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To the Board of Directors and Stockholders of
AirXpanders, Inc.

Independent Auditor’s Report

Page 2 of 2

Opinion

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of the Company as of December 31, 2013 and 2012, and the results of its operations

and its cash flows for the years then ended, in accordance with accounting principles generally accepted
in the United States of America.

Other Matter

The financial statements of the Company for the period from March 17, 2005 (date of inception) to
December 31, 2011, were audited by other auditors whose report dated February 22, 2013 expressed
an unmodified opinion on those statements.

éW LLP
SingerLewak LLP

San Jose, California
June 27, 2014



AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
BALANCE SHEETS

December 31, 2013 and 2012

ASSETS
2013 2012

Current assets
Cash and cash equivalents $ 5,224,848 $ 3,025,329
Prepaid expenses and other current assets 53,491 75,148
Total current assets 5,278,339 3,100,477
Property and equipment, net 96,283 78,523
Other assets 53,720 57,294
Total assets $ 5,428,342 $ 3,236,294

LIABILITIES AND STOCKHOLDERS' EQUITY

2013 2012

Current liabilities
Accounts payable $ 428,514 $ 372,407
Accrued expenses 146,504 95,436
Current portion of long-term debt 1,068,548 1,019,956
Total current liabilities 1,643,566 1,487,799
Warrant liabilities 81,744 19,200
Long-term debt - 790,862
Total liabilities $ 1,725,310 $ 2,297,861

The accompanying notes are an integral part of these financial statements.
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AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
BALANCE SHEETS

December 31, 2013 and 2012

LIABILITIES AND STOCKHOLDERS'’ EQUITY (Continued)

2013 2012

Stockholders’ equity

Series E, 8% convertible noncumulative preferred stock, par

value $0.001; 45,200,000 share authorized, 44,499,028

shares issued and outstanding (liquidation preference

of $8,899,806) $ 44,499 $ .
Series D, 8% convertible noncumulative preferred stock, par

value $0.001; 42,176,625 and 44,028,477 shares authorized

respectively; 42,176,625 shares issued and outstanding

(liquidation preference of $11,387,689) 42,177 42,177
Series C, 8% convertible noncumulative preferred stock, par

value $0.001; 22,725,718 and 24,000,000 shares authorized

respectively; 22,245,718 shares issued and outstanding

(liquidation preference of $5,561,430) 22,246 22,246
Series B-1, 8% convertible noncumulative preferred stock, par

value $0.001; 9,554,375 shares authorized, 9,554,375

shares issued and outstanding (liquidation preference

of $4,549,793) 9,554 9,554
Series B, 8% convertible noncumulative preferred stock, par

vaiue $0.001; 3,375,954 shares authorized, 3,125,954

shares issued and outstanding (liquidation preference

of $1,488,579) 3,126 3,126
Series A, 8% convertible noncumulative preferred stock, par

value $0.001; 4,323,958 shares authorized, 3,908,168

shares issued and outstanding (liquidation preference

of $1,861,070) 3,908 3,908
Common stock; par value $0.001, 232,983,187 and

103,287,736 shares authorized 4,508,329 and

4,472,859 shares issued and outstanding 4,508 4,473
Additional paid-in capital 32,339,315 23,553,346
Deficit accumulated during the development stage (28,766,301) (22,700,397)

Total stockholders' equity 3,703,032 938,433
Total liabilities and stockholders’ equity $ 5428342 S 3,236,294

The accompanying notes are an integral part of these financial statements.
4



AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)

STATEMENTS OF OPERATIONS

For the Years Ended December 31, 2013 and 2012 and

For the Period from March 17, 2005 (Date of Inception) to December 31, 2013

For the Year

For the Year

For the Period
from March 17,
2005 (Date of

Ended Ended Inception) to
December 31, December 31, December 31,
2013 2012 2013
Operating expenses

Research and development $ 789,022 $ 1,060,005 $ 9,465,540
Clinical trials 3,121,687 3,600,748 9,474,747
Selling, general and administrative 2,011,785 1,913,724 8,881,623
Total operating expenses 5,922,494 6,574,477 27,821,910
Operating loss (5,922,494) (6,574,477) (27,821,910)
Interest expense 190,196 222,963 1,325,757
Other (income) expense, net (46,786) (161,442) (381,366)

Net loss

$ (6,065,904) $ (6,635,998) $(28,766,301)

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

5



‘sjUBWIBlEIS |eIouBUy 8say] Jo ped [eidaiul

9

ue ale sajou duifuedwosoe ayl

869'T/6'C (¢06'0T6'T) 8T 26T'S (T5T'628) ost'y 65E'0SY ¥ 112'0T 00T‘2TC'0T

(6188’ (P6T'8EE'T) - - - - - -

£18'9S - - €18'9G - - - -

TEE'VLIE - 69Y'ELE - - - z98 ¥6.'T98

- - €Iv'68¢ (eT'68¢€) - - - -

00z - - 9GT'C 4% 000ty - -

881'0/8'€ (801'2.8) ZOE'vEY'Y €ET'T 'y 65£'90V' ¥ GGE'6 90€'GGE'6

(ec9'cee) (eg9'cee) - - - - - -

000'GSY - SYO'vSY - - - GG6 1¥'666
119'986'€ - 11.2'816'€ - - - 00v's Z€8'66£'8
€612 - - €6.C - - - -

- - 086'T (086'T) - - - -

0ST'T - - - 0ST'T 000'0ST'T - -

GG8 - - - GG8 9¢0'GG8 - -

(pee'2ve) (G50'0s€) - oze TOv'C £ee'Tov'e - -

(gg0'0g€E) (G50'08€) - - - - - -

08T'T - - - 08T'T 000'08T'T - -

oze - - oce - - - -

1Tt - - - 12T £ee'1Te'T - -

- $ - $ - $ - $ - $ - - -

(1ouaq) Ainb3 wawdojared  X}201S paudjeld Yo01S uowwo) nowy saleys wnowy saleys
,S19pIoY®001S ayl duung Buipuelsing Fuipueising

|e10f pale|Inwnody pue panss| pue panss|
uoyag jended upied jeuonippy %001$ UoWWoD %201S pallajald a|qIaAuoD

1002 “LE 12qwiaaa( - soueleg
$50| 18N
uonesuadwios paseqo0ls
(GG0'9E$ JO SIS0 souUENSS] JO 18U)
yseo 10J }201s pausjald y Sal8s JO aouenss]
SPUBPIAIP PANIODY
S190140 pue
saafo|dws 0} pajurls suondo ¥o03s JO as1Iaxd

9002 “TE 4oquaaa( - osueleq
ss0| 18N
$9]0U 9|qIUBAUO0D BUIPULISING 10}
a3uByOXa Ul 001S palsjald ¥ salas JO aouenss)
(£Z£'€T$ 10 SISOD 92ULNSS] JO 18U)
Useo 10] 4001s pals)aid y SaLI8S JO aduenss|
uonesuadwod pased1o01s
SPUBPIAIP Paniddy
S1921)40 pue
sasfo|dws 0} pajueld suondo 3o0)s JO 8S10IaX3
USED J0J %D0]S UOWWOD JO 90UBNSS|]

S00Z ‘TE Joquasaq - souejeg

GOOZ “TE 1aquiaos( papus pouad ay) 1o} sso| 19N
$189140 pue

saakojdwa 0] pajueld suondo 3o01s JO 8SI0IaX]

uonesuadwod paseq1o0ls

USED I0J 300)S UOWILLOD JO SIUENSS]

(uondaou) jo 81ep) SO0T ‘LT YoIel - souejeg

£T0Z ‘TE 1oquiasaq o3 (uoidosu] Jo ajed) S00T ‘LT YdIelAl woiy poliad ay) 104
(L121434) ALINDI .SHAATOHNIOLS 4O SINIWALVLS
(3SIYdYILINT I9VLS INJFNHOTIAIA V)

"ONI ‘SY3AANVJXHIV



L

"S1UBWISIELS |BIduBUl 9SaY] JO Med |eigaul ue ale sajou gulkueduioooe ay

TISZTIV'T ¢ (028'0.8°0T) $ 980'66G'€T $ (269'85€'T) $ €SPV $ 6S8'TSY'Y ve8'8E $ gGTe'res'se
(0T8'8€T'€) (0T8'8€T'€) - - - - - -
289'9CT'C - 289'9¢1'C - - - - -
066'TE - - 066'T€ - - - -
YT 6YY - 8680V - - - ove'e 8T.'GtC'T
16T'116'Y - 162168 - - - 00002 000°000'0C
- - €.7'06T (eL¥'06T) - - - -
(zsv'el6'2) (090°ceL L) 9.1'1€6'S (602'002°T) £Sr'y 668'CSY'Y 88G'0T L67'88G'9T
(v61'G26°T) (v61'G26°T) - - - - - -
¥92'89 - - 9289 - - - -
(¥2T'02E'2) - (veT'oze'e) - - - - -
(rsg‘s) - - - - - (rsg'e) (62£'vSG'6)
7556 - - - - - 65'6 GLE'78S'6
veT'ece't - 800'0CE'T - - - ozT'e ¥G6°GCT'E
- - (189'T) - - - 189'T 9/6'089'T
- - 182'G6Y (282'56Y) - - - -
(2e2'6TT) (995'008°G) 98Z'vrv'9 (989°¢2/) €S’y 6G8'cS'y I8L'TT 19G'T8L'TT
(¥99668°¢) (¥99°668°¢) - - - - - -
81G'Y9 - - 8.G'V9 - - - -
TES'6EL - 296°2€. - - - v9S'T L9v'V9G'T
Ger - - zet € 0052 - -
- $ - ¢ GET'608 ¢ (GET'60S) $ - $ - - -
(woueq) Aunb3 usIdooAs@  YO01S Palaisld MO01S UoOWIWOD unouwly saleys unouly saleys
(SI9PIOYD0IS syl suunqg guipueising guipueising
12101 paieINnUIN0Y pue panss| pue panss|
noyaqa jended ul-pled [euonippy Y0015 UOWWOD %0015 palaeld d(qIeAu0)

0T0Z ‘TE 1oquiaoa(] - souejeg

SSO| 19N
\LBALISP Pappaquue SUl JO [BAOWISI BU} JO UONEPIoSY
uonesuadliod paseqyd01s
S910U B[QNISAUOD BUIPULISING 104
28urRyoXa Ut Y00)S paulaald O Sau9S J0 9oUBNSS|
(E¥72'28$ JO 1500 DOUENSS] JO 19U)
ysed 104 300)s pallagald O s8u9ag 0 soUenss|
SPUSPIAIP PanJIooY

6002 ‘TE Joquieosq - 2oueleg

SS0} 19N

uonesuadilod paseqHyI0IS

SOANRALIGP POpPaqIUL JO 8NjeA JO UONEPIodSY

-6 S81I8S 104 }001S pallageld v seles Jo a8ueudx]
3001S palaald Y SOLSS 04

23uByoXa Ul ¥001S pallsald T-g Sauas Jo 9ouenss|
(SPP'SOTS 40 S1S00 2oUBNSS| JO 19U)

ysed 104 Y201S pallajeld g soieg Jo aouenss|
SPUBPIAIP PIleINWNJ3oe Y S88S 10}

o8UBYIXS Ul ¥001S pallaald v Saleg JO aouenss|

SPUSBPIAIP PINISY

8002 ‘TE loquiaoa( - soueeg

SS0| 19N
uonesusdulod Paseqo0ls
(691'G$ 40 S1S00 SOUBNSS! JO 13U)
ysed 10 Y201S pallaeld Y SOUSS JO 20UeNsS|
S1901J40 pue
saako|dwa 0] pajuels suopdo Yo0Is Jo as1oiax]
SPUSPIAIP PaMIooY

£T0Z ‘TS 1oqwasa( 0} (uondosu] Jo ajeq) G00T ‘LT YDAl W0l pousd ay} 104
(LID143a) ALIND3 .SYAATOHYNIO0LS 40 SINIFNALYLS
(3SIdYILNT 39VLS INFINHOTIAIA V)

"ONI ‘SHIANVIXHIV



8

"SJUBWIBIELS [BIoURUl) 9S8} JO Led jeiSelul ue ase salou Sulfuedwoooe syl

ZE0'E0L'E $ (Toc'90l'82) ¢ 8ze'szs'ec s (ET6'G8T'T) $ 80S'h $ 62g'g0s'ty 0TS's2T $ 898'605'SCT
(¥06'590'9) (¥06'G90°9) - - - - - -
0z9'es - - 0c9'e8 - - - -
8¢T'C €602 Ge oLv'se
aG/'vrl's - 962'00.'8 - - - 661 vt 820667V
cev'sce $ (Lec'00L'22)$ ele'lzs'bT s (929'Vi2'T) $ eLb'y 6S8‘TLY'Y TTO'T8 ov8‘'0T0'T8
(866'G£9'9) (866'G£9°9) - - - - - -
TCT'Er - - TCT'ey - - - -
ovT'ev6'T - LV6'VEB'T - - - €6T L OTT'E6T L
£26'82E'6 - 6£6'€62'6 - - - ¥86'v€ GTG'€86'tE
(eG1'6EL'E) (66€'790°97) 980'66G'€T  (LVLLTET) eLv'Y 6S8'CTLY'Y v£8'8E GTZ'vER]'8E
(6eG'e6T'q) (62G'E6T'G) - - - - - -
G96'6€E - - G96'6E - - - -
000'T $ - $ - $ 086 $ 0C 00002 - -
(uoyeq) Avinb3a Wwawdoarag 30018 palsald Yo01S UOWILIoD wunouwly saleys wunowy saleys
\S1BPIOWPIO0IS ayy guung Buipueising Buipueising
|elop pa1eINUWIND0Y pue panss| pue psnss|
uoyaQg [euded urpled [euonippy 3001S UOWIWO) 3001S palisjaid 8|qIHeAu0D

£T0Z ‘“TE 49qweds( ‘eouejeg

$50} 19N
uonesusduiod Paseqio0ls
suondo %o01S 40 8s|oiex]
(TS0'GGTS 40 S1S00 doUeNsSS| JO 18U)
yseo 10} 3001s pallayeld J saues Jo souenss|

2TO0T “TE soquievaq ‘oauejeq

$s0§ 18N
uonesusduwiod peseqi(o0ls
$910U B|GIUSAUOD JO UOISIBAUOD
uodn ¥%00)s pallajald q SBUSS JO dOUENSS|
(9Z9'9TT$ JO 51500 2oUENSS]| JO 18U)
ysed 10} 3001s paligjald q sauaes Jo aouenss|

TTOZ “TE Ioquiaoa( - asuejeg
$50[ 19N
uonesusdwod paseqyo0lS
$I8013J0 pue
sosko|dwis 0] pajuelg sUONRdo O0)S JO BSI04aXT

£T0Z ‘“TE Iaquasaq 03 (uondasuj jo ajed) G00Z ‘LT YIIeIAl WOl poliad 3y} 104
(L19143a) ALINDI .SYIAATOHNDO0LS 40 SINIFNILVLS
(3SIU4YIINT 9VLS INTFNHOTIAIA V)

"ONI ‘SHIANVJXHIV



AIRXPANDERS, INC.
(A DEVELOPMENT STAGE ENTERPRISE)
STATEMENTS OF CASH FLOWS

For the Years Ended December 31, 2013 and 2012 and

For the Period from March 17, 2005 (Date of Inception) to December 31, 2013

Cash flows from operating activities
Net loss
Adjustments to reconcile net loss to net cash
used in operating activities
Depreciation and amortization
Amortization of debt discount
Loss from fixed asset disposal
Change in fair value of warrant liabilities
Change in fair value of embedded derivative
Stock-hased compensation
Changes in assets and liabilities
Prepaid expenses and other assets
Accounts payable
Accrued expenses
Interest expense accrued but not paid

Net cash used in operating activities

Cash flows from investing activities

Purchase of property and equipment
Proceeds from sale of property and equipment

Cash used in investing activities

Cash flows from financing activities
Proceeds from borrowings on notes payable
Principal payments on notes payable
Principal from exercise of stock options
Proceeds from issuance of preferred stock, net of issuance costs
Proceeds from exercise of stock options

Net cash provided by financing activities

Increase in cash and cash equivalents

Cash and cash equivalents - beginning of year

Cash and cash equivalents - end of year

Supplemental schedule of noncash investing and financing activities
Stocks dividends declared
Issuance of warrants in connections with borrowings
Preferred stock issued in satisfaction of accrued interest
Preferred stock issued upon conversion of convertible notes payable
Preferred stock issued in satisfaction of accrued dividends

For the Year

For the Year

For the Period from
March 17, 2005

Ended Ended (Date of Inception)
December 31, December 31, to December 31,
2013 2012 2013

$ (6,065,904) $ (6,635,998) $ (28,766,301)
50,443 77,243 474,907
21,899 21,899 126,905

- - 4,663

62,544 (160,785) (59,761)

_ - (193,442)

83,620 43,121 392,024
25,231 (79,343) (107,211)
56,107 150,021 428,514
51,068 (54,493) 139,218

- - 56,787

(5,714,992) (6,638,335) (27,503,697)
(68,203) (35,813) (576,963)

- - 1,111
(68,203) (35,813) (575,852)

_ - 7,133,694
(764,169) (943,920) (3,253,764)

- - 5,655

8,744,755 9,328,923 29,414,609
2,128 - 4,204
7,982,714 8,385,003 33,304,398
2,199,519 1,710,855 5,224,849

3,025,329 1,314,474

$ 5,224848 $ 3,025,329 $ 5,224,849
$ - $ - $ 1,586,288
$ - $ - $ 14,505
$ - $ 23,815 $ 37,959
$ - $§ 1,918,325 $ 2,808,325
$ - $ - $ 800,490

The accompanying notes are an integral part of these financial statements.
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AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO FINANCIAL STATEMENTS
December 31, 2013 and 2012

NOTE 1 — DESCRIPTION OF BUSINESS

AirXpanders, Inc. ("AirXpanders" or the "Company") is a Delaware corporation formed on March
17, 2005, and is headquartered in Palo Alto, California. Through December 31, 2013, the

Company has been primarily engaged in developing initial product technology, recruiting
personnel and raising capital.

As a medical device company, AirXpanders is focusing in the field of tissue expansion after
mastectomy, with an emphasis on breast reconstruction. The Company is a development stage
entity that is designing the novel AeroForm patient controlled tissue expander. The AeroForm
system consists of a self-contained expander (which is implanted in a similar manner to
traditional saline expanders following a mastectomy), and a small hand-held wireless remote
control unit. The lipstick-sized carbon dioxide (CO2) reservoir in the expander gradually releases
a predetermined amount of CO2 through a small internal valve, eliminating the need for frequent
saline injections at doctors' offices typically associated with current on-market expanders.

NOTE 2 - DEVELOPMENT STAGE

The Company is in the development stage as of December 31, 2013. The Company is a
development stage entity as there has been no revenue generated from its planned principal
operations, and accordingly, its financial statements have been presented in accordance with
Accounting Standards Codification Topic No. 915 Development Stage Entities. The Company Is
subject to risks common to companies in the development stage, including, but not limited to,
development of new products, development of markets and distribution channels, dependence
on key personnel, obtaining adequate supplier relationships, building its customer base,
successfully executing its business and marketing strategy and the ability to obtain additional
capital as needed to fund its product plans. The Company has a limited operating history and
has yet to generate any revenues from customers. To date, the Company has been funded by
equity and debt financings. The Company's ultimate success is dependent upon its ability to
raise additional capital, to obtain necessary regulatory approvals for its products, and to
successfully develop and market its products.

NOTE 3 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation

The accompanying financial statements have been prepared in accordance with accounting
principles generally accepted in the United States of America (US GAAP).

10



AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO FINANCIAL STATEMENTS
December 31, 2013 and 2012

NOTE 3 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Use of Estimates

The preparation of financial statements in conformity with US 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 reported amounts of assets, liabilities, equity instruments, and expenses during the
reporting period. Actual results could differ materially from those estimates.

Certain Significant Risks and Uncertainties

The Company operates in a dynamic, highly competitive industry and believes that changes
in any of the following areas could have a material adverse effect on the Company's future
financial position, results of operations, or cash flows; ability to obtain future financing;
advances and trends in new technologies and industry standards; regulatory approval and
market acceptance of the Company's products; development of sales channels; certain
strategic relationships; litigation or claims against the Company based on intellectual
property, patent, product, regulatory, or other factors; and the Company’s ability to attract
and retain employees necessary to support its growth.

Concentrations of Credit Risk

Financial instruments that potentially subject the Company to credit risk consist primarily of
cash and cash equivalents. The Company maintains all of its U.S. cash balances at one
financial institution, which at times may exceed the Federal Deposit Insurance Corporation
(FDIC) limits of $250,000 for interest-bearing accounts. Beginning January 1, 2013, deposits
held in non-interest-bearing accounts will be aggregated with any interest-bearing deposits the
owner may hold in the same ownership category, and the combined total insured up to
$250,000. At December 31, 2013, the Company had cash balances of approximately
$4,999,848 that were in excess of the FDIC limits.

Cash and Cash Equivalents

The Company considers all highly liquid investments with an original maturity of three
months or less to be cash equivalents. Restricted cash of $25,000 at December 31, 2013,
which serves as collateral for corporate credit cards, is included in other assets in the
balance sheet.

Property and Equipment

Property and equipment are stated at cost, net of accumulated depreciation. Depreciation is
computed using the straight-line method over the estimated useful lives of the assets,
generally three to five years. Leasehold improvements and property and equipment under

capital leases are depreciated over the shorter of estimated useful lives of the assets or the
lease terms.

Expenditures for repairs and maintenance are charged to expense as incurred. Upon
disposition of an asset, the cost and related accumulated depreciation are removed from
the accounts and the resulting gain or loss is reflected in the statement of operations.

11



AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO FINANCIAL STATEMENTS
December 31, 2013 and 2012

NOTE 3 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Impairment of Long-Lived Assets

The Company's long-lived assets and other assets are reviewed for impairment whenever
events or changes in circumstances indicate that the carrying amount of the asset may not
be recoverable. Recoverability of an asset to be held and used is measured by a comparison
of the carrying amount of an asset to the future undiscounted cash flows expected to be
generated by the asset. If such asset is considered to be impaired, the impairment to be
recognized is measured as the amount by which the carrying amount of the asset exceeds its
fair value. Through December 31, 2013, the Company had not experienced impairment losses
on its long-lived assets.

Fair Value of Financial Instruments

The Company follows Financial Accounting Standards Board ("FASB") Accounting Standards
Codification Topic No. 820, Fair Value Measurement ("ASC 820"), which clarifies fair value as
an exit price, establishes a hierarchal disclosure framework for measuring fair value, and
requires extended disclosures about fair value measurements. The provisions of ASC 820
apply to all financial assets and liabilities measured at fair value.

As defined in ASC 820, fair value represents the amount that would be received to sell an
asset or paid to transfer a liability in an orderly transaction between market participants. As a
result, fair value is a market-based approach that should be determined based on assumptions
that market participants would use in pricing an asset or a liability. As a basis for considering
these assumptions, ASC 820 defines a three-tier value hierarchy that prioritizes the inputs
used in the valuation methodologies in measuring fair value.

Level 1 - Quoted prices in active markets for identical assets or liabilities.

Level 2 — Inputs other than Level 1 that are observable, either directly or indirectly, such as
quoted prices for similar assets or liabilities, quoted prices in markets that are not
active, or other inputs that are observable or can be corroborated by observable
market data for substantially the full term of the assets or liabilities.

Level 3 — Unobservable inputs that are supported by little or no market activity and that are
significant to the fair value of the assets or liabilities.

The fair value hierarchy also requires an entity to maximize the use of observabie inputs and
minimize the use of unobservable inputs when measuring fair value.

12



AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO FINANCIAL STATEMENTS
December 31, 2013 and 2012

NOTE 3 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Fair Value of Financial Instruments (Continued)
The following table sets forth by level, within the fair value hierarchy, the Company’s assets
and liabilities measured at fair value in the balance sheet as of December 31, 2013:

Level 1 Level 2 Level 3 Total

Cash and cash

equivalents $ 5224848 $ - $ - $ 5,224,848
Total assets at

fair value $ 5224848 $ - $ - $§ 5224848
Warrant liabilities 3 - $ - $ 81,744 $ 81.744
Total liabilities at

fair value $ - $ - $ 81.744 $ 81,744

The following table sets forth by level, within the fair value hierarchy, the Company’s assets
and liabilities measured at fair value in the balance sheet as of December 31, 2012:

Level 1 Level 2 Level 3 Total
Cash and cash
equivalents $ 3.025,329 $ - $ - $ 3,025,329
Total assets at
fair value $ 3.025.329 $ - $ - $ 3,025,329
Warrant liabilities $ - $ - $ 19,200 $ 19,200

Total liabilities at

fair value $ - $ - $ 19,200 $ 19,200

See Note 11 for discussion of the valuation methodology and inputs for the warrant liabilities.

At December 31, 2013 and 2012, the Company had the following financial instruments for
which disclosure only of fair value is required:

Long-term debt — Valued at carrying value which is considered to be representative of its fair
value based on current market rates available to the Company for comparable
borrowing facilities.
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AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO FINANCIAL STATEMENTS
December 31, 2013 and 2012

NOTE 3 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Stock-Based Compensation

Stock-based compensation is measured at the grant date based on the fair value of the award.
The fair value of the award that is ultimately expected to vest is recognized as expense on a
straight-line basis over the requisite service period, which is generally the vesting period. The
expense recoghized for the portion of the award that is expected to vest has been reduced by an
estimated forfeiture rate. The forfeiture rate is determined at the time of grant and revised, if
necessary, in subsequent periods if actual forfeitures differ from those estimates.

The Company uses the Black-Scholes option-pricing model (the "Black-Scholes model") as the
method for determining the estimated fair value of stock options.

Expected Term

The Company's expected term represents the period that the Company's stock-based awards are
expected to be outstanding and is determined using the simplified method.

Expected Volatility
Expected volatility is estimated using comparable public companies volatility for similar terms.

Expected Dividend

The Black-Scholes modei calls for a single expected dividend yield as an input. The Company has
never paid dividends and has no plans to pay dividends on its common stock.

Risk-Free Interest Rate
The risk-free interest rate used in the Black-Scholes model is based on the U.S. Treasury zero

coupon issues in effect at the time of grant for periods corresponding with the expected term of
option.

The Company recognizes fair value of stock options granted to nonemployees as stock-based
compensation expense over the period in which the related services are received.

Research and Development
Costs incurred in research and development activities are expensed as incurred. Research and
development costs include, but are not limited to, payroll and personnel expenses, laboratory

supplies, consulting costs, travel, parts and materials, equipment expenses, and equipment
depreciation.
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AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO FINANCIAL STATEMENTS
December 31, 2013 and 2012

NOTE 3 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Income Taxes

The Company accounts for income taxes using the asset and liability method. Under this method,
deferred income tax assets and liabilities are recorded based on the estimated future tax effects
of differences between the financial statement and income tax basis of assets and liabilities. In
addition, deferred tax assets are recorded for the future benefit of utilizing net operating loss and
credit carryovers. Deferred tax assets and liabilities are measured using the enacted tax rates
applied to taxable income. The effect on deferred tax assets and liabilities of a change in tax
rates is recoghized in income in the period that includes the enactment date. A valuation
allowance is provided against the Company’s deferred income tax assets when it is more likely
than not that the asset will not be realized.

Significant judgment is required in determining any valuation allowance recorded against deferred
tax assets. In assessing the need for a valuation allowance, the Company considers all available
evidence, including past operating results, estimates of future taxable income and the feasibility
of tax planning strategies. In the event that the Company changes its determination as to the
amount of deferred tax assets that are more likely than not to be realized, the Company will
adjust its valuation allowance with a corresponding impact to the provision for income taxes in
the period in which such determination is made.

The Company follows authoritative guidance regarding uncertain tax positions. This guidance
requires that realization of an uncertain income tax position must be more likely than not (i.e.
greater than 50% likelinood of receiving a benefit) before it can be recognized in the financial
statements. The guidance further prescribes the benefit to be realized assumes a review by tax
authorities having all relevant information and applying current conventions. The interpretation
also clarifies the financial statement classification of tax related penalties and interest and sets
forth disclosures regarding unrecoghized tax benefits. The Company recognizes potential accrued
interest and penalties related to unrecognized tax benefits as income tax expense.
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AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO FINANCIAL STATEMENTS
December 31, 2013 and 2012

NOTE 4 - PROPERTY AND EQUIPMENT

Property and equipment consists of the following at December 31, 2013 and 2012:

2013 2012

Machinery and equipment $ 376,070 $ 318,182
Furniture and fixtures 66,526 64,796
Computer equipment 52,808 52,808
Leasehold improvements 26,055 17,470
Software licenses 19,061 19,061
Office equipment 1,878 1,878
Property and equipment, gross 542,398 474,195
Accumulated depreciation and amortization (446,115) (395,672)
Property and equipment, net $§ 96,283 $ 78,523

Depreciation and amortization expense amounted to $50,443, $77,243 and $474,907 for the
years ended December 31, 2013 and 2012 and for the period from March 17, 2005 (date of
inception) to December 31, 2013, respectively.

NOTE 5 ~ ACCRUED EXPENSES

Accrued expenses consisted of the following at December 31, 2013 and 2012:

2043 2012
Accrued payroll and related expenses $ 95,755 $ 80,675
Accrued rent payable 1,900 5,761
Accrued other 48,849 9,000
Total accrued expenses $ 146,504 $ 95,436
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AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO FINANCIAL STATEMENTS
December 31, 2013 and 2012

NOTE 6 - DEBT FINANCING

In March 2011, the Company borrowed $3,000,000 under a loan and security agreement with a
financial institution which expires in September 2014. Interest is paid monthly on the principal
amount at 9.01%. Under the terms of the agreement, interest-only payments were made monthly
through September 2011, with principal payments commencing in October 2011, due in 36
equal monthly instaliments. A fee of $165,000 is due at maturity, which is being accrued over
the term of the loan. The Company can prepay the entire loan amount by providing a written ten
day notice prior to such prepayment and pay all outstanding principal, interest and prepayment
fee plus any default fees and all other sums that shall have become due and payable. The loan
is secured by substantially all of the Company's assets, excluding intellectual property.

In January 2013, the Company entered into a loan modification agreement related to the loan
and security agreement, to make monthly repayments of interest only from February 1, 2013 to
June 1, 2013. The Company paid a modification fee of $15,000. In conjunction with the
modification, the Company issued 148,148 warrants for Series D Preferred Stock at an exercise
price of $0.27. As a result of the Series E round of financing during the year, the holder of the
warrant had the election under their existing warrant agreement to convert their warrants into
warrants for 200,000 shares of Series E at an exercise price of $0.20. The fair value of the
warrants totaled $21,525 and was recorded to interest expense at 12/31/13.

The Company recorded $168,931, $212,607 and $582,649 of interest expense on the loan for
the years ended December 31, 2013 and 2012 and for the period from March 17, 2005 (date of
inception) to December 31, 2013, respectively. At December 31, 2013 and 2012, $1,083,148
and $1,847,318, respectively, was outstanding under this loan agreement.

In connection with the loan agreement, the Company granted a warrant to the financial
institution to purchase 480,000 shares of Series C convertible preferred stock ("Series C") at
$0.25 per share. The warrant is exercisable at the option of the holder at any time through
February 28, 2021. The fair value of the warrant of $76,647 on the date of issuance was
recorded as a debt discount (see Note 11 for further details on the warrant accounting). The
debt discount is being amortized over the expected term of the loan as a component of interest
expense. The Company recorded $21,899 and $21,899 to interest expense related to
amortization of debt discount for the years ended December 31, 2013 and 2012, respectively.
As of December 31, 2013, the unamortized discount on the debt is $14,600. Future
amortization of the unamortized discount amounted to $14,600, which is expected to be fully
amortized in 2014.
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AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO FINANCIAL STATEMENTS
December 31, 2013 and 2012

NOTE 6 —~ DEBT FINANCING (Continued)

At December 31, 2013, future scheduled principal payments are as follows:

Total scheduled future payments in 2014 $ 1,083,148
Unamortized discount (14,599)
Total debt 1,068,549
Less current portion 1,068,549
Total noncurrent portion of debt $ -

NOTE 7 — CONVERTIBLE BRIDGE NOTES PAYABLE

In November 2011, the Company issued $1,918,325 in convertible bridge notes payable at an
interest rate of 10% per annum. Interest would be paid in-kind upon conversion of the notes. The
notes accrued monthly interest at 10% per annum, and matured on December 1, 2012. On
January 18, 2012 the notes were amended to include an automatic conversion feature, allowing

the noteholders to convert all principal and accrued interest due under the notes into Series D
preferred stock.

The notes and accrued interest totaling $1,942,140 were converted into Series D preferred stock
on January 18, 2012. See Note 10 for details.

NOTE 8 -~ COMMITMENTS

Lease Obligations

The Company leases its office space under a non-cancelable operating lease. Monthly base rent
payments range from $6,460 to $13,306. The Company amended the lease to extend the term
of the lease from August 2013 through July 2016. The Company recognizes rent expense on a
straight-line basis over the term of the lease. Rent expense (including common area maintenance)
related to the Company's operating leases was $167,717 and $141,746 for the year ended
December 31, 2013 and 2012, respectively, and for the period from March 17, 2005 (date of
inception) to December 31, 2012 rent expense was $798,690.
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AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO FINANCIAL STATEMENTS
December 31, 2013 and 2012

NOTE 8 - COMMITMENTS (Continued)

Lease Obligations (Continued)
The future rental commitments due under the lease are:

For the Years Ending
December 31,

2014 152,392
2015 156,963
2016 93,145

Total $ 402,500

Indemnifications

The Company has agreed to indemnify its officers and directors for certain events or occurrences
arising as a result of the officers or directors serving in such capacity. The Company has a
directors and officers liability insurance policy that limits its exposure and enables the Company
to recover a portion of any future amounts paid resulting from the indemnification of its officers
and directors. In addition, the Company enters into indemnification agreements with other
parties in the ordinary course of business. The Company has not incurred material costs to
defend lawsuits or settle claims related to these indemnification agreements. The Company's
management believes the estimated fair value of these indemnification agreements is minimal
and has not recorded a liability for these agreements as of December 31, 2013 and 2012.

NOTE 9 - COMMON STOCK

The Company's Articles of Incorporation, as amended, authorize the Company to issue
232,983,187 shares of $0.001 par value common stock. Common stockholders are entitled to
dividends when and if declared by the Board of Directors and after any convertible preferred
shares dividends are fully paid. The holder of each share of common stock is entitled to one vote.
At December 31, 2013, no dividends had been declared for common stock.

At December 31, 2013 and 2012, common stock that the Company had reserved for issuance
was as follows:

2013 2012
Conversion of convertible preferred stock $145,833,112 $ 81,010,840
Warrants for common and convertible preferred shares 45,089,818 1,145,790
Stock option plan 30,850,799 12,729,352
Total $222,673,729 $ 94,885,982
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AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO FINANCIAL STATEMENTS
December 31, 2013 and 2012

NOTE 10 - CONVERTIBLE PREFERRED STOCK

The Company issued Series A, B, B-1, C, D and E convertible preferred stock during the period
from 2005 through 2013, raising a total of $29,414,608 in cash, net of issuance costs of
$574,512. In March 2009, the Company issued Series B and B-1 convertible preferred stock
with new terms that included embedded derivative features with contingent conversion options,
premium redemption and conversion options and recognized the fair value of an embedded
derivative liability of $2,320,124. In April 2010, the Company issued Series C convertible
preferred stock with amended terms that terminated the previous embedded derivative features.

The fair value of the embedded derivative liability of $2,126,682 was written off. As of December
31, 2013 and 2012, there is no embedded derivative liability balance.

In January 2012, the Company issued 38,176,625 shares of Series D Preferred Stock (Series D)
at $0.27 per share, for total cash consideration of $8,365,550, less issuance costs of
$116,626, plus conversion of all outstanding convertible notes and accrued interest totaling
$1,942,140 (aforementioned in Note 7). In May 2012, the Company closed the second tranche

of Series D by issuing an additional 4,000,000 shares for total cash consideration of
$1,080,000.

In May 2013, the Company’s stockholders approved the following:

(iy the increase in the authorized number of shares of preferred stock from 85,282,764 to
127,356,630,

(i) the creation and authorization of 45,200,000 shares of Series E Preferred Stock,

(ili) the waiving of certain right to anti-dilution adjustments in connection with the sale and
issuance of Series E Preferred Stock and warrants to purchase common stock (rights to anti-
dilution adjustments were waived by all preferred shareholders), and

(iv) the special mandatory the conversion of all shares of Preferred Stock held by any investor in
the initial closing of the Series E financing that does not fulfill its obligations to participate in
the second closing of the Series E financing (no shareholders converted preferred to
common stock during the year), and

(v) the adjustment of the conversion prices of Series C and Series D Preferred Stock to be
equal to the conversion price of the Series E Preferred Stock.

In 2013, the Company issued 44,499,028 shares of Series E Preferred Stock (Series E) at
$0.20 per share, for total cash consideration of $8,744,755, less issuance costs of $155,051.
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AIRXPANDERS, INC.

(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO FINANCIAL STATEMENTS
December 31, 2013 and 2012

NOTE 10 - CONVERTIBLE PREFERRED STOCK (Continued)

A summary of the authorized and outstanding preferred stock as of December 31, 2013, is as

follows:
Issuance Total

Shares Shares Value per Liguidation

Authorized QOutstanding Share Preference
Series A 4,323,958 3,908,168 $ 0.4762 $ 1,861,070
Series B 3,375,954 3,125,954 0.4762 1,488,579
Series B-1 9,554,375 9,654,375 0.4762 4,549,793
Series C 22,725,718 22,245,718 0.2500 5,561,430
Series D 42,176,625 42,176,625 0.2700 11,387,689
Series E 45,200,000 44,499,028 0.2000 8,899,806

The holders of preferred stock have various rights and preferences as follow:

Ranking
Generally, preferred stock issued on a later date ranks senior to any shares of preferred stock
issued on an earlier date. All preferred stock ranks senior to the Company's common stock.

Voting Rights

Holder of each share of preferred stock has the right to a number of votes equal to the number of
shares of common stock issuable upon conversion of the preferred stock. The preferred
stockholders are entitled to vote with the common stockholders on all matters except as
specifically provided or as otherwise required by law. Set forth in the certificate of incorporation,
there are separate voting rights of directors and protective provisions requiring approval of 60%
of the holders of preferred stock, and a few items requiring a separate vote of Series A preferred
stock. In the Series D financing, the Company amended the language and eliminated the
separate Series A protective provisions. Before then, the certificate of incorporation included a
separate vote of Series A if the Series A rights were affected adversely or if the number of Series
A were increased or decreased.

Dividends

Prior to April 21, 2010, preferred stockholders were entitled to receive dividends at the rate of
8% per annum. On April 21, 2010, the articles of incorporation was amended and prefetred
stockholders became entitled to receive noncumulative dividends at the rate of 8% of the
original purchase price per share per annum upon declaration by the board of directors. Preferred
stockholders are entitled to receive such dividends in preference to the Company's common
stockholders. From the period from inception to December 31, 2013, total stock dividends
declared was $1,586,288.
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NOTE 10 - CONVERTIBLE PREFERRED STOCK (Continued)

Liquidation Preference

In the event of any liquidation or winding up of the Company, whether voluntary or involuntary, or
in the event of a transfer of the Company's capital stock in which the transferee will hold the
majority of the Company's outstanding voting stock after closing, Series E preferred stockholders
are entitled to receive an amount equal to the original purchase price, pius all declared but
unpaid dividends, in preference to the Series D, C, B, B-1 and A preferred stockholders and
common stockholders. If, upon the occurrence of such event, the assets and funds thus
distributed among the holders is insufficient to permit the full payment of preferential amounts,
the entire assets and funds of the Company legally available for distribution shall be distributed
ratably on a pari passu basis. Then the Series D and Series C preferred stockholders are
entitled to receive an amount equal to the original purchase price, plus all declared but unpaid
dividends, in preference to the Series B, B-1 and A preferred stockholders and common
stockholders. Then the Series B and B-1 preferred stockholders are entitled to receive an
amount equal to their respective original purchase price, plus certain accrued dividends and ail
other declared but unpaid dividends, in preference to the Series A preferred stockholders and
common stockholders. Then the Series A preferred stockholders are entitied to receive their
original purchase price, plus certain accrued dividends and all other declared but unpaid
dividends. Thereafter, the preferred and common stockholders share in all remaining assets of
the Company on an as-converted basis. In each case, "original purchase price" is as adjusted for
anti-dilution adjustments and at December 31, 2013 equals the "issuance value per share"”
listed above.

Conversion Rights

Series E, B, B-1 and A preferred stockholder have the right to convert shares of preferred shares
at any time, at the option of the holder, into shares of common stock at a conversion rate of 1:1;
while Series D and C preferred stockholders at conversion rate of 1:1.35 and 1:25, respectively,
subject to anti-dilution adjustments. Preferred shares are automatically converted upon a
qualified initial public offering or upon election of at least 55% of preferred stock.

Redemption Rights
The preferred stock is not redeemable at the option of the holder.

NOTE 11 - STOCK WARRANTS

The Company accounts for warrants in accordance with FASB Accounting Standards Codification
Topic 480, Distinguishing Liabilities from Equity (“ASC 480"). Under ASC Topic 480, warrants
containing certain features, such as put rights and anti-dilution protection, are required to be
accounted for as liabilities and recorded at fair value, with changes in fair value being recorded in

the statement of operations. The Company’'s preferred stock warrants contain such features,
requiring liability accounting.
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NOTE 11 - STOCK WARRANTS (Continued)

The Company is required to reserve authorized but unissued shares of its common and preferred
stock in an amount equal to the number of warrant shares purchasable under the arrangements

described below.

The Company’s warrant liabilities account consists of:

December 31, December 31, Initial
Date Issued 2013 2012 Recognition
2007 $ 43 $ 281 % 30,281
2008 14 90 8,083
2009 36,015 1,085 25,624
2011 24,407 17,744 76,647
2013 21,265 21,265

$ 81,744 $ 19,200 $ 132,519

The warrant liabilities are revalued at the end of each reporting period with the changes in fair
value recorded in other income and expense in the statements of operations. The changes in
fair value of these warrants recorded as other income (expense) are as follows:

For the Period
From March 17,

For the For the 2005 (Date of
Year Ended Year Ended Inception) to
December 31, December 31, December 31,
Date Issued 2013 2012 2013
2007 $ 238 $ 46,643 $ 30,238
2008 76 14,925 8,983
2009 (34,930) 42,868 (10,391)
2011 (6,663) 56,350 52,240
2013 (21,265) - (21.,265)

$ (62,544) S 160,786 $ 59,805
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NOTE 11 - STOCK WARRANTS (Continued)

The fair value of the warrant liabilities was estimated using Black-Scholes model using the
following assumptions:

For the Year Ended For the Year Ended

December 31, 2013 December 31, 2012
Stock price $0.13-30.206 $0.10 - $0.12
Expected term (years) 2.00 — 9.08 years 3.00 - 8.16 years
Volatility 34.26 - 43.20% 42.39 - 43.70%
Risk-free interest rate 0.31-2.35% 0.31-1.41%
Dividend vield -% -%

In August 2007, in connection with a loan and security agreement, the Company issued a
warrant to a financial institution to purchase 314,992 Series A convertible preferred shares at
$0.48 per share. The warrant is exercisable at any time at the option of the holder and expires in
2015. This warrant is classified as a liability.

In March 2008, in connection with a loan and security agreement, the Company issued a
warrant to a financial institution to purchase 100,798 Series A convertible preferred shares at
$0.48 per share. The warrant is exercisable at any time at the option of the holder and expires in
2015, This warrant is classified as a liability.

In March 2009, in connection with a lcan and security agreement, the Company issued a
warrant to a financial institution to purchase 250,000 Series B convertible preferred shares at
$0.48 per share. The warrant is exercisable at any time at the option of the holder and expires in
2016. This warrant is classified as a liability.

in February 2011, in connection with the loan and security agreement, the Company issued a
warrant to a financial institution to purchase 480,000 Series C convertible preferred shares at
$0.25 per share (See Note 8). This warrant is classified as a liability.

In June 2013, the Company issued 44,499,028 warrants in connection with the issuance of
Series E Preferred Stock. This warrant is classified as equity (Note 10).
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NOTE 12 - STOCK-BASED COMPENSATION PLAN

In March 2005, the Company adopted the 2005 Equity Incentive Plan (the "Plan"). The Plan
provides for the granting of stock options to employees and consultants of the Company.
Options granted under the Plan may be either incentive stock options or nonqualified stock
options. Incentive stock options (ISO) may be granted only to Company employees (including
officers and directors who are also employees). Nongualified stock options (NSO) may be
granted to Company employees and consultants. The Company reserved 12,729,352 shares of
common stock for issuance under the Plan as of December 31, 2012.

In May 2013, the 2005 Equity Incentive Plan (the “Plan”) was amended to increase the number

of shares reserved for issuance under the Plan from 12,729,352 to 30,850,799 shares of
common stock.

Options under the Plan may be granted for periods of up to 10 years and at prices no less than
100% of the estimated fair value of the shares on the date of grant. In the case of an Incentive
Stock Option granted to a holder who, at the time the Option is granted, owns stock
representing more than 10% of the voting power of all classes of stock of the Company or any
Parent or Subsidiary, the term of the Option shall be up to 5 years from the date of grant and at
no less than 110% of the estimated fair value of the shares on the date of grant. Options granted
generally vest 1/4 on the 12-month anniversary of the vesting commencement date and 1/48 on
each monthly anniversary thereafter.

Activity under the Plan is set forth below:

Weighted
Average
Options Number of Exercise Remaining
Available Options Price Contractual
for Grant Outstanding per Share Life in Years

Balance — March 17,
2005 (date of
inception)
Shares reserved at plan
inception 1,278,667
Options granted
(weighted-average fair
value of $0.0003 per
share) (1,180,000) 1,180,000 $ 0.001
Options exercised 1,180,000 (1,180,000) $ 0.001

Balance - December 31,
2005 1,278,667 - 8 0.001 -

Continued on following
page
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NOTE 12 - STOCK-BASED COMPENSATION PLAN (Continued)
Weighted
Average
Options Number of Exercise Remaining
Available Options Price Contractual
for Grant Outstanding per Share Life in Years
Continued from previous
page
Additional shares
reserved 3,039,298 - 3 - -
Options granted
(weighted-average fair
value of $0.003 per
share) (1,170,323) 1,170,323 % 0.001 -
Options exercised 1,150,000 (1,150,000) $ 0.001 -
Balance -~ December 31,
2006 4,297,642 20,323 $ 0.001 4,99
Options granted
(weighted-average fair
value of $0.0148 per
share) (1,279,000) 1,279,000 $ 0.05 -
Options exercised 44,000 (44,000) $ 0.05 -
Options forfeited 70,000 (70,000) $ 0.05 -
Balance - December 31,
2007 3,132,642 1,185,323 $§ 0.05 4.26
Options granted
(weighted-average fair
value of $0.01.29 per
share) (511,000) 511,000 $ 0.05 -
Options exercised 2,500 (2,500) $ 0.05 -
Options forfeited 18,000 (18.000) $ 0.05 -
Balance - December 31,
2008 2,642,142 1,675,823 § 0.05 3.50
Options granted
(weighted-average fair
value of
$0.00000000004 per
share) (162,000) 162,000 $ 0.05 -
Options forfeited 170,000 (170,000) $ - -
Balance - December 31,
2009 2,650,142 1,667,823 $ 0.05 2.69

Continued on following
page
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NOTE 12 - STOCK-BASED COMPENSATION PLAN (Continued)

Weighted
Average
Options Number of Exercise Remaining
Available Options Price Contractual
for Grant Quistanding per Share Life in Years
Continued from previous
page
Additional shares
reserved 5,211,387 - $ - -
Options granted - - $ - -
Options exercised - - % - -
Options forfeited - $ - -
Balance — December 31,
2010 7,861,529 1,667,823 $ 0.05 1.69
Options granted
(weighted-average fair
value of $0.0193 per
share) (3,216,815) 3,216,815 $ 0.05 -
Options exercised 20,000 (20,000) $ 0.05
Options forfeited 80,000 (80,000) $ - -
Balance — December 31,
2011 4,744,714 4,784,638 $ 0.05 2.89
Additional shares
reserved 3,200,000 - % - -
Options granted (3,942,092) 3,942,092 % 0.06
Options exercised - - 3 - -
Options forfeited - - $ -
Balance - December 31,
2012 002.6 8,726,730 $ 0.05 7.97
Additional shares
reserved 18,121,447 - % - -
Options granted (10,548,540) 10,548,540 $ 0.06 -
Options exercised - (35,470) $ 0.03 -
Options forfeited 186,722 (186,722) $ - -
Balance — December 31,
2013 7,759,629 19,053,078 $ 0.057 8.29
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NOTE 12 - STOCK-BASED COMPENSATION PLAN (Continued)

At December 31, 2013, 18,647,526 options were vested and expected to vest with a
weighted-average exercise price of $0.057 and weighted average remaining contractual life of
8.29 years. The weighted average grant date fair value per share of options granted was $0.27
during 2013 and $0.26 during 2012. The fair value of shares vested during 2013 and 2012
was $63,977 and $18,367. The intrinsic value of options exercised during 2013 was zero.

In connection with the grant of stock options to employees and non-employees, the Company
recorded stock compensation expense to general and administrative expenses in the amounts
of $83,620, $43,121 and $392,024 for the years ended December 31, 2013 and 2012 and for
the period from March 17, 2005 (date of inception) to December 31, 2013, respectively. As of
December 31, 2013, unrecognized compensation expense related to employees totaled
$294,599 and will be recognized over approximately 3.08 years.

The fair value of each option granted to employees was estimated at the date of grant using the
following assumptions:

For the Year Ended For the Year Ended
December 31, 2013 December 31, 2012
Expected term (years) 5.16 - 6.08 years 5.87 — 6.08 years
Volatility 45,21 - 46.56% 45.14 - 45.45%
Risk-free interest rate 0.91-1.67% 0.81 - 1.15%
Dividend yield -% -%

NOTE 13 - INCOME TAXES

The significant components of the net deferred tax asset are as follows at December 31, 2013
and 2012:

2013 2012

Gross deferred income tax assets
Property and equipment (depreciation) and other $ 21,240 $ 19,051
Net operating loss and R&D credit carryforwards 12,051,395 9,540,329
12,072,635 9,559,380

Valuation allowance (12.072,635) (9,559,380)

Total $ - $
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NOTE 13 ~ INCOME TAXES (Continued)

A valuation allowance has been recorded for the entire amount of the Company's deferred tax
assets as a result of uncertainties regarding the realization of the assets, including the
Company's history of losses. The change in the valuation allowance totaled $2,513,255 and
$2,711,642 during 2013 and 2012, principally due to increases in the allowance associated
with increased net operating losses.

As of December 31, 2013, the Company had net operating loss carryforwards for federal and
state income tax reporting purposes of approximately $28,562,780 and $28,507,152, in 2013
respectively. The net operating losses will begin to expire in 2025 for federal purposes and in
2015 for California purposes. U.S. tax laws limit the use of net operating loss carryforwards in
certain situations where the ownership of a corporation changes during a prescribed time period.
Any ownership changes which fall under these rules may significantly restrict the Company's
ability to offset its loss carryforwards against future income. The Company also had Federal and
California research and development tax credit carryforwards of approximately $329,828 and
$347,000, respectively, as of December 31, 2013. The Federal net operating loss and tax
credit carryforwards will expire at various dates beginning in 2025 through 2033. The California
research and development tax credit carryforwards have no expiration date.

Utilization of the NOL and tax credit carryforwards may be subject to a substantial annual
limitation due to ownership change limitations that may have occurred or that could occur in the
future, as required by the Internal Revenue Code (the “Code”), as well as similar state
provisions. In general, an “ownership change” as defined by the Code results from a transaction
or series of transactions over a three-year period resulting in an ownership change of more than
50 percentage points of the outstanding stock of a company by certain stockholders or public
groups.

Since the Company’s formation, the Company has raised capital through the issuance of capital
stock on several occasions which, combined with the purchasing stockholders’ subsequent
disposition of those shares, may have resulted in such an ownership change, or could result in
an ownership change in the future upon subsequent disposition. The annual limitation may result
in the expiration of NOL and tax credit carryforwards before utilization.

The Company has not completed a study to assess whether an ownership change has occurred
or whether there have been multiple ownership changes since the Company’s formation due to
the complexity and cost associated with such a study, and the fact that there may be additional
such ownership changes in the future. If the Company has experienced an ownership change at
any time since its formation, utilization of the NOL or tax credit carryforwards to offset future
taxable income and taxes, respectively, would be subject to an annual limitation under the Code,
which is determined by first multiplying the value of the Company’s stock at the time of the
ownership change by the applicable longterm, tax-exempt rate, and then could be subject to
additional adjustments, as required. Any limitation may result in expiration of all or a portion of
the NOL or tax credit carryforwards before utilization.
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NOTE 13 - INCOME TAXES (Continued)

The Company maintains a full valuation allowance for other deferred tax assets due to its
historical losses and uncertainties surrounding its ability to generate future taxable income to
realize these assets. Due to the existence of the valuation allowance, future changes in the
Company’s unrecognized tax benefits and recognizable deferred tax benefits after the completion
of an ownership change analysis is not expected to impact its effective tax rate.

The Company does not expect that the total amounts of unrecognized tax benefits will increase
or decrease within twelve months of the reporting date. In accordance with ASC 740, the
Company will recognize interest and penalties accrued on any material unrecognized tax benefits
as a component of the provision for income taxes. As of December 31, 2013 and 2012, the
Company has not accrued interest or penalties related to uncertain tax positions.

A number of the Company’s tax returns remain subject to examination by taxing authorities:
these include U.S. federal and state tax returns from 2005 forward.

NOTE 14 - RETIREMENT PLAN

The Company has a salary deferral plan under Section 401(k) of the Internal Revenue Code. The
plan allows eligible employees to defer a portion of their compensation ranging from 1% to the
maximum allowable dollar limit which is set by law. Such deferrals accumulate on a tax deferred
basis until the employee withdraws the funds. The Company, at its option, may match a portion

of the employees' contribution. At this time, the Company does not make any matching
contributions.

NOTE 15 - MANAGEMENT INCENTIVE PLAN

On May 30, 2013, the Company adopted a management incentive plan that establishes a
bonus pool with the objective of retaining its key employees and service providers through a
potential Corporate Transaction, as defined in the plan. The pian provides for up to 7% of the
total proceeds in a Corporate Transaction to be paid to key employees covered under the Plan.
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NOTE 16 - SUBSEQUENT EVENTS

In January 2014, the Company obtained a loan with a principal amount of $7,000,000 from a
financial institution and paid off its existing loan. The loan is to be disbursed in two equal
instaliments with the first disbursement to the Company totaling $3,500,000 which was
received in January 2014 and the second $3,500,000 installment of the loan to be drawn down
under conditional requirements by the end of 2014. As of May 2014, the Company is on track
to meet those conditional requirements.

The Company evaluated subsequent events through June 27, 2014, the date which the financial
statements were available to be issued, and determined that there were no additional
subsequent events that required disclosure.
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