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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, DC 20549

FORM 10-Q

x  QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934
For the quarterly period ended March 31, 2011

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 000-52008

LUNA INNOVATIONS INCORPORATED

(Exact name of registrant as specified in its charter)
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Delaware 54-1560050
(State or Other Jurisdiction of (LR.S. Employer
Incorporation or Organization) Identification Number)

One Riverside Circle, Suite 400
Roanoke, VA 24016
(Address of Principal Executive Offices)
(540) 769-8400

(Registrant s Telephone Number, Including Area Code)

(Former Name, Former Address and Former Fiscal Year, if Changed Since Last Report)

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. x Yes ~ No

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 (§232.405 of this chapter) during the preceding 12 months (or
for such shorter period that the registrant was required to submit and post such files). = Yes = No

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 company in Rule 12b-2 of the Exchange Act.

Large accelerated filer ~ Accelerated filer

Non-accelerated filer ~ (Do not check if a smaller reporting company) Smaller reporting company X
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). ~ Yes x No

Indicate by check mark whether the registrant has filed all documents and reports required to be filed by Sections 12, 13 or 15(d) of the
Securities Exchange Act of 1934 subsequent to the distribution of securities under a plan confirmed by a court. x Yes ~ No

Indicate the number of shares outstanding of each of the issuer s classes of common stock, as of the latest practicable date: As of May 9, 2011,
there were 13,645,962 shares of the registrant s common stock outstanding.
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CAUTIONARY NOTE REGARDING FORWARD LOOKING STATEMENTS

This Quarterly Report on Form 10-Q, including the sections entitled Management s Discussion and Analysis of Financial Condition and
Results of Operations and Quantitative and Qualitative Disclosure About Market Risk under Items 2 and 3, respectively, of Part I of this
report, and the section entitled Risk Factors under ItemlA of Part Il of this report, may contain forward-looking statements within the
meaning of Section 21E of the Securities Exchange Act of 1934, as amended, and Section 27A of the Securities Act of 1933, as amended. All
statements other than statements of historical fact are forward-looking statements for purposes of these statutes, including those relating to
future events or our future financial performance. In some cases, you can identify these forward looking statements by words such as intends,

will,  plans,  anticipates, expects, may, might, estimates, believes, should, projects, predicts, potential or

continue, or the negative of those words and other comparable words, and other words or terms of similar meaning in connection with any
discussion of future operating or financial performance. Similarly, statements that describe our management transition, business strategy, goals,
prospects, opportunities, outlook, objectives, plans or intentions are also forward-looking statements. These statements are only predictions and
may relate to, but are not limited to, expectations of future operating results or financial performance, capital expenditures, introduction of new
products, regulatory compliance and plans for growth and future operations, as well as assumptions relating to the foregoing.

These statements are based on current expectations and assumptions regarding future events and business performance and involve known and

unknown risks, uncertainties and other factors that may cause actual events or results to be materially different from any future events or results
expressed or implied by these statements. These factors include those set forth in the following discussion and within Item 1A Risk Factors of
this Quarterly Report on Form 10-Q and elsewhere within this report.

You should not place undue reliance on these forward-looking statements, which apply only as of the date of this Quarterly Report on Form
10-Q. You should carefully review the risk factors described in other documents that we file from time to time with the U.S. Securities and
Exchange Commission, or SEC. Except as required by applicable law, including the rules and regulations of the SEC, we do not plan to publicly
update or revise any forward-looking statements, whether as a result of any new information, future events or otherwise, other than through the
filing of periodic reports in accordance with the Securities Exchange Act of 1934, as amended.
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PART I. FINANCIAL INFORMATION

ITEM1. FINANCIAL STATEMENTS
Luna Innovations Incorporated

Condensed Consolidated Balance Sheets

March 31,
2011
(unaudited)
Assets
Current assets
Cash and cash equivalents $ 7,518,020
Accounts receivable, net 7,185,991
Inventory, net 3,532,975
Prepaid expenses 575,841
Other current assets 45,312
Total current assets 18,858,139
Property and equipment, net 3,325,399
Intangible assets, net 636,845
Other assets 284,418
Total assets $ 23,104,801
Liabilities and stockholders equity
Liabilities :
Current Liabilities
Line of credit $ 2,500,000
Current portion of long term debt obligation 1,222,578
Current portion of capital lease obligation 49,590
Accounts payable 1,703,111
Accrued liabilities 3,493,719
Deferred credits 2,077,099
Total current liabilities 11,046,097
Long-term debt obligation 2,296,292
Long-term lease obligation 221,504
Total liabilities 13,563,893
Commitments and contingencies
Stockholders equity:
Preferred stock, par value $ 0.001, 1,321,514 shares authorized, issued and outstanding at March 31,
2011 and December 31, 2010 1,322
Common stock, par value $ 0.001, 100,000,000 shares authorized, 13,555,293 and 13,449,345 shares
issued and outstanding at March 31, 2011 and December 31, 2010, respectively 13,698
Additional paid-in capital 57,673,302
Accumulated deficit (48,147,414)

Table of Contents

December 31,
2010

$ 7,216,580
7,669,625
3,106,600

665,210
45,348

18,703,363
3,204,670
664,418
303,210

$ 22,875,661

$ 2,500,000
1,195,784
2,194
2,008,183
3,549,604
1,392,602

10,648,367
2,611,609

13,259,976

1,322

13,526
56,681,756
(47,080,919)
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Total stockholders equity 9,540,908 9,615,685

Total liabilities and stockholders equity $ 23,104,801 $ 22,875,661

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Luna Innovations Incorporated

Condensed Consolidated Statements of Operations

Three Months Ended

March 31,
2011 2010
(unaudited) (unaudited)
Revenues:
Technology development revenues $ 5,621,615 $ 5,811,094
Product and license revenues 3,377,009 2,074,697
Total revenues 8,998,624 7,885,791
Cost of revenues :
Technology development costs 4,086,165 3,832,342
Product and license costs 1,572,691 1,219,241
Total cost of revenues 5,658,856 5,051,583
Gross profit 3,339,768 2,834,208
Operating expense:
Selling, general and administrative 3,725,829 3,421,262
Research, development, and engineering 512,378 509,899
Total operating expense 4,238,207 3,931,161
Operating loss (898,439) (1,096,953)
Other expense
Interest expense 114,423 84,014
Other, net 1,985 14,877
Total other expense 116,408 98,891
Loss before income taxes (1,014,847) (1,195,844)
Income tax expense 10,020

Net loss

Preferred stock dividend

Net loss attributable to common stockholders

Net loss per share of common stock:

Table of Contents

$ (1,024,867)
41,628

$ (1,066,495)

$ (1,195,844)
81,633

$ (1,277,477)
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Basic $ 0.08) $ (0.10)
Diluted $ 0.08) $ (0.10)
Weighted average shares of common stock:

Basic 13,484,645 12,497,502
Diluted 13,484,645 12,497,502

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Luna Innovations Incorporated

Condensed Consolidated Statements of Cash Flows

Cash flows provided by/(used in) operating activities

Net loss

Adjustments to reconcile net loss to net cash provided by/(used in) operating activities:
Depreciation and amortization
Stock-based compensation

Warrant expense

Change in assets and liabilities:
Accounts receivable

Inventory

Other current assets

Other assets

Accounts payable and accrued expenses
Deferred credits

Net cash provided by (used in) operating activities

Cash flows used in investing activities
Acquisition of property and equipment
Capitalized intellectual property costs

Net cash used in investing activities

Cash flows (used in) provided by financing activities

Payments on capital lease obligations
Payments on debt obligation
Borrowings underline of credit
Proceeds from the exercise of options

Net cash (used in) provided by financing activities

Net change in cash
Cash beginning of period

Cash end of period

Supplemental disclosure of cash flow information

Cash paid for interest

Common stock issued in litigation settlement (1,247,330 shares)
Installment note issued in litigation settlement

Preferred stock issued in exchange of notes (1,321,514)

Table of Contents

Three months ended
March 31,

2011
(unaudited)

$ (1,024,867)
327,413
817,711

24,041
483,634
(426,375)

89,405
18,792

(384,997)
684,497

609,254

(102,221)
(44,203)

(146,424)

(5,246)

(288,523)
132,379

(161,390)

301,440
7,216,580

$ 7,518,020

$ 122,255
$
$
$

2010
(unaudited)

$ (1,195,844)

328,959
840,101
47,239

(551,599)
80,168
570,896
33,446

(1,923,633)
328,525

(1,441,742)

(11,010)
(34,362)

(45,372)

(1,367)

2,500,000
226,759

2,725,392

1,238,278
5,228,802

$ 6,467,080

$ 1,035
$ 4,565,227
$ 5,000,000
$ 4,836,742

10
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Warrants issued in exchange of notes payable (356,000 warrants)

Common stock issued in settlement of other claims (25,000 shares)

Dividend on preferred stock, 19,823 and 17,400 shares of common stock issuable at March 31, 2011 and 2010

respectively
Property and equipment financed by capital leases
Cash paid for income taxes

@ o

$
$
$

41,628
274,145
10,020

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Luna Innovations Incorporated

Notes to Unaudited Condensed Consolidated Financial Statements

1.  Basis of Presentation and Significant Accounting Policies
Nature of Operations

Luna Innovations Incorporated ( We,  Luna Innovations orthe Company ) was incorporated in the Commonwealth of Virginia in 1990 and
subsequently reincorporated in the State of Delaware in April 2003. We are engaged in the research, development and commercialization of
innovative technologies in the areas of (i) test & measurement, sensing, and instrumentation products; (ii) secure computing and
communications; and (iii) health care. We are organized into two main groups, which work closely together to turn ideas into products: our
Technology Development segment, and our Product and Licensing segment. Our business model is designed to accelerate the process of

bringing new and innovative technologies to market. We identify technology that can fulfill identified market needs and then take these solutions
from the applied research stage through commercialization.

We have a history of net losses from 2005 through the three months ended March 31, 2011, attributable to our operations and other charges. We
experienced positive cash flow from operations in the three months ended March 31, 2011. We have historically managed our liquidity through
cost reduction initiatives, debt financings and capital markets transactions.

Since the second half of 2008, the increased turmoil in the U.S. and global capital markets and a global slowdown of economic growth created a
substantially more difficult business environment. Our ability to access the capital markets may be limited. Economic and market conditions
may not improve significantly during 2011 and could get worse.

Although there can be no guarantees, we believe that our current cash balance, in addition to the funds available to us under the Credit Facility
described in Note 2 below, provide adequate liquidity for us to meet our working capital needs into 2012.

Unaudited Interim Financial Information

The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with accounting principles

generally accepted in the United States of America ( U.S. GAAP ) and with the instructions to Form 10-Q and Article 10 of Regulation S-X of the
Securities Exchange Act of 1934. Accordingly, they do not include all of the information and footnotes required by U.S. GAAP for audited
financial statements. The unaudited condensed consolidated financial statements have been prepared on the same basis as the annual financial
statements and in the opinion of management reflect all adjustments, consisting of only normal recurring accruals considered necessary to

present fairly our financial position at March 31, 2011 and results of operations and cash flows for the three months ended March 31, 2011 and
2010. The results of operations for the three months ended March 31, 2011 are not necessarily indicative of the results that may be expected for

the year ending December 31, 2011.

The consolidated interim financial statements, including our significant accounting policies, should be read in conjunction with the audited
Consolidated Financial Statements and the notes thereto for the year ended December 31, 2010, included in the Company s Annual Report on

Form 10-K as filed with the Securities and Exchange Commission on March 31, 2011. As used herein, the terms Luna ,the Company , we , our
and us mean Luna Innovations Incorporated and its consolidated subsidiaries.

Consolidation Policy

Our consolidated financial statements are prepared in accordance with U.S. GAAP and include the accounts of the Company, our wholly owned
subsidiaries and other entities in which we have a controlling financial interest. We eliminate from our financial results all significant
intercompany transactions. We do not have any investments in entities we believe are variable interest entities for which we are the primary
beneficiary.

Fair Value Measurements

Fair value is defined as the price that would be received to sell an asset or paid to transfer a liability in the principal or most advantageous
market in an orderly transaction between marketplace participants. Various valuation approaches can be used to determine fair value, each

Table of Contents 12
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requiring different valuation inputs. The following hierarchy classifies the inputs used to determine fair value into three levels:

Level 1 Quoted prices for identical instruments in active markets

Level 2 Quoted prices for similar instruments in active markets, quoted prices for identical or similar instruments in markets that are
not active, and model-derived valuations in which all significant inputs and significant value drivers are observable in active markets

Level 3 Valuations derived from valuation techniques in which one or more significant inputs or significant value drivers are

unobservable
The carrying values of cash and cash equivalents, contract receivables and accounts payable approximate fair value because of the short-term
nature of these instruments. The carrying value of our debt approximates fair value, as we consider the floating interest rate on our credit facility
with Silicon Valley Bank to be at market. Certain nonfinancial assets and liabilities are measured at fair value on a nonrecurring basis in
accordance with U.S. GAAP. This includes items such as nonfinancial assets and liabilities initially measured at fair value in a business
combination and nonfinancial long-lived asset groups measured at fair value for an impairment assessment. In general, nonfinancial assets
including intangible assets and property and equipment are measured at fair value when there is an indication of impairment and are recorded at
fair value only when any impairment is recognized.

Use of Estimates
The preparation of our consolidated financial statements in accordance with U.S. GAAP requires us to make estimates and assumptions that
affect the reported amounts of assets, liabilities, revenues and expenses and the disclosure of contingent assets and liabilities in our consolidated

financial statements and accompanying notes. Although these estimates are based on our knowledge of current events and actions we may
undertake in the future, actual results may differ from such estimates and assumptions.

Net Loss Per Share

Basic per share data is computed by dividing loss available to common stockholders by the weighted average number of shares outstanding
during the period. Diluted per share data is computed by dividing loss available to common stockholders by the weighted average shares
outstanding during the period increased to include, if dilutive, the number of

Page 7 of 40
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additional common share equivalents that would have been outstanding if potential common shares had been issued using the treasury stock
method. Diluted per share data would also include the potential common share equivalents relating to convertible securities by application of the
if-converted method.

The effect of 6,301,943 and 6,802,234 common stock equivalents (which include conversion of preferred stock, outstanding warrants and stock
options) are not included for the three months ended March 31, 2011 and 2010, respectively, as they are anti-dilutive to earnings per share.

Stock-Based Compensation

We recognize stock-based compensation expense based upon the fair value of the underlying equity award on the date of the grant. The
Company has elected to use the Black-Scholes option pricing model to value any awards granted. We amortize stock-based compensation for
such awards on a straight-line basis over the related service period of the awards taking into account the effects of the employees expected
exercise and post-vesting employment termination behavior. To compute the volatility used in this model we use the lifetime volatility of our
common stock. The risk-free interest rate is based on U.S. Treasury interest rates, the terms of which are consistent with the expected life of the
stock options. The expected life and estimated post employment termination behavior is based upon historical experience of homogeneous
groups within our company. We also assume an expected dividend yield of zero for all periods, as we have never paid a dividend on our
common stock.

The fair value of each option granted is estimated as of the grant date using the Black-Scholes option pricing model with the following
assumptions:

Three months Three months

ended ended
March 31, March 31,
2011 2010
Risk-free interest rate 2.81% 3.16 3.22%
Expected life of options (in years) 7.5 7.5
Expected stock price volatility 111% 117%

A summary of the activity for our 2003 Stock Plan and 2006 Equity Incentive Plan is presented below for the periods indicated:

Options Outstanding Options Exercisable
Weighted Weighted
Number Price per Average Aggregate Number Average Aggregate
of Share Exercisable Intrinsic of Exercisable Intrinsic

Shares Range Price Value (1) Shares Price Value (1)
Balance, December 31, 2010 4,716,439 $ 0.35-$7.08 $ 235 $ 1,632,396 2,904,435 $ 220 $ 1,233,778
Granted 4500 $ 1.80 $ 1.80
Exercised (100,967) $ 035 177 $ 1.00
Canceled (112,007) $ 082 6.00 $ 444

Balance, March 31, 2011 4,507,965 $ 0.35-$7.08 $ 233 $3,421,713 3,027,486 $ 227 $2482,776

(1) The intrinsic value of an option represents the amount by which the market value of the stock exceeds the exercise price of the option of
in-the-money options only. The aggregate intrinsic value is based on the closing price at the end of each quarter of the Company s Common
Stock on the NASDAQ Capital Market.

At March 31, 2011, the outstanding stock options to purchase an aggregate of 4,507,965 shares had a weighted average remaining contractual

term of 6.9 years, and the exercisable stock options to purchase an aggregate of 3,027,486 shares had a weighted average remaining contractual

term of 6.1 years.
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For the three months ended March 31, 2011 and 2010, we recognized approximately $818,000 and $840,000 in stock-based compensation
expense, respectively. We expect to recognize approximately $3.1 million in stock-based compensation expense over the remaining requisite
service period of five years for stock options outstanding as of March 31, 2011.

Page 8 of 40
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Intangible Assets and Other Long Lived Assets

Long-lived assets and certain identifiable intangibles are reviewed for impairment whenever events or changes in circumstances indicate that the
carrying amount of an asset might not be recoverable. Recoverability of assets to be held and used is measured by a comparison of the carrying
amount of an asset to future undiscounted net cash flows expected to be generated by the asset. If such assets are considered to be impaired, the
impairment to be recognized is measured by the amount by which the carrying amount of the asset exceeds the fair market value of the asset.
Assets to be disposed of are reported at the lower of the carrying amount or fair market value, less cost to sell.

Inventory

Inventory consists of finished goods, work-in-process and parts valued at the lower of cost (determined on the first-in, first-out basis) or market.
We provide reserves for estimated obsolescence or unmarketable inventory equal to the difference between the cost of the inventory and the
estimated market value based upon assumptions about future demand and market conditions. Inventory reserves were approximately $84,000 at
each of March 31, 2011 and December 31, 2010.

Recent Accounting Pronouncements

The Company reviewed recently issued accounting pronouncements and based upon this review did not find any guidance that would have any
material impact on the Company s financial position or results of operations.

2. Debt
Silicon Valley Bank Facility

On February 18, 2010, we entered into a Loan and Security Agreement (the Credit Facility ) with Silicon Valley Bank ( SVB ). The Credit Facility
is a revolving credit facility that provides the Company with borrowing capacity of up to $5.0 million, subject to a percentage of our outstanding
eligible accounts receivable, at a floating annual interest rate equal to the greater of (a) 6% or (b) SVB s prime rate then in effect plus 2%. The

Credit Facility was originally scheduled to mature on February 17, 2011, but the Credit Facility was amended to extend the maturity date until

May 18, 2011 and to revise the calculation of eligible borrowing base and add certain financial covenants relating to the Company s adjusted
EBITDA. Any amounts due under the Credit Facility are secured by substantially all of the Company s assets, including our intellectual property,
personal property and bank accounts. Outstanding borrowings under the facility were $2.5 million as of March 31, 2011, accruing interest at an

annual rate of 6%.

The Credit Facility includes a fee of one-half of one percent (0.50%) per annum based on the average unused portion of the Credit Facility,
billed quarterly.

The Credit Facility requires the Company to observe a number of financial and operational covenants, including maintenance of a specified
liquidity ratio, achievement of certain adjusted EBITDA targets, protection and registration of intellectual property rights, and certain customary
negative covenants. We may use the proceeds of the Credit Facility for working capital and general corporate purposes. As of March 31, 2011,
we were in compliance with all covenants.

Page 9 of 40
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In addition, the Credit Facility contains customary events of default, including nonpayment of principal, interest or other amounts, violation of
covenants, material adverse change, an event of default under any subordinated debt documents, incorrectness of representations and warranties
in any material respect, bankruptcy, judgments in excess of a threshold amount, and violations of other agreements in excess of a threshold
amount. If any event of default occurs SVB may declare due immediately all borrowings under the Credit Facility and foreclose on the
collateral. Furthermore, an event of default under the Credit Facility would result in an increase in the interest rate on any amounts outstanding.

As part of the Credit Facility, SVB previously issued on our behalf a letter of credit in the amount of $239,832 to The Economic Development
Authority of Montgomery County, Virginia, the landlord for our facility in Blacksburg, Virginia. In March 2011, the landlord removed the letter
of credit requirement, and it was delivered back to us.

Long-Term Debt

In January 2010, we issued to Hansen Medical, Inc. ( Hansen ) a note (the Hansen Note ) in the original principal amount of $5.0 million. Hansen
agreed to subordinate its right to payment under the Hansen Note in favor of SVB s right to payment under the Credit Facility, subject to certain
terms and conditions. The Hansen Note is payable in quarterly installments over four years and accrues interest at 8.5% per annum. As of

March 31, 2011, the principal balance of the Hansen Note was approximately $3.5 million.

Page 10 of 40
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3.  Capital Stock and Additional Paid-in Capital
During the three months ended March 31, 2011, we issued shares of capital stock as follows:

Additional
Paid-in
Preferred Stock Common Stock Capital
Shares $ Shares $ $

Balances, December 31, 2010 1,321,514 $1,322 13,449,345 $13,526 $56,681,756
Exercise of stock options and warrants 63,678 110 126,520
Stock-based compensation 38,888 39 817,672
Stock dividends to Carilion Clinic(1) 20 41,608
Issuance of Common Stock, other (2) 3,382 3 5,746
Balances, March 31, 2011 1,321,514 1,322 13,555,293 13,698 57,673,302

(1) The stock dividends payable in connection with Carilion Clinic s Series A Preferred Stock will be issued subsequent to March 31, 2011.
(2) During the quarter ended March 31, 2011, we issued shares of common stock to two directors in lieu of cash for meeting attendance.

4.  Operating Segments
Our operations are divided into two operating segments Technology Development and Product and Licensing.

The Technology Development segment provides applied research to customers in our areas of focus. Our engineers and scientists collaborate
with our network of government, academic and industry experts to identify technologies and ideas with promising market potential. We then
compete to win fee-for-service contracts from government agencies and industrial customers who seek innovative solutions to practical
problems that require new technology. The Technology Development segment derives its revenue primarily from services.

The Product and Licensing segment derives its revenue from product sales, funded product development and technology licenses.

Through March 31, 2011, our interim President and Chief Operating Officer and his direct reports collectively represented our chief operating
decision makers, and they evaluated segment performance based primarily on revenue and operating income or loss. The accounting policies of
our segments are the same as those described in the summary of significant accounting policies (see Note 1 to our Financial Statements,

Organization and Summary of Significant Accounting Policies, presented in our Annual Report on Form 10-K as filed with the Securities and
Exchange Commission on March 31, 2011).

Page 11 of 40
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The table below presents revenues and operating loss for reportable segments:

$(898,439) $(898,439)
Three Months Ended
March 31,
2011 2010
(unaudited)
Revenues :
Technology development revenues $ 5,621,615 $ 5,811,094
Product and license revenues 3,377,009 2,074,697
Total revenues $ 8,998,624 $ 7,885,791
Technology development operating loss (561,272) (808,352)
Product and license operating loss $ (337,167) $ (288,601)
Total operating loss $ (898,439) $ (1,096,953)
Depreciation, technology development 159,701 201,128
Depreciation, product and license 95,936 71,808
Amortization, technology development 44,840 41,284
Amortization, product and license 26,936 14,739
Additional segment information is as follows:
The table below presents assets for reportable segments:
$(898,439) $(898,439)
March 31, December 31,
2011 2010

Total segment assets:
Technology development $ 14,434,017 $ 14,839,358
Product and license 8,670,784 8,036,303
Total $23,104,801 $ 22,875,661
Property plant and equipment, and intangible assets, Technology
development $ 2,475,291 $ 2,509,863

Property plant and equipment, and intangible assets, Product and license $ 1,486,953 $ 1,359,225
There are no material inter-segment revenues for any period presented.

The United States Government accounted for approximately 63% and 76% of total consolidated revenues for the three months ended March 31,
2011 and 2010, respectively.

International revenues (customers outside the United States) accounted for approximately 19% and 10% of total consolidated revenues for the
three months ended March 31, 2011 and 2010, respectively.
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5. Contingencies and Guarantees

We are from time to time involved in certain legal proceedings in the ordinary course of conducting our business. While the ultimate liability
pursuant to these actions cannot currently be determined, we believe these legal proceedings will not have a material adverse effect on our
financial position or results of operations.

In August 2010, we executed a non-cancelable $1.8 million purchase order for multiple shipments of tunable lasers to be delivered over an
18-month period beginning in October 2010. At March 31, 2011, approximately $0.9 million of this commitment remained.

We have entered into indemnification agreements with our officers and directors, to the extent permitted by law, pursuant to which we have
agreed to reimburse the officers and directors for legal expenses in the event of litigation and regulatory matters. The terms of these
indemnification agreements provide for no limitation to the maximum potential future payments. We have a directors and officers insurance
policy that may, in certain instances, mitigate the potential liability and payments.

ITEM 2. MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS
The following discussion and analysis of our financial condition and results of operations should be read in conjunction with our consolidated
financial statements and the related notes to those statements included elsewhere in this report. In addition to historical financial information,
the following discussion and analysis contains forward-looking statements that involve risks, uncertainties and assumptions. Our actual results
and timing of selected events may differ materially from those anticipated in these forward-looking statements as a result of many factors,
including those discussed under Risk factors and elsewhere in this report.

Overview

We research, develop and commercialize innovative technologies in three primary areas of focus: (i) test & measurement, sensing and
instrumentation; (ii) secure computing and communications; and (iii) healthcare.

Our business model is designed to accelerate the process of bringing new and innovative products to market. We use our in-house technical
expertise across a range of technologies to perform applied research services on government-funded projects and also for corporate customers in
the fiber- optic sensing area. We continue to invest in product development and commercialization, which we anticipate will lead to increased
product sales growth.

We are organized into two business segments, our Technology Development segment and our Products and Licensing segment. Our Technology
Development segment, which includes our secure computing and communications group that we refer to as SCC, performs applied research for
government-funded projects and comprised approximately 62% and 74% of our total revenues for the three months ended March 31, 2011 and
2010, respectively. Most of the government funding in the part of our Technology Development segment outside of SCC is derived from the
Small Business Innovation Research, or SBIR, program coordinated by the U.S. Small Business Administration, or SBA. Our SBIR research is
focused on technological areas with commercial potential, and we strive to commercialize any resulting scientific advancements. Our SCC group
provides innovative solutions designed to secure critical technologies within U.S. government systems, including the protection of deployed
hardware and software systems and the communications between them. SCC both conducts applied research and provides services to the
government in this area. SCC s revenue is primarily derived from non-SBIR U.S. government contracts and purchase orders. Our Technology
Development segment also performs applied research in the areas of sensing and materials.

Our Products and Licensing segment focuses on fiber-optic test and measurement, sensing and instrumentation products and also conducts
applied research in the fiber-optic sensing area for both corporate and government customers. The Products and Licensing segment also
commercializes healthcare products. Our Products and Licensing revenues represented approximately 38% and 26% of our total revenues for the
three months ended March 31, 2011 and 2010, respectively.

We generate revenues through technology development services provided under contractual arrangements, product sales, product development
under contractual relationships and license fees. Our Technology Development segment revenues have historically accounted for a large portion
of our total revenues, and we expect that they will continue to represent a significant portion of our total revenues for the foreseeable future. Our
Technology Development revenues decreased from $5.8 million in the three months ended March 31, 2010 to $5.6 million in the three months
ended March 31, 2011, due primarily to a decrease in employees available to work on certain government projects from the same period in 2010.
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Within the Technology Development segment, we have historically had a backlog of contracts for which work has been scheduled, but for which
a specified portion of work has not yet been completed. We define backlog as the dollar amount of obligations payable to us under negotiated
contracts upon completion of a specified portion of work that has not yet been completed, exclusive of revenues previously recognized for work
already performed under these contracts, if any. Total backlog includes funded backlog, which is the amount for which money has been directly
authorized by the U.S. Congress and for which a purchase order has been received by a commercial customer, and unfunded backlog,
representing firm orders for which funding has not yet been appropriated. Indefinite delivery and quantity contracts and unexercised options are
not reported in total backlog. The approximate value of our Technology Development backlog was $23.0 million and $23.1 million at March 31,
2011 and 2010 respectively.

Revenues from product sales currently represent a smaller portion of our total revenues, and, historically, we have derived most of these
revenues from the sales of our sensing systems and products that make use of light-transmitting optical fibers, or fiber optics. We continue to
invest in product development and commercialization, which we anticipate will lead to increased product sales growth. Although we have been
successful in licensing certain technology in past years, we do not expect license revenues to represent a significant portion of future revenues.
Over time, however, we do intend to gradually increase such revenues. In the near term, we expect revenues from product sales and product
development to be primarily in areas associated with our fiber optic instrumentation and test and measurement platforms. In the long term, we
expect that revenues from product sales will represent a larger portion of our total revenues and that as we develop and commercialize new
products, these revenues will reflect a broader and more diversified mix of products.

We incurred net losses attributable to common stockholders of approximately $1.1 million and $1.3 million for the three months ended
March 31, 2011 and 2010 respectively.

We expect to continue to incur increasing expenses as we expand our business, including expenses for research and development, sales and
marketing and manufacturing capabilities. We may also grow our business in part through acquisitions of additional companies and
complementary technologies, which could cause us to incur transaction expenses, amortization or write-offs of intangible assets and other
acquisition-related expenses. As a result, we expect to incur net losses for the foreseeable future, and these losses could be substantial.

There was a rapid softening of the economy and tightening of the financial markets in the second half of 2008 that continued into 2010. This
slowing of the economy has reduced the financial capacities of our customers and possibly our potential customers, thereby slowing spending on
the products and services we provide. The outlook for the economy for the remainder of 2011 and beyond remains uncertain.

Description of Our Revenues, Costs and Expenses
Revenues

We generate revenues from technology development, product sales and commercial product development and licensing activities. We derive
technology development revenues from providing research and development services to third parties, including government entities, academic
institutions and corporations, and from achieving milestones established by some of these contracts and in collaboration agreements. In general,
we complete contracted research over periods ranging from six months to three years, and recognize these revenues over the life of the contract
as costs are incurred or upon the achievement of certain milestones built into the contracts. Our technology development revenues represented
approximately 62% and 74% of our total revenues for the three months ended March 31, 2011 and 2010, respectively.

Our Product and Licensing segment revenues reflect amounts that we receive from sales of our products or development of products for third
parties, as well as fees paid to us in connection with licenses or sublicenses of certain patents and other intellectual property, and represented
approximately 38% and 26% of our total revenues for the three months ended March 31, 2011 and 2010, respectively.

Cost of Revenues

Cost of revenues associated with technology development revenues consists of costs associated with performing the related research activities
including direct labor, amounts paid to subcontractors and overhead allocated to technology development activities.

Cost of revenues associated with product sales and license revenues consists of license fees for use of certain technologies; product
manufacturing costs including all direct material and direct labor costs; amounts paid to our contract manufacturers; manufacturing, shipping
and handling; provisions for product warranties; and inventory obsolescence, as well as overhead allocated to each of these activities.

Operating Expense
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Operating expense consists of selling, general and administrative expenses, as well as expenses related to research, development and
engineering, depreciation of fixed assets and amortization of intangible assets. These expenses also include compensation for employees in
executive and operational functions including certain non-cash charges related to expenses from option grants, facilities costs, professional fees,
salaries, commissions, travel expense and related benefits of personnel engaged in sales, product management and marketing activities; costs of
marketing programs and promotional materials; salaries, bonuses and related benefits of personnel

Page 14 of 40

Table of Contents 24



Edgar Filing: LUNA INNOVATIONS INC - Form 10-Q

Table of Conten

engaged in our own research and development beyond the scope and activities of our Technology Development segment; product development
activities not provided under contracts with third parties; and overhead costs related to these activities.

Interest Income/Expense

In February 2010, we entered into a new line of credit facility with Silicon Valley Bank ( SVB ) with a borrowing capacity of $5.0 million. As of
March 31, 2011, we had borrowed $2.5 million under the line of credit.

We also issued a convertible promissory note to Hansen in the principal amount of $5.0 million in January 2010. The note accrues interest at
8.5% per annum.

Interest expense also includes interest accrued on our capital lease obligations, while interest income includes amounts earned on our cash
deposits with financial institutions.

Critical Accounting Policies and Estimates

Our discussion and analysis of our financial condition and results of operations are based on our consolidated financial statements, which have
been prepared in accordance with U.S. GAAP. The preparation of these financial statements requires us to make estimates, assumptions and
judgments that affect the amounts reported in our financial statements and the accompanying notes. We base our estimates on historical
experience and on various other assumptions that we believe to be reasonable under the circumstances. Actual results may differ from these
estimates under different assumptions or judgments. Our critical accounting policies are described in the Management s Discussion and Analysis
section and the notes to our audited consolidated financial statements previously included in our Annual Report on Form 10-K for the period
ended December 31, 2010, as filed with the Securities and Exchange Commission on March 31, 2011. There have been no material changes to
the descriptions therein.

Results of Operations
Three Months Ended March 31, 2011 Compared to Three Months Ended March 31, 2010
Revenues

Total revenues increased 14.1% to $9.0 million for the three months ended March 31, 2011 from $7.9 million for the three months ended
March 31, 2010. Revenues within our Technology Development segment decreased 3.3% to $5.6 million for the three months ended March 31,
2011 from $5.8 million in the corresponding period in 2010, due primarily to a decline in direct labor hours caused by a decrease in employees
in our Technology Development segment from the same period in 2010. Revenues in our Product and Licensing segment increased by 62.8% to
$3.4 million for the three months ended March 31, 2011 from $2.1 million in the corresponding period in 2010, due primarily to increased sales
of our fiber optic test and measurement products.

Cost of Revenues

Cost of revenues increased 12%, to $5.7 million for the three months ended March 31, 2011 from $5.1 million for the corresponding 2010
period. The Technology Development segment cost of sales increased by approximately 6.6%, from $3.8 million to $4.1 million, due primarily
to an increase in direct overhead. The Product and Licensing segment s cost of sales increased by approximately 29.0% to $1.6 million in the
three months ended March 31, 2011 from $1.2 million for the corresponding period in 2010, reflecting the growth in our product sales during the
quarter.

Our resulting gross profit was $3.3 million for the quarter ended March 31, 2011 compared to $2.8 million for the corresponding quarter in
2010. The growth in our Product and Licensing segment more than offset the gross profit impact of lower revenues from our Technology
Development segment. Revenues from our Product and Licensing segment typically carry a higher gross margin percentage than revenues from
our Technology Development segment.

Operating Expense

Operating expense increased to $4.2 million for the three months ended March 31, 2011 from $3.9 million for the corresponding quarter in 2010,
due primarily to accelerating expense recognition for the remaining payment obligations in the amount of approximately $230,000 for the
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remainder of the term of our consulting agreement with Dr. Kent Murphy and increased legal fees, largely resulting from the potential proxy
contest in connection with our upcoming annual meeting of stockholders.

Page 15 of 40

Table of Contents

26



Edgar Filing: LUNA INNOVATIONS INC - Form 10-Q

Table of Conten
Interest Income (Expense)

Interest expense for the three months ended March 31, 2011 was approximately $114,000 compared to interest expense of approximately
$84,000 during the same period in 2010. During the first quarter of 2010 we were not incurring interest charges on our line of credit with SVB as
we did not borrow on that line until March 30, 2010.

Liquidity and Capital Resources
At March 31, 2011, our total cash and cash equivalents were approximately $7.5 million.

During 2010, we entered into a revolving line of credit facility with SVB with a borrowing capacity of $5.0 million. As of the date of this report,
we have borrowed $2.5 million under this facility and have $2.5 million available. The line of credit was scheduled to expire in accordance with
its terms on February 17, 2011, but the agreement was amended to extend the maturity until May 18, 2011, after which time we expect to either
extend this line of credit or have another debt facility in place with SVB. However, if we are unable to extend the line of credit or enter into a
replacement facility, all amounts outstanding under the SVB facility will become immediately due and payable, which would have a material
adverse impact on our liquidity and financial condition.

Borrowings under the line of credit with SVB carry a floating annual interest rate equal to 6% or, if greater, two percentage points above SVB s
prime rate then in effect. Amounts due under the facility are secured by substantially all of our assets, including our intellectual property,
personal property and bank accounts. Amounts due under our January 2010 promissory note to Hansen are subordinated to amounts due to SVB
under the line of credit, subject to certain terms and conditions. The line of credit includes a fee of one-half of one percent (0.50%) per annum
based on the average unused portion of the facility.

The SVB facility requires us to observe a number of financial and operational covenants, including maintenance of a specified liquidity ratio,
achievement of certain adjusted EBITDA targets, protection and registration of intellectual property rights, and certain customary negative
covenants. We may use the proceeds of borrowings for any number of purposes, including working capital and general corporate purposes. We
are in compliance with the required covenants.

The line of credit with SVB contains customary events of default, including nonpayment of principal, interest or other amounts, violation of
covenants, material adverse change, an event of default under any subordinated debt documents, incorrectness of representations and warranties
in any material respect, bankruptcy, judgments in excess of a threshold amount and violations of other agreements in excess of a threshold
amount. If any event of default occurs, SVB may declare due immediately all borrowings and foreclose on the collateral. Furthermore, an event
of default under the line of credit would result in an increase in the interest rate on any amounts outstanding.

We believe that our current cash balance, combined with the funds available to us under the line of credit with SVB, provide adequate liquidity
for us to meet our working capital needs into 2012.

Discussion of Cash Flows
Recent Activity

Cash provided by operations for the three months ended March 31, 2011 was approximately $609,000 compared to cash used in operations of
$1.4 million for the corresponding period of 2010. Our improvement in cash provided by operations in the quarter ended March 31, 2011,
compared to the quarter ended March 31, 2010 is primarily due to improved collections on accounts receivable and a reduction in payments to
vendors due to the fact that in the first quarter of 2010 the Company paid the majority of its remaining prepetition liabilities following its
emergence from Chapter 11 reorganization in January 2010. This improvement was partially offset by an increase in our inventories of
approximately $427,000 during the first quarter of 2011.
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Our cash used in investing activities, consisting only of purchases of equipment and costs associated with certain intangible assets, was $146,000
for the three months ended March 31, 2011, primarily for purchases of computer equipment, compared to approximately $45,000, in the
corresponding period in 2010.

Net cash used in financing activities during the three months ended March 31, 2011 was $161,000, which was the result of payments on our debt
obligation of $289,000, partially offset by $132,000 in proceeds from the exercise of warrants and employee stock options. Net cash provided by
financing activities during the three months ended March 31, 2010 was $2.7 million resulting from our borrowing of $2.5 million under our line
of credit with SVB and $227,000 upon the exercise of warrants and employee stock options.

Off-Balance Sheet Arrangements

We have no material off-balance sheet arrangements as defined in Regulation S-K Item 303(a) (4) (ii).

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Market risk represents the risk of loss that may impact our financial position due to adverse changes in financial market prices and rates. We do
not hold or issue financial instruments for trading purposes or have any derivative financial instruments. Our exposure to market risk is limited
to interest rate fluctuations due to changes in the general level of United States interest rates.

Interest Rate Risk

We do not use derivative financial instruments as a hedge against interest rate fluctuations, and, as a result, interest income earned on our cash
and cash equivalents and short-term investments is subject to changes in interest rates. However, we believe that the impact of these fluctuations
does not have a material effect on our financial position due to the immediately available liquidity or short-term nature of these financial
instruments. As of March 31, 2011 we had $7.5 million deposited in cash and cash equivalents.

We are exposed to interest rate fluctuations as a result of our $5.0 million revolving line of credit with SVB, which has a variable rate. We do
not currently use derivative instruments to alter the interest rate characteristics of any of our debt. As of March 31, 2011, the revolving debt
facility interest rate was 6%. For the principal amount of $2.5 million outstanding under the line of credit as of March 31, 2011, a change in the
interest rate by one percentage point for one year would result in a change in our annual interest expense of approximately $25,000.

Although we believe that these measures are indicative of our sensitivity to interest rate changes, they do not adjust for potential changes in our
credit quality, composition of our balance sheet and other business developments that could affect our interest rate exposure. Accordingly, no
assurances can be given that actual results would not differ materially from the potential outcome simulated by this estimate.
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Foreign Currency Exchange Rate Risk

As of March 31, 2011, all payments made under our research contracts have been denominated in United States dollars. Our product sales to
foreign customers are also denominated in U.S. dollars, and we do not receive payments in foreign currency. As such, we are not directly
exposed to currency gains or losses resulting from fluctuations in foreign exchange rates.

ITEM4. CONTROLS AND PROCEDURES
Evaluation of Disclosure Controls and Procedures

We maintain disclosure controls and procedures, as defined in Rules 13a-15(e) and 15d-15(e) under the Securities Exchange Act of 1934, as
amended (the Exchange Act ), which are controls and other procedures that are designed to ensure that information required to be disclosed by a
company in the reports that it files or submits under the Exchange Act is recorded, processed, summarized and reported within the time periods
specified in the SEC s rules and forms. Disclosure controls and procedures include, without limitation, controls and procedures designed to
ensure that information required to be disclosed by a company in the reports that it files or submits under the Exchange Act is accumulated and
communicated to the company s management, including its principal executive and principal financial officers, as appropriate to allow timely
decisions regarding required disclosure.

Management recognizes that any controls and procedures, no matter how well designed and operated, can provide only reasonable assurance of
achieving their objectives and management necessarily applies its judgment in evaluating the cost-benefit relationship of possible controls and
procedures. In addition, the design of any system of controls also is based in part upon certain assumptions about the likelihood of future events,
and there can be no assurance that any design will succeed in achieving its stated goals under all potential future conditions; over time, controls
may become inadequate because of changes in conditions, or the degree of compliance with policies or procedures may deteriorate. Because of
the inherent limitations in a control system, misstatements due to error or fraud may occur and not be detected.

Under the supervision and with the participation of our management, including our principal executive officer and our principal financial officer,
we evaluated the effectiveness of the design and operation of our disclosure controls and procedures as of the end of the period covered by this
Quarterly Report. Based on this evaluation, our principal executive officer and our principal financial officer have concluded that, as of

March 31, 2011, our disclosure controls and procedures were effective at the reasonable assurance level.

Changes in Internal Control over Financial Reporting

No change in our internal control over financial reporting (as defined in Rules 13a-15(f) and 15d-15(f) under the Exchange Act) occurred during
the quarter ended March 31, 2011 that has materially affected, or is reasonably likely to materially affect, our internal control over financial
reporting.

PART II. OTHER INFORMATION

ITEM 1. LEGAL PROCEEDINGS
None.

ITEM 1A. RISK FACTORS

You should carefully consider the risks described below before deciding whether to invest in our common stock. The risks described below are
not the only ones we face. Additional risks not presently known to us or that we currently believe are immaterial may also impair our business
operations and financial results. If any of the following risks actually occurs, our business, financial condition or results of operations could be
adversely affected. In such case, the trading price of our common stock could decline and you could lose all or part of your investment. Our
filings with the Securities and Exchange Commission also contain forward-looking statements that involve risks or uncertainties. Our actual
results could differ materially from those anticipated or contemplated by these forward-looking statements as a result of a number of factors,
including the risks we face described below, as well as other variables that could affect our operating results. Past financial performance should
not be considered to be a reliable indicator of future performance, and investors should not use historical trends to anticipate results or trends
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in future periods.
RISKS RELATING TO OUR BUSINESS GENERALLY
QOur transition to a new chief executive officer may not be successful.

Effective April 25, 2011, My E. Chung was appointed as our President and Chief Executive Officer. Mr. Chung also joined our board of
directors. As of the date of Mr. Chung s appointment, Dale Messick ceased to serve as our interim President and Chief Operating Officer and
returned to his previous role as our Chief Financial Officer, and Scott Graeff ceased to serve in his role as our interim Chief Financial Officer but
continues in his role as our Chief Commercialization Officer and Treasurer. There can be no assurances that we will be able to implement a
smooth transition to our new Chief Executive Officer or that the transition of these responsibilities will be successful. Leadership transitions can
be inherently difficult to manage and may cause uncertainty or a disruption to our business, may increase the likelihood of turnover in key
officers and employees or could lead to concerns from current and potential customers, suppliers and other third parties with whom we do
business, any of which could have a material adverse impact on our operations.

Our business is also dependent on our ability to hire, retain and motivate highly qualified personnel, including other senior management.
However, competition for qualified personnel, particularly those with the significant skills and expertise of many of our officers and employees,
remains intense. Any loss of key personnel could have a material adverse effect on our ability to meet key operational objectives, such as timely
and effective project milestones and product introductions, which in turn could adversely affect our business, results of operations and financial
condition. We also have contractual obligations to adequately staff certain development projects, and a loss of key personnel could lead to our
inability to meet these obligations, which in turn could expose us to claims for significant damages under any such agreement.

A potential proxy contest could cause disruption in our business.

In August 2010, Dr. Kent Murphy, our founder, resigned from his position as our chief executive officer. Dr. Murphy remains a member of the
board of directors, serving as its vice chairman. Dr. Murphy has informed us that he may seek to nominate one or more directors to our board of
directors and propose an amendment to our bylaws in his capacity as a stockholder of our company. If this occurs, we expect that Dr. Murphy s
nomination would compete with the board s nominees for director to be elected at our 2011 annual meeting of stockholders, and he would
separately conduct his own solicitation of our stockholders in favor of his nominee(s). Such a competing proxy contest would result in our
incurring increased expenses in connection with our solicitation of proxies and divert the attention of our management. Perceived uncertainties
as to the potential outcome of any proxy contest may also result in our inability to consummate potential business opportunities and may make it
more difficult to attract and retain qualified personnel.

A decline in government research contract awards or government funding for existing or future government research contracts, including
SBIR contracts, could adversely affect our revenues, cash flows and ability to fund our growth.

Technology development revenue, which consists primarily of government-funded research, accounted for approximately 62% and 74%
respectively, of our consolidated total revenues for the three months ended March 31, 2011 and 2010. As a result, we are vulnerable to adverse
changes in our revenues and cash flows if a significant number of our research contracts and subcontracts were to be simultaneously delayed or
canceled for budgetary, performance or other reasons. For example, the U.S. government may cancel these contracts at any time without cause
and without penalty or may change its requirements, programs or contract budget, any of which could reduce our revenues and cash flows from
U.S. government research contracts. Our revenues and cash flows from U.S. government research contracts and subcontracts could also be
reduced by declines or other changes in U.S. defense, homeland security and other federal agency budgets. In addition, we compete as a small
business for some of these contracts, and in order to maintain our eligibility to compete as a small business, we, together with any affiliates, must
continue to meet size and revenue limitations established by the U.S. government.

Our contract research customer base includes government agencies, corporations and academic institutions. Our customers are not obligated to
extend their agreements with us and may elect not to do so. Also, our customers priorities regarding funding for certain projects may change and
funding resources may no longer be available at previous levels.
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In addition to contract cancellations and changes in agency budgets, our future financial results may be adversely affected by curtailment of the
U.S. government s use of contract research providers, including curtailment due to government budget reductions and related fiscal matters.
These or other factors could cause U.S. defense and other federal agencies to conduct research internally rather than through commercial
research organizations, to reduce their overall contract research requirements or to exercise their rights to terminate contracts. Alternatively, the
U.S. government may discontinue the SBIR program or its funding altogether. Any of these actions could limit our ability to obtain new contract
awards and adversely affect our revenues, cash flows and ability to fund our growth.

We rely and will continue to rely on contracts and grants awarded under the SBIR program for a significant portion of our revenues. A
finding by the SBA that we no longer qualify to receive SBIR awards could adversely affect our business.

We compete as a small business for some of our government contracts. As described above, our revenues derived from the SBIR program
account for a significant portion of our consolidated total revenues, and contract research, including SBIR contracts, will remain a significant
portion of our consolidated total revenues for the foreseeable future.

We may not continue to qualify to participate in the SBIR program or to receive new SBIR awards from federal agencies. In order to qualify for
SBIR contracts and grants, we must meet certain size and ownership eligibility criteria. These eligibility criteria are applied as of the time of the
award of a contract or grant. A company can be declared ineligible for a contract award as a result of a size challenge filed with the SBA by a
competitor or a federal agency.

In order to be eligible for SBIR contracts and grants, we must be 51% owned and controlled by individuals who are U.S. citizens or permanent
resident aliens. In the event our institutional ownership significantly increases, either because of increased buying by institutions or selling by
individuals, we could lose eligibility for new SBIR contracts, public contracts, grants and other awards that are set aside for small businesses,
including SBIR grants.

Additionally, in order to be eligible for SBIR contracts and grants, the number of our employees, including those of any entities that are
considered to be affiliated with us, cannot exceed 500. As of March 31, 2011, we had approximately 190 employees. In determining whether we
are affiliated with any other entity, the SBA will analyze whether another entity controls or has the power to control us. Carilion Clinic is our
largest institutional stockholder. We understand that the SBA is in the process of performing a formal size determination that will focus on
whether or not Carilion is our affiliate. Although we do not believe that Carilion has the power to control our company, we cannot assure you
that the SBA will interpret its regulations in our favor on this question. Under its regulations, the SBA may conclude that a stockholder that is
large compared to others has the power to control us and is our affiliate. If the SBA were to make a determination that we are affiliated with
Carilion, we would exceed the size limitations, as Carilion has over 500 employees. In that case, we could lose eligibility for new SBIR grants
and other SBA contracts, public contrac