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PART I — FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

QUALSTAR CORPORATION

CONDENSED BALANCE SHEETS

(In thousands)

ASSETS

Current assets:

Cash and cash equivalents
Marketable securities, short-term

Receivables, net of allowances of $75 at December 31, 2013, and $68 at June 30, 2013
Receivable from CTS for manufacturing inventories, net of allowance for returns of $292

at December 31, 2013, and $203 at June 30, 2013
Inventories, net

Prepaid expenses and other current assets

Total current assets

Property and equipment, net

Marketable securities, long-term

Other assets

Total assets

LIABILITIES AND SHAREHOLDERS’ EQUITY
Current liabilities:

Accounts payable

Accrued payroll and related liabilities

Deferred service revenue

Other accrued liabilities

Total current liabilities

Other long term liabilities

December
31,

2013
(Unaudited)

$ 1,922
7,347
2,643

2,719
304

$ 14,935
544
1,140
67

$ 16,686

$ 1,640
206
1,398
1,458

$ 4,702

17

June 30,

2013
(Audited)

$ 1,966
6,305
3,140

644

1,628
363
$ 14,046
545
5,546
70
$20,207

$2,089
424
953
1,979

$ 5,445

17
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Commitments and contingencies

Shareholders’ equity:
Preferred stock, no par value; 5,000 shares authorized; no shares issued -
Common stock, no par value; 50,000 shares authorized, 12,253 shares issued and

outstanding as of December 31, 2013 and June 30, 2013 18,932
Accumulated other comprehensive income 10

Accumulated deficit (6,975
Total shareholders’ equity $ 11,967
Total liabilities and shareholders’ equity $ 16,686

See notes to condensed financial statements.

)

18,938

4
4,197 )

$ 14,745

$20,207
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QUALSTAR CORPORATION

CONDENSED STATEMENTS OF COMPREHENSIVE LOSS

(Unaudited)

(In thousands, except per share data)

Net revenues

Cost of goods sold

Gross profit

Operating expenses:

Engineering

Sales and marketing

General and administrative

Restructuring expense

Total operating expenses

Loss from operations

Other income (expense)

Loss before income taxes

Provision for income taxes

Net loss

Change in unrealized (losses) gains on investments
Comprehensive loss

Loss per common share:

Basic and Diluted

Weighted average common shares outstanding:
Basic and Diluted

See notes to condensed financial statements.

Three Months Six Months
Ended Ended

December 31, December 31,
2013 2012 2013 2012
$3,440 $3,355 $5,631 $6,808
1,931 2,086 3,661 4,595
$1,509 $1,269 $1,970 $2,213

604 742 1,478 1,408
512 804 1,245 1,335
623 919 2,017 1,659
26 511 26 1,393

$1,765 $2,976 $4,766  $5,795
(256 ) (1,707) (2,796) (3,582)
5 34 18 37 )
251 ) (1,673) (2,778) (3,619)

$(251 ) $(1,673) $(2,778 ) $(3,619)
“4 ) (2 ) 6 5

$(255 ) $(1,675) $(2,772) $(3,614)

$(0.02 ) $(0.14 ) $(0.23 ) $(0.30 )

12,253 12,253 12,253 12,253
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QUALSTAR CORPORATION
CONDENSED STATEMENTS OF CASH FLOWS
(Unaudited)

(In thousands)

OPERATING ACTIVITIES:
Net loss

Adjustments to reconcile net loss to net cash used in operating activities:

Depreciation and amortization

Loss on disposal of assets

Provision for bad debts and returns, net

Provision for inventory reserve and adjustments

Stock based compensation

Loss on sale of marketable securities

Changes in operating assets and liabilities:

Accounts receivable

Inventories

Prepaid expenses and other assets

Accounts payable

Accrued payroll and related liabilities

Other accrued liabilities

Total adjustments

Net cash used in operating activities

INVESTING ACTIVITIES:

Purchases of equipment

Purchases of marketable securities

Proceeds from the sale of marketable securities

Net cash provided by investing activities

NET DECREASE IN CASH AND CASH EQUIVALENTS
CASH AND CASH EQUIVALENTS, BEGINNING OF PERIOD
CASH AND CASH EQUIVALENTS, END OF PERIOD
SUPPLEMENTAL CASH FLOW DISCLOSURES:

Income taxes paid

See notes to condensed financial statements.

Six Months
Ended

December 31,
2013 2012

$(2,778) $(3,619)

91 67

4 ;

7 2 )

(60 ) 325

(6 ) 27

- 34

1,133 59 )

(1,031) 159

63 B8 )

449 ) (796 )

(217 ) 206

(75 ) 868

540 ) 771
$(3,318) $(2,848)

@9 ) (164 )

- (3,151)

3,363 5,264

$3,274  $1,949
$44 ) $(899 )
$1,966 $7,381
$1,922  $6,482

$2 $7
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QUALSTAR CORPORATION
CONDENSED STATEMENT OF CHANGES IN SHAREHOLDERS’ EQUITY

SIX MONTHS ENDED DECEMBER 31, 2013

(Unaudited)
(In thousands)
Accumulated
Common Stock  Other Accumulated
Comprehensive
Shares Amount Income Deficit
Balance at June 30, 2013 12,253 $18,938 $ 4 $ 4,197
Share-based compensation (6 )
Comprehensive loss:
Change in unrealized gains on investments 6
Net loss (2,778
Comprehensive loss
Balance at December 31, 2013 12,253 $18,932 % 10 $ (6,975

See notes to condensed financial statements.

Total
) $14,745
6 )

6
) (2,778)
(2,772)
) $11,967

10
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QUALSTAR CORPORATION

NOTES TO CONDENSED FINANCIAL STATEMENTS (Unaudited)

Note 1 — Summary of Significant Accounting Policies

Basis of Presentation

In the opinion of management, the unaudited accompanying condensed financial statements, including balance sheets
and related interim statements of comprehensive loss, cash flows, and stockholders’ equity, include all adjustments,
consisting primarily of normal recurring items, which are necessary for their fair presentation in conformity with
accounting principles generally accepted in the United States of America (“U.S. GAAP”).

Preparing financial statements requires management to make estimates and assumptions that affect the reported
amounts of assets, liabilities, revenue and expenses. Examples include estimates of loss contingencies, product life
cycles and inventory obsolescence, bad debts, sales returns, share-based compensation, forfeiture rates, the potential
outcome of future tax consequences of events that have been recognized in our financial statements or tax returns, and
determining when investment impairments are other-than-temporary. Actual results and outcomes may differ from
management’s estimates and assumptions.

Interim results are not necessarily indicative of results for a full year. The information included in this Form 10-Q
should be read in conjunction with information included in the Qualstar Corporation Annual Report on Form 10-K for
the fiscal year ended June 30, 2013, filed with the U.S. Securities and Exchange Commission (“SEC”) on September 30,
2013.

Risks and Uncertainties

We are subject to a number of risks and uncertainties that may significantly impact our future operating results. These
risks and uncertainties are discussed under Part II, Item 1A, “Risk Factors” included in this Form 10-Q. As our interim
description of risks and uncertainties only includes any material changes to our annual description, we refer you to our

11
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risk factors previously disclosed in Item 1A of our Annual Report on Form 10-K for the fiscal year ended June 30,
2013, as filed with the SEC.

Revenue Recognition

We recognize revenue when there is persuasive evidence that an arrangement exists, title and risk of loss have passed,
delivery has occurred or the services have been rendered, the sales price is fixed or determinable and collection of the
related receivable is reasonably assured. Title and risk of loss generally pass to our customers upon shipment. In
limited circumstances where either title or risk of loss pass upon destination or acceptance or when collection is not
reasonably assured, we defer revenue recognition until such events occur.

Revenue for established products that have previously satisfied a customer’s acceptance requirements and provide for
full payment tied to shipment is generally recognized upon shipment and passage of title. In limited cases where a
prior history of customer acceptance cannot be demonstrated or sales where customer payment dates are not
determinable or when collection is not reasonably assured, revenue is deferred until customer acceptance occurs or
payment has been received. On the limited shipments where sales are not recognized, gross profit is generally
recorded as deferred profit in our consolidated balance sheet representing the difference between the receivable
recorded and the inventory shipped.

Deferred revenue is shown separately in the balance sheet, and deferred profit is included in other accrued liabilities in
the balance sheet. At December 31, 2013, we had deferred revenue of approximately $1,398,000, and deferred profit
of approximately $90,000. At June 30, 2013, we had deferred revenue of approximately $953,000 and deferred profit
of approximately $209,000.

12



Edgar Filing: QUALSTAR CORP - Form 10-Q

QUALSTAR CORPORATION

NOTES TO CONDENSED FINANCIAL STATEMENTS- (Continued)

Marketable Securities

Marketable securities consist primarily of high-quality U.S. corporate securities, U.S. federal government debt
securities, corporate and municipal bonds, collateralized mortgage obligations and asset backed securities. Our
marketable securities portfolio consists of short-term securities with original maturities of greater than three months
from the date of purchase and remaining maturities of less than one year and long-term securities with original
maturities of greater than one year and less than five years. Marketable securities are classified as “available-for-sale”
and are recorded at fair value using the specific identification method; unrealized gains and losses are reflected in
other comprehensive income until realized; realized gains and losses are included in earnings when the underlying
securities are sold and are derived using the specific identification method for determining the cost of securities sold.
If the credit ratings of the security issuers deteriorate or if market conditions deteriorate, we may be required to reduce
the value of our investments through an impairment charge.

Fair Value of Financial Instruments

We measure fair value on all financial assets and liabilities and nonfinancial assets and liabilities that are recognized
or disclosed at fair value in the financial statements on a recurring basis (at least quarterly). See “Note 5 — Fair Value
Measurements.”

Allowance for Doubtful Accounts

We estimate our allowance for doubtful accounts based on an assessment of the collectability of specific accounts and
the overall condition of accounts receivable. In evaluating the adequacy of the allowance for doubtful accounts, we
analyze specific trade receivables, historical bad debts, customer credits, customer credit-worthiness and changes in
customers’ payment terms and patterns. If the financial condition of our customers were to deteriorate, resulting in an
impairment of their ability to make additional payments, then we may need to make additional allowances. Likewise,
if we determine that we could realize more of our receivables in the future than previously estimated, we would adjust
the allowance to increase income in the period we made this determination.

13
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Inventory Valuation

We record inventories at the lower of cost or market value. We assess the value of our inventories periodically based
upon numerous factors including expected product or material demand, current market conditions, technological
obsolescence, current cost and net realizable value. If necessary, we write down our inventory for estimated
obsolescence, potential shrinkage, or unmarketable inventory equal to the difference between the cost of inventory and
the estimated market value based upon assumptions about future demand and market conditions. If technology
changes more rapidly than expected, or market conditions become less favorable than those projected by management,
additional inventory write-downs may be required.

Warranty Obligations

We provide for the estimated cost of product warranties at the time revenue is recognized. We engage in extensive
product quality programs and processes, including active monitoring and evaluation of product failure rates, material
usage and estimation of service delivery costs incurred in correcting a product failure. However, should actual product
failure rates, material usage, or service delivery costs differ from our estimates, revisions to the estimated warranty
liability would be required. Historically our warranty costs have not been significant.

Legal and Other Contingencies

The outcomes of legal proceedings and claims brought against us are subject to significant uncertainty. An estimated
loss from a loss contingency such as a legal proceeding or claim is accrued by a charge to income if it is probable that
a liability has been incurred and the amount of the loss can be reasonably estimated. When legal costs that the entity
expects to incur in defending itself in connection with a loss contingency accrual are expected to be material, the loss
should factor in all costs and, if the legal costs are reasonably estimable, they should be accrued in accordance with
ASC 450, regardless of whether a liability can be estimated for the contingency itself. Disclosure of a contingency is
required if there is at least a reasonable possibility that a loss has been incurred. Changes in these factors could
materially impact our financial statements. We have accrued $45,000 for such contingencies.

14
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QUALSTAR CORPORATION

NOTES TO CONDENSED FINANCIAL STATEMENTS- (Continued)

Share-Based Compensation

Share-based compensation is accounted for in accordance with ASC 718, “Compensation — Stock Compensation.” We
use the Black-Scholes option-pricing model to determine fair value of the award at the date of grant and recognize
compensation expense over the vesting period. The inputs we use for the model require the use of judgment, estimates
and assumptions regarding the expected volatility of the stock, the expected term the average employee will hold the
option prior to the date of exercise, expected future dividends, and the amount of share-based awards that are expected
to be forfeited. Changes in these inputs and assumptions could occur and actual results could differ from these
estimates, and our results of operations could be impacted.

Accounting for Income Taxes

We estimate our tax liabilities based on current tax laws in the statutory jurisdictions in which we operate in
accordance with ASC 740, “Income Taxes.” These estimates include judgments about deferred tax assets and liabilities
resulting from temporary differences between assets and liabilities recognized for financial reporting purposes and
such amounts recognized for tax purposes, as well as about the realization of deferred tax assets. We may recognize
the tax benefit from an uncertain tax position only if it is more likely than not that the tax position will be sustained
upon examination by the taxing authorities, based on the technical merits of the position. The tax benefits recognized
in the financial statements from such a position should be measured based on the largest benefit that has a greater than
50% likelihood of being realized upon ultimate settlement. ASC 740 also provides guidance on derecognition of
income tax assets and liabilities, classification of current and deferred income tax assets and liabilities, accounting for
interest and penalties associated with tax positions, and income tax disclosures.

We maintain a valuation allowance to reduce our deferred tax assets due to the uncertainty surrounding the timing of
realizing the benefits of net deferred tax assets in future years. We have considered future taxable income and ongoing
prudent and feasible tax planning strategies in assessing the need for such a valuation allowance. In the event we were
to determine that we would be able to realize all or part of our net deferred tax asset in the future, the valuation
allowance would be decreased accordingly.

15
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We may periodically undergo examinations by the federal and state regulatory authorities and the Internal Revenue
Service. We may be assessed additional taxes and/or penalties contingent on the outcome of these examinations. Our
previous examinations have not resulted in any unfavorable or significant assessments.

Note 2 — Recent Accounting Pronouncements

Recently adopted accounting guidance

On July 1, 2013, we adopted ASU 2013-02 guidance on disclosure requirements for items reclassified out of
accumulated other comprehensive income. This new guidance requires entities to present (either on the face of the
income statement or in the notes) the effects on the line items of the income statements for amounts reclassified out of
accumulated other comprehensive income. Adoption of this new guidance did not impact our financial statements.

On July 1, 2013, we adopted ASU 2012-02 guidance on testing indefinite-lived intangible assets for impairment. The
new guidance provides an entity with the option to first assess qualitative factors to determine whether it is necessary
to perform a quantitative impairment test, simplifying the guidance for testing the decline in the realizable value
(impairment) of indefinite-lived intangible assets other than goodwill. Examples of intangible assets subject to the
guidance include indefinite-lived trademarks, licenses, and distribution rights. An organization electing to perform a
qualitative assessment is no longer required to calculate the fair value of an indefinite-lived intangible asset unless the
organization determines, based on a qualitative assessment, that it is “more likely than not” that the asset is impaired.
Adoption of this new guidance did not impact our financial statements.

On July 1, 2013, we adopted ASU 2011-11 enhancing disclosure requirements about the nature of an entity’s right to
offset and related arrangements associated with its financial instruments and derivative instruments. The new guidance
requires the disclosure of the gross amounts subject to rights of set-off, amounts offset in accordance with the
accounting standards followed, and the related net exposure. Adoption of this new guidance did not impact our
financial statements.

16
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QUALSTAR CORPORATION

NOTES TO CONDENSED FINANCIAL STATEMENTS- (Continued)

Recent accounting guidance not yet adopted

In July 2013, the FASB issued ASU 2013-11 regarding disclosures in the financial statements for an unrecognized tax
benefit when a net operating loss carryforward exists. The new guidance will become effective for us beginning July
1, 2014 and is not expected to impact our financial statements upon adoption.

Note 3 — Concentration of Credit Risk, Other Concentration Risks and Significant Customers

We are exposed to interest rate risks. Our investment income is sensitive to changes in the general level of

U.S. interest rates, particularly since the majority of our investments are in shorter duration fixed income securities.
We have no outstanding debt nor do we utilize auction rate securities or derivative financial instruments in our
investment portfolio.

Our financial results could be affected by changes in foreign currency exchange rates or weak economic conditions in

foreign markets. As all sales are currently made in U.S. dollars, a strengthening of the dollar could make our products

less competitive in foreign markets. Sales outside North America represented approximately 41.2% of net revenues in
the three months ended December 31, 2013, and 52.3% of net revenues in the three months ended December 31, 2012.
Sales outside North America represented approximately 40.3% of net revenues in the six months ended December 31,
2013, and 44.3% of net revenues in the six months ended December 31, 2012.

Two customers accounted for 15.1% and 10.5% of the Company’s revenue for the three-month period ended December
31, 2013. The customers’ accounts receivable balances, net of specific allowances, totaled approximately 10.1% and
17.0%, respectively, of net accounts receivable as of December 31, 2013. One customer accounted for 17.8% of the
Company’s revenue for the three-month period ended December 31, 2012. The customer’s accounts receivable balance,
net of specific allowances, totaled approximately 21.9% of net accounts receivable as of December 31, 2012.

17
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Two customers accounted for 15.0% and 9.5% of the Company’s revenue for the six-month period ended December
31, 2013. The customers’ accounts receivable balances, net of specific allowances, totaled approximately 10.1% and
17.0%, respectively, of net accounts receivable as of December 31, 2013. One customer accounted for 9.8% of the
Company’s revenue for the six-month period ended December 31, 2012. The customer’s accounts receivable balance,
net of specific allowances, totaled approximately 21.9% of net accounts receivable as of December 31, 2012.

Note 4 — Loss per Share

Basic loss per share has been computed by dividing net loss by the weighted average number of common shares
outstanding. Diluted loss per share has not been computed as the effect is antidilutive.

The following table sets forth the computation of basic and diluted net loss per share for the periods indicated:

Three Months

Ended Six Months Ended

December 31, December 31,

2013 2012 2013 2012
In thousands (except per share amounts):

Net loss (a) $(251 ) $(1,673) $(2,778) $(3,619)
Weighted average outstanding shares of common stock (b) 12,253 12,253 12,253 12,253
Dilutive potential common shares from employee stock options — — — — —
Common stock and common stock equivalents (c) 12,253 12,253 12,253 12,253
Loss per share:

Basic net loss per share (a)/(b) $(0.02 ) $(0.14 ) $(0.23 ) $(0.30 )
Diluted net loss per share (a)/(c) $(0.02 ) $(0.14 ) $(0.23 ) $(0.30 )
8
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QUALSTAR CORPORATION

NOTES TO CONDENSED FINANCIAL STATEMENTS- (Continued)

Note 5 — Fair Value Measurements

Fair value is the price that would be received from selling an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date. Fair value is estimated by applying the following
hierarchy, which prioritizes the inputs used to measure fair value into three levels and bases the categorization within
the hierarchy upon the lowest level of input that is available and significant to the fair value measurement:

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

Level 2 — Observable inputs other than quoted prices in active markets for identical assets and liabilities, quoted prices
for identical or similar assets or liabilities in inactive markets, or other inputs that are observable or can be
corroborated observable market data for substantially the full term of the assets or liabilities.

Level 3 — Inputs that are generally unobservable and typically reflect management’s estimate of assumptions that market
participants would use in pricing the asset or liability.

Note 6 — Cash, Cash Equivalents and Marketable Securities Recorded at Fair Value

All highly liquid investments with maturities of three months or less at the date of purchase are classified as cash
equivalents. The Company’s marketable debt securities have been classified and accounted for as available-for-sale.
Management determines the appropriate classification of its investments at the time of purchase and re-evaluates the
available-for-sale designations as of each balance sheet date. The Company classifies its marketable debt securities as
either short-term or long-term based on each instrument’s underlying contractual maturity date. Marketable debt
securities with maturities of 12 months or less are classified as short-term and marketable debt securities with
maturities greater than 12 months are classified as long-term.

19
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The following tables summarize the Company’s available-for-sale securities’ adjusted cost, gross unrealized gains,
gross unrealized losses and fair value by significant investment category recorded as cash and cash equivalents or
short-term or long-term marketable securities as of December 31, 2013 and June 30, 2013 (in thousands):

December 31, 2013
Cash &
Adjusted Unrealized Unrealized Fair Short-term Long-term
Cash Marketable
. Losses Value .. Marketable
Cost Gains Securities ..
. Securities
Equivalents
Level 1:
Cash 849 - - 849 849 - -
Money Market Funds 1,073 - - 1,073 1,073 - -
Subtotal $1922 §$§ - $ - $1922 $ 1,922 $ - $ -
Level 2:
U.S. Agency Securities 338 - - 338 - - 338
Corporate securities 3,540 2 (1 ) 3,541 - 2,840 701
Municipal securities 4,576 10 (1 ) 4,585 - 4,484 101
Asset backed securities 23 - - 23 - 23 -
Subtotal $8477 $ 12 $ 2 ) $8,487 $ - $ 7,347 $ 1,140
Total $10,399 $ 12 $ 2 ) $10,409 $ 1,922 $ 7,347 $ 1,140
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NOTES TO CONDENSED FINANCIAL STATEMENTS- (Continued)

Level 1:

Cash

Money Market Funds
U.S. Treasury Securities
Subtotal

June 30, 2013

AdjustedUnrealized

Cost

1,257

709

503
$2,469

Gains

Unrealized Fair

Losses

Cash &
Short-term Long-term
Value Cash Markfet.able Marketable
Securities e
. Securities
Equivalents
1,257 1,257 - -
709 709 - -
503 - 503 -
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