of default customary for
financings of this type, including, among other things, limitations on certain other indebtedness, dividends and distributions, sales and
transfers of assets and transactions with affiliates and rights to participate in our future financings. Pursuant to the terms of the Securities
Purchase Agreement and as required by the rules of The NASDAQ Stock Market, until stockholder approval is obtained, we may not issue
any shares of common stock upon conversion of the Convertible Notes or upon exercise of the Magna Warrant in an aggregate amount that
exceeds 19.99% of the issued and outstanding shares of our common Stock on June 30, 2014, or 2,481,000 shares in total. Accordingly, we
are required to take all action necessary to obtain stockholder approval at each meeting of stockholders until such approval is obtained.
The Initial Convertible Note and Additional Convertible Note mature on June 30, 2016 and August 11, 2016, respectively, (subject to
extension as provided in the Convertible Notes) and accrue interest at an annual rate of 6.0%. On October 1, 2014, the Convertible Notes
became convertible at any time, in whole or in part, at Magna’s option, into shares of common stock at a conversion price equal to the
lesser of (i) $3.75 per share and (ii) a price equal to 80% of the lowest daily volume weighted average price, or VWAP, of our common
stock during the five trading days prior to conversion.
As of November 4, 2014, Magna had converted a total of $847,000 of the principal amount of the Initial Convertible Note into 871,060
shares of common stock.
See above in “Liquidity and Capital Resources” for additional information about the Hercules Term Loan and the Convertible Notes.
Off-Balance Sheet Arrangements
We do not have any off-balance sheet arrangements, as defined in Item 303(a)(4) of Regulation S-K.
Critical Accounting Policies and Estimates
A summary of our significant accounting policies and estimates is discussed in Management’s Discussion and Analysis of Financial
Condition and Results of Operations and in Note 1 to our consolidated financial statements included in our Annual Report on Form 10-K
for the year ended December 31, 2013. There have been no material changes to those policies during the nine months ended September 30,
2014. The preparation of the financial statements in accordance with U.S. generally accepted accounting principles requires us to make
judgments, estimates and assumptions regarding uncertainties that affect the reported amounts of assets and liabilities. Significant areas of
uncertainty that require judgments, estimates and assumptions include the accounting for income taxes and other contingencies as well as
asset impairment and collectability of accounts receivable. We use historical and other information that we consider to be relevant to make
these judgments and estimates. However, actual results may differ from those estimates and assumptions that are used to prepare our
financial statements.
New Accounting Pronouncements
See discussion under Note 1, Organization and Summary of Significant Accounting Policies, to the Condensed Consolidated Financial
Statements included in Item 1 of Part I of this Quarterly Report on Form 10-Q, for information on new accounting pronouncements.
ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
Not applicable.
ITEM 4. CONTROLS AND PROCEDURES
This Report includes the certifications of our Chief Executive Officer and Principal Accounting Officer required by Rule 13a-14 of the
Securities Exchange Act of 1934 (the “Exchange Act”). See Exhibits 31.1 and 31.2. This Item 4 includes information concerning the
controls and control evaluations referred to in those certifications.
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Evaluation of Disclosure Controls and Procedures
Our disclosure controls and procedures (as defined in Rule 13a-15(e) and 15d-15(e) under the Exchange Act) are designed to ensure that
information required to be disclosed by us in the reports that we file or submit under the Exchange Act is recorded, processed, summarized
and reported within the time periods specified in rules and forms adopted by the Securities and Exchange Commission, and that such
information is accumulated and communicated to our management, including our Chief Executive Officer and our Principal Accounting
Officer, or persons performing similar functions, as appropriate to allow timely decisions regarding required disclosure.
In connection with the preparation of this report, our management, under the supervision and with the participation of our Chief Executive
Officer and our Principal Accounting Officer, evaluated the effectiveness of our disclosure controls and procedures. Based on that
evaluation, our Chief Executive Officer and Principal Accounting Officer have concluded that our disclosure controls and procedures were
effective as of September 30, 2014.
Changes in Internal Control Over Financial Reporting
During the quarter ended September 30, 2014, we implemented the following controls that management believes are reasonably likely to
materially affect our internal control over financial reporting and that are intended to help address the material weaknesses identified by our
previous auditors:
·

In 2014, we hired a Director of Finance who was hired, in part, due to his knowledge and experience with recording and
disclosure of non-routine transactions and internal controls over financial reporting.

·

We have implemented internal controls whereby all non-routine transactions are now reviewed and evaluated to determine the
proper recording and disclosure in accordance with generally accepted accounting principles (“GAAP”).

·

We have implemented formal financial close processes and controls such as utilizing a closing checklist, ensuring all journal
entries are reviewed by a qualified independent person and ensuring reconciliations for all balance sheet accounts are timely
completed and reviewed. We believe these controls have helped identify and evaluate transactions for appropriate cut-off at the
end of the financial reporting period and have increased the level of precision and timeliness of our overall financial close
process.

·

In 2014, we hired a senior accountant whose primary responsibility is to ensure that inventory balances and transactions are
properly recorded in accordance with GAAP. As part of the monthly financial close process, the senior accountant ensures
inventory reports are generated in a timely manner; all inventory accounts are reconciled, and any unusual inventory transactions
are recorded properly.

·

We have implemented a formal program by which material inventory and instrument sets, including those held by independent
distributors, are physically counted on a routine basis.

PART II
ITEM 1. LEGAL PROCEEDINGS
We are not aware of any pending or threatened legal proceeding against us that could have a material adverse effect on our business,
operating results or financial condition. The medical device industry is characterized by frequent claims and litigation, including claims
regarding patent and other intellectual property rights as well as improper hiring practices. As a result, we may be involved in various
additional legal proceedings from time to time.
ITEM 1A. RISK FACTORS
The following are material changes to the risk factors described in our Annual Report on Form 10-K for the year ended December 31,
2013, filed with the Securities and Exchange Commission on March 31, 2014.
We will require additional financing and our failure to obtain additional funding could force us to delay, reduce or eliminate our
product development programs or commercialization efforts.
We currently have limited committed sources of capital and we have limited liquidity. Our cash and cash equivalents as of September 30,
2014, December 31, 2013 and December 31, 2012, were $10.4 million, $2.3 million and $2.7 million, respectively. We require substantial
future capital in order to continue to conduct the research and development and regulatory clearance and approval activities
26

necessary to bring our products to market, to establish effective marketing and sales capabilities. Our existing capital resources, including
the net proceeds from our initial public offering of shares of our common stock and financing through Hercules Technology and Magna are
not sufficient to enable us to fund the completion of the development and commercialization of all of our product candidates. We cannot
determine with certainty the duration and completion costs of the current or future development and commercialization of our product
candidates for spinal fusion procedures, joint replacement and coated metals or if, when, or to what extent we will generate revenues from
the commercialization and sale of any of these product candidates for which we obtain regulatory approval. We may never succeed in
achieving regulatory approval for certain or all of these product candidates. The duration, costs and timing of clinical trials and
development of our spinal fusion, joint replacement and coated metal product candidates will depend on a variety of factors, including:
• the scope, rate of progress, and expense of our ongoing, as well as any additional, clinical trials and other research and development
activities;
• future clinical trial results we may must or choose to conduct;
• potential changes in government regulation; and
• the timing and receipt of any regulatory approvals.
A change in the outcome of any of these variables with respect to the development of spinal fusion, joint replacement or coated metal
product candidates could mean a significant change in the costs and timing associated with the development of these product candidates.
In addition, the repayment of the Loan and Security Agreement and the liquidity covenant limit our ability to use our cash and cash
equivalents to fund our operations and may restrict our ability to continue development of our product candidates. Additionally, the Loan
and Security Agreement restricts our ability to incur additional pari passu indebtedness, which may reduce our ability to seek additional
financing. The Convertible Notes also contain other covenants and events of default customary for financings of that type, including,
among other things, limitations on certain other indebtedness, dividends and distributions, sales and transfers of assets and transactions with
affiliates. If adequate funds are not available on a timely basis, we may terminate or delay the development of one or more of our product
candidates, or delay activities necessary to commercialize our product candidates. Additional funding may not be available to us on
acceptable terms, or at all. Any additional equity financing, if available, may not be available on favorable terms and will most likely be
dilutive to our current stockholders, and debt financing, if available, may involve more restrictive covenants. Our ability to access capital
when needed is not assured and, if not obtained on a timely basis, will materially harm our business, financial condition and results of
operations.
As a result of our debt obligations, we will need additional funds to meet our operational needs and capital requirements for product
development, clinical trials and commercialization. The timing and amount of our future capital requirements will depend on many factors,
including:
• our ability to satisfy our obligation to pay principal and interest on the Loan and Security Agreement;
• our ability to comply with the minimum liquidity covenant related to the Loan and Security Agreement;
• the level of sales of our current products and the cost of revenue and sales and marketing;
• the extent of any clinical trials that we will be required to conduct in support of the regulatory clearance of our total hip and knee
replacement product candidates;
• the scope, progress, results and cost of our product development efforts;
• the costs, timing and outcomes of regulatory reviews of our product candidates;
• the number and types of products we develop and commercialize;
• the costs of preparing, filing and prosecuting patent applications and maintaining, enforcing and defending intellectual propertyrelated claims; and
• the extent and scope of our general and administrative expenses.
If we do not adhere to the financial covenants set forth in the Loan and Security Agreement with Hercules Technology, we will be
in default of the Loan and Security Agreement.
In June 2014, we entered into a Loan and Security Agreement with Hercules Technology. The Loan and Security Agreement provided us
with a $20 million term loan with a maturity date of January 1, 2018 and is secured by substantially all of our assets as described in more
detail in the “Management’s Discussion and Analysis of Financial Condition and Results of Operations” section of
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this Quarterly Report on Form 10-Q. Proceeds of the loan were used to repay in full and terminate our prior credit facility with General
Electric Capital Corporation, or GE Capital, and the remainder of the loan proceeds are being used for general corporate purposes.
The Loan and Security Agreement contains a minimum liquidity covenant that requires us to maintain cash and cash equivalents and
availability under the Loan and Security Agreement of not less than $9.0 million. We will need to obtain additional funding during the
fourth quarter of 2014 to maintain compliance with this minimum liquidity covenant under the Loan and Security Agreement through the
next twelve months. Furthermore, if we are unable to access additional funds prior to becoming non-compliant with the liquidity covenant,
the entire remaining balance of the Loan and Security Agreement could become immediately due and payable at the option of Hercules
Technology.
Hercules Technology could declare a default under the Loan and Security Agreement upon the occurrence of a material adverse effect, as
defined under the credit facility, thereby requiring us to either repay the outstanding indebtedness immediately or attempt to reverse the
declaration of default through negotiation or litigation. Any declaration of an event of default could significantly harm our business and
prospectus and could cause the price of our common stock to decline.
Future sales of our common stock in the public market may cause our stock price to decline and impair our ability to raise future
capital through the sale of our equity securities.
There are a substantial number of shares of our common stock held by stockholders who owned shares of our capital stock prior to our
initial public offering that they may be able to sell in the public market. Sales by such stockholders of a substantial number of shares could
significantly reduce the market price of our common stock. Moreover, prior to August 12, 2014, 2,581,941 outstanding shares of common
stock, which were converted from convertible preferred stock to common stock upon the completion of our initial public offering, or IPO,
and outstanding warrants to purchase 72,939 shares of common stock, which were converted from preferred stock warrants into common
stock warrants upon the completion of our IPO, and 12,363 outstanding shares of common stock, assuming the exercise of common stock
warrants, are deemed to be “restricted securities” pursuant to Rule 144 under the Securities Act of 1933, as amended, or the Securities Act.
Following August 12, 2014, those shares became eligible for sale in reliance on Rule 144, subject to the lock-up agreements covering
shares subject to our Executive Retention Program. These shares of common stock, totaling 2,667,243 shares, assuming the exercise of the
common stock warrants, represent approximately 21% of the total number of shares of our common stock outstanding. In addition, warrants
to acquire approximately 633,669 shares of our common stock and 8,627,454 shares of our outstanding common stock which are deemed to
be “restricted securities” pursuant to Rule 144 under the Securities Act, also will be eligible for sale in reliance on Rule 144, subject to the
lock-up agreements covering substantially all of these securities which will expire on August 12, 2014. A holder of warrants to acquire
shares of our common stock will be able to net exercise such warrants by surrendering a portion of that holder’s warrants as payment of the
exercise price rather than paying the exercise price in cash. As of December 31, 2013, holders of warrants to acquire approximately 633,669
shares of our common stock would be eligible to rely on Rule 144 for the resale of such shares if the warrants are net exercised, subject to
the lock-up agreements. Additionally, we have 1,059,745 outstanding RSUs at October 17, 2014 that may be eligible to be sold in the
public market once the existing lock-up agreement expires.
On August 7, 2014, Magna became eligible to sell up to 2,326,409 shares of our common stock following conversion of the Convertible
Notes and exercise of the Magna Warrant.
We have also registered all shares of our common stock that we may issue pursuant to our 2003 Stock Option Plan and our Amended and
Restated 2012 Equity Incentive Plan, or the 2012 Plan. Shares issued by us upon exercise of options granted under these equity plans are
eligible for sale in the public market. If any of these holders cause a large number of securities to be sold in the public market, the sales
could reduce the trading price of our common stock. These sales also could impede our ability to raise future capital.
Adjustments to the conversion price for our Convertible Notes issued to Magna will dilute the ownership interests of our existing
stockholders.
The Magna Convertible Notes are convertible at any time after issuance, in whole or in part, at Magna’s option, into shares of common
stock at the lesser of (i) the initial fixed conversion price of $3.75 per share and (ii) a price equal to 80% of the lowest daily volume
weighted average price per share during the five trading days prior to conversion. Accordingly, if the market value of shares of our common
stock decreases, the number of shares issuable upon conversion of the Convertible Notes will increase, and may result in the issuance of a
significant number of additional shares of our common stock upon conversion if our stock price decreases.
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ITEM 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS
Unregistered Sales of Equity Securities
On September 17, 2014, we issued a warrant to purchase 50,000 shares of our common stock to a service provider to be a financial advisor
in connection with our financing. The sales and issuances of these securities were exempt from registration under the Securities Act in
reliance upon Section 4(2) of the Securities Act, as transactions by an issuer not involving any public offering. The recipient represented its
intentions to acquire the securities for investment only and not with a view to or for sale in connection with any distribution thereof, and an
appropriate legend was placed upon the stock certificate issued in this transaction. No underwriter was involved in this transaction.
Use of Proceeds from Sale of Registered Securities
On February 12, 2014, our registration statement on Form S-1 (File No. 333-192232) was declared effective for our initial public offering
of shares of our common stock, or the IPO, pursuant to which we registered the sale of 3,500,000 shares of our common stock at $5.75 per
share, plus up to an additional 525,000 additional shares to cover the underwriters’ overallotment option. The IPO generated net proceeds
to us of approximately $15.4 million, after deducting underwriting discounts and expenses of approximately $5.8 million. The IPO
commenced as of February 12, 2014, and terminated before all of the securities registered under the registration statements were sold
because the underwriters elected to partially exercise their overallotment option by purchasing 182,900 additional shares of our common
stock. JMP Securities LLC acted as the sole book-running manager for the offering. Needham & Company, LLC acted as co-manager for
the IPO. None of the underwriting discounts or other offering expenses were incurred or paid to any of our directors or officers or their
associates or to persons owning 10% or more of our equity securities or to any of our affiliates.
As of September 30, 2014, we have used approximately $14.5 million, of the net proceeds of the IPO as follows: (i) approximately $4.2
million to fund our debt servicing costs under the existing GE Capital agreement, including principal and interest payments and debt
modification fees; (ii) approximately $4.0 million in working capital to increase our product inventories related primarily to the launch of
our second generation Valeo products and approximately $1.7 million to purchase surgical instruments, both of which expand our sales,
marketing and distribution capabilities for our silicon nitride technology platform; and (iii) approximately $4.6 million in general operating
expenditures to fund research and development and commercialization activities, as well as general and administrative activities. There was
no material change in the planned use of proceeds from the IPO as described in our final prospectus filed with the SEC on February 12,
2014 pursuant to Rule 424(b).
ITEM 3. DEFAULTS UPON SENIOR SECURITIES
None.
ITEM 4. MINE SAFETY DISCLOSURES
Not applicable.
ITEM 5. OTHER INFORMATION
None.
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ITEM 6. EXHIBITS

Exhibit
Number

*

Filed
Herewith

Exhibit Description

10.1

Form of Executive Retention Program Agreement*

31.1

Certification of the Chief Executive Officer pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002

X

31.2

Certification of the Principal Accounting Officer pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002

X
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Certifications of the Chief Executive Officer and Principal
Accounting Officer pursuant to Section 906 of the SarbanesOxley Act of 2002

X

101.INS

XBRL Instance Document

X

101.SCH

XBRL Taxonomy Extension Schema Document

X

101.CAL

XBRL Taxonomy Extension Calculation Linkbase Document

X

101.DEF

XBRL Taxonomy Extension Definition Linkbase Document

X

101.LAB

XBRL Taxonomy Extension Label Linkbase Document

X

101.PRE

XBRL Taxonomy Extension Presentation Linkbase
Document

X

Incorporated
by Reference
herein from
Form or
Schedule

Form 8-K
(Exhibit 10.1)

Filing Date

SEC File/
Reg. Number

8/14/14

001-33624

Management contract or compensatory plan or arrangement.
SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by
the undersigned, thereunto duly authorized.
AMEDICA CORPORATION
Date: November 6, 2014

/s/ B. Sonny Bal
B. Sonny Bal
Chief Executive Officer
(Principal Executive Officer)

Date: November 6, 2014

/s/ Gordon G. Esplin
Gordon G. Esplin
Vice President of Finance
(Principal Accounting Officer)
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Exhibit 31.1
CERTIFICATION OF CHIEF EXECUTIVE OFFICER
I, B. Sonny Bal, certify that:
1. I have reviewed this quarterly report on Form 10-Q of Amedica Corporation;
2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect
to the period covered by this report;
3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this
report;
4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant and have:
(a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under
our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to
us by others within those entities, particularly during the period in which this report is being prepared;
(b) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions
about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such
evaluation; and
(c) disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the
registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected,
or is reasonably likely to materially affect, the registrant’s internal control over financial reporting; and
5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial
reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent
functions):
a) all significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting
which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information;
and
b) any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal control over financial reporting.
Date: November 6, 2014

By:

/s/

B. Sonny Bal
B. Sonny Bal
Chief Executive Officer

Exhibit 31.2
CERTIFICATION OF CHIEF FINANCIAL OFFICER
I, Gordon G. Esplin, certify that:
1. I have reviewed this quarterly report on Form 10-Q of Amedica Corporation;
2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect
to the period covered by this report;
3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this
report;
4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant and we have:
(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under
our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to
us by others within those entities, particularly during the period in which this report is being prepared;
(b) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions
about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such
evaluation; and
(c) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the
registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected,
or is reasonably likely to materially affect, the registrant’s internal control over financial reporting; and
5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial
reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent
function):
(a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting
which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information;
and
(b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal controls over financial reporting.
Date: November 6, 2014

/s/

Gordon G. Esplin
Gordon G. Esplin
Principal Accounting Officer

Exhibit 32
CERTIFICATIONS UNDER SECTION 906
Pursuant to section 906 of the Sarbanes-Oxley Act of 2002 (subsections (a) and (b) of section 1350, chapter 63 of title 18, United
States Code), each of the undersigned officers of Amedica Corporation., a Delaware corporation (the “Company”), does hereby certify, to
such officer’s knowledge, that:
The quarterly report for the quarter ended September 30, 2014 (the “Form 10-Q”) of the Company fully complies with the
requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934, and the information contained in the Form 10-Q fairly
presents, in all material respects, the financial condition and results of operations of the Company.
Date: November 6, 2014

Date: November 6, 2014

/S/

B. Sonny Bal
B. Sonny Bal
Chief Executive Officer
/s/

Gordon G. Esplin
Gordon G. Esplin
Principal Accounting Officer

