Edgar Filing: SIGNAL GENETICS, INC. - Form 10-Q

SIGNAL GENETICS, INC.
Form 10-Q
August 14, 2014

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549
FORM 10-Q

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

For the Quarterly Period Ended June 30, 2014
OR

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

For the Transition Period from ___ to

Commission File Number 001-36483

SIGNAL GENETICS, INC.
(Exact name of Registrant as specified in its Charter)

Delaware 47-1187261
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification Number)

667 Madison Avenue, 14th Floor
New York, New York 10065
(Address of principal executive offices) (Zip Code)

Registrant's Telephone Number, Including Area Code: (212) 486-0040

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes o No x

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

files). Yes x Noo

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
or a smaller reporting company. See the definitions of “large accelerated filer,” “accelerated filer” and “smaller reporting



Edgar Filing: SIGNAL GENETICS, INC. - Form 10-Q
company” in Rule 12b-2 of the Exchange Act. (Check one):

Large Accelerated Filer 0 Accelerated Filer 0
Non-Accelerated Filer 0 Smaller Reporting Company X
(Do not check if a smaller reporting company)

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

As of August 14, 2014, there were 3,782,629 shares of the issuer’s common stock, par value $0.01 per share,
outstanding.




Edgar Filing: SIGNAL GENETICS, INC. - Form 10-Q

TABLE OF CONTENTS

Financial Information

Unaudited Consolidated Financial Statements -

Consolidated Balance Sheets as of June 30, 2014 (unaudited) and December 31. 2013
Consolidated Statements of Operations for the Three Months Ended June 30. 2014 and 2013

Consolidated Statements of Operations for the Six Months Ended June 30. 2014 and 2013
Consolidated Statements of Cash Flows for the Six Months Ended June 30, 2014 and 2013

Notes to Unaudited Consolidated Financial Statements

Management’s Discussion and Analysis of Financial Condition and Results of Operations
Quantitative and Qualitative Disclosures about Market Risk

Controls and Procedures

Other Information

Legal Proceedings
Risk Factors

Unregistered Sales of Equity Securities and Use of Proceeds
Exhibits

Page

NI D > W W W

(MINIS
(NOJN NS o

I S O [\l \]
BIEREER




Edgar Filing: SIGNAL GENETICS, INC. - Form 10-Q

CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS

This Quarterly Report on Form 10-Q contains forward-looking statements. Such forward-looking statements include
those that express plans, anticipation, intent, contingency, goals, targets or future development and/or otherwise are
not statements of historical fact. These forward-looking statements are based on our current expectations and
projections about future events and they are subject to risks and uncertainties known and unknown that could cause
actual results and developments to differ materially from those expressed or implied in such statements.

LR N3 99 <6

In some cases, you can identify forward-looking statements by terminology, such as “expects,” “anticipates,” “intends,”
“estimates,” “plans,” “believes,” “seeks,” “may,” “should,” “continue,” “could” or the negative of such terms or othe
expressions. Accordingly, these statements involve estimates, assumptions and uncertainties that could cause actual

results to differ materially from those expressed in them. Any forward-looking statements are qualified in their
entirety by reference to the factors discussed throughout this Quarterly Report on Form 10-Q.

LR INT3 LR I3

You should read this quarterly report and the documents that we reference herein and therein and have filed as
exhibits to this report, completely and with the understanding that our actual future results may be materially different
from what we expect. You should assume that the information appearing in this quarterly report is accurate as of the
date of this report only. Because the risk factors referred to above could cause actual results or outcomes to differ
materially from those expressed in any forward-looking statements made by us or on our behalf, you should not place
undue reliance on any forward-looking statements. These risks and uncertainties, along with others, are described
under the heading “Risk Factors.” Further, any forward-looking statement speaks only as of the date on which it is
made, and we undertake no obligation to update any forward-looking statement to reflect events or circumstances after
the date on which the statement is made or to reflect the occurrence of unanticipated events. New risk factors may
emerge from time to time, and it is not possible for us to predict which factors will arise. In addition, we cannot assess
the impact of each risk factor on our business or the extent to which any factor, or combination of factors, may cause
actual results to differ materially from those contained in any forward-looking statements. We qualify all of the
information presented in this Quarterly Report on Form 10-Q, and particularly our forward-looking statements, by
these cautionary statements.

ii
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PART I—FINANCIAL INFORMATION
Item 1. Consolidated Financial Statements.

Signal Genetics, Inc. and Subsidiaries
Consolidated Balance Sheets

ASSETS
Current assets:
Cash
Restricted cash
Accounts receivable
Inventory
Prepaid expenses and other current assets
Total current assets

Property and equipment, net
Deferred issuance costs
Security deposits

LIABILITIES AND STOCKHOLDERS' EQUITY/MEMBERS' DEFICIENCY
Current liabilities:
Accounts payable and accrued expenses
Amounts due to related party
Note payable - current portion
Note payable - related party
Total current liabilities

Lease termination/abandonment payable
Commitments and contingencies

Stockholders' equity/members' deficiency:

Common stock, $0.01 par value, 50,000,000 shares authorized, 3,782,629 shares
issued and outstanding at June 30, 2014 and no shares issued and outstanding at
December 31, 2013

Additional paid in capital

Accumulated deficit

Members' deficiency

Total members' deficiency/stockholders’ equity

June 30,
2014
(Unaudited)

$7,696,325
50,199
1,359,405
193,140
468,885
9,767,954
860,006
35,034

$10,662,994

$1,081,704
1,045,000
10,597
2,137,301

62,527

37,826
38,307,103
(29,881,763)
8,463,166

$10,662,994

See accompanying notes to unaudited consolidated financial statements.

December 31,
2013

$209,348
50,180
994,010
356,641
444,369
2,054,548

928,026
655,018
35,034

$ 3,672,626

$ 689,716

42,046
26,568,554
27,300,316

259,345

(23,887,035)
(23,887,035)

$ 3,672,626
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Signal Genetics, Inc. and Subsidiaries
Unaudited Consolidated Statements of Operations

Three Months Ended
June 30,
2014 June 30, 2013

Net revenue $1,273,571 $ 1,102,904
Operating expenses:

Cost of revenue 675,731 603,054
Selling and marketing 73,754 67,053
General and administrative 451,711 470,350
Stock compensation 2,874,740 -
Research and development 9,023 22,820
Total operating expenses 4,084,959 1,163,277
Operating loss (2,811,388) (60,373
Interest expense 477,561 ) (479,318
Net loss (3,288,949) (539,691
Dividend to member unit holder of Myeloma Health LLC - (90,000
Net loss attributable to stockholders of Signal Genetics, Inc. $(3,288,949) $ (629,691

Basic and diluted net loss per share:
Net loss attributable to stockholders of Signal Genetics, Inc. $(1.13 ) $ (0.24

Average shares outstanding - basic and diluted 2,903,040 2,591,223

See accompanying notes to unaudited consolidated financial statements.




Net revenue

Operating expenses:

Cost of revenue

Selling and marketing
General and administrative
Stock compensation
Research and development
Total operating expenses

Operating loss
Interest expense

Net loss
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Signal Genetics, Inc. and Subsidiaries
Unaudited Consolidated Statements of Operations

Six Months Ended
June 30,
2014 June 30, 2013
$2,364,494 $ 2,242.292
1,339,245 1,272,021
146,824 153,153
964,036 888,180
2,874,740 -
17,730 68,563
5,342,575 2,381,917
(2,978,081) (139,625
(1,016,647) (937,222
(3,994,728) (1,076,847
(180,000

Dividend to member unit holder of Myeloma Health LLC -

Net loss attributable to stockholders of Signal Genetics, Inc.

Basic and diluted net loss per share:
Net loss attributable to stockholders of Signal Genetics, Inc. $(1.40 )

Average shares outstanding - basic and diluted 2,847,505

See accompanying notes to unaudited consolidated financial statements.

$ (0.49

2,545,013

)
)
)
)

$(3,994,728) $ (1,256,847 )

)
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Signal Genetics, Inc. and Subsidiaries
Unaudited Consolidated Statements of Cash Flows

Six Months Ended
June 30,
2014 June 30, 2013

CASH FLOWS FROM OPERATING ACTIVITIES:

Net loss $(3,994,728) $ (1,076,847 )
Adjustments to reconcile net loss from continuing operations to net cash used in

operating activities:

Stock compensation 2,874,740 -
Depreciation and amortization 72,288 74,943
Non-cash interest on note payable — related party 1,007,733 923,898
Lease termination 45,724 -
Changes in operating assets and liabilities:
Accounts receivable (365,395 ) 65,658
Inventory 163,501 78,440
Prepaid expenses and other current assets 24,516 ) (29,631 )
Accounts payable and other accrued expenses 77,972 (298,669 )
Lease termination/abandonment payable (242,542 ) (157,988 )
Net cash used in operating activities of discontinued operations - (93,875 )
Net cash used in operating activities (385,223 ) (514,071 )
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of property and equipment (4,268 ) -
Decrease in security deposits - 10,548
Increase in restricted cash (19 ) (50 )
Net cash (used in) provided by investing activities (4,287 ) 10,498
CASH FLOWS FROM FINANCING ACTIVITIES:
Distributions - (180,000 )
Repayment of note payable (31,449 ) (30,445 )
Proceeds from issuance of common stock 8,500,000 -
Payments for deferred issuance costs (1,387,064) -
Repayment of note payable - related party - (10,366,183 )
Proceeds from note payable - related party 795,000 11,214,727
Net cash provided by financing activities 7,876,487 638,099
NET INCREASE IN CASH 7,486,977 134,526
CASH:
Beginning of period 209,348 112,534
End of period $7,696,325  $ 247,060

See accompanying notes to unaudited consolidated financial statements.
6
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Signal Genetics, Inc. and Subsidiaries
Notes to Unaudited Consolidated Financial Statements

1. Organization, Operations and Basis of Accounting

Signal Genetics, Inc. (the “Company”) was originally formed as Myeloma Health LLC, in January 2010. Effective
January 1, 2011 with the formation of Signal Genetics LLC, substantially all the members’ interests in Myeloma
Health LLC were exchanged for members’ interests in Signal Genetics LLC and Myeloma Health LLC became a
subsidiary of the Company.

On June 17, 2014, the Company completed a corporate conversion and Signal Genetics LLC converted from a limited
liability company to a Delaware corporation (the “Corporate Conversion”). Immediately prior to the Corporate
Conversion, $27,326,287 of the note payable — related party was converted into 2,732,629 newly authorized Class C
units (the “Debt Conversion”) (see Note 5 for additional information on the Debt Conversion). In connection with the
Corporate Conversion, all outstanding Class A and C units of Signal Genetics LLC were converted into an aggregate
of 2,932,629 shares of common stock of the Company, the members of Signal Genetics LLC became stockholders of
the Company and the Company succeeded to the business of Signal Genetics LLC and its consolidated subsidiaries.

On June 23, 2014, the Company completed the initial public offering (“IPO”) of shares of its common stock. The
Company issued 850,000 shares in the offering and received net proceeds from the offering of approximately
$6,144,000 (after the payment of underwriter commissions and offering expenses).

The accompanying consolidated financial statements include the Company and its wholly-owned subsidiaries. All
intercompany accounts and transactions have been eliminated in consolidation.

The Company is a commercial stage, molecular diagnostic company focused on providing innovative diagnostic
services that help physicians make better-informed decisions concerning the care of their patients suffering from
cancer. In 2010, the Company became the exclusive licensee to the research on multiple myeloma (“MM”) performed at
the University of Arkansas for Medical Sciences (“UAMS”). Myeloma Prognostic Risk Signature (“MyPRS®”) is based
upon more than two decades of clinical research on nearly 10,000 MM patients who received their care at UAMS. The
Company currently generates revenues from the performance of MyPRS® diagnostic tests, which was launched in
April 2011.

Since its inception, the Company has devoted substantial effort in developing its products and services and has

incurred losses and negative cash flows from operations. Prior to the IPO, all financial support had been provided by

the majority member (see Note 6). For the three months ended June 30, 2014, however, following the Debt

Conversion, the Corporation Conversion and the IPO, the Company had positive working capital and stockholders’
equity. Although the Company is forecasting continued losses and negative cash flows as it funds its selling and

marketing activities and research and development programs, the Company believes that it has enough cash on hand

to support operations at least through August 2015. Going forward, as the Company continues its selling and

marketing activities and research and development programs, the Company may seek additional financing and/or

strategic investments. However, there can be no assurance that any additional financing or strategic investments will

be available on acceptable terms, if at all. If events or circumstances occur such that the Company does not obtain

additional funding, the Company will most likely be required to reduce its plans and/or certain discretionary spending,

which could have a material adverse effect on the Company’s ability to achieve its intended business objectives. The
accompanying consolidated financial statements do not include any adjustments that might be necessary if the

Company is unable to continue as a going concern.

11
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The accompanying unaudited consolidated financial statements have been prepared pursuant to the rules and
regulations of the Securities and Exchange Commission (“SEC”). Certain information and note disclosures normally
included in annual financial statements prepared in accordance with generally accepted accounting principles have
been omitted. The accompanying unaudited consolidated financial statements include all known adjustments
necessary for a fair presentation of the results of interim periods as required by accounting principles generally
accepted in the United States. These adjustments consist primarily of normal recurring accruals and estimates that
impact the carrying value of assets and liabilities. Actual results may materially differ from these estimates. The
consolidated financial statements should be read in conjunction with the Company’s audited consolidated financial
statements for the year ended December 31, 2013, which are included in the Company’s S-1/A Registration Statement
filed with the SEC on June 13, 2014. The December 31, 2013 balance sheet is derived from the Company’s audited
consolidated financial statements.

12
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Signal Genetics, Inc. and Subsidiaries
Notes to Unaudited Consolidated Financial Statements

2. Summary of Significant Accounting Policies

Use of Estimates — The accompanying consolidated financial statements have been prepared in accordance with
accounting principles generally accepted in the United States (“GAAP”). The preparation of financial statements in
conformity with GAAP requires management to make judgments, assumptions and estimates that affect the amounts
reported in the Company’s consolidated financial statements and accompanying notes. Significant estimates in the
consolidated financial statements have been made for revenue and depreciation of property and equipment. Actual
results could differ materially from those estimates.

Accounts Receivable and Allowance for Doubtful Accounts — The Company records accounts receivable net of an
allowance for doubtful accounts. The Company estimates an allowance for doubtful accounts based on the aging of
the accounts receivable and the historical collection experience since the Company’s inception for each type of payor.
The Company has not had any bad debts from any of its contracted or noncontracted insurance
companies. Accordingly, there is no allowance for doubtful accounts recorded as of June 30, 2014 and December 31,
2013.

Inventory — Inventory, which consists entirely of materials and supplies, is valued at the lower of cost or market using
the first-in, first-out (“FIFO”) method.

Property and Equipment — Property and equipment is carried at cost. Expenditures for major additions and betterments
are capitalized. Maintenance and repairs are charged to operations as incurred. Depreciation and amortization are
calculated using the straight-line method over the estimated useful lives of the assets, which range from three to ten
years. Upon sale or retirement of property and equipment, the related cost and accumulated depreciation are removed
from the accounts and any gain or loss is reflected in operations.

Long Lived Assets — The Company reviews long-lived assets, consisting of property and equipment, for impairment
whenever events or changes in circumstances indicate that the carrying value of an asset may not be recoverable based
on undiscounted cash flows. If long-lived assets are impaired, an impairment loss is recognized and is measured as the
amount by which the carrying value exceeds the estimated fair value of the assets. No impairment charges were
recorded during the six months ended June 30, 2014 and 2013.

Revenue Recognition — Revenues that are derived from testing services are recognized in accordance with the Financial
Accounting Standards Board Accounting Standards Codification (“FASB ASC”) 605, Revenue Recognition, which
requires that four basic criteria be met before revenue can be recognized: (1) persuasive evidence that an arrangement
exists; (2) delivery has occurred and title and the risks and rewards of ownership have been transferred to the client or
services have been rendered; (3) the price is fixed or determinable; and (4) collectability is reasonably assured. The
Company records revenues when the tests have confirmed results which are evidence that the services have been
performed.

Revenues are recorded on an accrual basis when the contractual obligations are completed as a set of assays is
processed through our laboratory and test results are delivered to ordering physicians. Revenues are billed to various
payors, including Medicare, contracted insurance companies, directly billed customers (UAMS, pharmaceutical
companies, reference laboratories and hospitals) and non-contracted insurance companies. The Company reports
revenues from Medicare, contracted insurance companies and directly billed customers based on the contractual rate.
The contractual rate is based on established agreed upon rates between the Company and the respective payor and is
the price invoiced by the Company. The Company reports revenues from non-contracted insurance companies based
on the amount expected to be collected which is based on the historical collection experience of each payor or payor

13
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group, as appropriate. The difference between the amount billed and the amount estimated to be collected from
non-contracted insurance companies is recorded as a contractual allowance at the same time the revenue is recognized,
to arrive at reported net revenue. The Company does not record revenue from individuals for billings, deductibles or
co-pays until cash is collected; as collectability is not assured at the time services are provided, therefore there are no
accounts receivable from self-payors. Gross revenues from individuals have been immaterial. The Company’s
estimates of net revenue for non-contracted insurance companies are subject to change based on the contractual status
and payment policies of the third-party payors with whom we deal. The Company regularly refines its estimates in
order to make its estimated revenue as accurate as possible based on its most recent collection experience with each
third-party payor. The Company regularly reviews its historical collection experience for non-contracted payors and
adjusts our expected revenues for current and subsequent periods accordingly.

14
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Signal Genetics, Inc. and Subsidiaries
Notes to Unaudited Consolidated Financial Statements

2. Summary of Significant Accounting Policies - (continued)

The table below shows the adjustments made to gross revenues to arrive at net revenues, the amount reported on our
statements of operations:

Three Months Six Months
June 30, June 30, June 30, June 30,
2014 2013 2014 2013
Gross revenues $1,525,443 $ 1,238,985 $2,864,206 $ 2,523,281
Less: Allowances 251,872 136,081 499,712 280,989
Net revenues $1,273,571 $ 1,102,904 $2,364,494 $ 2,242,292

Contractual allowances recorded during both the three and six months ended June 30, 2014 and 2013 represented
approximately 17% and 11%, respectively, of gross revenues. The increase in the percentage was primarily due to the
decreased revenues to direct-billed customers, which decreased to approximately 62% of gross revenues during the
three months ended June 30, 2014 from approximately 74% of gross revenues during the three months ended June 30,
2013 and decreased to approximately 60% during the six months ended June 30, 2014 from approximately 72% of
gross revenues during the six months ended June 30, 2013.

Income Taxes — Prior to the Corporate Conversion, the Company was a limited liability company, which is not a tax
paying entity at the corporate level. Each member was instead individually responsible for such member’s share of the
Company’s income or loss for income tax reporting purposes. Net operating losses incurred by the Company through
the date of the Corporate Conversion have been, or will be, used by the members to offset gains on other interests and
are therefore not able to be carried forward to the Company.

Effective as of the Corporate Conversion, the Company accounts for income taxes in accordance with FASB ASC
740, Income Taxes. Deferred tax assets and liabilities are recorded for the expected future tax consequences of events
that have been included in the consolidated financial statements or income tax returns. Deferred taxes are determined
on the basis of the differences between the carrying amount of assets and liabilities for financial statement and income
tax purposes at enacted rates in effect for the years in which the differences are expected to reverse. Valuation
allowances are established, when necessary, to reduce deferred tax assets to the amounts expected to be realized.

Applicable accounting guidance requires that a position taken or expected to be taken in a tax return be recognized in
the financial statements when it is more likely than not that the position would be sustained upon examination by tax
authorities. A recognized tax position is then measured at the largest amount of benefit that is greater than 50% likely
of being realized upon ultimate settlement. Accounting provisions also require that a change in judgment that results
in subsequent recognition, derecognition, or change in a measurement of a tax position taken in a prior annual period
(including any related interest and penalties) be recognized as a discrete item in the period in which the change occurs.
The Company regularly evaluates the likelihood of recognizing the benefit for income tax positions taken in various
federal and state filings by considering all relevant facts, circumstances, and information available.

The Company classifies any interest and penalties related to unrecognized tax benefits as a component of income tax
expense.

Equity Incentive Compensation — The Company accounts for equity incentive compensation in accordance with FASB
ASC 718, Stock Compensation. Equity incentive compensation expense for all equity-based compensation awards

15
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granted is based on the grant-date fair value estimated in accordance with the provisions of ASC 718. The Company
recognizes compensation expense in an amount equal to the estimated grant date fair value of each stock award over
the estimated period of service and vesting.

Fair Value of Financial Instruments — The Company’s management believes the carrying amounts of cash, accounts
receivable and accounts payable approximate fair value due to their short-term maturity. The fair value of the note
payable — related party cannot be reasonably estimated as a result of the related party arrangement. The present value of
the note payable at June 30, 2014 and December 31, 2013 was approximately $11,000 and $42,000, respectively.

16
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Signal Genetics LLC and Subsidiaries
Notes to Unaudited Consolidated Financial Statements

2. Summary of Significant Accounting Policies - (continued)

Supplemental Disclosures of Cash Flow Information and of Non-Cash Financing Transactions — During the six months
ended June 30, 2014 and 2013, the Company paid approximately $9,000 and $1,197,000, respectively, in interest. Of
the total paid in 2013, $1,182,000 was paid to related parties (see Note 6). In addition, during the six months ended
June 30, 2014, the Company converted $27,326,287 of the note payable — related party into equity. Additionally,
approximately $1,124,000 of deferred issuance costs were converted into equity and at June 30, 2014, there are
remaining issuance costs of approximately $469,000 included in accounts payable and accrued expenses.

Concentration of Credit Risk, Major Customers and Suppliers — Cash is maintained at one financial institution and, at
times, balances may exceed federally insured limits. The Company has never experienced any losses related to these
balances.

During the three and six months ended June 30, 2014 and 2013, the Company had one major customer, UAMS.
Revenue sourced either from or through UAMS accounted for approximately 83% and 85% of net revenue for the
three months ended June 30, 2014 and 2013, respectively, and 81% and 83% of net revenue for the six months ended
June 30, 2014 and 2013, respectively. Accounts receivable sourced either from or through UAMS at June 30, 2014
and December 31, 2013 accounted for approximately 65% and 62%, respectively.

Inventory used in the Company’s testing process is procured from one supplier. Any supply interruption or an increase
in demand beyond the suppliers’ capabilities could have an adverse impact on the Company’s business. Management
believes it could identify alternative suppliers, if necessary, but it is possible such suppliers may not be identified in a
timely manner to avoid an adverse impact on its business.

Recent Accounting Pronouncements — Other than as disclosed below, we have reviewed all recently issued standards
and have determined they will not have a material impact on our consolidated financial statements or do not apply to
our operations.

In May 2014, the FASB issued Accounting Standards Update (“ASU”) No. 2014-09 Revenue from Contracts with
Customers which outlines a single comprehensive model for entities to use in accounting for revenue from contracts
with customers and supersedes most current revenue recognition guidance in FASB ASC 605, Revenue Recognition,
including industry-specific guidance. The ASU is based on the principle that an entity should recognize revenue to
depict the transfer of goods or services to customers in an amount that reflects the consideration to which the entity
expects to be entitled in exchange for those goods or services. The ASU also requires additional disclosure about the
nature, amount, timing and uncertainty of revenue and cash flows arising from customer contracts, including
significant judgments and changes in judgments and assets recognized from costs incurred to fulfill a contract. The
ASU becomes effective for annual reporting periods beginning after December 15, 2016, including interim periods
within that reporting period; early adoption is not permitted. Entities have the option of using either a full
retrospective or a modified retrospective approach for the adoption of the new standard. The Company is currently
assessing the impact that this standard will have on its consolidated financial statements.

Future Accounting Pronouncements — Section 107 of the Jumpstart Our Business Startups Act of 2012 (JOBS Act)
provides that an emerging growth company, such as our company, may take advantage of an extended transition
period for complying with new or revised accounting standards. Thus, an emerging growth company may delay the
adoption of certain accounting standards until those standards would otherwise apply to private companies. Although
to date, the Company has not taken advantage of this delay, the Company has elected to avail itself of the extended
transition period for adopting new or revised accounting standards in the future. As a result of this election, our
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consolidated financial statements may not be comparable to companies that comply with public company effective
dates.

10
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Signal Genetics LLC and Subsidiaries
Notes to Unaudited Consolidated Financial Statements

3. Property and Equipment

Property and equipment at June 30, 2014 and December 31, 2013, consists of the following:

June 30, December 31,

2014 2013
(Unaudited)
Computer and lab equipment $1,324,359 $ 1,320,091
Furniture and fixtures 12,550 12,550
Leasehold improvements 6,439 6,439
1,343,348 1,339,080
Less: Accumulated depreciation and amortization 483,342 411,054

$ 860,006 $ 928,026
Depreciation and amortization expense for the three months ended June 30, 2014 and 2013 was approximately
$36,000 and $38,000, respectively. Depreciation and amortization expense for the six months ended June 30, 2014
and 2013 was approximately $72,000 and $75,000, respectively.

4. Accounts Payable and Accrued Expenses

Accounts payable and accrued expenses at June 30, 2014 and December 31, 2013, consists of the following:

December
June 30, 31,
2014 2013
(Unaudited)

Accounts payable $167,738 $ —
Salaries and related taxes 16,748 76,409
Current portion of lease termination/abandonment payable 368,141 319,454
Legal fees - 48,415
Deferred issuance costs 468,611 154,596
Other 60,466 90,842

$1,081,704 $ 689,716
5. Notes Payable

Note Payable — The Company has acquired certain property and equipment through the issuance of a note payable
totaling approximately $182,000. The note is payable in thirty-six monthly installments of $5,320 through August
2014. The present value of the note payable at June 30, 2014 and December 31, 2013 was approximately $11,000 and
$42,000, respectively. The effective interest rate of the note during 2014 and 2013 was 3.4%. The Company has
collateralized the notes with the related equipment, which had a net book value of approximately $285,000 and
$305,000 at June 30, 2014 and December 31, 2013, respectively, and is included in computer and lab equipment (see
Note 3).

19
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Note Payable — Related Party — During the six months ended June 30, 2014 and 2013, the Company’s then majority
member, through various entities controlled by such member, loaned the net amount of approximately $795,000 and
$849,000, respectively, to the Company to support its operations. Prior to the Debt Conversion (described below), the
note bore interest at 8% compounded quarterly and was due on demand and were collateralized by substantially all
assets of the Company. Interest expense related to the note for the three months ended June 30, 2014 and 2013 was
approximately $476,000 and $474,000, respectively. Interest expense related to the note for the six months ended
June 30, 2014 and 2013 was approximately $1,008,000 and $924,000, respectively. Prior to the Debt Conversion,
interest was accrued and included in the note payable — related party reflected on the accompanying consolidated
balance sheets. During the six months ended June 30, 2013, the majority member loaned the Company approximately
$10,366,000, which was used to repay interest of approximately $1,166,000 and principal of $9,200,000 owed to
certain entities controlled by such member who had loaned monies to the Company under the note.
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Signal Genetics, Inc. and Subsidiaries
Notes to Unaudited Consolidated Financial Statements

5. Notes Payable — (continued)

Pursuant to the terms of an Exchange Agreement, and prior to the Corporate Conversion, $27,326,287 of the note
payable as of June 17, 2014 was exchanged for 2,732,629 Class C units of Signal Genetics LLC and recorded to
members’ equity. The remaining $1,000,000 as of that date, along with an additional $45,000, which were advanced to
pay for certain offering expenses was reclassified to amounts due to a related party on the consolidated balance sheet
and is non-interest bearing and due on demand.

6. Stockholders’ Equity/Members’ Interests

Distributions — Distributions of $90,000 and $180,000 during the three and six months ended June 30, 2013,
respectively, were made to a member of Myeloma Health LLC, a subsidiary of the Company. The distribution was
covered by a dividend made by the Company to Myeloma Health LLC.

Corporate Conversion — Immediately prior to the Corporate Conversion, Signal Genetics LLC had issued and
outstanding 72,500 Class A units and 41,088 Class B units (23,328 of which were unvested). As described in Note 5,
in connection with the Debt Conversion, the note payable - related party as of June 17, 2014 was exchanged for
2,732,629 Class C units of the Company. On June 17, 2014, the outstanding Class A and Class C units of Signal
Genetics LLC were converted into 200,000 shares and 2,732,629 shares, respectively, for an aggregate of 2,932,629
shares of common stock at $10.00 per share. All outstanding Class B units, which consisted of equity incentive units,
were cancelled.

On June 23, 2014, the Company completed its IPO of shares of its common stock and issued 850,000 shares in the
offering at $10.00 per share. The Company received net proceeds from the offering of approximately $6,144,000
(after the payment of underwriter commissions and offering expenses).

Restricted Stock Awards — Effective with the IPO, the Company adopted the 2014 Stock Incentive Plan (the “Plan”) to
promote long-term growth and profitability by (i) providing key people with incentives to improve stockholder value

and to contribute to the Company’s growth and financial success through their future services and (ii) enabling the
Company to attract, retain and reward the best-available personnel. Under the Plan, the Company may issue awards

for up to 1,245,399 shares of its common stock. Awards may be made in the form of incentive or non-statutory stock
options, stock appreciation rights, restricted or unrestricted stock awards, restricted stock units, performance awards,

or other stock-based awards. No awards may be granted after June 16, 2024.

In connection with the IPO, the Company issued restricted stock unit awards for an aggregate of 831,593 shares of its
common stock to certain employees of the Company with the following terms:

eRestricted stock unit award for 745,511 shares issued to the Company’s Chief Executive Officer — 33.3% vested upon
the date of grant but will not be issued until January 1, 2015 and 16.67% will vest and be issued on each of January
1, 2015, and the twelve-month, eighteen-month and twenty-four-month anniversary of the date of grant.

eRestricted stock unit award for 48,442 shares issued to the Company’s Vice President of Research and Operations —
29,356 vested upon the date of grant but will not be issued until January 1, 2015 with the balance of 19,086 to vest
in nineteen monthly installments beginning with the month in which the date of grant occurs on the last day of each
calendar month. Issuance dates for the monthly installments will be on the first day of January and July of each
calendar year.
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eRestricted stock unit award for 37,640 shares issued to a consultant and company founder — 25% will vest and be
issued upon the first anniversary of the grant date and the remaining will vest in thirty-six monthly installments
beginning with the month of the first anniversary on the last day of each calendar month. Issuance dates for the
monthly installments will be on the first day of January and July of each calendar year.

The Company has recorded stock compensation expense for the above restricted stock unit awards based upon the fair
value of the awards on the date of grant. Stock compensation expense for the three and six months ended June 30,
2014 was approximately $2,875,000.

Net Loss Per Share — The Company calculates net loss per share in accordance with FASB ASC 260, Earnings Per
Share. Basic net loss per share is computed by dividing the net loss for the period by the weighted average number of
shares of common stock outstanding for the period. Diluted net loss per share is computed by dividing the net loss by
the weighted average number of shares of common stock and dilutive common stock equivalents then
outstanding. Common stock equivalents consist of restricted stock unit awards.
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Signal Genetics, Inc. and Subsidiaries
Notes to Unaudited Consolidated Financial Statements

6. Stockholders’ Equity/Members’ Interests — (continued)

For all periods presented, the Company has adjusted the number of shares outstanding to reflect the Debt and
Corporate Conversions completed on June 17, 2014 (see Notes 1 and 5) as if they occurred as of the beginning of the
respective period. At June 30, 2014, 278,865 vested restricted stock units and 552,728 unvested restricted stock units
were excluded from basic and diluted net loss per share due to the net loss incurred during the respective periods. At
June 30, 2013, previously issued equity incentive units were also excluded due to the net loss incurred during the
respective periods.

7. Commitments and Contingencies

Operating Leases — During March 2014, the Company renewed its laboratory and office facility operating lease for
another annual period through March 2015. Monthly rent expense is approximately $6,300.

Lease Termination/Abandonment — During the year ended December 31, 2012, the Company recorded approximately
$932,000 in costs associated with an operating lease (resulting from its abandonment of the related property and its
unsuccessful attempts to sublease the lease), which amount represented the then present value of the remaining
payments due under the lease. In calculating such liability, the Company took into account a termination clause in the
lease pursuant to which it could terminate the lease after August 2015 and the lack of any sublease income, due to the
Company’s inability as of such date to sublet such space.

During March 2014, the Company entered into a termination agreement with the landlord related to the operating
lease. As an inducement for the landlord to agree to the termination of the lease, the Company agreed to pay a
termination fee of approximately $565,000 in monthly installments of $31,400 until the fee is paid in full (August
2015). The Company has recorded the present value of the remaining payments as per the termination agreement,
which due to changes in estimates resulted in an additional charge of approximately $46,000 to expense during the six
months ended June 30, 2014, which is included in general and administrative expenses on the accompanying
unaudited consolidated statements of operations. At June 30, 2014 and December 31, 2013, the total liability was
approximately $431,000 and $579,000, respectively.

Letters of Credit — At June 30, 2014, the Company was contingently liable for a standby letter of credit issued by a
commercial bank for $50,000, for security on a lease. The Company has approximately $50,000 in a restricted cash
account that is held as cash collateral for the letter of credit.

Litigation — The Company is, from time to time, involved in legal proceedings, regulatory actions, claims and litigation
arising in the ordinary course of business. Currently, the Company is not a defendant in any lawsuits.

8. Subsequent Events

On July 21, 2014, the Company’s Chief Financial Officer submitted his resignation, effective August 4, 2014, and the
Company's Board of Directors appointed a new Chief Financial Officer, effective August 4, 2014. In connection with
this appointment, the Company entered into a new employment agreement which provides for an annual base salary
and potential bonus and certain change of control, termination and severance clauses that require the Company to
make payments if certain events occur as defined in the agreement.
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During July and August 2014, the Company granted 108,500 restricted stock unit awards and 101,000 stock options to
employees and members of the board of directors.
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

The following discussion and analysis should be read together with our consolidated financial statements and the
related notes appearing elsewhere in this Quarterly Report on Form 10-Q. This discussion contains forward-looking
statements reflecting our current expectations that involve risks and uncertainties. See ‘“Forward-Looking Statements”
for a discussion of the uncertainties, risks and assumptions associated with these statements. Actual results and the
timing of events could differ materially from those discussed in our forward-looking statements as a result of many
factors, including those set forth under “Risk Factors” and elsewhere in this Quarterly Report on Form 10-Q.

Overview

We are a commercial stage, molecular diagnostic company focused on providing innovative diagnostic services that
help physicians make better-informed decisions concerning the care of their patients suffering from cancer. Our
mission is to develop, validate and deliver innovative diagnostic services that enable better patient-care decisions.

We were founded in January 2010 and became the exclusive licensee in our licensed field to the renowned research on
multiple myeloma (“MM”) performed at the University of Arkansas for Medical Sciences (“UAMS”) in April 2010. Our
flagship service offering is the Myeloma Prognostic Risk Signature (“MyPRS®”) test. The MyPRS® test is a
microarray-based gene expression profile (“GEP”) assay that tests for the presence of specific groups of genes that can
predict low or high level risk of early relapse in patients suffering from MM. The information provided by the
MyPRS® test aids physicians in selecting the optimal treatment regime for each patient’s unique MM condition. To
our knowledge, we are the only company marketing a GEP test for assessing the status of MM in the United States.

Our growth strategy includes the following key elements:

eExpand the U.S. market penetration of our MyPRS® test by increasing the geographic coverage of our sales force
which currently consists of one employee.
® Broaden the base of health care insurance companies that have approved reimbursements for MyPRS®.
eExpand the diagnostic indications for MyPRS® to include asymptomatic monoclonal gammopathies (“AMG”), the
precursor condition to MM.
o Establish partnerships with other reference laboratories to expand the market reach for MyPRS®.
ePursue collaborations with pharmaceutical companies who focus on developing therapies to treat MM and its
precursor disease.
e  Expand our information technology infrastructure to further improve our customer service experience.

o Continue to leverage our relationship with UAMS via our exclusive license agreement.
¢ Expand our test offering with the addition of conventional tests used by physicians who care for MM patients.
. Pursue additional collaborations and in-licensing to expand our service offering.

¢ Continue to reduce the costs associated with the development, manufacture and interpretation of our proprietary
genomic tests and services.

Our revenue is derived primarily from our laboratory testing services, and in particular from our MyPRS® testing
services. We derive a significant portion of our revenues from payments or reimbursements received from various
payors, including Medicare, contracted insurance companies, directly billed customers (UAMS, pharmaceutical
companies, reference laboratories and hospitals) and non-contracted insurance companies.

We believe a key challenge to achieving our growth strategy will be our ability to become contracted with additional
payors beyond Medicare and Arkansas Blue Cross Blue Shield. In order to broaden our coverage policy approval to
include a majority of the major health care insurance providers in the United States, we plan to hire experienced
managed care professionals who can assist us with gaining contractual agreements with third-party payors.
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Other challenges to our growth strategy include: (1) the acceptance of our tests by the oncology community. For
example, if medical oncologists do not adopt the use of MyPRS® to evaluate the risk of developing MM in patients
with AMG, our growth strategy could be adversely affected; (2) if other tests that more accurately predict the severity
of MM, the risk of progression of AMG to MM or the likelihood of response to therapy, are developed, physicians
could stop ordering MyPRS®, adversely affecting our ability to generate revenue; and (3) payors, including our
currently contracted payors, could reduce payment for MyPRS®.

Current Events

On June 17, 2014, we completed a corporate conversion and Signal Genetics LLC converted from a Delaware limited
liability company to a Delaware corporation (the “Corporate Conversion”). Immediately prior to the Corporate
Conversion pursuant to the terms of an Exchange Agreement, $27,326,287 of a note payable — related party was
converted into 2,732,629 Class C units (the “Debt Conversion”). In connection with the Corporate Conversion, all
outstanding Class A and C units of Signal Genetics LLC were converted into an aggregate of 2,932,629 shares of
common stock of the Company, the members of Signal Genetics LLC became stockholders of the Company and the
Company succeeded to the business of Signal Genetics LLC and its consolidated subsidiaries.
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On June 23, 2014, we completed the initial public offering (“IPO”) of shares of our common stock. We issued 850,000
shares in the offering and received net proceeds from the offering of approximately $6,144,000 (after the payment of
underwriter commissions and offering expenses).

Results of Operations
Three Months Ended June 30, 2014 Compared to Three Months Ended June 30, 2013
Revenue

Revenue was $1,273,571 for the three months ended June 30, 2014, an increase of $170,667, or 15.5%, compared to
$1,102,904 for the same period in 2013. The increase in revenue was due to a combination of the following factors:

e A $112,343 increase in revenue sourced either from or through our major customer, UAMS. Despite a 4% decrease
in tests performed during the three months ended June 30, 2014 as compared to the same period in 2013 (899 tests
performed in 2014 versus 936 tests performed in 2013), the average sales price per test increased by $166.34, or
17%, primarily due to the mix in both the type of test being performed (research versus clinical) and the type of
payor category.

e A $58,324 increase in revenue sourced from non-UAMS customers. Despite a 27% decrease in revenue from
pharmaceutical companies due to the completion of a clinical study in 2013 ($5,512 decrease), revenue from other
hospitals outside of UAMS increased by 45% (a $63,836 increase). The increase in revenues resulted from a 39%
increase in the number of tests performed during the three months ended June 30, 2014 as compared to the same
period in 2013 (114 tests performed in 2014 versus 82 tests performed in 2013). The increase in volume was
slightly offset by a decrease of 4 tests for pharmaceutical companies due to the completion of the clinical study in
2013. Additionally, we experienced a decrease in average selling price per test of $42.99, or 2%. The decrease in
average sales price was primarily due to the completion of the clinical study in 2013 which had a higher average
selling price per test.

Cost of revenue

Cost of revenue was $675,731 (53% of revenues) for the three months ended June 30, 2014, an increase of $72,677, or
12.1%, compared to $603,054 (55% of revenues) for the same period in 2013. The primary reason for the increase in
dollars is due to 1) approximately $98,000 in increased material and supply costs primarily due to increases in costs
from our suppliers and increases in usage of certain materials offset by 2) approximately $21,000 in decreased
personnel cost.

Selling and marketing expenses

Selling and marketing expenses were $73,754 for the three months ended June 30, 2014, an increase of $6,701, or
10.0%, compared to $67,053 for the same period in 2013. The primary reason for the increase in selling and marketing
expenses was due to the increased revenues during the 2014 period resulting in increased commission expense. We
plan to expand our sales force and marketing expenditures now that we have completed the IPO.

Stock Compensation

Stock compensation expense was $2,874,740 for the three months ended June 30, 2014, compared to no expense for
the same period in 2013. Stock compensation expense in 2014 relates to the restricted stock unit awards that were
granted to three individuals in connection with the IPO and primarily relates to the portion of those awards that were

immediately vested.
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General and administrative expenses

General and administrative expenses were $451,711 for the three months ended June 30, 2014, a decrease of $18,639,
or 4.0%, compared to $470,350 for the same period in 2013. The primary reason for the decrease was due to decreased
legal costs primarily related to a tortious interference case that was initiated in 2012 and eventually settled in August
2013.
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Research and development expenses

Research and development expenses were $9,023 for the three months ended June 30, 2014, a decrease of $13,797, or
60.5%, compared to $22,820 for the same period in 2013. The primary reason for the decrease in research and
development expenses was due to the abandonment of certain research projects that were deemed to no longer be
viable.

In the future, we expect research and development expenses to increase as we work to develop additional diagnostic
tests and add indications to our MyPRS® test. We cannot estimate the amounts we will need to invest in order to
achieve the new indications or new tests, nor do we know if we will be successful in these endeavors.

Interest expense

Interest expense was $477,561 for the three months ended June 30, 2014, compared to $479,318 for the same period
in 2013. The decrease was due to the Debt Conversion that occurred on June 17, 2014. We expect that interest
expense going forward will decrease significantly.

Net loss attributable to stockholders

For the foregoing reasons, we had a net loss attributable to stockholders of Signal Genetics, Inc. of $(3,288,949) for
the three months ended June 30, 2014 compared to a net loss attributable to stockholders of Signal Genetics, Inc. of
$(629,691) for the three months ended June 30, 2013.

Six Months Ended June 30, 2014 Compared to Six Months Ended June 30, 2013
Revenue

Revenue was $2,364,494 for the six months ended June 30, 2014, an increase of $122,202, or 5.4% compared to
$2,242,292 for the same period in 2013. The increase in revenue was due to a combination of the following factors:

® A $44,122 increase in revenue sourced either from or through our major customer, UAMS. Despite an 11%
decrease in tests performed during the six months ended June 30, 2014 as compared to the same period in 2013
(1,640 tests performed in 2014 versus 1,846 tests performed in 2013), the average sales price per test increased by
$154.20, or 15% primarily due to the mix in both the type of test being performed (research versus clinical) and the
type of payor category.

e A $78,080 increase in revenue sourced from non-UAMS customers. Despite a 52% decrease in revenue from
pharmaceutical companies due to the completion of a clinical study in 2013 ($37,825 decrease), revenue from other
hospitals outside of UAMS increased by 39% (a $115,905 increase). The increase in revenues resulted from a 30%
increase in the number of tests performed during the six months ended June 30, 2014 as compared to the same
period in 2013 (239 tests performed in 2014 versus 184 tests performed in 2013). The increase in volume was
slightly offset by a decrease of 17 tests for pharmaceutical companies due to the completion of the clinical study in
2013. Additionally, we experienced a decrease in average selling price per test of $138.00, or 7%. The decrease in
average sales price was primarily due to the completion of the clinical study in 2013 which had a higher average
selling price per test.

Cost of revenue

Cost of revenue was $1,339,245 (57% of revenues) for the six months ended June 30, 2014, an increase of $67,224, or
5.3%, compared to $1,272,021 (57% of revenues) for the same period in 2013. The increase in dollars was primarily
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due to 1) approximately $108,000 in increased material and supply costs primarily due to increases in costs from our
suppliers and increases in usage of certain materials offset by 2) approximately $55,000 in decreased personnel cost.

Selling and marketing expenses
Selling and marketing expenses were $146,824 for the six months ended June 30, 2014, a decrease of $6,329, or 4.1%,
compared to $153,153 in the same period in 2013. The primary reason for the decrease in selling and marketing

expenses was due to reduction of our sales staff. We plan to expand our sales force and marketing expenditures now
that we have completed the IPO.
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Stock Compensation

Stock compensation expense was $2,874,740 for the six months ended June 30, 2014, compared to no expense for the
same period in 2013. Stock compensation in 2014 relates to the restricted stock unit awards that were granted to three
individuals in connection with the IPO and primarily relates to the portion of the awards that were immediately vested.

General and administrative expenses

General and administrative expenses were $964,036 for the six months ended June 30, 2014, an increase of $75,856,
or 8.5%, compared to $888,180 for the same period in 2013. The primary reason for the increase was due to an
additional charge of $46,000, which resulted from a change in estimate related to the termination agreement signed
with the landlord of a previously abandoned lease, $50,000 of additional consulting fees and $17,000 in increased
insurance expense related to our IPO, offset by $48,000 of decreased legal costs primarily related to a tortious
interference case which was initiated in 2012 and eventually settled in August 2013.

Research and development expenses

Research and development expenses were $17,730 for the six months ended June 30, 2014, a decrease of $50,833, or
74.1%, compared to $68,563 in the same period in 2013. The primary reason for the decrease in research and
development expenses was due to the abandonment of certain research projects that were deemed to not be viable.

In the future, we expect research and development expenses to increase as we work to develop additional diagnostic
tests and add indications to our MyPRS® test. We cannot estimate the amounts we will need to invest in order to
achieve the new indications or new tests, nor do we know if we will be successful in these endeavors.

Interest expense

Interest expense was $1,016,647 for the six months ended June 30, 2014, compared to $937,222 for the same period in
2013. The primary reason for the increase was due to increased borrowings on our note payable to the related
party. Due to the Debt Conversion that occurred on June 17, 2014, we expect that interest expense going forward will
decrease significantly.

Net loss attributable to stockholders

For the foregoing reasons, we had a net loss attributable to stockholders of Signal Genetics, Inc. of $(3,994,728) for
the six months ended June 30, 2014 compared to a net loss attributable to stockholders of Signal Genetics, Inc. of
$(1,256,847) for the six months ended June 30, 2013.

Liquidity and Capital Resources

We had cash of $7,696,325 at June 30, 2014 compared to $209,348 at December 31, 2013, and total current liabilities
of $2,137,301 at June 30, 2014 compared to $27,300,316 at December 31, 2013. As of June 30, 2014, we had working
capital of approximately $7,631,000.

Prior to our IPO, our principal sources of cash were primarily borrowings on our note payable to the related party. We
received net proceeds of approximately $6,144,000 from the IPO (after the payment of underwriter commissions and

offering expenses). We expect that as our revenues grow, our operating expenses will grow and, as a result, we will
need to generate significant additional net revenues to achieve profitability.

The Company has no material commitments for capital expenditures at this time.
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At June 30, 2014, following the Debt Conversion, the Corporation Conversion and the IPO, the Company had positive

working capital and stockholders’ equity. Although we are forecasting continued losses and negative cash flows as we
fund our selling and marketing activities and research and development programs, we believe that we have enough

cash on hand to support operations at least through August 2015. Going forward, as we continue our selling and

marketing activities and research and development programs, we may seek additional financing and/or strategic

investments. However, there can be no assurance that any additional financing or strategic investments will be

available on acceptable terms, if at all. If events or circumstances occur such that we do not obtain additional funding,

we will most likely be required to reduce our plans and/or certain discretionary spending, which could have a material

adverse effect on our ability to achieve our intended business objectives.
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Operating activities

The following table sets forth our net cash used in operations for the periods indicated:

Six Months Ended
June 30,

2014 2013
Net loss $(3,994,728) $(1,076,847)
Non-cash adjustments 4,000,485 998,841
Changes in operating assets and liabilities (390,980 ) (342,190 )
Net cash used in operating activities of discontinued operations - (93,875 )
Net cash used in operations $(385,223 ) $(514,071 )

We used $385,223 of net cash in operating activities in the six months ended June 30, 2014. Non-cash adjustments
primarily reflect stock compensation of $2,874,740 and non-cash accrued interest on the note to the related party of
$1,007,733. Changes in operating assets and liabilities primarily reflect a decrease in inventory of $163,501, offset by
increases in accounts receivable of $365,395 and a decrease in lease termination/abandonment payable of $242,542.
The increase in inventory was primarily due to timing of the receipt of supplies. The increase in accounts receivable
was due to increased revenues in 2014 from our non-contracted customers, who have historically taken longer to pay.
Our days sales outstanding (“DSO”) for the six months ended June 30, 2014 also increased to 94 days from 89 days for
the year ended December 31, 2013, due to the increased revenues from non-contracted customers. We do not know if
collections will remain at these levels. Moreover, future collections may depend upon our ability to obtain in-network
contracts with additional insurance providers. The decrease in the lease termination/abandonment payable was due to
payments made on the now terminated lease.

We used $514,071 of net cash in operating activities in the six months ended June 30, 2013. Non-cash adjustments
primarily reflect non-cash accrued interest on the note to the related party of $923,898. Changes in operating assets
and liabilities primarily reflect decreases in accounts receivable and inventory of $65,658 and $78,440, respectively,
offset by decreases in accounts payable and other accrued expenses and the lease termination/abandonment payable of
$298,669 and $157,988, respectively. The primary reason for the decrease in accounts receivable was due to an
improvement in our internal billing processes and the collection rate from third party providers. Our DSO for the six
months ended June 30, 2013 was 94 days. The decrease in inventory was primarily due to a combination of timing of
purchases combined with a decrease in material costs due to re-negotiations with a key supplier. The decreases in
accounts payable and other accrued expenses were primarily due to payments and reductions in fees for legal and
consulting services. The decrease in the lease termination/abandonment payable was due to payments made on the
now terminated lease. The net cash used in operating activities of discontinued operations was primarily due to
payments made for remaining liabilities of one of our subsidiaries.

Investing activities

We had $4,287 of net cash used in investing activities in the six months ended June 30, 2014 due primarily to
purchases of property and equipment.

We had $10,498 of net cash provided by investing activities in the six months ended June 30, 2013 due primarily to
decreases in security deposits.

As of this time, we plan to focus on our growth strategies and do not plan to use a material amount of the net proceeds
for investing activities.

Financing activities
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We generated $7,876,487 of net cash from financing activities during the six months ended June 30, 2014, primarily
due to proceeds of $8,500,000 received from the TPO and $795,000 received from our note payable - related party,
offset by $1,387,064 paid for deferred issuance costs.

We generated $638,099 of net cash from financing activities during the six months ended June 30, 2013, primarily due
to the net proceeds of $848,544 from our note payable - related party, offset by distributions of $180,000.

18

34



Edgar Filing: SIGNAL GENETICS, INC. - Form 10-Q

Description of Indebtedness

Prior to the IPO, we historically borrowed money from our majority stockholder and various entities owned by him to
support our operations. The majority of these borrowed amounts were converted into equity as part of the Debt
Conversion, which occurred prior to the Corporate Conversion. As of June 30, 2014, the aggregate amount payable
was $1,045,000, which amount is non-interest bearing and due on demand.

In addition, we acquired certain property and equipment through the issuance of a note payable totaling approximately
$182,000 of which the balance at June 30, 2014 was approximately $11,000. The note is payable in thirty-six monthly
installments of $5,320 through August 2014. The effective interest rate of the note is 3.4%. The related equipment is
collateral for the note.

Related Party Transactions
See above for a description of our note payable to the related party.
Off-Balance Sheet Arrangements

As of each of June 30, 2014 and December 31, 2013, we were contingently liable for a standby letter of credit for
$50,000 issued as a security deposit on a lease. We have approximately $50,000 of cash in a restricted account that is
held as collateral for this letter of credit. Otherwise, we have no off-balance sheet arrangements.

Commitments and Contingencies

As of each of June 30, 2014 and December 31, 2013, other than our office and laboratory lease, employment
agreements with key executive officers, a license agreement with UAMS and a services agreement with a third party
to assist with collections from customers, we had no material commitments other than the liabilities reflected in our
consolidated financial statements.

Critical Accounting Policies and Estimates

The preparation of financial statements in conformity with U.S. generally accepted accounting principles requires the
use of estimates and assumptions that affect the reported amounts of assets and liabilities, revenues 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
consolidated financial statements require significant judgments and estimates. For additional information relating to
these and other accounting policies, see Note 2 to our audited consolidated financial statements, appearing in the final
prospectus filed with the SEC on June 19, 2014.

Revenue Recognition

We recognize revenue from testing services in accordance with the Financial Accounting Standards Board Accounting
Standards Codification, or FASB ASC, 605, Revenue Recognition, which requires that four basic criteria be met
before revenue can be recognized: (1) persuasive evidence that an arrangement exists; (2) delivery has occurred and
title and the risks and rewards of ownership have been transferred to the client or services have been rendered; (3) the
price is fixed or determinable; and (4) collectability is reasonably assured. The Company records revenues when

35



Edgar Filing: SIGNAL GENETICS, INC. - Form 10-Q

confirmed tests results are delivered to the ordering physicians which are evidence that the services have been
performed. Revenues are recorded on an accrual basis as the contractual obligations are completed and as a set of
assays is processed through our laboratory under a specified contractual protocol. Revenues are billed to various
payors, including Medicare, contracted insurance companies, directly billed customers (UAMS, pharmaceutical
companies, reference laboratories and hospitals) and non-contracted insurance companies. The Company reports
revenues from Medicare, contracted insurance companies and directly billed customers based on the contractual rate.
The contractual rate is based on established, agreed upon rates between the Company and the respective payor and is
the price invoiced by the Company. The Company reports revenues from non-contracted payors based on the amount
expected to be collected which is based on the historical collection experience of each payor or payor group, as
appropriate. The difference between the amount billed and the amount estimated to be collected from non-contracted
payors is recorded as a contractual allowance at the same time the revenue is recognized, to arrive at reported net
revenue. We do not record revenue from individuals for billings, deductibles or co-pays until cash is collected as
collectability is not assured at the time services are provided, therefore there are no accounts receivable from
self-payors. Gross revenues from individuals have been immaterial.
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Our estimates of net revenue for non-contracted insurance companies are subject to change based on the contractual
status and payment policies of the third-party payors with whom we deal. We regularly refine our estimates in order to
make our estimated revenue as accurate as possible based on our most recent collection experience with each
third-party payor. We regularly review our historical collection experience for non-contracted payors and adjust our
expected revenues for current and subsequent periods accordingly. During the year ended December 31, 2012, we did
not make any adjustments to our original revenue estimates for 2011, our first year of operations. During the year
ended December 31, 2013 we recorded a change in estimate related to non-contracted revenues recorded during 2012
of $57,000 which caused a decrease in overall net revenues in 2013. This represented 6% of total non-contracted
revenues during 2012 and 1% of our total net revenues for 2012. If we have a similar percentage reduction of 6% in
our estimated amount to be collected from non-contracted payors on the uncollected accounts receivable from
non-contracted payors at June 30, 2014 of $691,000, this could result in a $41,000 change in our financial position and
results of operations.

Accounts Receivable and Allowance for Doubtful Accounts

We record accounts receivable net of an allowance for doubtful accounts. We estimate an allowance for doubtful
accounts based on the aging of the accounts receivable and our historical collection experience for each type of payor.
We have not had any bad debts from any of our contracted customers or noncontracted insurance companies, therefore
there is no allowance for doubtful accounts recorded as of June 30, 2014 and December 31, 2013.

The following tables present our gross accounts receivable from customers outstanding by aging category reduced by
total contractual allowances to arrive at the net accounts receivable balance at June 30, 2014 and December 31, 2013.
Other than our direct bill customers, all of our receivables were pending approval by third-party payors as of the date
that the receivables were recorded:

June 30, 2014

0-30
Days 31-60 Days 61-90 Days  Over 90 Total
Medicare $24,348 $ 35,586 $ 14,983 $126,523 $201,440
Contracted insurance companies - 24,300 2,000 89,736 116,036
Direct bill 324,987 17,660 11,880 — 354,527
Non-contracted insurance companies 102,700 70,850 114,094 1,724,104 2,011,748
452,035 148,396 142,957 1,940,363 2,683,751
Less: Contractual allowances 59,053 36,208 64,977 1,164,108 1,324,346
Accounts receivable, net $392,982 $ 112,188 $ 77,980 $776,255 $1,359,405
December 31, 2013
0-30 Days 31-60 Days 61-90 Days  Over 90 Total
Medicare $ 20,602 $ 41204 $ 19,799 $ 86,876 $ 168,481
Contracted insurance companies 20,000 10,000 14,000 54,352 98,352
Direct bill 185,064 13,220 19,570 — 217,854
Non-contracted insurance companies 67,150 114,550 126,400 1,245,367 1,553,467
292,816 178,974 179,769 1,386,595 2,038,154
Less: Contractual allowances 35,952 70,426 73,886 863,880 1,044,144
Accounts receivable, net $256,864 $108,548 $105,883 $ 522,715 $ 994,010

The days sales outstanding for the six months ended June 30, 2014 and the year ended December 31, 2013 was 94 and
89 days, respectively. The increase in the number of days is primarily due to increased revenues from our
non-contracted insurance companies, which have historically taken longer to pay. The increase in the aging of our
non-contracted insurance companies is also the result of inefficiencies we discovered in 2013 in our communication
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processes with third-party payors, which related to revenues from non-contracted insurance companies during 2012
and early 2013. Once discovered, we corrected these inefficiencies and delivered a large quantity of requested
documents to our third-party payors, which we believe will result in our ability to fully collect on these revenues. In
addition, now that these processes have been improved, we do not anticipate this type of delay in our future
collections from third-party payors. Revenues from non-contracted insurance companies represented 18% and 13% of
our total revenues during the six months ended June 30, 2014 and the year ended December 31, 2013,
respectively. Since these customers are slower to pay, our accounts receivable over 90 days will increase if revenues
to these customers continues to increase.

20

38



Edgar Filing: SIGNAL GENETICS, INC. - Form 10-Q

Equity Incentive Compensation

We recognize compensation expense in an amount equal to the estimated grant date fair value of each 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. The use of different values by
management in connection with these assumptions could produce substantially different results.

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.

Recent Accounting Pronouncements

We have reviewed all recently issued standards and have determined that other than as disclosed in Note 2 to the
consolidated financial statements included herein, such standards will not have a material impact on our consolidated
financial statements or do not apply to our operations.

Future Accounting Pronouncements

Section 107 of the JOBS Act provides that an emerging growth company, such as our company, can take advantage of
an extended transition period for complying with new or revised accounting standards. Thus, an emerging growth
company can delay the adoption of certain accounting standards until those standards would otherwise apply to
private companies. Although to date, we have not yet taken advantage of this delay, we have elected to avail ourselves
of this extended transition period for adopting new or revised accounting standards in the future. Therefore, we will
not be subject to the same new or revised accounting standards as other public companies that are not emerging
growth companies. As a result of this election, our consolidated financial statements may not be comparable to
companies that comply with public company effective dates. In the future, we may elect to opt out of the extended
period for adopting new or revised accounting standards. If we do so, we will be required to disclose such decision,
which will be irrevocable.
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Item 3. Quantitative and Qualitative Disclosures About Market Risk.
Not applicable to smaller reporting companies.

Item 4. Controls and Procedures.

Disclosure Controls and Procedures

In evaluating the disclosure controls and procedures, management recognizes that any controls and procedures, no
matter how well designed and operated, can provide only reasonable assurance of achieving the desired control
objectives, and management is required to apply its judgment in evaluating the cost-benefit relationship of possible
controls and procedures. Our management, with the participation of our Chief Executive Officer and our Chief
Financial Officer, evaluated the effectiveness of our disclosure controls and procedures as of the end of the period
covered by this Quarterly Report on Form 10-Q. Based on that evaluation, our Chief Executive Officer and our Chief
Financial Officer concluded that our disclosure controls and procedures were not effective, at the reasonable assurance
level, as of the end of the period covered by this report to ensure that information we are required to disclose in reports
that we file or submit under the Securities Exchange Act of 1934, as amended, (1) is recorded, processed, summarized
and reported within the time periods specified in Securities and Exchange Commission rules and forms, and (2) is
accumulated and communicated to management, including our Chief Executive Officer and our Chief Financial
Officer as appropriate to allow timely decisions regarding required disclosure because of the continued existence of
the material weakness in our internal control over financial reporting described below under “—Internal Control Over
Financing Reporting.”

Internal Control Over Financial Reporting

We are not required to comply with Section 404 of the Sarbanes-Oxley Act under applicable rules for newly public
companies and are therefore not required to make an assessment of the effectiveness of our internal control over
financial reporting. As a result, our management has not yet performed an evaluation of our internal control over
financial reporting. Further, our independent registered public accounting firm is not yet required to, nor have they
been engaged to express, nor have they expressed, an opinion on the effectiveness of our internal control over
financial reporting. However, in connection with the audit of our consolidated financial statements as of and for the
years ended December 31, 2013 and 2012, we identified a material weakness in our internal control over financial
reporting. A material weakness is a deficiency, or a combination of deficiencies, in internal control over financial
reporting such that there is a reasonable possibility that a material misstatement of our consolidated financial
statements will not be prevented or detected on a timely basis. The material weakness identified was due to a lack of
accounting and finance personnel and the reliance on outside consultants. As such, our controls over financial
reporting were not designed or operating effectively, and as a result there were adjustments required in connection
with closing our books and records and preparing our December 31, 2013 and 2012 consolidated financial statements
that were made by outside consultants.

In an effort to remediate this material weakness, effective August 4, 2014, we hired a Chief Financial Officer with
public company financial reporting expertise to build our financial management and reporting infrastructure, and
further develop and document our accounting policies and financial reporting procedures.

Changes in Internal Control Over Financial Reporting

There were no changes in our internal control over financial reporting that have materially affected, or are reasonably

likely to materially affect, our internal control over financial reporting during the period covered by this Quarterly
Report on Form 10-Q.
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PART II—OTHER INFORMATION
Item 1. Legal Proceedings.
Not applicable.
Item 1A. Risk Factors.

Any investment in our securities involves a high degree of risk. Investors should carefully consider the risks described
below and all of the information contained in this Quarterly Report on Form 10-Q before deciding whether to
purchase our common stock. Our business, financial condition or results of operations could be materially adversely
affected by these risks if any of them actually occur. This Quarterly Report on Form 10-Q also contains
forward-looking statements that involve risks and uncertainties. Our actual results could differ materially from those
anticipated in these forward-looking statements as a result of certain factors, including the risks we face as described
below and elsewhere in this Quarterly Report on Form 10-Q.

Risks Related to our Financial Condition

We are an early stage company with a limited commercial history and a history of net losses; we expect to incur net
losses in the future, and we may never achieve sustained profitability.

We have a limited commercial history. Since our inception, we have devoted substantial effort to develop our products
and services and have incurred losses and negative cash flows from operations. We expect our losses to continue as a
result of ongoing research and development expenses and increased selling and marketing costs. These losses have
had, and will continue to have, an adverse effect on our working capital, total assets and members’ equity. Because of
the numerous risks and uncertainties associated with our research, development and commercialization efforts, we are
unable to predict when we will become profitable, and we may never become profitable. Even if we do achieve
profitability, we may not be able to sustain or increase profitability on a quarterly or annual basis. Our inability to
achieve and then maintain profitability would negatively affect our business, financial condition, results of operations
and cash flows.

We will need to raise additional capital.

We will need to secure additional financing in order to support our operations. We can provide no assurances that any
additional sources of financing will be available to us on favorable terms, if at all. Our forecast of the period of time
through which our current financial resources will be adequate to support our operations and the costs to support our
general and administrative, selling and marketing and research and development activities are forward-looking
statements and involve risks and uncertainties.

We will also need to raise additional capital to expand our business to meet our long-term business objectives.
Additional financing, which is not in place at this time, may be from the sale of equity or convertible or other debt
securities in a public or private offering, from a credit facility or strategic partnership coupled with an investment in us
or a combination of both. We may be unable to raise sufficient additional financing on terms that are acceptable to us,
if at all.

If events or circumstances occur such that we are unable to obtain additional funding, we will most likely be required
to red