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PART I. FINANCIAL INFORMATION

Item 1. Unaudited Condensed Financial Statements
Surmodics, Inc. and Subsidiaries

Condensed Consolidated Balance Sheets

(in thousands, except share and per share data)

ASSETS

Current Assets:

Cash and cash equivalents

Restricted cash

Available-for-sale securities

Accounts receivable, net of allowance for doubtful accounts of $162 and $230

as of June 30, 2018 and September 30, 2017, respectively
Inventories, net
Income tax receivable
Prepaids and other
Total Current Assets
Deferred tax assets
Property and equipment, net
Intangible assets, net
Goodwill
Other assets
Total Assets

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current Liabilities:

Accounts payable

Accrued liabilities:

Compensation

Accrued other

Deferred revenue

Contingent consideration

Total Current Liabilities

Contingent consideration, less current portion
Deferred revenue, less current portion

Other long-term liabilities

Total Liabilities

Commitments and Contingencies (Note 16)
Stockholders’ Equity:

Series A Preferred stock- $.05 par value, 450,000 shares authorized; no shares issued

and outstanding

September
June 30, 30,
2018 2017
(Unaudited)
$27,273  $16,534
350 —
34,760 31,802
8,312 7,211
3,975 3,516
1,125 599
3,051 1,221
78,846 60,883
5,981 4,027
27,976 22,942
18,430 20,562
27,132 27,282
1,622 897

$159,987 $136,593

$1,674

3,622
4,262
10,319
11,708
31,585
1,151
12,825
5,681
51,242

$2,396

3,822
1,773
62
1,750
9,803
13,114
181
1,938
25,036
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Common stock- $.05 par value, 45,000,000 shares authorized; 13,348,124 and

13,094,988 shares issued and outstanding as of June 30, 2018 and

September 30, 2017, respectively 667 655
Additional paid-in capital 5,728 5,413
Accumulated other comprehensive income 2,982 3,417
Retained earnings 99,368 102,072
Total Stockholders’ Equity 108,745 111,557
Total Liabilities and Stockholders’ Equity $159,987 $136,593

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

3




Edgar Filing: SURMODICS INC - Form 10-Q

Surmodics, Inc. and Subsidiaries

Condensed Consolidated Statements of Operations

Three Months Nine Months

Ended Ended

June 30, June 30,

2018 2017 2018 2017
(In thousands, except per share data) (Unaudited) (Unaudited)
Revenue:
Product sales $10,475 $8,327 $27,249 $23,964
Royalties and license fees 9,597 7,244 25,101 22,564
Research, development and other 2,155 2,219 5,948 6,526
Total revenue 22,227 17,790 58,298 53,054
Operating costs and expenses:
Product costs 4,104 2914 9,908 8,104
Research and development 9,778 7,927 28,383 22,105
Selling, general and administrative 5,977 5,232 17,606 15,170
Acquired in-process research and development 7,888 — 7,888 —
Acquired intangible asset amortization 624 603 1,878 1,790
Contingent consideration expense (gain) 106 (629 ) (1,006) (803 )
Total operating costs and expenses 28,477 16,047 64,657 46,366
Operating (loss) income (6,250) 1,743 (6,359 ) 6,688
Other income (loss):
Investment income, net 303 104 566 274
Foreign exchange gain (loss) 652 %594 ) 113 (121 )
Gain on strategic investment — — 177 —
Other income (loss), net 955 490 ) 856 153
(Loss) income before income taxes (5,295) 1,253 (5,503 ) 6,841
Income tax benefit (provision) 2,613 (533 ) 2,799 (3,315)
Net (loss) income $(2,682) $720 $(2,704) $3,526
Basic net (loss) income per share $(0.20 ) $0.05 $(0.21 ) $0.27
Diluted net (loss) income per share $(0.20 ) $0.05 $(0.21 ) $0.26
Weighted average number of shares outstanding:
Basic 13,203 13,155 13,117 13,190
Diluted 13,203 13,385 13,117 13,404

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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Surmodics, Inc. and Subsidiaries

Condensed Consolidated Statements of Comprehensive (Loss) Income

Three Months Nine Months

Ended Ended

June 30, June 30,

2018 2017 2018 2017
(In thousands) (Unaudited) (Unaudited)
Net (loss) income $(2,682) $720  $(2,704) $3,526
Other comprehensive (loss) income:
Unrealized holding (losses) gains on available-for-sale securities,

net of tax — @ ) 41 ) 42

Foreign currency translation adjustments (2,231) 2,295 (394 ) 701
Other comprehensive (loss) income (2,231) 2,287 (435 ) 743
Comprehensive (loss) income $(4,913) $3,007 $(3,139) $4,269

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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Surmodics, Inc. and Subsidiaries

Condensed Consolidated Statements of Cash Flows

Nine Months Ended

June 30,

2018 2017
(in thousands) (Unaudited)
Operating Activities:
Net (loss) income $(2,704 ) $3,526
Adjustments to reconcile net (loss) income to net cash provided by operating activities:
Depreciation and amortization 4,711 4,006
Stock-based compensation 3,297 2,620
Contingent consideration gain (1,006 ) (803 )
Unrealized foreign exchange (gain) loss (74 ) 127
Acquired in-process research and development 7,888 —
Deferred taxes (1,954 ) 1,954
Gain on strategic investment a77 ) —
Provision for bad debts 33 128
Other 19 (1 )
Change in operating assets and liabilities:
Accounts receivable (1,142 ) (243 )
Inventories 465 ) 88
Prepaids and other (2,107 ) (2,091 )
Accounts payable and accrued liabilities 870 (1,129 )
Income taxes 869 ) (1658 )
Deferred revenue 22,902 32
Net cash provided by operating activities 29,222 7,656
Investing Activities:
Purchases of property and equipment (6,915 ) (4,881 )
Purchases of available-for-sale securities (59,578) (54,935)
Maturities of available-for-sale securities 56,581 44,571
Cash proceeds from sales of property and equipment 4 —
Cash received from sale of strategic investment 177
Purchase of in-process research and development (Note 16) 4,500 ) —
Net cash used in investing activities (14,231) (15,245)
Financing Activities:
Issuance of common stock 1,387 216
Payments for taxes related to net share settlement of equity awards 4,356 ) (2,128 )
Payment of contingent consideration obligations 925 ) —
Repurchase of common stock — (4,046 )
Payment of deferred financing costs — (96 )
Net cash used in financing activities (3,894 ) (6,054 )
Effect of exchange rate changes on cash and cash equivalents (8 ) 6
Net change in cash and cash equivalents 11,089 (13,637)
Cash and Cash Equivalents:
Beginning of period 16,534 24,987
End of period $27,623 $11,350

Supplemental Information:
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Cash paid for income taxes $893 $1,889
Noncash transactions from investing and financing activities:

Acquisition of property and equipment, net of refundable credits in other current assets

and liabilities $965 $112
Acquisition of in process research and development in other current and long-term liabilities 3,388 —

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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Surmodics, Inc. and Subsidiaries
Notes to Condensed Consolidated Financial Statements
Period Ended June 30, 2018

(Unaudited)

1. Basis of Presentation

The accompanying unaudited interim condensed consolidated financial statements have been prepared in accordance
with accounting principles generally accepted in the United States of America (“U.S.”) (“GAAP”) and, in the opinion of
management, reflect all adjustments, consisting of normal recurring adjustments, needed to fairly present the financial
results of Surmodics, Inc. and subsidiaries (‘“Surmodics” or the “Company”) for the periods presented. These financial
statements include amounts that are based on management’s best estimates and judgments. These estimates may be
adjusted as more information becomes available, and any adjustment could be significant. The impact of any change

in estimates is included in the determination of net (loss) income in the period in which the change in estimate is
identified. The results of operations for the three and nine months ended June 30, 2018 are not necessarily indicative

of the results that may be expected for the entire 2018 fiscal year.

In accordance with the rules and regulations of the U.S. Securities and Exchange Commission (“SEC”), the Company
has omitted footnote disclosures that would substantially duplicate the disclosures contained in the audited
consolidated financial statements of the Company. These unaudited condensed consolidated financial statements
should be read together with the audited consolidated financial statements for the fiscal year ended September 30,
2017, and footnotes thereto included in the Company’s Form 10-K as filed with the SEC on December 1, 2017.

2. New Accounting Pronouncements
Accounting Standards Adopted

In January 2017, the Financial Accounting Standards Board (“FASB”) issued ASU No. 2017-01, Clarifying the
Definition of a Business. The new guidance changed the definition of a business as it relates to evaluation of
transactions under Accounting Standards Codification (“ASC”) Topic 805 Business Combinations, introducing a screen
whereby a transaction would not be considered a business combination if substantially all of the fair value of the gross
assets acquired (or disposed of) is concentrated in a single identifiable assets or group of similar identifiable assets.

The accounting standard is effective for fiscal years beginning after December 15, 2017, with early adoption

permitted. This accounting guidance was adopted during fiscal 2018, in conjunction with the acquisition of in-process
research and development assets from Embolitech, LLC further discussed in Note 16 (the “Embolitech Transaction”).
The application of this guidance to the Embolitech Transaction resulted in a determination that the acquired assets did
not constitute a business.

Accounting Standards to be Adopted

In May 2014, the Financial Accounting Standards Board (“FASB”) issued Accounting Standards Codification (“ASC”)
Update No. 2014-09, Revenue from Contracts with Customers (ASC Topic 606). Principles of this guidance require

10
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entities to recognize revenue in a manner that depicts the transfer of goods or services to customers in amounts that
reflect the consideration an entity expects to be entitled to in exchange for those goods or services. The guidance also
requires expanded disclosures relating to the nature, amount, timing, and uncertainty of revenue and cash flows arising
from contracts with customers. Additionally, qualitative and quantitative disclosures are required about customer
contracts, significant judgments and changes in judgments, and assets recognized from the costs to obtain or fulfill a
contract. This accounting standard will be effective for the Company beginning in the first quarter of fiscal year 2019
(October 1, 2018) using one of two prescribed retrospective methods. The Company is currently evaluating the impact
that the adoption of this standard will have on the Company’s business model and consolidated results of operations,
cash flows and financial position. The Company currently plans to adopt the standard using the modified retrospective
approach and expects the impact will be material to the consolidated financial statements due to an anticipated
one-quarter acceleration of minimum license fees and royalty revenue earned under its hydrophilic license
agreements, as well as several additional required financial statement footnote disclosures. Additionally, the Company
is currently evaluating the effect of this standard on the recognition of revenue for the payments the Company may
earn under its agreement related to the Company’s SurVeil® drug-coated balloon with Abbott Vascular, Inc. (“Abbott”)
entered into in fiscal 2018, which is disclosed in Note 3 to the condensed consolidated financial statements. Under the
modified retrospective approach, the Company will apply the new revenue standard to all new revenue contracts
initiated on or after the effective date, and, for contracts which have remaining obligations as of the effective date, the
Company will adjust the beginning balance of retained earnings as of October 1, 2018.

7
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In February 2016, the FASB issued Accounting Standards Update ASU 2016-02, Leases (ASC Topic 842). The new
guidance primarily affects lessee accounting, while accounting by lessors will not be significantly impacted by the
update. The update maintains two classifications of leases: finance leases, which replace capital leases, and operating
leases. Lessees will need to recognize a right-of-use asset and a lease liability on the statement of financial position for
those leases previously classified as operating leases under the old guidance. The liability will be equal to the present
value of remaining contractual lease payments. The asset will be based on the liability, subject to adjustment, such as
for direct costs. The accounting standard will be effective for the Company beginning the first quarter of fiscal year
2020 (October 1, 2019) and will be applied using a modified retrospective approach. The Company is currently
evaluating the impact that the adoption of this standard will have on the Company’s results of operations, cash flows
and financial position. The Company believes the impact will be material due to the right-of-use assets and lease
liabilities that will be recorded on the Company’s consolidated balance sheets upon adoption of the standard.

In June 2016, the FASB issued ASU No 2016-13, Financial Instruments — Credit Losses (ASC Topic 326),
Measurement of Credit Losses on Financial Statements. This ASU requires a financial asset (or a group of financial
assets) measured at an amortized cost basis to be presented at the net amount expected to be collected. The allowance
for credit losses is a valuation account that is deducted from the amortized cost basis of the financial asset(s) to
present the net carrying value at the amount expected to be collected on the financial asset. The accounting standard
will be effective for the Company beginning in the first quarter of fiscal 2020 (October 1, 2019). Early adoption is
permitted and the guidance will be applied using a modified retrospective approach. The Company is currently
evaluating the impact that the adoption of this standard will have on the Company’s results of operations, cash flows
and financial position.

No other new accounting pronouncement issued or effective has had, or is expected to have, a material impact on the
Company’s condensed consolidated financial statements.

3. Collaborative Arrangement

On February 26, 2018, the Company entered into an agreement with Abbott whereby Abbott will have exclusive
worldwide commercialization rights for Surmodics' SurVeil® drug-coated balloon to treat the superficial femoral
artery, which is currently being evaluated in a U.S. pivotal clinical trial. Separately, Abbott also received options to
negotiate agreements for Surmodics' below-the-knee and arteriovenous (AV) fistula drug-coated balloon products,
which are currently in pre-clinical development. Surmodics is responsible for conducting all necessary clinical trials
and other activities required to achieve U.S. and European Union regulatory clearances for SurVeil, including
completion of the ongoing TRANSCEND clinical trial. Abbott and Surmodics will participate on a joint development
committee charged with providing guidance on the Company’s clinical and regulatory activities with regard to the
SurVeil product.

The Company has received a $25 million upfront fee and may receive up to $67 million of additional payments upon
achievement of various clinical and regulatory milestones. The upfront fee and potential milestone payments will be
recognized as royalty and license fee revenue as the clinical and regulatory activities are performed on a proportional
performance basis, relative to the expected total cost of each underlying unit of account. For the three and nine-month
periods ended June 30, 2018, the Company recognized revenue totaling $1.7 million and $2.2 million, respectively
from the Abbott arrangement. The remainder of the $25 million upfront payment received is included in deferred
revenue as of June 30, 2018. Upon the regulatory approval of the SurVeil® drug-coated balloon, Surmodics will be
responsible for the manufacture and supply of clinical and commercial quantities of the product and will realize
revenue based on initial product sales to Abbott as well as a share of net profits resulting from third-party sales by
Abbott.

12
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4. Fair Value Measurements

The accounting guidance on fair value measurements defines fair value, establishes a framework for measuring fair
value under GAAP, and expands disclosures about fair value measurements. The guidance is applicable for all
financial assets and financial liabilities and for all nonfinancial assets and nonfinancial liabilities recognized or
disclosed at fair value in the financial statements on a recurring basis (at least annually). Fair value is defined as the
exchange price that would be received from selling an asset or paid to transfer a liability (an exit price) in an orderly
transaction between market participants at the measurement date. When determining the fair value measurements for
assets and liabilities required or permitted to be recorded at fair value, the Company considers the principal or most
advantageous market in which it would transact and also considers assumptions that market participants would use
when pricing the asset or liability, such as inherent risk, transfer restrictions and risk of nonperformance.

8
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Fair Value Hierarchy

Accounting guidance on fair value measurements requires that assets and liabilities carried at fair value be classified
and disclosed in one of the following three categories:

Level 1 — Quoted (unadjusted) prices in active markets for identical assets or liabilities.
The Company did not have any Level 1 assets as of June 30, 2018 and September 30, 2017.

Level 2 — Observable inputs other than quoted prices included in Level 1, such as quoted prices for similar assets or
liabilities in active markets; quoted prices for identical or similar assets or liabilities in markets that are not active; or
other inputs that are observable or can be corroborated by observable market data for substantially the full term of the
asset or liability.

The Company’s Level 2 assets as of June 30, 2018 and September 30, 2017 consisted of money market funds,
commercial paper instruments and corporate bonds.

Level 3 — Unobservable inputs to the valuation methodology that are supported by little or no market activity and that
are significant to the measurement of the fair value of the assets or liabilities. Level 3 assets and liabilities include
those whose fair value measurements are determined using pricing models, discounted cash flow methodologies or
similar valuation techniques, as well as significant management judgment or estimation.

Level 3 liabilities as of June 30, 2018 and September 30, 2017 consist of contingent consideration obligations related
to the fiscal 2016 acquisitions of Creagh Medical Ltd. (“Creagh Medical”’) and NorMedix, Inc. (“NorMedix”).
Consideration owed to the sellers of Creagh Medical upon achievement of revenue and value-creating milestones
through September 30, 2018, is due to be paid during the quarter ending December 31, 2018. Consideration owed to
the sellers of NorMedix upon achievement of revenue and value-creating milestones through September 30, 2019, is
due to be paid within sixty days following the quarter in which each milestone is achieved. Contingent consideration
included in current liabilities of $11.7 million and $1.8 million as of June 30, 2018 and September 30, 2017,
respectively, represents the Company’s estimated fair value of amounts expected to be paid within one year of each
respective balance sheet date. During the nine months ended June 30, 2018, the Company paid contingent
consideration obligations related to the NorMedix acquisition totaling $0.9 million, which are included in cash flows
used in financing activities on the condensed consolidated statement of cash flows.

In valuing assets and liabilities, the Company is required to maximize the use of quoted market prices and minimize
the use of unobservable inputs.

Assets and Liabilities Measured at Fair Value on a Recurring Basis

In instances where the inputs used to measure fair value fall into different levels of the fair value hierarchy, the fair
value measurement has been determined based on the lowest level input that is significant to the fair value
measurement in its entirety. The Company’s assessment of the significance of a particular item to the fair value

measurement in its entirety requires judgment, including the consideration of inputs specific to the asset or liability.

The following table presents information about the Company’s assets and liabilities measured at fair value on a
recurring basis as of June 30, 2018:

(Dollars in thousands) Quoted Prices in Significant Significant Total
Other Unobservable Fair

14
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Active Markets Observable Inputs

Inputs
for Identical
(Level 2)
Instruments
(Level 1)
Assets
Cash equivalents $ — $ 23,274
Available-for-sale securities — 34,760
Total assets $ — $ 58,034
Liabilities
Contingent consideration ~ $ — $—
Total liabilities $ — $—

(Level 3)

$ —
$ —

$ (12,859
$ (12,859

Value as
of

June 30,
2018

$23,274
34,760
$58,034

) $(12,859)
) $(12,859)

15
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The following table presents information about the Company’s assets and liabilities measured at fair value on a
recurring basis as of September 30, 2017:

Quoted Prices in

Active Markets
Significant
for Identical Other Significant Total Fair
Observable Unobservable
Instruments Inputs Inputs Value as of
September
(Dollars in thousands) (Level 1) (Level 2) (Level 3) 30, 2017
Assets
Cash equivalents $ — $ 6,639 $ — $ 6,639
Available-for-sale securities — 31,802 — $ 31,802
Total assets $ — $ 38,441 $ — $ 38,441
Liabilities
Contingent consideration $ — $— $ (14,864 ) $(14,864 )
Total liabilities $ — $— $ (14864 ) $(14,864 )

The following table summarizes the changes in the contingent consideration liabilities measured at fair value using
Level 3 inputs for the three and nine months ended June 30, 2018 and 2017:

Three Months Nine Months

Ended Ended

June 30, June 30,
(Dollars in thousands) 2018 2017 2018 2017
Beginning balance $13,345 $13,870 $14,864 $14,517
Additions — — — —
Fair value adjustments 21 (1,192) (1,278) (2,350)
Settlements — — 925 ) —
Interest accretion 85 563 272 1,547
Foreign currency translation loss (gain) (592 ) 600 @74 ) 127
Ending balance $12,859 $13,841 $12,859 $13,841

There were no transfers of assets or liabilities between amounts measured using Level 1, Level 2, or Level 3 fair value
measurements during fiscal 2018 to date, or fiscal 2017.

Valuation Techniques
The valuation techniques used to measure the fair value of assets are as follows:

Cash equivalents — These assets are classified as Level 2 and are carried at historical cost which is a reasonable estimate
of fair value because of the relatively short time between origination of the instrument and its expected realization.

16



Edgar Filing: SURMODICS INC - Form 10-Q

Available-for-sale securities — Fair market values for these assets are based on quoted vendor prices and broker pricing
in active markets underlying the securities where all significant inputs are observable. To ensure the accuracy of

quoted vendor prices and broker pricing, the Company performs regular reviews of investment returns to industry
benchmarks and sample tests of individual securities to validate quoted vendor prices with other available market data.

Contingent consideration obligations — The values of the contingent consideration liabilities were determined based on
discounted cash flow analyses that included revenue estimates, probability of strategic milestone achievement and a
discount rate, which are considered significant unobservable inputs. For the NorMedix revenue-based milestones, the
Company discounted forecasted revenue by 23.0%, which represents the Company’s weighted average cost of capital
for this transaction, adjusted for the short-term nature of the cash flows. The present value of forecasted revenue was
used as an input into an option pricing approach, which also considered the Company’s risk of non-payment of the
NorMedix revenue-based milestones. Expected payments of the Creagh Medical revenue milestones were discounted
using the Company’s estimated cost of debt at June 30, 2018. Non-revenue milestones for the Creagh Medical and
NorMedix acquisitions that have not already been achieved were projected to have a 0-90% probability of
achievement and expected payments were discounted using the Company’s estimated cost of debt for each transaction,
ranging from 2.3% to 4.5%. To the extent that actual results differ from these estimates, the fair value of the
contingent

10
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consideration liabilities could change significantly during the contingency periods. Accretion expense is recorded as
an increase to the contingent consideration liabilities due to the passage of time. Fair value adjustments represent
changes in the value of the obligations related to adjustments to forecasted revenue and probability of strategic
milestone completion. The contingent consideration liability related to the Creagh Medical acquisition is denominated
in Euros and is not hedged. Foreign currency translation gains and losses are recorded as this obligation is marked to
period-end exchange rates.

5. Investments

Investments consisted principally of commercial paper and corporate bond securities and are classified as
available-for-sale as of June 30, 2018 and September 30, 2017. These available-for-sale securities are reported at fair
value with unrealized gains and losses, net of tax, excluded from the condensed consolidated statements of operations
and reported in the condensed consolidated statements of comprehensive (loss) income as well as a separate
component of stockholders’ equity in the condensed consolidated balance sheets, except for other-than-temporary
impairments, which are reported as a charge to current earnings as they occur. A loss would be recognized when there
is an other-than-temporary impairment in the fair value of any individual security classified as available-for-sale, with
the associated net unrealized loss reclassified out of accumulated other comprehensive (loss) income with a
corresponding adjustment to other income (loss). This adjustment would result in a new cost basis for the investment.
Interest earned on debt securities, including amortization of premiums and accretion of discounts, is included in
investment income, net within other (loss) income. Realized gains and losses from the sales of debt securities, which
are included in other (loss) income, are determined using the specific identification method. Investment purchases are
accounted for on the date the trade is executed, which may not be the same as the date the transaction is cash settled.

The amortized cost, unrealized holding gains and losses, and fair value of available-for-sale securities were as follows:

June 30, 2018
(Dollars in thousands) Amortizedl@wstlized Gains Unrealized Losses Fair Value
Short-term commercial paper and corporate

bonds $34,814 $ — % (54 ) $34,760
Long-term corporate bonds — — — —
Total $34,814 $ — % (54 ) $34,760

September 30, 2017
(Dollars in thousands) Amortizedl@wstlized Gains Unrealized Losses Fair Value
Short-term commercial paper and corporate

bonds $31,817 $ — $ (5 ) $31,802
Total $31,817 $ — $ (5 ) $31,802

6. Inventories

18
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Inventories are principally stated at the lower of cost or market using the specific identification method and include
direct labor, materials and overhead, with cost of product sales determined on a first-in, first-out basis. Inventories

consisted of the following components:

11

June 30,
(Dollars in thousands) 2018
Raw materials $1,912
Work-in process 745
Finished products 1,318
Total $3,975

September

30,

2017

$ 1,603
659
1,254

$ 3,516
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7. Other Assets

Other assets consist of the following:

September
June 30, 30,
(Dollars in thousands) 2018 2017
ViaCyte, Inc. $479 $ 479
Other noncurrent assets 1,143 418
Other assets, net $1,622 $ 897

The Company has invested a total of $5.3 million in ViaCyte, Inc. (“ViaCyte”), a privately-held California-based
biotechnology firm that is developing a unique treatment for diabetes using coated islet cells, the cells that produce
insulin in the human body. The balance of the investment of $0.5 million, which is net of previously recorded
other-than-temporary impairments of $4.8 million, is accounted for under the cost method and represents less than a
1% ownership interest. The Company does not exert significant influence over ViaCyte’s operating or financial
activities.

The carrying value of each cost method investment is reviewed quarterly for changes in circumstances or the
occurrence of events that suggest the Company’s investment may not be recoverable. The fair value of cost method
investments is not adjusted if there are no identified events or changes in circumstances that may have a material
effect on the fair value of the investment.

8. Intangible Assets

Intangible assets consist principally of acquired patents and technology, customer lists and relationships, licenses and
trademarks. The Company recorded amortization expense of $0.7 million and $0.6 million for the three months ended
June 30, 2018 and 2017, respectively. The Company recorded amortization expense of $2.0 million and $1.9 million

for the nine months ended June 30, 2018 and 2017, respectively.

Intangible assets consisted of the following:

June 30, 2018

Weightédoss

Averag€arrying Accumulated
(Dollars in thousands) Originah el eatsjnortization Net
Definite-lived intangible assets:
Customer lists and relationships 89 $18,168 $ (9,004 ) $9,164
Developed technology 11.5 9,675 (2,139 ) 7,536
Non-compete 5.0 230 (138 ) 92
Patents and other 16.5 2,322 (1,533 ) 789
Subtotal 30,395 (12,814 ) 17,581
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Unamortized intangible assets:
In-process research and development
Trademarks and trade names

Total

(Dollars in thousands)
Definite-lived intangible assets:
Customer lists and relationships
Developed technology
Non-compete

Patents and other

Subtotal

Unamortized intangible assets:
In-process research and development
Trademarks and trade names
Total

269 —
580 —
$31,244 $ (12,814

September 30, 2017
Weightédoss

Averag€arrying Accumulated

269
580
) $18,430

Originah el eatsjnortization Net

89 $18293 $ (7,834
11.7 9,297 (1,478
5.0 230 (103
16.5 2,321 (1,423
30,141 (10,838

679 —
580 —
$31,400 $ (10,838

) $10,459
) 7,819
) 127

) 898

) 19,303

679
580
) $20,562

21



Edgar Filing: SURMODICS INC - Form 10-Q

Based on the intangible assets in service as of June 30, 2018, excluding any possible future amortization associated
with acquired in-process research and development (“IPR&D”), which has not met technological feasibility as of
June 30, 2018, estimated amortization expense for the remainder of fiscal 2018 and each of the next five fiscal years is
as follows (in thousands):

Remainder of 2018 $675

2019 2,701
2020 2,526
2021 2,387
2022 2,347
2023 1,745

Future amortization amounts presented above are estimates. Actual future amortization expense may be different as a
result of future acquisitions, impairments, completion or abandonment of IPR&D intangible assets, changes in
amortization periods, foreign currency translation rates, or other factors.

The Company defines IPR&D as the value of technology acquired for which the related projects have substance and
are incomplete. [IPR&D acquired in a business acquisition is recognized at fair value and requires the IPR&D to be
capitalized as an indefinite-lived intangible asset until completion of the [IPR&D project or abandonment. Upon
completion of the development project (generally when regulatory approval to market the product is obtained), an
impairment assessment is performed prior to amortizing the asset over its estimated useful life. If the IPR&D projects
are abandoned, the related IPR&D assets would be written off. During the first nine months of fiscal 2018, we
reclassified $0.4 million of acquired IPR&D to developed technology as the technology was commercialized.

9. Goodwill

Goodwill represents the excess of the cost of an acquired entity over the fair value assigned to the assets purchased
and liabilities assumed in connection with a business acquisition. Goodwill is not amortized but is subject, at a
minimum, to annual tests for impairment in accordance with accounting guidance for goodwill. The carrying amount
of goodwill is evaluated annually, and between annual evaluations if events occur or circumstances change indicating
that the carrying amount of goodwill may be impaired.

Goodwill as of June 30, 2018 and September 30, 2017 totaled $27.1 million and $27.3 million, respectively. Goodwill
in the Medical Device reporting unit represents the gross value from the fiscal 2016 acquisitions of Creagh Medical
and NorMedix. Goodwill in the In Vitro Diagnostics reporting unit represents the gross value from the acquisition of
BioFX Laboratories, Inc. (“BioFX”) in fiscal 2007.

Goodwill was not impaired in either reporting unit based on the outcome of the fiscal 2017 annual impairment test,
and there have been no events or circumstances that have occurred in the first nine months of fiscal 2018 to indicate

that goodwill has been impaired.

The change in the carrying amount of goodwill by segment for the nine months ended June 30, 2018 was as follows:
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In Vitro
(Dollars in thousands) Diagnostics
Balance as of September 30, 2017 $ 8,010
Currency translation adjustment —
Balance as of June 30, 2018 $ 8,010

Medical

Device Total

$19,272 $27,282
(150 ) (150 )

$19,122 $27,132
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10. Accrued Liabilities

Accrued liabilities consisted of the following:

September

June 30, 30,

2018 2017
Accrued professional fees $435 $ 501
Accrued clinical study expense 1,134 411
Accrued inventory purchases 919 596
Customer claim 1,000 —
Deferred rent 118 18
Acquisition of in process research and development 500 —
Other 156 247
Total $4,262 $ 1,773

11. Stock-based Compensation

The Company has stock-based compensation plans under which it grants stock options, restricted stock awards,
performance share awards, restricted stock units and deferred stock units. Accounting guidance requires all
share-based payments to be recognized as an operating expense, based on their fair values, over the requisite service
period.

The Company’s stock-based compensation expenses were allocated to the following expense categories:

(Dollars in thousands)

Product costs

Research and development
Selling, general and administrative

Total

Three Months

Ended

June 30,

2018 2017

$26 $19
244 139
1,023 790

$1,293 $948

Nine Months

Ended

June 30,

2018 2017

$43 $69
580 387
2,674 2,164

$3,297 $2,620

As of June 30, 2018, approximately $6.3 million of total unrecognized compensation costs related to non-vested
awards is expected to be recognized over a weighted average period of approximately 2.2 years. The unrecognized
compensation costs above include $0.8 million, remaining to be expensed over the life of the awards, based on payout
levels associated with performance share awards that are currently anticipated to be fully expensed because the
performance conditions are expected to exceed minimum threshold levels.

Stock Option Awards

The Company uses the Black-Scholes option pricing model to determine the weighted average grant date fair value of
stock options granted. The weighted average per share fair values of stock options granted during the three months
ended June 30, 2018 and 2017 were $13.94 and $7.22, respectively, and $10.42 and $7.57 during the nine months
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ended June 30, 2018 and 2017, respectively.

Three

Months Nine Months
Ended Ended

June 30, June 30,

2018 2017 2018 2017
Risk-free interestrates 2.7 % 1.8 % 2.2 % 1.7 %
Expected life (years) 4.8 4.7 4.8 4.6
Expected volatility 33.0% 333% 33.0% 34.3%
Dividend yield 00 % 00 % 00 % 00 %

The risk-free interest rate assumption was based on the U.S. Treasury’s rates for U.S. Treasury zero-coupon bonds with
maturities similar to those of the expected term of the awards. The expected life of options granted was determined
based on the Company’s experience. Expected volatility was based on the Company’s stock price movement over a
period approximating the expected term. Based on management’s judgment, dividend yields were expected to be 0.0%
for the expected life of the options. The Company also estimated forfeitures of options granted, which were based on

historical experience.
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Non-qualified stock options are granted at fair market value on the date of grant. Non-qualified stock options expire in
seven to ten years or upon termination of employment or service as a Board member. With respect to members of our
Board, non-qualified stock options generally become exercisable on a pro-rata basis within the one-year period
following the date of grant. With respect to our employees, non-qualified stock options generally become exercisable
with respect to 25% of the shares on each of the first four anniversaries following the grant date. The stock-based
compensation table above includes stock option expenses recognized related to these awards, which totaled $0.4
million and $0.3 million for the three months ended June 30, 2018 and 2017, respectively, and $1.2 million and $0.9
million for the nine months ended June 30, 2018 and 2017, respectively.

The total pre-tax intrinsic value of options exercised during the three months ended June 30, 2018 and 2017 was $6.1
million and less than $0.1 million, respectively. The total pre-tax intrinsic value of options exercised during the nine
months ended June 30, 2018 and 2017 was $9.4 million and less than $0.1 million, respectively. The intrinsic value
represents the difference between the Company’s common stock fair market value on the date of exercise and the
option’s exercise price.

Restricted Stock Awards

The Company has entered into restricted stock agreements with certain key employees, covering the issuance of
common stock (“Restricted Stock”). Under accounting guidance, these shares are considered to be non-vested shares.
The Restricted Stock is released to the key employees if they are employed by the Company at the end of the vesting
period. Restricted Stock vesting periods range from one to three years. During the nine months ended June 30, 2018
and 2017, the Company awarded 54,068 and 42,522 Restricted Stock shares, respectively, to certain key employees
and officers. Forfeiture of 10,020, and 1,520 Restricted Stock shares occurred during the nine months ended June 30,
2018 and 2017, respectively. As of June 30, 2018 and September 30, 2017, 87,745 and 67,917 Restricted Stock shares
were outstanding, respectively. Compensation expense has been recognized for the estimated fair value of the
common shares, net of estimated forfeitures, and is being charged to operating expenses over the vesting term. The
stock-based compensation expense table includes Restricted Stock expenses recognized related to these awards, which
totaled $0.2 million and $0.1 million for the three months ended June 30, 2018 and 2017, respectively. The
stock-based compensation expense table includes Restricted Stock expenses recognized related to these awards, which
totaled $0.7 million and $0.4 million for the nine months ended June 30, 2018 and 2017, respectively.

Performance Share Awards

The Company has entered into performance share agreements with certain key employees and executives, covering
the issuance of common stock (“Performance Shares”). Performance Shares vest upon the achievement of all or a
portion of certain performance objectives (which may include financial or project objectives), which must be achieved
during the performance period. The Organization and Compensation Committee of the Board of Directors (the
“Committee”) approves the performance objectives used for our executive compensation programs, which objectives
were cumulative revenue and cumulative earnings before interest, income taxes, depreciation and amortization
(“EBITDA”) for the three-year performance periods for awards granted in fiscal 2015 (2015 —2017), fiscal 2016 (2016 —
2018) and fiscal 2017 (2017 — 2019). The fiscal 2017 awards also include performance objectives related to
achievement of the Company’s strategic initiatives. Assuming that the minimum performance level is attained, the
number of shares that may actually vest will vary based on performance from 20% (minimum) to 200% (maximum)
of the target number of shares. Shares will be issued to participants as soon as practicable following the end of each
performance period, subject to Committee approval and verification of results. Awards granted in fiscal 2015 were
finalized in the nine months ended June 30, 2018 and resulted in the issuance of 51,478 shares (maximum was 84,398
shares) based on the performance objectives relative to actual results achieved during the performance period. The per
share compensation cost for each award is fixed on the grant date. Compensation expense is recognized in each period
based on management’s estimate of the achievement level of actual and forecasted results, as appropriate, compared
with the specified performance objectives and the related impact on the number of Performance Shares expected to
vest. The stock-based compensation expense table includes Performance Shares expenses recognized related to these
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awards, which totaled $0.5 million and $0.4 million, respectively, for the three months ended June 30, 2018 and 2017,
respectively. The stock-based compensation expense table includes the Performance Shares expenses recognized
related to these awards, which totaled $0.9 million and $1.0 million for the nine months ended June 30, 2018 and
2017, respectively.

The fair values of the Performance Shares, at target, were $1.2 million, and $1.3 million for awards granted in fiscal
2017 and 2016, respectively. During the three and nine months ended June 30, 2018, the resignation of an executive
resulted in the forfeiture of Performance Shares totaling 12,217 at their respective original performance targets.

15
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The aggregate number of shares that could be awarded to our executives if the minimum, target and maximum
performance goals are met, based on the fair value at the date of grant is as follows as of June 30, 2018, taking into
account the aforementioned forfeiture of Performance Shares:

Minimum Target
Performance Period Shares Shares Maximum Shares
Fiscal 2016 — 2018 11,910 59,548 119,096
Fiscal 2017 — 2019 9,352 46,758 93,516

Employee Stock Purchase Plan

Under the Employee Stock Purchase Plan (“Stock Purchase Plan), the Company is authorized to issue up to

600,000 shares of common stock. All full-time and part-time U.S. employees can choose to have up to 10% of their
annual compensation withheld, with a limit of $25,000, to purchase the Company’s common stock at purchase prices
defined within the provisions of the Stock Purchase Plan. As of June 30, 2018 and September 30, 2017, there was less
than $0.1 million of employee contributions included in accrued liabilities in the condensed consolidated balance
sheets. Stock compensation expense recognized related to the Stock Purchase Plan for the three and nine months
ended June 30, 2018 and 2017 totaled less than $0.1 million in each respective period. The stock-based compensation
table includes the Stock Purchase Plan expenses.

Restricted Stock and Deferred Stock Units

During the nine months ended June 30, 2018 and 2017, the Company awarded 21,265 and 16,004 restricted stock
units (“RSUs”), respectively, to non-employee directors and certain key employees in foreign jurisdictions. Forfeiture of
257 and 446 RSUs occurred during the nine months ended June 30, 2018 and 2017, respectively. As of June 30, 2018
and September 30, 2017, 60,183 and 44,440 RSUs were outstanding, respectively. RSU awards are not considered
issued or outstanding common stock of the Company until they vest. Compensation expense has been recognized for
the estimated fair value of the common shares and is being charged to operating expenses over the vesting term. The
estimated fair value of the RSUs was calculated based on the closing market price of Surmodics’ common stock on the
grant date. The stock-based compensation table includes RSU expenses recognized related to these awards, which
totaled $0.1 million for the three months ended June 30, 2018 and 2017. The stock-based compensation table includes
RSU expenses recognized related to these awards, which totaled $0.3 million and $0.2 million for the nine months
ended June 30, 2018 and 2017, respectively.

Directors may elect to receive their annual fees for services to the Board in deferred stock units (“DSUs”). Certain
directors elected this option beginning on January 1, 2013 with subsequent deferral elections updated quarterly.
During the nine months ended June 30, 2018 and 2017, 2,075 and 2,953 units, respectively, were issued with a total
fair value of less than $0.1 million in each period. As of June 30, 2018 and September 30, 2017, outstanding, fully
vested DSUs totaled 26,516 and 24,441, respectively. Stock-based compensation expense related to DSU awards
totaled less than $0.1 million for both the three-month periods ended June 30, 2018 and 2017. Stock-based
compensation expense related to DSU awards totaled $0.1 million for both the nine-month periods ended June 30,
2018 and 2017.

12. Revolving Credit Facility
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The Company had a revolving credit facility with available principal totaling $30.0 million, which was scheduled to
terminate on November 2019. The Company terminated this agreement on March 29, 2018, at which time there was
no outstanding balance.

13. Net (Loss) Income Per Share Data

Basic net (loss) income per common share is calculated by dividing net (loss) income by the weighted average number
of common shares outstanding during the period. Diluted net income per common share is computed by dividing net
income by the weighted average number of common and dilutive common equivalent shares outstanding during the
period. The Company’s potentially dilutive common shares are those that result from dilutive common stock options,
non-vested stock relating to restricted stock awards, restricted stock units, deferred stock units and performance
shares. Options to purchase common stock as well as unvested restricted stock and performance stock units are
considered to be potentially dilutive common shares, but have been excluded from the calculation of diluted net loss
per share as their effect is antidilutive for the three and nine months ended June 30, 2018 as a result of the net losses
incurred for those periods. Therefore, diluted weighted average number of shares outstanding and diluted net loss per
share were the same as basic weighted average number of shares outstanding and net loss per share for both the three
and nine months ended June 30, 2018. The calculation of weighted average diluted shares outstanding excludes
outstanding stock options associated with the right to purchase less than 0.1 million shares of common stock for the
both the three and nine months ended June 30, 2017, as their inclusion would have had an antidilutive effect on
diluted net income per share.
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The following table sets forth the denominator for the computation of basic and diluted net (loss) income per share (in
thousands):

Three Months Nine Months
Ended Ended
June 30, June 30,

2018 2017 2018 2017
Net income (loss) available to common shareholders $(2,682) $720 $(2,704 ) $3,526
Basic weighted average shares outstanding 13,203 13,155 13,117 13,190
Dilutive effect of outstanding stock options, non-vested

restricted stock, restricted stock units, deferred stock

units and performance shares — 230 — 214
Diluted weighted average shares outstanding 13,203 13,385 13,117 13,404

The Company’s Board of Directors has authorized the repurchase of up to $25.3 million of the Company’s outstanding
common stock. This authorization does not have an expiration date.

14. Income Taxes

For interim income tax reporting, the Company estimates its annual effective tax rate and applies it to year-to-date
pretax income (loss), excluding unusual or infrequently occurring discrete items. Tax jurisdictions with losses for
which tax benefits cannot be realized are excluded. The Company recorded income tax (benefit) provision of ($2.6)
million and $0.5 million for the three months ended June 30, 2018 and 2017, respectively. The Company recorded
income tax (benefit) provision of ($2.8) million and $3.3 million for the nine months ended June 30, 2018 and 2017,
respectively. In December 2017, the Tax Cuts and Jobs Act tax legislation was signed into law, which reduced the
U.S. Federal statutory tax rate from 35% to 21%, among other changes. As a result of the enactment of this legislation,
the tax provision for the first nine months of fiscal 2018 includes discrete tax expense of $1.2 million from the
Company’s net deferred tax assets revaluation based on the enacted tax rate of 21%, as compared with the previous rate
of 35%. U.S. tax law requires that taxpayers with a fiscal year beginning before and ending after the effective date of a
rate change calculate a blended tax rate for the year based on the pro rata number of days in the year before and after
such effective date. As a result, for the fiscal year ending September 30, 2018, our U.S. federal statutory income tax
rate is expected to be 24.5%. The effective income tax rate for the three and nine months ended June 30, 2018 differs
from the U.S. federal statutory tax rate of 24.5% primarily due to the favorable impacts of stock award exercises and
increased U.S. federal research and development tax credits, as well as non-taxable contingent consideration gains and
related unrealized foreign currency translation gains on Euro-denominated contingent consideration liabilities. These
discrete benefits and non-taxable gains were partly offset by the aforementioned revaluation of deferred tax assets,
non-deductible acquired intangible asset amortization, as well as operating losses incurred in Ireland, where tax
benefits are offset by a valuation allowance. The effective income tax rate for the three and nine months ended

June 30, 2017 differs from the U.S. federal statutory tax rate of 35% due to the operating losses incurred in Ireland
and non-deductible acquired intangible asset amortization and unrealized foreign currency translation losses on
Euro-denominated contingent consideration liabilities. These items were partly offset by non-taxable contingent
consideration gains, the U.S. federal research and development income tax credit and the domestic production
manufacturing deduction. The effective income tax rate for the three months ended June 30, 2018 was impacted by
discrete tax benefit of $1.0 million related to share awards vested, expired, cancelled and exercised during the periods.
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The effective income tax rate for the nine months ended June 30, 2018 and 2017 was impacted by discrete tax benefit
(expense) of $1.4 million and ($0.3) million, respectively, related to share awards vested, expired, cancelled and
exercised during the periods.

The total amount of unrecognized tax benefits, excluding interest and penalties that, if recognized, would affect the
effective tax rate is $1.3 million and $1.2 million as of June 30, 2018 and September 30, 2017, respectively. Interest
and penalties related to unrecognized tax benefits are recorded in the income tax provision.

The Company files income tax returns, including returns for its subsidiaries, in the U.S. federal jurisdiction and in
various state jurisdictions as well as several non-U.S. jurisdictions. Uncertain tax positions are related to tax years that
remain subject to examination. U.S. income tax returns for years prior to fiscal 2015 are no longer subject to
examination by federal tax authorities. For tax returns for state and local jurisdictions, the Company is no longer
subject to examination for tax years generally before fiscal 2007. For tax returns for non-U.S. jurisdictions, the
Company is no longer subject to income tax examination for years prior to 2012. Additionally, the Company has been
indemnified of liability for any taxes relating to Creagh Medical and NorMedix for periods prior to their respective
acquisition dates, pursuant to the terms of the related share purchase agreements. As of June 30, 2018 and September
30, 2017, there were no undistributed earnings in foreign subsidiaries. The Internal Revenue Service (“IRS”) completed
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an examination of our fiscal 2016 U.S. federal income tax return in the third quarter of fiscal 2018, with a payment
made in associated primarily with timing adjustments.

15. Segment and Geographical Information

The Company’s management evaluates performance and allocates resources based on reported results for two
reportable segments, as follows: (1) the Medical Device unit, which is comprised of manufacturing balloons and
catheters used for a variety of interventional cardiology, peripheral and other applications, surface modification
coating technologies to improve access, deliverability, and predictable deployment of medical devices, as well as drug
delivery coating technologies to provide site-specific drug delivery from the surface of a medical device, with end
markets that include coronary, peripheral, and neurovascular, and urology, among others, and (2) the In Vitro
Diagnostics unit, which consists of component products and technologies for diagnostic immunoassay as well as
molecular tests and biomedical research applications, with products that include protein stabilization reagents,
substrates, antigens and surface coatings.

The tables below present segment revenue, operating (loss) income and depreciation and amortization, as follows:

Three Months Nine Months

Ended Ended

June 30, June 30,
(Dollars in thousands) 2018 2017 2018 2017
Revenue:
Medical Device $16,701 $12,778 $43,527 $39,260
In Vitro Diagnostics 5,526 5,012 14,771 13,794
Total revenue $22227 $17,790 $58,298 $53,054
Operating (loss) income:
Medical Device $(6,193) $1,403 $(6,351) $6,627
In Vitro Diagnostics 2,176 2,230 6,269 5,922
Total segment operating (loss) income (4,017 ) 3,633 82 ) 12,549
Corporate (2,233) (1,890) (6,277) (5,861)
Total operating (loss) income $(6,250) $1,743  $(6,359) $6,688
Depreciation and amortization:
Medical Device $1,333  $1,132  $3,929 $3,180
In Vitro Diagnostics 101 103 291 309
Corporate 171 170 491 517

Total depreciation and amortization $1,605 $1,405 $4,711 $4,006
The Corporate category includes expenses that are not fully allocated to Medical Device and In Vitro Diagnostics
segments. These Corporate costs are related to functions, such as executive management, corporate accounting, legal,
human resources and Board of Directors. Corporate may also include expenses, such as litigation, which are not
specific to a segment and thus not allocated to the operating segments.

Asset information by operating segment is not presented because the Company does not provide its chief operating

decision maker assets by operating segment, as the data is not readily available or significant to the decision-making
process.
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16. Commitments and Contingencies

Litigation. From time to time, the Company may become involved in various legal actions involving its operations,
products and technologies, including intellectual property and employment disputes. The outcomes of these legal
actions are not within the Company’s complete control and may not be known for prolonged periods of time. In some
actions, the claimants seek damages as well as other relief, including injunctions barring the sale of products that are
the subject of the lawsuit, which if granted, could require significant expenditures or result in lost revenue. The
Company records a liability in the condensed consolidated financial statements for these actions when a loss is known
or considered probable and the amount can be reasonably estimated. If the reasonable estimate of a known or probable
loss is a range, and no amount within the range is a better estimate, the minimum amount of the range is accrued. If a
loss is possible but not known or probable, and can be reasonably estimated, the estimated loss or range of loss is
disclosed. In most cases, significant judgment is required to estimate the amount and timing of a loss to be recorded.
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On January 17, 2018, we entered into a settlement agreement fully resolving the previously disclosed litigation
involving Merit Medical Systems, Inc. (“Merit”) and NorMedix. In April 2018, a customer notified the Company that it
believes it overpaid hydrophilic coating royalties to the Company from January 2009 through December 2017. During
the nine months ended June 30, 2018, the Company recorded $1.0 million in selling, general and administrative
expenses related to this claim. These amounts are included in other accrued liabilities on the condensed consolidated
balance sheet as of June 30, 2018.

InnoCore Technologies BV. In March 2006, the Company entered into a license agreement whereby Surmodics
obtained an exclusive license to a drug delivery coating for licensed products within the vascular field which included
peripheral, coronary and neurovascular biodurable stent products. The license requires an annual minimum payment
of 200,000 euros (equivalent to $234,000 using a euro to US dollar exchange rate of $1.16801 to the Euro as of

June 30, 2018) until the last patent expires which is currently estimated to be September 2027. The total minimum
future payments associated with this license are approximately $2.2 million as of June 30, 2018. The license is
currently utilized by one of the Company’s drug delivery customers.

Operating Leases. The Company leases certain facilities under noncancelable operating lease agreements. Rent
expense for the three months ended June 30, 2018 and 2017 was $0.2 million and $0.1 million, respectively. Rent
expense for the nine months ended June 30, 2018 and 2017 was $0.4 million and $0.2 million, respectively. In
November 2017, the Company executed a lease for a 36,000 square feet facility in Eden Prairie, Minnesota. This
facility will consolidate substantially all of our whole products solutions research and development operations into one
location. Contractual obligations under the lease agreement total $4.0 million over the ten-year lease term,
commenced in May 2018. In connection with this lease, the Company deposited $0.4 million into a restricted cash
account, to be held until the leased facility is occupied, after which the cash will be returned to the Company. Annual
commitments pursuant to operating lease agreements in place as of June 30, 2018 for the remainder of fiscal 2018 and
each of the next five fiscal years are as follows (in thousands):

Remainder of 2018 $124
2019 443
2020 452
2021 396
2022 391
2023 399
Thereafter 1,933

Total minimum lease payments $4,138
Asset Acquisition. In May 2018, the Company entered into an asset purchase agreement with Embolitech, LLC to
acquire certain intellectual property assets. As part of the Embolitech Transaction, the Company paid the sellers $4.5
million during the three months ended June 30, 2018 and will pay up to an additional $0.5 million in August 2018.
Additionally, the Company is obligated to pay $3.5 million in several installments beginning December 2019 and
ending December 2023. These payments may be accelerated upon the occurrence of certain sales and regulatory
milestones. An additional $2.0 million payment is contingent upon the achievement of certain regulatory milestones
within a contingency period ending in 2033. The present value of the probable payments totaling $7.9 million is
recorded as acquired in-process research and development expense in the three and nine months ended June 30, 2018.
As of June 30, 2018, $0.5 million and $2.9 million are included in other current liabilities and other long-term
liabilities, respectively, related to the Embolitech Transaction on the condensed consolidated balance sheets.

19

34



Edgar Filing: SURMODICS INC - Form 10-Q

Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis provides information management believes is useful in understanding the

operating results, cash flows and financial condition of Surmodics, Inc. and subsidiaries (referred to as “Surmodics,” the
“Company,” “we,” “us,” “our” and other like terms). The discussion should be read in conjunction with both the unaudited
condensed consolidated financial statements and related notes included in this Form 10-Q and our audited

consolidated financial statements and related notes and Management’s Discussion and Analysis of Financial Condition
and Results of Operations each included in our Annual Report on Form 10-K for the fiscal year ended September 30,
2017. This discussion contains various ‘“Forward-Looking Statements” within the meaning of the Private Securities
Litigation Reform Act of 1995. We refer readers to the statement entitled “Forward-Looking Statements” located at the
end of this Item 2.

29 ¢

Overview

Surmodics is a leading provider of medical device and in vitro diagnostic technologies to the healthcare industry. In
fiscal 2018, our revenue performance continues to be driven by our core Medical Device and In Vitro Diagnostics
(“IVD”) businesses. Revenue in the Medical Device business is comprised of product sales, hydrophilic coatings
royalties and license fees, and contract research and development services. Medical Device segment revenue increased
11% for the first nine months of fiscal 2018 as compared with the same prior-year period. Medical Device revenue

was favorably impacted by increased reagent and medical device product sales and license fee revenue from our
Abbott Vascular, Inc. (“Abbott”) agreement described below. These favorable impacts were partly offset by declines in
research, development and other revenue. Our IVD business derives its revenue from diagnostic technology product
sales. Revenue from the IVD segment increased 7% in the first nine months of fiscal 2018 as compared with the same
prior-year period, driven by growth across several product categories.

We continue to derive our revenue from three primary sources: (1) product sales revenue from the sale of reagent
chemicals to licensees, the sale of stabilization products, antigens, substrates and surface coatings to the diagnostic
and biomedical research markets as well as the sale of medical devices and related products (such as balloons and
catheters) to original equipment manufacturer (OEM) suppliers and distributors; (2) royalties and license fees from
licensing our proprietary surface modification and device drug delivery technologies to customers; the vast majority
(typically in excess of 90%) of revenue in the “royalties and license fees” category is in the form of royalties, with the
majority of our license fee revenue coming from our license agreement with Abbott; and (3) research and commercial
development fees generated on customer projects. Revenue fluctuates from quarter to quarter depending on, among
other factors: our customers’ success in selling products incorporating our technologies; the timing of introductions of
licensed products by our customers; the timing of introductions of products that compete with our customers’ products;
the number and activity level associated with customer development projects; the number and terms of new license
agreements that are finalized each quarter; and the value of reagent chemicals and other products sold to customers.

Since fiscal 2013, with our investment in our drug-coated balloon (“DCB”) platform, we have been focused on a
strategy to develop and manufacture proprietary medical device products that combine our surface modification
coatings with medical devices or delivery systems (“whole-product solutions”). Our aim is to provide customers earlier
access to highly differentiated whole-product solutions that address unmet clinical needs. On February 26, 2018, we
entered into an agreement with Abbott whereby Abbott will have exclusive worldwide commercialization rights for
Surmodics’ SurVeil® drug-coated balloon to treat the superficial femoral artery (“SurVeil”), which is currently being
evaluated in a U.S. pivotal clinical trial. Separately, Abbott also received options to negotiate agreements for
Surmodics' below-the-knee and arteriovenous (AV) fistula drug-coated balloon products, which are currently in
pre-clinical development. We will collaborate with Abbott on product development, clinical trials and regulatory
activities to obtain marketing clearances in the U.S. and the European Union. Expenses related to these activities will
primarily be paid by Surmodics. We received an upfront payment of $25 million and may earn up to an additional $67
million upon achievement of certain milestones related to regulatory approval and clinical trial activities. Upon the
regulatory approval of SurVeil, Surmodics will be responsible for the manufacture and supply of clinical and
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commercial quantities of the product and will realize revenue from product sales to Abbott, as well as a share of

profits resulting from third-party sales. The agreement with Abbott represents a significant step forward in our
whole-product solutions strategy. In the third quarter and nine months ended June 30, 2018, we recognized revenue of
$1.7 million and $2.2 million, respectively, related to the Abbott agreement which is included in royalties and license
fees in our medical device segment. Revenue from the upfront fee will be recognized as regulatory and clinical
activities are performed. Revenue from the contingent milestones will be recognized when the contingencies are
resolved. We are currently evaluating the effects of Accounting Standards Update (“ASU”’) No. 2014-09, Revenue from
Contracts with Customers (ASC Topic 606), which was issued by the Financial Accounting Standards Board (“FASB”)
in May 2014, on the upfront and potential milestone payments from Abbott, and those effects may be material upon
adoption of the standard in fiscal 2019.

In May 2018, we entered into an agreement with Embolitech, LLC (“Embolitech™) to acquire an innovative
thrombectomy platform technology and related intellectual property with broad potential peripheral vascular
applications. Under the agreement,
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Surmodics will pay $5 million in fiscal 2018 and additional amounts in future years related to achievement of various
regulatory milestones. The addition of this technology to the Surmodics peripheral vascular pipeline strengthens the
company’s focus on developing highly differentiated whole-product solutions for its medical device customers. The
Embolitech technology platform is designed to remove difficult, organized (hard) blood clots. Surmodics will leverage
its design, development and manufacturing capabilities to advance the technology platform for a variety of peripheral
and vascular applications. As a result of this agreement, we recognized acquired in-process research and development
expense totaling $7.9 million in the third quarter of fiscal 2018, representing the present value of probable payments
to be made under the agreement. Additional payments of up to an additional $3.5 million may be made in future
periods, $2.0 million of which are contingent upon achievement of regulatory milestones.

We have several U.S. and international issued patents and pending international patent applications protecting various
aspects of proprietary surface modification technologies, including compositions, methods of manufacture and
methods of coating devices. The expiration dates for these patents and the anticipated expiration dates of patent
applications that cover our hydrophilic coating technologies range from fiscal 2020 to fiscal 2035. Our
third-generation PhotoLink technology was protected by a family of patents that expired in November 2015 (in the
U.S.) and October 2016 (in certain other countries). The royalty revenue associated with our third-generation
technology was approximately 12% of our fiscal 2017 revenue. Approximately 21% of our total revenue in fiscal
2017 was generated from our fourth-generation PhotoLink technology, which is protected by a family of patents that
begin to expire in fiscal 2020. Of the license agreements using our early-generation technologies, most continue to
generate royalty revenue at a reduced royalty rate beyond patent expiration. Our remaining hydrophilic royalty
revenue is primarily derived from other Surmodics coating technologies that are protected by a number of patents
extending to fiscal 2035. While we are actively seeking to convert our customers to one of our advanced generations
of our hydrophilic coating technology, there can be no assurance that we will be successful in doing so, or that those
customers that have converted, or will convert, will sell products utilizing our technology which will generate earned
royalty revenue for us.

Overview of Research and Development Activities

We continue to invest in our whole-product solutions strategy through research and development (“R&D”) activities in
our proprietary products pipeline, including clinical and regulatory activities necessary to bring these products to
market. The continued development of new products is a major step forward in our strategy to offer whole-product
solutions for the medical device industry. Tangible results of these investments in fiscal 2018 include initializing the
TRANSCEND Surveil pivotal clinical trial and the related partnership with Abbott to develop and commercialize the
SurVeil product, as well as U.S. Food and Drug Administration (“FDA”) clearances for our Telemark™
coronary/peripheral support microcatheter and our .018” low-profile percutaneous transluminal angioplasty balloon
dilation catheter (“.018” PTA balloon catheter’”’). With the acquisition of the Embolitech thrombectomy platform
technology, we have significantly enhanced our R&D pipeline portfolio and plan to leverage the technology to
develop products for use in several peripheral and vascular applications. Additionally, in late fiscal 2017, we received
FDA and Conformité Européenne clearances for our .014” low-profile PTA balloon catheter, designed for peripheral
angioplasty procedures.

The SurVeil DCB early feasibility clinical study, conducted in the U.S., met its primary endpoint by demonstrating
peak paclitaxel plasma concentrations post-index procedure. Consistent with pre-clinical data, systemic levels were
low and cleared rapidly.

In July 2017, we received an investigational device exemption (“IDE”) from the FDA to initiate a pivotal clinical trial of
the SurVeil DCB. The randomized clinical trial, TRANSCEND, is evaluating the SurVeil DCB for treatment for PAD
in the upper leg compared with the Medtronic IN.PACT® Admiral® DCB. The objective of the TRANSCEND

clinical trial is to evaluate the safety and effectiveness of the SurVeil DCB device for treatment of subjects with
symptomatic PAD due to stenosis of the femoral and/or popliteal arteries. If successful, the TRANSCEND clinical

trial will be used to support regulatory approvals and reimbursement in the U.S. and Europe. The trial will enroll up to
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446 subjects at up to 60 sites in the U.S. and 18 outside-the-U.S. Study participants will be randomized to receive
either treatment with SurVeil DCB or IN.PACT Admiral DCB. The trial’s primary efficacy endpoint is primary
patency, defined as a composite of freedom from restenosis and clinically-driven target lesion revascularization
through 12 months post-index procedure. All randomized subjects will be followed through 60 months post-index
procedure. We initiated enrollment in the TRANSCEND clinical trial in October 2017 and have engaged several
clinical research organizations to assist us with the administration of the clinical trial in and outside of the U.S. There
is no assurance that the TRANSCEND clinical trial will support regulatory approval, or that any anticipated time
frame will be met. We estimate that the total cost of the TRANSCEND clinical trial will range between $32 million to
$40 million over the next several years, of which approximately $6.9 million has been incurred through June 30, 2018.
To the extent that we achieve certain agreed-upon milestones in connection with the TRANSCEND clinical trial, we
may receive up to $67 million of additional milestone payments pursuant to the Abbott agreement discussed above.
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We are executing on our plan to develop and commercialize 12-15 medical device products over the next 5 years.
Additional planned activities include incorporation of our catheter, hydrophilic coatings and thrombectomy
technology platforms into various other devices intended for the emerging peripheral vascular treatment

market. Additionally, we are developing other products that utilize our DCB platform, including DCB’s for treatment
of PAD below-the-knee and arteriovenous fistulae, commonly associated with hemodialysis. We may also acquire
technologies, when appropriate, to complement or integrate with our existing proprietary products.

We prioritize our internal R&D programs based on a number of factors, including a program’s strategic fit, commercial
impact and market size, potential competitive advantages, technical feasibility, and the amount of investment required.
The measures and metrics used to monitor a program’s progress vary, but typically include key deliverables,
milestones, timelines, and an overall program budget. We typically make decisions to continue or terminate a program
based on research results (relative to the above measures and metrics) and other factors, including our own strategic
and/or business priorities, and the amount of additional investment required to complete development.

With respect to cost components, R&D expenses consist of labor, materials and overhead costs (for example, utilities,
depreciation, and indirect labor) for both customer R&D and internal R&D programs. We manage our R&D
organization in a flexible manner, balancing workloads/resources between internal R&D and customer R&D
programs, based on the level of customer program activity and resource needs for our internally developed product
programs. Therefore, costs incurred for customer R&D and internal R&D can shift as customer and internal project
activity increases or decreases.

Critical Accounting Policies

Critical accounting policies are those policies that require the application of management’s most challenging,
subjective or complex judgment, often as a result of the need to make estimates about the effect of matters that are
inherently uncertain and may change in subsequent periods. Critical accounting policies involve judgments and
uncertainties that are sufficiently likely to result in materially different results under different assumptions and
conditions, and are updated at least quarterly. For the quarter ended June 30, 2018, there were no significant changes
in our critical accounting policies.

For a detailed description of our critical accounting policies, see Management’s Discussion and Analysis of Financial
Condition and Results of Operations under Item 7 in our Annual Report on Form 10-K for the fiscal year ended
September 30, 2017.

Results of Operations — Three and Nine Months Ended June 30

Revenue. Revenue for the third quarter of fiscal 2018 was $22.2 million, an increase of $4.4 million, or 24.9%, as
compared with the third quarter of fiscal 2017. Revenue for the first nine months of fiscal 2018 was $52.3 million, an
increase of $5.2 million, or 9.9%, compared with the first nine months of fiscal 2017. The following is a summary of
revenue by segment.

Three Months Nine Months

Ended June 30, % Ended June 30, %
(Dollars in thousands) 2018 2017 Change 2018 2017 Change
Revenue
Medical Device $16,701 $12,778 30.7 % $43,527 $39,260 109 %
In Vitro Diagnostics 5,526 5,012 103 % 14,771 13,794 7.1 %
Total Revenue $22,227 $17,790 249 % $58,298 $53,054 99 %
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Medical Device. Medical Device revenue was $16.7 million in the third quarter of fiscal 2018, an increase of 30.7% as
compared with $12.8 million for the third quarter of fiscal 2017. Medical Device revenue was $43.5 million in the
first nine months of fiscal 2018, an inc