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CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS

This Quarterly Report on Form 10-Q (this “Report”) contains forward-looking statements within the meaning of Section

27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended.

We claim the protection of the safe harbor contained in the Private Securities Litigation Reform Act of 1995. Our
forward-looking statements relate to future events or our future performance and include, but are not limited to,
statements concerning our business strategy, future commercial revenues, market growth, capital requirements, new
product introductions, expansion plans and the adequacy of our funding. Other statements contained in this Report

that are not historical facts are also forward-looking statements. You can sometimes identify forward-looking
statements by our use of forward-looking words like “may,” “will,” “could,” “should,” “expects,” “intends,” “plans,” “ant
“believes,” “estimates,” “seeks,” “predicts,” “potential,” or “continue” or the negative of these terms and other similar expres

and terminology.

LR I3 LR INT3

29 ¢ LIS 29 ¢

We caution investors that any forward-looking statements presented in this Report, or that we may make orally or in
writing from time to time, are based on the beliefs of, assumptions made by, and information currently available to us.
Although we believe that the plans, objectives, expectations and intentions reflected in or suggested by our
forward-looking statements are reasonable, those statements are based only on the current beliefs and assumptions of
our management and on information currently available to us and, therefore, they involve uncertainties and risks as to
what may happen in the future. Accordingly, we cannot guarantee that our plans, objectives, expectations or intentions
will be achieved. Our actual results, performance (financial or operating) or achievements could differ from those
expressed in or implied by any forward-looking statement in this Report as a result of many known and unknown
factors, many of which are beyond our ability to predict or control, and those differences may be material. These
factors include, but are not limited to, those described under the caption “Risk Factors” in our Annual Report on Form
10-K for the year ended December 31, 2012 filed on March 18, 2013 and amended on April 30, 2013, including
without limitation the following:

our ability to successfully implement hospitals under contract but not yet implemented;

the early stage of adoption of our Safety-Sponge® System and the need to expand adoption of our
Safety-Sponge® System;

the impact on our future revenue and cash flow from the Forward Order (described herein) and ordering
patterns of our exclusive distributor, Cardinal Health, Inc.;

our need for additional financing to support our business;

our reliance on third-party manufacturers, some of whom are sole-source suppliers, and on our exclusive
distributor;

any inability to successfully protect our intellectual property portfolio; and

the impact on our revenues and financial position from managing our growth, including the initial costs
typically associated with hospital implementations.

This Report and all other written and oral forward-looking statements attributable to us or any person acting on our
behalf are expressly qualified in their entirety by the cautionary statements contained in or referred to in this section.

Our forward-looking statements speak only as of the date they are made and should not be relied upon as representing
our plans, objectives, expectations and intentions as of any subsequent date. Although we may elect to update or
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revise forward-looking statements at some time in the future, we specifically disclaim any obligation to do so, even if
our plans, objectives, expectations or intentions change.

HELPFUL INFORMATION

29 <. 29

As used throughout this Quarterly Report on Form 10-Q, the terms “the Company,” “the registrant,” “we,” “us,” and “our” mc
Patient Safety Technologies, Inc., a Delaware corporation, together with its consolidated subsidiary, SurgiCount
Medical Inc., a California corporation, unless the context otherwise requires.

Unless otherwise indicated, all statements presented in this Quarterly Report on Form 10-Q regarding the medical
patient safety market, the market for surgical sponges, our market share, the cumulative number of surgical sponges
used and number of procedures are internal estimates only.

Safety-Sponge®, SurgiCounter™ and SurgiCount360™, among others, are registered or unregistered trademarks of Patient
Safety Technologies, Inc. (including its subsidiary).
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PART I - FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS
PATIENT SAFETY TECHNOLOGIES, INC.

Condensed Consolidated Balance Sheets

September
30,
2013
(Unaudited)
Assets

Current assets:

Cash and cash equivalents $ 4,941,015
Accounts receivable 2,656,356
Inventories, net 2,832,187
Prepaid expenses 156,537
Total current assets 10,586,095
Property and equipment, net 4,388,774
Goodwill 1,832,027
Patents, net 1,895,497
Other assets 14,309
Total assets $ 18,716,702

Liabilities and Stockholders’ Equity

Current liabilities:

Accounts payable $ 3,940,984
Accrued liabilities 355,076
Deferred revenue — current portion 803,421
Total current liabilities 5,099,481
Deferred revenue 462,596
Total liabilities 5,562,077

Commitments and contingencies (Note 11)

Stockholders’ equity:

Preferred stock, $1.00 par value, 1,000,000 shares authorized:

Series A preferred stock, $1.00 par value, cumulative 7% dividend: 500,000 shares

designated; 10,950 issued and outstanding at September 30, 2013 and December 31,

2012; (Liquidation preference of $1.1 million at September 30, 2013 and December

31, 2012) 10,950

Series B convertible preferred stock, $1.00 par value, cumulative 7% dividend:

150,000 shares designated; 70,425 issued and outstanding at September 30, 2013 and

December 31, 2012; (Liquidation preference of $7.1million at September 30, 2013

and December 31, 2012) 70,425
3,882

December
31,
2012

$ 5,177,082
1,415,634
3,968,436

308,285
10,869,437

4,833,754
1,832,027
2,139,202
37,462

$ 19,711,882

$ 4,499,002
960,062
846,395

6,305,459

969,395
7,274,854

10,950

70,425
3,705
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Common stock, $0.0001 par value: 100,000,000 shares authorized; 38,823,487 shares
issued and outstanding at September 30, 2013 and 37,041,170 shares issued and
outstanding at December 31, 2012

Additional paid-in capital 76,729,930 74,094,855
Accumulated deficit (63,660,562)  (61,742,907)
Total stockholders’ equity 13,154,625 12,437,028
Total liabilities and stockholders’ equity $ 18,716,702 $ 19,711,882

The accompanying notes are an integral part of these condensed consolidated interim financial statements.
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PATIENT SAFETY TECHNOLOGIES, INC.
Condensed Consolidated Statements of Operations

(Unaudited)
Three Months Ended
September 30,
2013 2012
Revenues $ 5,205,301 4,972,476
Cost of revenue 2,979,106 2,704,140
Gross profit 2,226,195 2,268,336
Operating expenses:
Research and development 168,563 111,227
Sales and marketing 1,218,437 1,350,924
General and administrative 1,374,689 955,840
Total operating expenses 2,761,689 2,417,991
Operating loss (535,494) (149,655)
Other income (expense):
Interest income (expense), net 1,191 672
Other income 150,000 —
Interest expense related party — (35,926)
Total other income (expense) 151,191 (35,254)
Loss before income taxes: (384,303) (184,909)
Income tax provision (253) (546)
Net loss (384,556) (185,455)
Preferred dividends (142,406) (134,215)
Net loss applicable to common shareholders $ (526,962) (319,670)
Loss per common share:
Basic and Diluted $ (0.01) (0.01)
Weighted average common shares outstanding:
Basic and Diluted 38,752,500 35,260,243

Nine Months Ended
September 30,
2013 2012
14,918,571 12,478,210
8,735,133 7,118,019
6,183,438 5,360,191
462,932 400,712
3,208,156 3,734,531
4,013,398 3,200,409
7,684,486 7,335,652
(1,501,048) (1,975,461)
4,684 3,756
150,000 —-
(143,819) (35,926)
10,865 (32,170)
(1,490,183) (2,007,631)
(253) (4,258)
(1,490,436) (2,011,889)
(427,219) (397,105)
(1,917,655) (2,408,994)
(0.05) (0.07)
37,884,140 35,449,156

The accompanying notes are an integral part of these condensed consolidated interim financial statements.
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PATIENT SAFETY TECHNOLOGIES, INC.
Condensed Consolidated Statements of Cash Flows

(Unaudited)
Nine Months Ended
September 30,
2013 2012
Operating activities:
Net loss $ (1,490,436) $(2,011,889)
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation 1,707,440 1,226,933
Amortization of patents 243,705 243,706
Stock-based compensation 621,958 606,939
Changes in operating assets and liabilities:
Accounts receivable (1,240,722) (345,753)
Inventories 1,136,249 (1,205,263)
Prepaid expenses 151,747 99,051
Other assets 23,153 3,000
Accounts payable (558,018) 2,201,165
Accrued liabilities (604,986) 27,486
Deferred revenue (549,773) 1,361,779
Net cash (used in) provided by operating activities (559,683) 2,207,154
Investing activities:
Purchase of property and equipment (1,262,460) (4,268,221)
Net cash used in investing activities (1,262,460)  (4,268,221)
Financing activities:
Proceeds from issuance of common stock — 3,499,997
Payments for common stock issuance costs — (65,240)
Payments of preferred stock series A dividends (57,488) (57,488)
Payments of convertible preferred stock series B dividends (369,731) (318)
Proceeds from exercise of warrants 1,631,420 —
Proceeds from exercise of stock options 381,875 470,000
Net cash provided by financing activities 1,586,076 3,846,951
Net (decrease) increase in cash and cash equivalents (236,067) 1,785,884
Cash and cash equivalents at beginning of period 5,177,082 3,668,524
Cash and cash equivalents at end of period $ 4,941,015 $ 5,454,408
Supplemental disclosures of cash flow information:
Cash paid during the period for taxes $ 253 $ 4,258
Non cash investing and financing activities:
Payment of Series B preferred dividends in preferred B shares $ - $ 339,618

The accompanying notes are an integral part of these condensed consolidated interim financial statements.
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Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements (Unaudited)

1. DESCRIPTION OF BUSINESS

Patient Safety Technologies, Inc. (the "Company", “us”, “we”) is a Delaware corporation. The Company’s operations are
conducted through its wholly-owned operating subsidiary, SurgiCount Medical, Inc. (“SurgiCount”), a California
corporation.

The Company’s operating focus is the development, marketing and sales of products and services focused in the
medical patient safety markets. The SurgiCount Safety-Sponge® System is a patented system of bar-coded surgical
sponges, SurgiCounter™ scanners, and software applications integrated to form a comprehensive counting and
documentation system. This system is designed to reduce the number of retained surgical sponges unintentionally left
inside of patients during surgical procedures by allowing faster and more accurate counting of surgical sponges.

2. BASIS OF PRESENTATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation

The accompanying unaudited condensed consolidated interim financial statements have been prepared in accordance
with the instructions to Form 10-Q and applicable sections of Regulation S-X and do not include all the information
and disclosures required by accounting principles generally accepted in the United States of America (“GAAP ). The
condensed consolidated interim financial information is unaudited but reflects all normal adjustments that are, in the
opinion of management, necessary to make the financial statements not misleading. The condensed consolidated
balance sheet as of December 31, 2012 was derived from the Company’s audited financial statements. The condensed
consolidated interim financial statements should be read in conjunction with the consolidated financial statements in
the Company’s Annual Report on Form 10-K for the year ended December 31, 2012 (as amended). Results of the
three months ended September 30, 2013 are not necessarily indicative of the results to be expected for the twelve
months ended December 31, 2013.

Principles of Consolidation

The accompanying condensed consolidated interim financial statements include the accounts of the Company and its
subsidiary. All significant intercompany balances and transactions have been eliminated in consolidation.

Reclassifications

Certain prior year amounts have been reclassified to conform to the 2013 presentation. These reclassifications had no
effect on previously reported results of operations or accumulated deficit.

Use of Estimates

The condensed consolidated interim financial statements have been prepared in accordance with GAAP. The
preparation of these financial statements requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosures of contingent assets and liabilities at the dates of the
financial statements and the reported amounts of revenues and expenses during the reporting period. Actual results
could differ from those estimates. These estimates and assumptions include, but are not limited to, assessing the
following: the valuation of accounts receivable and inventory, impairment of goodwill and long-lived assets, the fair
value of stock-based compensation, valuation allowance related to deferred tax assets, warranty obligations,
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provisions for returns and allowances and the determination of the collection of revenue arrangements.
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Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements

Revenue Recognition

Revenue related to surgical products is recognized when persuasive evidence of an arrangement exists, the price to the
buyer is fixed or determinable, collectability is reasonably assured and risk of loss transfers, usually when products are
shipped. Reimbursements related to scanners and related equipment provided to hospitals are recognized on a
straight-line basis over the expected term of the related customer contract, while the cost of the scanners and related
equipment is carried as hardware equipment within property, plant and equipment and depreciated as a component of
cost of revenue over its estimated useful life. Generally, the expected term of the customer contracts and the estimated
useful life of the scanners are both three years. Provisions for estimated future product returns and allowances are
recorded in the period of the sale based on the historical and anticipated future rate of returns. Revenue is recorded
net of any rebates given to the buyer.

Inventories

Inventories are stated at the lower of cost or market on the first-in, first-out (FIFO) basis. Inventory consists of the
Company's sponge and towel product as well as scanners and related hardware used in the Safety-Sponge
System®. The FIFO cost for all inventories approximates replacement cost.

The Company maintains reserves for excess and obsolete inventory resulting from the potential inability to sell its

products at prices in excess of current carrying costs. The markets in which the Company operates are highly

competitive, and new products and surgical procedures are introduced on an ongoing basis. Such marketplace changes

may cause the Company’s products to become obsolete. The Company makes estimates regarding the future
recoverability of the costs of these products and records a provision for excess and obsolete inventories based on

historical experience and expected future trends.

Property and Equipment

Property and equipment is stated at cost. The Company's property and equipment consists mainly of scanners and
related hardware used in the Safety-Sponge System® which are located at our customer facilities for their use at no
additional cost. Depreciation expense associated with this hardware is recorded in cost of revenue. Depreciation is
amortized straight-line over the estimated useful lives of three to seven years. Upon retirement or disposition of
equipment, the related cost and accumulated depreciation or amortization is removed and a gain or loss is recorded, as
applicable.

Impairment of Long-Lived Assets

Our management reviews our long-lived assets with finite useful lives for impairment whenever events or changes in
circumstances indicate that the carrying amount of such assets may not be recoverable. We recognize an impairment
loss when the sum of the future undiscounted net cash flows expected to be realized from the asset is less than its
carrying amount. If an asset is considered to be impaired, the impairment charge to be recognized is measured by the
amount of difference between the recorded carrying value of the asset versus its fair value. Considerable judgment is
necessary to estimate the fair value of the assets and accordingly, actual results can vary significantly from such
estimates. Our most significant estimate and judgment used when measuring whether there is an impairment to our
long-lived assets includes the timing and amount of projected future cash flows.

3. LOSS PER COMMON SHARE

14
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Loss per common share is determined by dividing the loss applicable to common stockholders by the weighted
average number of common shares outstanding. The Company complies with FASB (“Financial Accounting Standards
Board”) Accounting Standards Codification (“ASC”) 260-10 Earnings Per Share, which requires dual presentation of
basic and diluted loss per share on the face of the condensed consolidated statements of operations. Basic loss per
common share excludes dilution and is computed by dividing loss attributable to common stockholders by the
weighted-average common shares outstanding for the period. Diluted earnings per common share reflects the potential
dilution that could occur if convertible preferred stock, options and warrants were to be exercised or converted or
otherwise resulted in the issuance of common stock that then shared in the earnings of the entity.

For the three and nine month period ended September 30, 2013 and 2012, potential shares associated with the
convertible preferred stock plus warrants and options of 16,575,517 and 17,060,387, have a value in excess of the
average stock price during the three and nine month period ending September 30, 2013 and 2012, respectively.
Because the effects of these securities are anti-dilutive, shares of common stock underlying these instruments have
been excluded from the computation of loss per common share for the three and nine months ended September 30,
2013.
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Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements

4. PROPERTY AND EQUIPMENT, NET

Property and equipment, net consists of the following:

As of
September
30, December 31,
2013 2012

Computer software and equipment $ 2264294 $ 1,718,247
Furniture and equipment 159,095 88,626
Hardware for customer use 7,638,939 6,992,994
Property and equipment, gross 10,062,328 8,799,867
Less: accumulated depreciation (5,673,554) (3,966,113)
Property and equipment, net $ 4,388,774 $ 4,833,754

Depreciation expense for the three and nine months ended September 30, 2013 was $587 thousand and $1.7 million,
of which $546 thousand and $1.6 million was recorded as cost of revenues. Depreciation expense for the three and
nine months ended September 30, 2012 was $519 thousand and $1.2 million, of which $491 thousand and $1.1
million was recorded as hardware cost of revenues, respectively.

5. DEFERRED REVENUE

The Company generally provides its SurgiCounter™ scanners and related software to most hospitals at no cost when
they adopt its Safety-Sponge® System. Under the Company's existing distribution agreement with Cardinal Health,
Inc. (“Cardinal Health”), Cardinal Health has agreed to reimburse the Company for a percentage of the scanner costs
supplied to certain hospitals. Payments received from Cardinal Health relating to scanner cost reimbursements are
deferred, and recognized as revenue on a pro-rata basis over the life of the scanner (which approximates the term of
the hospital purchase commitment as they are refundable in the event a hospital contract is cancelled). Revenue
recognized related to these reimbursements for the three and nine months ended September 30, 2013 was $216
thousand and $653 thousand. Revenue recognized related to these reimbursements for the three months and nine
months ended September 30, 2012 was $209 thousand and $481 thousand.

6. STOCKHOLDER’S EQUITY

On July 18, 2012 the Company amended its Amended and Restated Certificate of Incorporation to change the par
value of its common stock from $0.33 to $0.001 per share. All common stock per share information in the
accompanying condensed consolidated financial statements and notes thereto have been adjusted to reflect
retrospective application of the change in par value.

16



Edgar Filing: Patient Safety Technologies, Inc - Form 10-Q

Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements

7. WARRANTS

During the three and nine months ended September 30, 2013, 1,160,646 and 1,428,567 net shares of common stock
were issued in connection with the exercise of 1,262,500 and 1,661,060 warrants, respectively, as some warrant
holders elected to exercise using a cashless feature.

The following table summarizes warrants to purchase common stock activity for the nine month period ended
September 30, 2013:

Range of
Number of Exercise
Warrants Price
0.75 -
Warrants outstanding at December 31, 2012 4247935 $ 4.00
Cancelled/Expired —3$ —
0.75 -
Exercised (1,661,060) $ 1.40
1.25 -
Warrants outstanding at September 30, 2013 2,586,875 $ 4.00
At September 30, 2013, stock purchase warrants will expire as follows:
Range of
# of Exercise
Warrants Price
1.82 -
2014 1,890,000 $4.00
2015 696,875 $ 1.25
1.25 -
Total 2,586,875 $ 4.00
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Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements

8. STOCK OPTION PLANS
The following tables set forth information on our equity compensation plans.

On July 18, 2012 the Company amended its 2009 Stock Option Plan (the “Plan”) to increase the number of shares
issuable under the Plan from 3,000,000 to 4,500,000.

During the three and nine months ended September 30, 2013, 20,833 and 353,750 shares of common stock were
issued in connection with the exercise of stock options and the net proceeds received were $17 thousand and $382
thousand, respectively.

All options that the Company granted during the nine months ended September 30, 2013 were granted at the per share
fair market value on the grant date. Vesting of options differs based on the terms of each option. The Company
utilized the Black-Scholes option pricing model and the assumptions used for each period are as follows:

Nine Months Ended
September 30,

2013 2012
Weighted average risk free interest rate 1.33% 1.02%
Weighted average life (in years) 6.02 6.10
Weighted average volatility 84% 89%
Expected dividend yield 0% 0%
Weighted average grant-date fair value per share of options granted $ 128 $ 0.93

A summary of stock option activity for the nine months ended September 30, 2013 is presented below:

Outstanding Options
Weighted
Average
Weighted  Remaining  Aggregate
Average  Contractual  Intrinsic

Number of Exercise Life Value
Shares Price (years) (1)

Balance at December 31, 2012 5,597,235 $1.17 7.45 $3,613,650
Options granted 499,000 $1.81 9.57
Exercised (353,750 ) $1.08 5.50
Forfeited (337,083 ) $1.99 —
Balance at September 30, 2013 5,405,402 $1.18 7.07 $4,260,971
Vested and exercisable as of September 30, 2013 3,882,729 $1.17 6.66 $3,295,186
Unvested and expected to vest as of September 30, 2013 1,446,569 $1.22 8.13 $917,535

(1) The aggregate intrinsic value is calculated as the difference between the exercise price of the underlying awards
and the closing stock price of $1.83 of the Company’s common stock at September 30, 2013.
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Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements

The total grant date fair value of stock options granted for the three and nine months ended September 30, 2013 was
$233 thousand and $639 thousand. For the three and nine months ended September 30, 2013, stock option based
compensation expense was $217 thousand and $622 thousand.

The total grant date fair value of stock options granted for the three and nine months ended September 30, 2012 was
$95 thousand and $502 thousand, respectively. For the three and nine months ended September 30, 2012, stock option
based compensation was $210 thousand and $607 thousand, respectively.

As of September 30, 2013, there was $1.3 million of unrecognized compensation costs related to outstanding
employee stock options. This amount is expected to be recognized over a weighted average period of 2 years. To the
extent the forfeiture rate is different from what the Company anticipated, stock-based compensation related to these
awards will be different from the Company’s expectations.

9. RELATED PARTY TRANSACTIONS

During the three and nine months ended September 30, 2013, the Company purchased approximately $3.1 million and
$6.6 million in connection with the manufacturing of surgical products used in the Safety-Sponge® System by A Plus
International, Inc. (“A Plus”), of which the vast majority was recognized in cost of revenue and recorded on the balance
sheet as inventory in the accompanying condensed consolidated financial statements. At September 30, 2013 and
December 31, 2012, the Company’s accounts payable included $2.8 million and $4.0 million owed to A Plus. In
addition, the Company recognized during the three and nine months ended September 30, 2013, $0 and $144 thousand
in interest expense related to the Company incurring interest charges for payables aging outside of contractual terms.
Such interest was classified as a financing cost in the accompanying condensed consolidated financial statements.
Wayne Lin, a Director and significant beneficial owner of the Company is a founder and significant owner of A Plus.

10. MAJOR CUSTOMERS, SUPPLIERS, SEGMENT AND RELATED INFORMATION
Major Customers

During the three and nine months ended September 30, 2013 and 2012, due to its exclusive distribution agreement
with Cardinal Health, the Company had one customer which for both periods represented in excess of 99% of total
revenue, and 99% of total accounts receivables.

Suppliers

The Company relies primarily on a third-party supplier, A Plus, to supply the surgical sponges and towels used in its

Safety-Sponge® System. The Company also relies on a number of third parties to manufacture certain other

components of its Safety-Sponge® System. If A Plus or any of the Company’s other third-party manufacturers cannot,
or will not, manufacture its products in the required volumes, on a cost-effective basis, in a timely manner, or at all,

the Company will have to secure additional manufacturing capacity. Any interruption or delay in manufacturing could

have a material adverse effect on the Company’s business and operating results.

Furthermore, all products obtained from A Plus are manufactured in China. As such, the supply of product from A
Plus is subject to various political, economic, and other risks and uncertainties inherent in importing products from
this country, including among other risks, export/import duties, quotas and embargoes, domestic and international
customs and tariffs, changing taxation policies, foreign exchange restrictions, and political conditions and
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Patient Safety Technologies, Inc.
Notes to Condensed Consolidated Interim Financial Statements

11. COMMITMENTS AND CONTINGENCIES
Legal Proceedings

The Company is involved in various proceedings, legal actions and claims arising in the normal course of business.

The outcomes of these matters will generally not be known for prolonged periods of time. In certain of the legal

proceedings, the claimants seek damages, as well as other compensatory relief, which could result in the payment of
significant claims and settlements. In legal matters for which management determines both that a loss is probable and

has sufficient information to reasonably estimate the Company’s future obligations, a liability representing
management’s best estimate of the probable cost, or the minimum of the range of probable losses when a best estimate
within the range is not known for the resolution of these legal matters, is recorded. The estimates are based on

consultation with legal counsel, previous settlement experience and settlement strategies.

12. SUBSEQUENT EVENTS

The Company evaluated all events or transactions that occurred after September 30, 2013 through the date of the filing
of this Report. The Company did not have any material subsequent events that require adjustment or disclosure in
these financial statements except for that the Company entered into a lease on October 10, 2013 to rent new office
space located at 15440 Laguna Canyon Road in Irvine, CA beginning on December 1, 2013. The Company’s lease at
its current headquarters at 2 Venture Plaza in Irvine, CA is expiring on December 19, 2013.

11
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

The following discussion and analysis of our financial condition and results of operations should be read in
conjunction with our unaudited condensed consolidated interim financial statements and the related notes thereto
appearing elsewhere in this Quarterly Report on Form 10-Q and our audited consolidated financial statements and
related notes thereto and the description of our business appearing in our Annual Report on Form 10-K for the year
ended December 31, 2012 (as amended). This discussion contains forward-looking statements that involve risks and
uncertainties. See “Cautionary Note Regarding Forward-Looking Statements”.

Overview

We focus on the development, marketing and sale of products designed to improve patient outcomes and reduce costs
in the healthcare industry. We conduct our business through our wholly owned subsidiary, SurgiCount Medical, Inc.
Our proprietary Safety-Sponge® System is a patented solution designed to eliminate one of the most common errors
in surgery, retained surgical sponges, and the human and economic costs associated with this surgical mistake. The
Safety-Sponge® System consists of a line of uniquely identified surgical sponges and towels and a turnkey hardware
and software offering integrated to form a comprehensive accounting and documentation system. We generate
recurring revenue derived from the sale of surgical sponges and towels to our customer facilities that utilize our
products in surgical procedures. We estimate that since inception of the Safety Sponge-System® and as of the date of
the filing of this Report, over 216 million of our Safety-Sponges® have been successfully used in more than 10
million surgical procedures. We sell our Safety-Sponge® System to hospitals through our direct sales force and by
leveraging the sales and marketing capabilities of our distribution partners. Our proprietary line of surgical sponges
and towels are manufactured for us by our exclusive manufacturer, A Plus, a leading China-based manufacturer of
disposable medical and surgical supplies. Our sponge and towel products are distributed through Cardinal Health,
which provides us sales, marketing and logistics support and the fulfillment of our products to our end user hospitals
by both delivering our products directly to our end user hospitals and where appropriate through alternative
distributors. As of the quarter ended September 30, 2013 we had over 300 facilities using the Safety-Sponge®
System, the vast majority of which are located in the U.S.. This compares to approximately 265 facilities using our
system as of the quarter ended September 30, 2012. Although not necessarily proportionally related to future revenue,
growth in the number of hospitals using our products is a good indicator of our underlying business. Once
implemented, the vast majority of our user hospitals use the Safety-Sponge® System across all of their relevant
surgical and OB/GYN procedures.

12

23



Edgar Filing: Patient Safety Technologies, Inc - Form 10-Q

Factors Affecting Past and Future Results
140+ Hospital Integrated Delivery Network Agreement

On September 28, 2011, the Company announced that it signed an agreement, effective October 1, 2011, to implement
the SurgiCount Safety-Sponge ® System in hospitals of one of the largest hospital operators in the U.S. Though the
agreement itself did not call for or require a minimum number of hospitals to be implemented, to date, the Company
has successfully implemented the Safety-Sponge ® System in all of the more than 140 hospitals covered by the
agreement. The addition of these incremental hospitals significantly expanded the Company's installed base of
customer facilities.

Cardinal Health Supply Agreement

In November 2006, we began an exclusive distribution relationship with Cardinal Health to supply hospitals that have
adopted our Safety-Sponge® System with our sponge and towel products. This original agreement had a term of 36
months, and automatically renewed for successive 12 month periods unless terminated early in accordance with its
terms.

In November 2009, we renewed our distribution relationship with Cardinal Health through the execution of a new
Supply and Distribution Agreement. This new agreement had a five-year term expiring in 2014 and names Cardinal
Heath as our exclusive distributor in the United States, Puerto Rico, and Canada of the current sponge and towel
products used in our proprietary Safety-Sponge® System. Though Cardinal Health is our exclusive distributor in
these geographical areas, the terms of our agreement with Cardinal Health do not limit the sales of our products to
only direct customers of Cardinal Health. Our products are available to every hospital that wishes to purchase them
through their existing distribution relationships, whether with Cardinal Health or a competitor. In the event an end
user hospital customer of ours does not have a distribution relationship with Cardinal Health, Cardinal Health then
distributes our products directly to the alternative distributor that works with that hospital.

In connection with the execution of the new agreement in November 2009, Cardinal Health issued the Forward Order,
which was a $10.0 million stocking purchase order for products used in our Safety-Sponge® System that called for
deliveries of that stocking inventory over a 12-month period. Cardinal Health initially paid us $8.0 million as partial
pre-payment of the Forward Order, and agreed to pay $2.0 million directly to A Plus, to be used to pay for products
that A Plus later invoiced us related to the Forward Order. Cardinal Health also agreed to maintain normal ordering
patterns and volumes for purchasing our Safety-Sponge® products throughout 2010 and to not use any of the
inventory delivered under the Forward Order to meet immediate hospital demand. In late 2010, Cardinal Health
requested, and we agreed, to change the product mix of the Forward Order. However, because the products Cardinal
Health requested were not immediately available, Cardinal Health agreed to take delivery of the remaining inventory
on a modified schedule. As of December 31, 2010 we had delivered approximately $8.9 million of the $10 million
Forward Order, and we delivered the remaining $1.1 million of the Forward Order inventory in the first half of 2011.

In March 2011, Cardinal Health and the Company signed an amendment to the Supply and Distribution
Agreement. The Amended Supply and Distribution Agreement, or the “First Amendment”, revised a number of terms
and conditions of the previous agreement, including but not limited to extending the termination date of the agreement
from November 19, 2014 to December 31, 2015 and adding certain terms and provisions regarding setting target
inventory levels and defining a formula for determining the excess inventory of our products held by Cardinal
Health. At that time Cardinal Health agreed to not sell any of the Forward Order inventory until calendar year
2012. We also agreed to a methodology for the amount of the Forward Order inventory Cardinal Health would be
able to sell to our customers each month, establishing a more orderly inventory release process that would help to
minimize the possible impact this inventory release would have had on our future sales.
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In January 2013, Cardinal Health and the Company signed the second amendment to the Supply and Distribution
Agreement or the “Second Amendment”. The Second Amendment changed a number of terms under the Supply and
Distribution Agreement and the First Amendment, including, but not limited to, adding certain provisions regarding
target inventory levels of the Company’s products held by Cardinal Health, and extending the termination date of the
Supply and Distribution Agreement from December 31, 2015 to December 31, 2016. Under the terms of the Second
Amendment, Cardinal Health is required to maintain any inventory in excess of set target inventory levels up through
December 31, 2013, and the Company agrees to pay a monthly fee to Cardinal Health throughout 2013 based on the
amount of any excess inventory held each month by Cardinal Health. The Company will continue to have the right to
buy back any such excess inventory from Cardinal Health at any time. Beginning January 1, 2014, Cardinal Health
may use any remaining excess inventory to partially meet customer demand according to a formula set forth in the
First Amendment, which limits their use of any excess inventory over a 12 month time period. Should there be any
excess inventory during 2014, the Company will continue to pay Cardinal Health a monthly fee on the excess
inventory balances up through December 31, 2014, and if there is any excess inventory held by Cardinal Health after
December 31, 2014, Cardinal Health will have the right to use that excess inventory without restrictions in order to
meet customer demand of the Company’s products. Management estimates that the fees paid to Cardinal Health under
the Second Amendment will not have a material impact on the Company’s financial results (currently estimated to
range from 1% to 3% of reported revenue for the Company during the years 2013 and 2014), and that any additional
growth the Company experiences during 2013 and 2014 will minimize the impact of any fees paid. In addition, the
Second Amendment provides that the Supply and Distribution Agreement is terminable by Cardinal Health upon a
change of control of the Company.

13
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Based on the reported balances from Cardinal Health, we estimate that the Forward Order inventory balance is
approximately $10 million. Should Cardinal Health have any excess inventory in January of 2014, Cardinal Health
has the right to begin to use that excess inventory to fulfill demand from end users for our products. Should this occur
our reported revenues and cash flows will be negatively affected. Based on the reported balances from Cardinal
Health, we estimate that the Forward Order inventory balance will continue to be approximately $10 million in
January 2014. Without assuming any additional customer growth, the maximum amount of excess inventory that
could be utilized by Cardinal Health during 2014 is approximately $2.5 million a quarter, as determined by dividing
the remaining Forward Order inventory balance by 4 quarters. Once any excess inventory is utilized over that 12
month period our revenues and cash flows should no longer be affected by this issue. The actual impact under the
Second Amendment could vary based on a variety of factors that are identified in our quarterly and annual reports
including but not limited to the amount of excess inventory, the rate of growth in our customer base, the amount, if
any, of the Forward Order we repurchase and other factors. Management currently has no immediate plans to
repurchase amounts of this excess inventory. However we will consider this option should an appropriate opportunity
arise. While we have not provided any estimates of what we expect future sales growth to be, in order to prevent a
significant negative impact to our future revenue by Cardinal Health’s release of Forward Order inventory, (i) we
would need to experience substantial growth in the number of hospitals using our products, (ii) we would need to
buyback any excess inventory from Cardinal Health, or (iii) Cardinal Health would need to decide not to use its excess
inventory to partially meet customer demand. See further discussion of the Forward Order inventory and its potential
impact on the Company including the expected impact on revenue, cash flow and liquidity arising from Cardinal
Health’s release of Forward Order inventory during 2014 in the Financial Condition, Liquidity and Capital
Resources section of Management’s Discussion and Analysis of Financial Condition and Results of Operations.

Hardware Effect on Revenue and Cost of Revenue

We generally provide our SurgiCounter™ scanners and related software to all hospitals at no cost when they adopt our
Safety-Sponge® System. We generally no longer engage in direct SurgiCounter™ scanner sales and anticipate only
recognizing revenue associated with our SurgiCounter™ scanners in connection with reimbursement arrangements we
have with Cardinal Health under our agreement with them. There has been a shift in product mix based on the
growing number of scanners that we have given customers out in the field, which causes our gross margins to decline
due to depreciation expense of these scanners being recorded in cost of revenue over the estimated useful
life. However, we also anticipate that as we experience a significant increase in new customer surgical sponge revenue
at current pricing levels, this revenue growth will eventually help offset the effects of a growing depreciation expense
resulting from scanners being recorded as a cost of revenue.

The implementation of healthcare reform in the United States may adversely affect us.

The Patient Protection and Affordable Care Act was enacted into law in the U.S. in March 2010. Among other items,
this legislation includes a provision that imposes a 2.3% excise tax on the sale of certain medical devices by a
manufacturer, producer or importer of such devices in the United States beginning in January 2013. This tax will
impact certain sales of our products that are considered to be medical devices although management does not
currently believe the amount of tax and the effected revenues to be material. There are a wide variety of additional
provisions in this legislation that may negatively affect the sales of our products, including but not limited to the
overall magnitude of the reform this legislation brings to the business of our core acute care facilities customer base.

Sources of Revenues and Expenses

Revenues
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We generate revenue primarily from the sale of surgical sponges used in our Safety-Sponge® System to our exclusive
distributor, who then sells directly and through sub-distributors to hospitals that have adopted our Safety-Sponge®
System. We expect hospitals that adopt our Safety-Sponge® System to commit to its use and thus provide a recurring
source of revenue from ongoing sales of surgical sponges and other products used in our system. We recognize
revenue from the sale of surgical sponges upon shipment to our distributor because most of our surgical sponge and
towel sales are to our distributor, FOB shipping point.

Cost of revenue

Our cost of revenue consists primarily of our direct product costs for surgical sponges and products from our
exclusive third-party manufacturer. We also include a reserve expense for obsolete and slow moving inventory in cost
of revenue. In addition, when we provide (rather than sell) scanners to hospitals for their use, we include the
depreciation expense of the scanners in cost of revenue (not the full product cost) over their estimated useful life. We
estimate the useful life of the scanners to be three years. However, on rare occasions, if we sell the scanners to
hospitals, our cost of revenues includes the full product cost when shipped.

Research and development expenses
Our research and development expenses consist of costs associated with the design, development, testing and
enhancement of our products including sponges and towels, hardware and software. We also include salaries and

related employee benefits, research-related overhead expenses and fees paid to external service providers in our
research and development expenses.
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Sales and marketing expenses

Our sales and marketing expenses consist primarily of salaries and related employee benefits, sales commissions and
support costs, professional service fees, travel, education, trade show and marketing costs. Sales and marketing also
includes our initial implementation costs, which consist mostly of contract labor for nurses specialized in operating
room procedures who support customer hospital nurses in the field during the implementation of our system, their
related travel expenses, and technical service fees. There is typically a delay between the time we begin incurring
costs associated with our new customer arrangements and the time we begin generating revenue from such
arrangements.

General and administrative expenses

Our general and administrative expenses consist primarily of salaries and related employee benefits, professional
service fees, expenses related to being a public entity, and depreciation and amortization expense.

Total other income (expense)

Other income (expense) consists mostly of interest income earned or interest expense incurred.
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Critical Accounting Policies and Estimates

The preparation of financial statements in conformity with GAAP requires the use of estimates and assumptions that
affect the reported amounts of assets and liabilities, revenue and expenses, and related disclosures in the financial
statements. Critical accounting policies are those accounting policies that may be material due to the levels of
subjectivity and judgment necessary to account for highly uncertain matters or the susceptibility of such matters to
change, and that have a material impact on financial condition or operating performance. While we base our estimates
and judgments on our experience and on various other factors that we believe to be reasonable under the
circumstances, actual results may differ from these estimates under different assumptions or conditions. We believe
the following critical accounting policies used in the preparation of our financial statements require significant
judgments and estimates. For additional information relating to these and other accounting policies, see Note 2 to our
condensed consolidated interim financial statements contained in Item 1 of this Report.

Revenue Recognition

Revenue related to surgical products is recognized when persuasive evidence of an arrangement exists, the price to the
buyer is fixed or determinable, when collectability is reasonably assured and when risk of loss transfers, usually when
products are shipped. Reimbursements related to scanners and related equipment provided to hospitals are recognized
on a straight-line basis over the expected term life of the related customer contract, while the cost of the scanners and
related equipment is carried in hardware equipment within property, plant and equipment and depreciated as a
component of cost of sales over its estimated useful life. Provisions for estimated future product returns and
allowances are recorded in the period of the sale based on the historical and anticipated future rate of returns. The
Company records shipping and handling costs charged to customers as revenue and shipping and handling costs to
cost of revenue as incurred. Revenue is recorded net of any discounts or rebates given to the buyer.

Inventories, net

Inventory consists of finished goods and scanner hardware. Finished goods include sponge and towel products ready
for customer use or distribution. Inventory is stated at the lower of cost or market value with cost determined under
the first-in, first-out, or FIFO, method. Our estimate of the net realizable value of our inventories is subject to
judgment and estimation. The actual net realizable value of our inventories could vary significantly from our estimates
and could have a material effect on our financial condition and results of operations in any reporting period. In
evaluating whether inventory is stated at the lower of cost or market, we consider such factors as the amount of
inventory on hand and in the distribution channel, estimated time required to sell such inventory, remaining shelf life
and current and expected market conditions, including levels of competition. On a quarterly basis, we analyze our
inventory levels and record allowances for inventory that has become obsolete, inventory that has a cost basis in
excess of its expected net realizable value and inventory that is in excess of expected demand based upon projected
product sales.

Goodwill

Our goodwill represents the excess of the purchase price over the estimated fair values of the net tangible and
intangible assets of SurgiCount Medical, Inc., which we acquired in February 2005. We review goodwill for
impairment at least annually in the fourth quarter, as well as whenever events or changes in circumstances indicate its
carrying value may not be recoverable. We first assess qualitative factors to determine if it is necessary to perform the
two-step quantitative goodwill impairment test. Under ASU No. 2011-08, we assess qualitative factors to determine
whether it is more likely than not that a reporting unit’s fair value is less than its carrying value, including goodwill. In
the event we determine that it is more likely than not that our sole reporting unit’s fair value is less than its carrying
amount, quantitative testing would be performed comparing recorded values to estimated fair values. As part of our
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goodwill qualitative testing process, we evaluate various factors to determine whether it is reasonably likely that
management’s assessment would indicate a material impact on the fair value of our reporting unit. Examples of factors
assessed in the qualitative approach are: cash flow forecasts of our reporting unit, the strength of our balance sheet,
changes in strategic outlook or organizational structure, industry and market changes and macroeconomic indicators.

Stock-Based Compensation

We recognize compensation expense in an amount equal to the estimated grant date fair value of each option grant, or
stock award over the estimated period of service and vesting. This estimation of the fair value of each stock-based
grant or issuance on the date of grant involves numerous assumptions by management. Although we calculate the fair
value under the Black Scholes option pricing model, which is a standard option pricing model, this model still requires
the use of numerous assumptions, including, among others, the expected life (turnover), volatility of the underlying
equity security, a risk free interest rate and expected dividends. The model and assumptions also attempt to account
for changing employee behavior as the stock price changes and capture the observed pattern of increasing rates of
exercise as the stock price increases. The use of different values by management in connection with these
assumptions in the Black Scholes option pricing model could produce substantially different results.
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Impairment of Long-Lived Assets

Our management reviews our long-lived assets with finite useful lives for impairment whenever events or changes in
circumstances indicate that the carrying amount of such assets may not be recoverable. We recognize an impairment
loss when the sum of the future undiscounted net cash flows expected to be realized from the asset is less than its
carrying amount. If an asset is considered to be impaired, the impairment to be recognized is measured by the amount
by which the carrying amount of the asset exceeds its fair value. Considerable judgment is necessary to estimate the
fair value of the assets and accordingly, actual results could vary significantly from such estimates. Our most
significant estimates and judgments relating to the long-lived asset impairments include the timing and amount of
projected future cash flows.

Accounting for Income Taxes

Deferred income taxes result primarily from temporary differences between financial and tax reporting. Deferred tax
assets and liabilities are determined based on the difference between the financial statement basis and tax basis of
assets and liabilities using enacted tax rates. Future tax benefits are subject to a valuation allowance when
management is unable to conclude that our deferred tax assets will more-likely-than-not be realized from the results of
operations. Our estimate for the valuation allowance for deferred tax assets requires management to make significant
estimates and judgments about projected future operating results. If actual results differ from these projections or if
management’s expectations of future results change, it may be necessary to adjust the valuation allowance.

We have measured and recorded uncertain tax positions in accordance with rules that took effect on such date that
prescribe a threshold for the financial statement recognition and measurement of a tax position taken or expected to be
taken in a tax return. Accordingly, we now only recognize (or continue to recognize) tax positions meeting the
more-likely-than-not recognition threshold (or that met such threshold on the effective date). Accounting for
uncertainties in income tax positions involves significant judgments by management. If actual results differ from
management’s estimates, we may need to adjust the provision for income taxes.

Non-GAAP Financial Measures

Adjusted cost of revenue and adjusted gross profit are not measures calculated in accordance with U.S. GAAP.
Adjusted cost of revenue and gross profit should not be considered as an alternative to cost of revenues, gross profit
or, income (loss) from operations or any other measure of financial performance calculated and presented in
accordance with U.S. GAAP. We prepare adjusted cost of revenue and adjusted gross profit to eliminate the impact of
items that we do not consider indicative of our core operating performance and we use this as a measure of operating
performance, such as non-cash depreciation expense. See discussion below in “Results of Operations” for a
reconciliation of adjusted cost of revenue and adjusted gross profit to GAAP cost of revenue and gross profit.

Adjusted working capital is a non-GAAP financial measure that management uses to assess the Company’s financial
position and liquidity. Management believes adjusted working capital provides investors with an additional view of
the Company’s liquidity and ability to repay current obligations. We calculate adjusted working capital as working
capital (i.e., current assets less current liabilities, each as determined under GAAP) less deferred revenue, as deferred
revenue relates to hardware reimbursement payments from Cardinal Health that are a non-cash liability. The
presentation of this additional information is not meant to be considered superior to, in isolation of or as a substitute
for results prepared in accordance with GAAP or as an indication of our performance. See discussion below in
“Financial Condition, Liquidity and Capital Resources” for a reconciliation of adjusted working capital to working
capital derived from GAAP current assets and current liabilities.
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For all of these non-GAAP measures, we encourage you to evaluate these adjustments and the reasons we consider
them appropriate, as well as the material limitations of non-GAAP measures and the manner in which we compensate
for those limitations. Our calculation of these non-GAAP measures may not be comparable to similarly titled
measures reported by other companies.
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Results of Operations
Three Months Ended September 30, 2013 Compared to Three Months Ended September 30, 2012
Revenue

Total revenue for the three months ended September 30, 2013 was $5.2 million, which compared to total revenue for
the three months ended September 30, 2012 of $5.0 million, representing year over year growth in reported revenue of
5%. The primary reason for the increased revenue growth was the larger number of facilities utilizing our products
during the three months ended September 30, 2013 as compared to the three months ended September 30, 2012. We
had 303 customer facilities implemented as of September 30, 2013 compared to 265 facilities on September 30, 2012,
representing year over year growth of 14% in our installed customer base. Reported revenues during the quarter ended
September 30, 2013 were negatively impacted by a number of factors, including the effect of a large number of our
existing customers switching the distributors they use to fulfill their surgical products, including our products, and the
temporary negative impact this switching has had on the supply chain as the incumbent distributor fulfills end
customer demand by working down its existing inventory of our products prior to the newly selected distributor
begins ordering corresponding amounts of inventory of our products.

Cost of revenue

Cost of revenue of $3.0 million increased by $275 thousand or 10% for the three months ended September 30, 2013 as
compared to cost of revenue of $2.7 million for the same period in 2012. This increase was primarily the result of a
higher number of facilities using our products during the three months ended September 30, 2013 as compared to the
three months ended September 30, 2012. Our cost of revenue for the three months ended September 30, 2013 included
an increased amount of non-cash depreciation expense from providing the scanner hardware at no cost to our new
customer facilities (see “Hardware Effect on Revenue and Cost of Revenue” in the Factors Affecting Past and Future
Results section). Our cost of revenue as a percentage of revenue increased to 57% during the three months ended
September 30, 2013 as compared to 54% during the same period in 2012. We had higher non-cash depreciation
expense of $546 thousand in our cost of revenue during the three months ended September 30, 2013, as compared to
depreciation expenses during the same period in 2012 of $491 thousand. This was partially offset by a decrease in
product costs related to our disposable sponge products. During the first quarter of 2013 we realized a cumulative cost
reduction of our disposable sponge products. We expect to realize an increased portion of the benefit of this cost
reduction during the fourth quarter of 2013. Excluding non-cash depreciation expense, our adjusted cost of revenue for
the three months ended September 30, 2013 was $2.4 million ($3.0 million reported cost of revenue minus $546
thousand non-cash depreciation expense), an increase of $220 thousand or 10% as compared to cost of revenue of $2.2
million excluding non-cash depreciation expenses for the three months ended September 30, 2012 ($2.7
million reported cost of revenue minus $491 thousand non-cash depreciation expense).

Gross profit

Gross profit totaled $2.2 million for the three months ended September 30, 2013, a decrease of $42 thousand, or 2%,
compared to gross profit of $2.3 million during the same period in 2012. Our gross profit for the three months ended
September 30, 2013 as compared to the three months ended September 30, 2012 was negatively impacted by higher
amounts of non-cash depreciation expense (primarily associated with the relatively larger amount of scanning
equipment we provided to support a growing number of new customers), however this was offset by lower softgood
product costs in our cost of revenue. Gross profit as a percent of revenue was 43% during the three months ended
September 30, 2013 and 46% during the same period in 2012. Excluding the effect of non-cash depreciation expense
that results from our scanning equipment captured in our costs of revenue of $546 thousand, our adjusted gross profit
for the three months ended September 30, 2013 was $2.8 million ($2.2 million reported gross profit plus $546
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thousand of non-cash depreciation expense). This represents a decrease of $18 thousand or 1% as compared to our
adjusted gross profit that excludes the effect of non-cash depreciation expenses of $491 thousand captured in our costs
of revenue for the three months ended September 30, 2012 of $2.8 million ($2.3 million reported gross profit plus
$491 thousand non-cash depreciation expense). Excluding the effect of non-cash depreciation expenses, adjusted gross
profit as a percent of revenue was 53% for the three months ended September 30, 2013 and 55% for the three months
ended September 30, 2012.

Operating expenses

Operating expenses totaled $2.8 million for the three months ended September 30, 2013, an increase of $344
thousand, or 14%, compared to $2.4 million of operating expenses during the same period in 2012. The increase in
operating expenses was primarily due to higher employment related expenses as a result of new hires that were added
during 2013 in a number of functional areas.

Research and development expenses

Research and development expenses totaled $169 thousand for the three months ended September 30, 2013, an

increase of $57 thousand, or 52%, compared to $111 thousand during the same period in 2012.
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Sales and marketing expenses

Sales and marketing expenses totaled $1.2 million for the three months ended September 30, 2013, a decrease of $132
thousand, or 10%, compared to $1.4 million during the same period in 2012. The decrease in sales and marketing
expenses during the three months ended September 30, 2013 was due primarily to fewer implementations this quarter
as compared to the same quarter a year ago, resulting in lower one-time implementation expenses.

General and administrative expenses

General and administrative (“G&A”) expenses totaled $1.4 million for the three months ended September 30, 2013
representing an increase of $418 thousand, or 44%, compared to G&A expenses of $956 thousand during the same
three month period in 2012. The increase in G&A expenses during the three months ended September 30, 2013 as
compared to the same period in 2012 was due primarily to the addition of a number of employees as well as
outsourced services needed to better support our growing customer base and expanded operations.

Total other income (expense)

We reported other income of $151 thousand for the three months ended September 30, 2013, an increase of $186
thousand as compared to other expense of $35 thousand for the three months ended September 30, 2012. During the
three months ended September 30, 2013 we recorded other income of $150 thousand related to the redemption of
preferred stock in Alacra Corporation that the Company has held as an investment since 2000.

Net income (loss)

We had a net loss of $527 thousand applicable to common stockholders for the three months ended September 30,
2013 compared to a net loss of $320 thousand during the same quarterly period in 2012 based upon the reasons
explained above.

Nine months ended September 30, 2013 Compared to Nine months ended September 30, 2012
Revenue

Total revenue for the nine months ended September 30, 2013 was $14.9 million, which compared to total revenue for
the nine months ended September 30, 2012 of $12.5 million, representing year over year growth in reported revenue
of 20%. The primary reason for the increased revenue growth was the larger number of customer facilities utilizing
our products during the nine months ended September 30, 2013 as compared to the nine months ended September 30,
2012. On September 30, 2013 we had 303 implemented customer facilities as compared to 265 facilities on September
30, 2012, representing year over year facility growth of 14%. Revenues for the nine months ended September 30 2013
were negatively impacted by a number of factors, including the effect of a large number of our existing customers
switching the distributors they use to fulfill their surgical products, including our products, which has negatively
impacted the Company’s reported revenue throughout 2013.

Cost of revenue

Cost of revenue for the nine months ended September 30, 2013 was $8.7 million, an increase of $1.6 million or 23%,
as compared to cost of revenue of $7.1 million for the same nine month period in 2012. The increase in cost of
revenue was primarily the result of a higher number of customer facilities using our products during the nine month
period ended September 30, 2013 as compared to the nine month period ended September 30, 2012. Our cost
of revenue for the nine months ended September 30, 2013 also included a significantly higher amount of non-cash
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depreciation expense from providing scanner hardware at no cost to the larger number of new customer facilities (see “
Hardware Effect on Revenue and Cost of Revenue ” in the Factors Affecting Past and Future Results
section). Depreciation expense from scanners was $1.6 million for the nine months ended September 30, 2013, an
increase of $452 thousand or 40% compared to $1.1 million for the nine month period ended on September 30, 2012.
Cost of revenue as a percentage of revenue was 59% during the nine month period ended September 30, 2013 and
57% for the nine month period ended September 30, 2012. Excluding the non-cash depreciation expense from cost of
revenue for the nine month period ended September 30, 2013 results in an adjusted cost of revenue of $7.1 million
($8.7 million reported cost of revenue minus $1.6 million non-cash depreciation expense), which reflects an increase
of $1.2 million or 19% as compared to a similarly adjusted cost of revenue of $6.0 million for the nine month period
ended September 30, 2012 after excluding comparable non-cash depreciation expense ($7.1 million reported cost of
revenue minus $1.1 million non-cash depreciation expense). This was partially offset by a decrease in product costs
related to our disposable sponge products. During the first quarter of 2013 we realized a cumulative cost reduction of
our disposable sponge products. We expect to realize an increased portion of the benefit of this cost reduction during
the fourth quarter of 2013.
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Gross profit

Gross profit totaled $6.2 million for the nine months ended September 30, 2013, an increase of $823 thousand, or
15%, compared to gross profit of $5.4 million during the same nine month period in 2012. Gross profit for the nine
months ended September 30, 2013, as compared to the nine months ended September 30, 2012 was negatively
impacted by higher amounts of non-cash depreciation expense associated with the relatively large amount of scanning
equipment we provided to our growing number of new customers at zero cost, and was positively offset by lower
product costs received on our disposable sponge and towel products. Gross profit as a percent of revenue was 43%
during the nine month period ended September 30, 2013 and 46% for the nine month period ended September 30,
2012. When excluding the effect of non-cash depreciation expenses captured in our costs of revenue totaling $1.6
million, our adjusted gross profit for the nine months ended September 30, 2013 was $7.8 million ($6.2
million reported gross profit plus $1.6 million of non-cash depreciation expense), which represented an increase of
$1.3 million compared to adjusted gross profit of $6.5 million that excluded the effect of $1.1 million of non-cash
depreciation expense for the nine month period ended September 30, 2012 ($5.4 million reported gross profit plus
$1.1 million non-cash depreciation expense). Excluding the effect of non-cash depreciation expense, adjusted gross
profit as a percent of revenue was 52% for both the nine months ended September 30, 2013 and September 30, 2012.
The increase in non-cash scanner depreciation was offset by the reduction in product cost allowing adjusted gross
margins when compared to the two nine month periods to remain consistent.

Operating expenses

Operating expenses totaled $7.7 million for the nine month period ended September 30, 2013 and $7.3 million for the
nine month period ended September 30, 2012. Operating expenses increased by $343 thousand or 5% due to higher
employment related expenses that resulted from adding new hires in a number of functional areas, partially offset by
lower one-time implementation expenses as we had fewer new facility implementations occurring during the nine
months ended September 30, 2013.

Research and development expenses

Research and development expenses totaled $462 thousand for the nine months ended September 30, 2013, an
increase of $62 thousand, or 16%, compared to $401 thousand during the same nine month period in 2012. We
capitalized internally developed software costs of approximately $283 thousand and $191 thousand during the first
nine months of 2013 and 2012, respectively.

Sales and marketing expenses

Sales and marketing expenses totaled $3.2 million for the nine months ended September 30, 2013, a decrease of $526
thousand, or 14%, compared to $3.7 million incurred during the same period in 2012. The decrease in sales and
marketing expenses during the nine months ended September 30, 2013 as compared to the same nine month period in
2012 was due primarily due to lower one-time implementation expenses during 2013. Though we had a decrease in
sales and marketing expenses compared to 2012 we have also added significant additional capabilities in the areas of
customer and technical service, so that we properly support our growing customer base.

General and administrative expenses
General and administrative (“G&A”) expenses totaled $4.0 million for nine months ended September 30, 2013,
representing an increase of $813 thousand, or 25%, compared to G&A expenses of $3.2 million during the same nine

month period in 2012. The increase in G&A expenses during the nine months ended September 30, 2013 as compared
to the same period in 2012 was due primarily to the addition of additional employees and third party services to

37



Edgar Filing: Patient Safety Technologies, Inc - Form 10-Q

support our growing customer base and expanded operations, as well as several non-recurring consulting projects
focused on improving both our operations and compliance environment. During 2013, we hired consultants and later
added both key management and staff positions to upgrade and enhance our quality and regulatory systems and
processes. We also invested in bringing in-house both senior management and experienced staff with technical skills
for supporting new product development, including in the areas of software and hardware development, and other
skills and capabilities that will bring new emphasis to product development and more extensive capabilities to deliver
future products.

Total other income (expense)

We reported other income of $11 thousand for the nine months ended September 30, 2013, an increase of $43
thousand as compared to other expense of $32 thousand for the nine months ended September 30, 2012. During the
nine month periods ended September 30, 2013 and September 30, 2012, we recorded interest expense of $144
thousand and $36 thousand respectively, relating to an agreement with A Plus made in early 2012 which gave us
extended payment terms, in order to assist in funding the significant growth we experienced throughout 2012. In
addition, during the three months ended September 30, 2013 we also recorded other income related to a gain of $150
thousand on the redemption of preferred stock in Alacra Corporation, an investment previously held by us since 2000.

Net income (loss)
We had a net loss of $1.9 million applicable to common stockholders for the nine months ended September 30, 2013,

as compared to a net loss of $2.4 million for the same nine month period in 2012 based upon the reasons explained
above.
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Financial Condition, Liquidity and Capital Resources

We had cash and cash equivalents of $4.9 million as of September 30, 2013 compared to $5.2 million at December 31,
2012. As of September 30, 2013, we had total current assets of $10.6 million and total current liabilities of $5.1
million resulting in a positive working capital of $5.5 million, which compared to $4.6 million in positive working
capital as of December 31, 2012. Current liabilities as of September 30, 2013 include deferred revenue of $803
thousand relating to hardware reimbursement payments from Cardinal Health, which is a non-cash liability. Excluding
this non-cash liability, our adjusted current liabilities are $4.3 million as of September 30, 2013 and $5.5 million as of
December 31, 2012, giving us adjusted positive working capital balances of $6.3 million and $5.4 million,
respectively.

The Company’s agreements with Cardinal Health allows Cardinal Health to utilize any excess inventory they hold
resulting from the Forward Order to meet end user demand beginning January 2014 on a pro-rata basis over the 12
months of 2014. The Company estimates that the total excess inventory balance is approximately $10 million. Should
our current agreement with Cardinal Health not get modified, and if we decide not to repurchase any of the excess
inventory held by Cardinal Health, Cardinal Health will then begin to utilize the existing excess inventory to partially
fulfill end customer demand and our reported revenues and financial position during 2014 will be negatively affected.
Should this occur, we estimate the impact to our revenues would be as much as $2.5 million per quarter while the
excess inventory is sold directly by Cardinal Health to partially fulfill customer demand throughout 2014. While we
believe our existing liquidity would allow us to manage through the year as this excess inventory gets reduced in this
manner, we are currently reviewing a number of alternative strategies, including but not limited to modifying our
agreement with Cardinal Health to delay or revise the financial impact this excess inventory will have on the
Company, and also exploring additional funding opportunities that would allow us to supplement the loss of liquidity
we would experience as the excess inventory gets reduced. However there are no assurances that we will be able to
successfully modify our existing agreement terms with Cardinal Health or that we will be able to successfully raise
additional funding.

We believe our sources of liquidity are sufficient to satisfy our anticipated cash requirements through the next 12
months to fund a moderate growth plan, however a more aggressive growth plan may require additional financing. We
may also seek financing to fund future growth for periods beyond the next 12 months, through future offerings of
equity or debt, to help fund our growth and the development of future products and technologies. However, there can
be no assurances that we will be able to obtain additional financing on acceptable terms, if at all. Management
continually evaluates the Company’s liquidity needs and whether to increase capital resources. See Item 1A “Risk
Factors” in our Annual Report on Form 10-K (as amended) for the year ended December 31, 2012 for additional
information on factors that could potentially impact our future liquidity and capital resources.

21

39



Edgar Filing: Patient Safety Technologies, Inc - Form 10-Q

Operating activities

We had negative net cash flow from operating activities of $560 thousand during the nine months ended September
30, 2013. Our net loss of $1.5 million for the nine months ended September 30, 2013 included non-cash charges in the
form of stock-based compensation, amortization of intangible assets and depreciation totaling $2.6 million for the nine
months ended September 30, 2013.

Cash used by working capital during the nine months ended September 30, 2013 was $1.6 million. Working capital is
comprised primarily of accounts receivable, inventory, other assets, accounts payable, accrued liabilities, and deferred
revenue. Accounts receivable increased by $1.2 million or 88% during the nine months ended September 30, 2013, as
compared to fiscal year end 2012, reflecting our increased revenue from a growing customer base as well as the timing
of orders fulfilled later in the nine month period. Inventory decreased by $1.1 million or 29% during the nine months
ended September 30, 2013, as compared to fiscal year end 2012. This decrease was due to a reduction in our safety
stock which had previously been built up during late 2012 in anticipation of the expected reduction in manufacturing
capacity at our China based contract manufacturer resulting from labor changes during the Chinese New Year holiday,
which occurred during the first quarter of 2013. Accounts payable decreased by $558 thousand or 12%, as inventory
of both sponges and hardware were reduced during this period and our extended payment terms period with A Plus
concluded during Q3 2013. Therefore, we made additional payments in order to get our payable aging balance within
a certain days aged.

Deferred revenue of $1.3 million as of September 30, 2013 represented a significant component of our working
capital, having decreased by $550 thousand or 30% during the nine months ended September 30, 2013, as compared
to its balance as of December 31, 2012. The decrease in deferred revenue resulted from fewer reimbursements
received from Cardinal Health for sharing in the costs of hardware given to new customers, most due to the smaller
number of new customer facilities implemented during the nine months ended September 30, 2013 as compared to the
nine months ended September 30, 2012. The hardware is typically provided to our customers to use at no cost, and
Cardinal Health shares in this cost if the customer facility is a Cardinal Health customer.

We had positive net cash flow from operating activities of $2.2 million during the nine months ended September 30,
2012. Our net loss of $2.0 million for the nine months ended September 30, 2012 included non-cash charges in the
form of stock-based compensation, amortization of intangible assets and depreciation totaling $2.1 million during the
nine months ended September 30, 2012.

Cash provided by working capital and other assets during the nine months ended September 30, 2012 was $2.1
million. Working capital is comprised primarily of accounts receivable, inventory, other assets, deferred revenue and
other liabilities. Accounts receivable increased by $345 thousand or 26% during the nine months ended September 30,
2012, as compared to fiscal year end 2011, reflecting our increased non-Forward Order revenue. Inventory increased
by $1.2 million or 43% during the nine months ended September 30, 2012, as compared to fiscal year end 2011, due
to our new business growth and increased levels of safety stocks. Accounts payable increased by $2.2 million or 78%,
representing mostly the additional inventory of both sponges and hardware ordered for supporting our new business
growth. Our increase in accounts payable also reflects extended payment terms that went into effect with certain key
vendors helping to support our rapid new customer growth during the first nine months of 2012.

Deferred revenue of $1.9 million as of September 30, 2012 represents a significant component of our working capital,

having increased by $1.3 million or 250% during the nine months ended September 30, 2012, as compared to fiscal

year end 2011. This increase in deferred revenue was a result of the large increase in implementations during the first

three quarters of 2012 and Cardinal Health’s agreement in certain situations to reimburse half of our hardware costs
that are typically provided to our customers for use at no cost.
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Investing activities

Net cash of $1.3 million was used in investing activities during the nine months ended September 30, 2013, primarily
for the purchase of scanners and related hardware for implementing our Safety-Sponge® System at new customer
facilities, and capitalization of certain software costs related to future product offerings. This compares to having used
$4.3 million of net cash in investing activities during the nine months ended September 30, 2012, which was also used
primarily for the purchase of scanners and related hardware for implementing our Safety-Sponge® System at new
customer facilities. The decrease in investing activities during the nine months ended September 30, 2013 as
compared to the nine month period ended September 30, 2012 was due to fewer facilities being implemented during
the period ended September 30, 2013.

We used $4.3 million of net cash in investing activities during the nine months ended September 30, 2012, almost
entirely for the purchase of scanners and related hardware used for implementing our Safety-Sponge® System at new
customer facilities. This compares to using $527 thousand of net cash in investing activities during the nine months
ended September 30, 2011, which were also primarily for the purchase of scanners and related hardware for
implementing our Safety Sponge® System at new customers.

Financing activities

During the nine months ended September 30, 2013, we generated $1.6 million of net cash from financing activities
primarily from the issuance of common stock in connection with the exercise of stock options and warrants that
generated net proceeds of $2.0 million, offset by the payment of preferred stock dividends totaling $427 thousand.

During the nine months ended September 30, 2012, we generated $3.8 million of net cash from financing activities
primarily from the net proceeds from closing a $3.5 million private placement in May 2012, along with $470 thousand
of proceeds received from the exercise of employee stock options, offset by the payment of preferred stock dividends
and other stock issuance costs.
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Off-Balance Sheet Arrangements
As of September 30, 2013, we had no off-balance sheet arrangements.
Commitments and Contingencies

As of September 30, 2013, other than our office leases and employment agreements with key executive officers, we
had no material commitments other than the liabilities reflected in our condensed consolidated interim financial
statements.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
Not applicable.

ITEM 4. CONTROLS AND PROCEDURES

Disclosure Controls and Procedures

As of the end of the period covered by this Report, we conducted an evaluation, under the supervision and with the
participation of our Chief Executive Officer and Chief Financial Officer, of the effectiveness of our disclosure
controls and procedures (as defined in Rule 13a-15(e) and Rule 15d-15(e) of the Securities Exchange Act of 1934, as
amended). Based upon that evaluation, our Chief Executive Officer and Chief Financial Officer concluded that our
disclosure controls and procedures were effective as of September 30, 2013.

During the most recently completed fiscal quarter, there were no changes to our internal controls over financial
reporting (as such term is defined in Rules 13a-15(f) and 15d-15(f) of the Securities Exchange Act of 1934, as
amended) identified in the evaluation described in the preceding paragraph that has materially affected, or is
reasonably likely to materially affect, our internal controls over financial reporting.
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PART II - OTHER INFORMATION

ITEM LEGAL PROCEEDINGS

1.

Not applicable.

ITEM RISK FACTORS

1A.

Not applicable.

ITEM UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS

2.

None.

ITEM DEFAULTS UPON SENIOR SECURITIES

3.

None.

ITEM MINE SAFETY DISCLOSURES

4.

None.

ITEM OTHER INFORMATION

5.

None.

ITEM EXHIBITS

6.

Exhibit
Number

31.1*

31.2*

32.1*

101.INS**

101.SCH**

Description
Certification of Chief Executive Officer required by Rule 13a-14(a) or Rule 15d-14(a)*
Certification of Chief Financial Officer required by Rule 13a-14(a) or Rule 15d-14(a)*

Certification of Chief Executive Officer and Chief Financial Officer required by Rule 13a-14(b) or Rule
15d-14(b) and Section 1350 of Chapter 63 of Title 18 of the United States Code*

XBRL Instance Document

XBRL Taxonomy Extension Schema Document
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101.CAL** XBRL Taxonomy Extension Calculation Linkbase Document
101.DEF** XBRL Taxonomy Extension Definition Linkbase Document
101.LAB** XBRL Taxonomy Extension Label Linkbase Document
101.PRE** XBRL Taxonomy Extension Presentation Linkbase Document

*  Filed herewith.
** In accordance with Rule 406T of Regulation S-T, the information in these exhibits shall not be deemed to be “filed”

for purposes of Section 18 of the Securities Exchange Act of 1934, as amended, or otherwise subject to liability under
that section, and shall not be incorporated by reference into any registration statement or other document filed under
the Securities Act of 1933, as amended, except as expressly set forth by specific reference in such filing.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) 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.

PATIENT SAFETY TECHNOLOGIES, INC.

Date: November 13, 2013 By: /s/ Brian E. Stewart

Brian E. Stewart, President and
Chief
Executive Officer

Date: November 13, 2013 By: /s/ David C. Dreyer
David C. Dreyer, Executive Vice
President,
Chief Financial Officer, and
Secretary

25

45



