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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements

NAUTILUS, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS
(Unaudited and in thousands)

Assets

Cash and cash equivalents

Available-for-sale securities

Trade receivables, net of allowances of $290 and $170
Inventories

Prepaids and other current assets

Income taxes receivable

Total current assets

Property, plant and equipment, net

Goodwill

Other intangible assets, net

Deferred income tax assets, non-current

Other assets

Total assets

Liabilities and Shareholders' Equity

Trade payables

Accrued liabilities

Warranty obligations, current portion

Note payable, current portion, net of unamortized debt issuance costs
of $7 and $7

Total current liabilities

Warranty obligations, non-current

Income taxes payable, non-current

Deferred income tax liabilities, non-current

Other long-term liabilities

Note payable, non-current, net of unamortized debt issuance costs
of $18 and $21

Total liabilities

Commitments and contingencies (Note 14)
Shareholders' equity:

Common stock - no par value, 75,000 shares authorized, 30,786 and
30,825 shares issued and outstanding

Retained earnings

Accumulated other comprehensive loss

Total shareholders' equity

Total liabilities and shareholders' equity

As of
June 30,
2017

$21,811
63,624
24,220
42,344
6,020
4,041
162,060
16,037
61,957
68,166
492
$308,712

$46,936
8,746
3,266

15,993

74,941
3,385
2,571
17,103
2,358

39,982
140,340

1,381

167,728
(737 )
168,372
$308,712

See accompanying Notes to Condensed Consolidated Financial Statements.

December 31,
2016

$ 47,874
31,743
45,458
47,030
8,020
3,231
183,356
17,468
61,888
69,800
11

543

$ 333,066

$ 66,020
12,892
3,500

15,993

98,405
3,950
2,403
16,991
2,481

47,979
172,209

578

161,496
(1,217 )
160,857

$ 333,066
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NAUTILUS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(Unaudited and in thousands, except per share amounts)

Three Months

Ended June 30,

2017 2016
Net sales $77,029 $78,529
Cost of sales 38,651 36,667
Gross profit 38,378 41,862
Operating expenses:
Selling and marketing 23,628 24,711
General and administrative 7,315 7,203
Research and development 3,586 3,375
Total operating expenses 34,529 35,289
Operating income 3,849 6,573
Other income (expense):
Interest income 175 68
Interest expense 412 ) (514
Other, net 110 (136
Total other expense, net (127 ) (582
Income from continuing operations before income taxes 3,722 5,991
Income tax expense 1,156 2,295
Income from continuing operations 2,566 3,696
Discontinued operations:
Loss from discontinued operations before income taxes (29 ) (180
Income tax expense (benefit) of discontinued operations 48 (14

Loss from discontinued operations (77 ) (166

Net income $2,489 $3,530
Basic income per share from continuing operations $0.08 $0.12
Basic loss per share from discontinued operations — (0.01
Basic net income per share $0.08 $0.11
Diluted income per share from continuing operations $0.08 $0.12
Diluted loss per share from discontinued operations — (0.01
Diluted net income per share $0.08 $0.11
Shares used in per share calculations:
Basic 30,755 31,072
Diluted 31,095 31,335

See accompanying Notes to Condensed Consolidated Financial Statements.

2

Six Months Ended
June 30,
2017 2016
$190,281 $199,457
90,158 91,251
100,123 108,206
61,293 59,890
14,801 15,434
7,497 7,009
83,591 82,333
16,532 25,873
306 122

) (856 ) (980 )

) 63 (260 )

) (487 ) (1,118 )
16,045 24,755
5,294 9,473
10,751 15,282

) (1,655 ) (304 )

) (486 ) 4

) (1,169 ) (308 )
$9,582 $14,974
$0.35 $0.49

) (0.04 ) (0.01 )
$0.31 $0.48
$0.35 $0.49

) (0.04 ) (0.01 )
$0.31 $0.48
30,734 31,044
31,110 31,315
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NAUTILUS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
(Unaudited and in thousands)

Three Months Six Months Ended
Ended June 30, June 30,
2017 2016 2017 2016
Net income $2,489 $3,530 $9,582 $14,974
Other comprehensive income (loss):
Unrealized gain (loss) on available-for-sale securities, net of income tax
expense (benefit) of $(5), $4, $(17) and $16
Gain (loss) on derivative securities, effective portion, net of income tax expense

¢ ) 8 (28 ) 26

(benefit) of $(7), $(63), $65 and $(476) az ) aoes o7 (787 )
Foreign currency translation, net of income tax expense (benefit) of $2, $2, $2 330 (110 ) 401 442
and $(5)

Other comprehensive income (loss) 309 (207 ) 480 319 )
Comprehensive income $2,798 $3,323 $10,062 $14,655

See accompanying Notes to Condensed Consolidated Financial Statements.




Edgar Filing: NAUTILUS, INC. - Form 10-Q

NAUTILUS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited and in thousands)

Cash flows from operating activities:

Income from continuing operations

Loss from discontinued operations

Net income

Adjustments to reconcile net income to cash provided by operating activities:
Depreciation and amortization

Provision (benefit) for allowance for doubtful accounts
Inventory lower-of-cost-or-market/NRV adjustments
Stock-based compensation expense

Loss on asset dispositions

Deferred income taxes, net of valuation allowance
Excess tax benefit related to stock-based awards

Other

Changes in operating assets and liabilities:

Trade receivables

Inventories

Prepaids and other current assets

Income taxes receivable

Trade payables

Accrued liabilities, including warranty obligations

Net cash provided by operating activities

Cash flows from investing activities:

Purchases of available-for-sale securities

Proceeds from maturities of available-for-sale securities
Proceeds from sales of available-for-sale securities
Acquisition of business, net of cash acquired

Purchases of property, plant and equipment and intangible assets
Net cash used in investing activities

Cash flows from financing activities:

Payments on long-term debt

Payments for stock repurchases

Proceeds from exercise of stock options and employee stock plan purchases
Tax payments related to stock award issuances

Excess tax benefit related to stock-based awards

Net cash used in financing activities

Effect of exchange rate changes on cash and cash equivalents
Increase (decrease) in cash and cash equivalents

Cash and cash equivalents:

Beginning of period

End of period

Supplemental disclosure of cash flow information:

Cash paid for interest

Cash paid for income taxes, net

Supplemental disclosure of non-cash investing activities:

Six Months Ended
June 30,
2017 2016

$10,751 $15,282
(1,169 ) 308 )

9,582 14,974
4,518 3,964
221 @&76 )
258 133
1,130 1,489
— 127

67 5,629
— (1,729 )
(65 )5

20,982 26,260
4,226 1,115
2,141 445 )
(809 ) (8,040 )
(19,477 ) (17,530 )
(4,897 ) (2,062 )
17,877 23,014

(53,573 ) (20,305 )
21,735 16,938
— 71

— (3,468 )
(1,084 ) (706 )
(32,922) (7,470 )

(8,000 ) (8,000 )

(3,427 ) —

490 431

741 ) 221 )
— 1,729

(11,678 ) (6,061 )
660 (77 )
(26,063 ) 9,406

47,874 30,778
$21,811 $40,184

$851 $975
5,289 11,305
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Capital expenditures incurred but not yet paid $338 $1,701
See accompanying Notes to Condensed Consolidated Financial Statements.
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NAUTILUS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

(1) GENERAL INFORMATION
Basis of Consolidation and Presentation

The accompanying condensed consolidated financial statements present the financial position, results of operations
and cash flows of Nautilus, Inc. and its subsidiaries, all of which are wholly owned. Intercompany transactions and
balances have been eliminated in consolidation.

The accompanying condensed consolidated financial statements have not been audited. We have condensed or omitted
certain information and footnote disclosures normally included in financial statements presented in accordance with
accounting principles generally accepted in the United States of America (“U.S. GAAP”). Management believes the
disclosures contained herein are adequate to make the information presented not misleading. However, these
condensed consolidated financial statements should be read in conjunction with our consolidated financial statements
and notes thereto included in our Annual Report on Form 10-K for the year ended December 31, 2016 (the “2016 Form
10-K”).

The preparation of financial statements in conformity with U.S. GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities as of the date of the financial statements and the
reported amounts of revenue and expenses during the reporting period. Actual results could differ from those
estimates. Further information regarding significant estimates can be found in our 2016 Form 10-K.

In the opinion of management, the accompanying condensed consolidated financial statements reflect all adjustments
necessary to present fairly our financial position as of June 30, 2017 and December 31, 2016, and our results of
operations and comprehensive income for the three and six months ended June 30, 2017 and 2016, and cash flows for
the six months ended June 30, 2017 and 2016. Interim results are not necessarily indicative of results for a full year.
Our revenues typically vary seasonally and this seasonality can have a significant effect on operating results,
inventory levels and working capital needs.

Unless indicated otherwise, all information regarding our operating results pertain to our continuing operations.
New Accounting Pronouncements

ASU 2017-09

In May 2017, the Financial Accounting Standards Board ("FASB") issued Accounting Standards Update ("ASU")
2017-09, "Compensation - Stock Compensation (Topic 718) - Scope in Modification Accounting". ASU 2017-09
provides clarity and reduces diversity in practice and cost and complexity when applying the guidance in Topic 718 to
a change to the terms or conditions of a share-based payment award. An entity should account for the effects of a
modification unless all of certain criteria are met. Those criteria relate to fair value, vesting conditions and
classification of the modified award. If all three conditions are the same for the modified award as for the original
award, then the entity should not account for the effects of the modification. ASU 2017-09 is effective for all entities
for annual periods, including interim periods within those annual periods, beginning after December 15. 2017. Early
adoption is permitted, including adoption in any interim period, for public business entities for reporting periods for
which financial statements have not yet been issued. We do not expect the adoption of ASU 2017-04 to have a
material effect on our financial position, results of operations or cash flows.

ASU 2017-04

10
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In January 2017, the FASB issued ASU 2017-04, "Intangibles - Goodwill and Other (Topic 350) - Simplifying the
Test for Goodwill Impairment". ASU 2017-04 simplifies the subsequent measurement of goodwill by eliminating Step
2 from the goodwill impairment test. An entity should perform its annual, or interim, goodwill impairment test by
comparing the fair value of a reporting unit with its carrying amount, and recognize an impairment charge for the
amount by which the carrying amount exceeds the reporting unit's fair value, if applicable. The loss recognized should
not exceed the total amount of goodwill allocated to the reporting unit. The same impairment test also applies to any
reporting unit with a zero or negative carrying amount. An entity still has the option to perform the qualitative
assessment for a reporting unit to determine if the quantitative impairment test is necessary. ASU 2017-04 is effective
for public companies' fiscal years, including interim periods within those fiscal years, beginning after December 15,
2019, on a prospective basis. Early adoption is permitted for interim or annual goodwill impairment tests performed
after January 1, 2017. We do not expect the adoption of ASU 2017-04 to have a material effect on our financial
position, results of operations or cash flows.

5

11
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ASU 2016-15

In August 2016, the FASB issued ASU 2016-15, "Statement of Cash Flows (Topic 230) - Classification of Certain
Cash Receipts and Cash Payments." The amendments in ASU 2016-15 are intended to add or clarify guidance on the
classification of certain cash receipts and payments in the statement of cash flows, with the intent of reducing diversity
in practice for the eight (8) types of cash flows identified. ASU 2016-15 is effective for public companies' fiscal years,
including interim periods within those fiscal years, beginning after December 15, 2017. Early adoption is permitted.
Entities must apply the guidance retrospectively to all periods presented, but may apply it prospectively if
retrospective application would be impracticable. We do not expect the adoption of ASU 2016-15 to have a material
effect on our financial position, results of operations or cash flows.

ASU 2016-13

In June 2016, the FASB issued ASU 2016-13, "Financial Instruments - Credit Losses (Topic 326) - Measurement of
Credit Losses on Financial Instruments." The amendments in ASU 2016-13 replace the incurred loss impairment
methodology in current GAAP with a methodology that reflects expected credit losses and requires consideration of a
broader range of reasonable and supportable information to inform credit loss estimates. ASU 2016-13 is effective for
public companies' annual periods, including interim periods within those fiscal years, beginning after December 15,
2019, using a modified-retrospective approach, with certain exceptions. Early adoption is permitted. While we do not
expect the adoption of ASU 2016-13 to have a material effect on our business, we are evaluating any potential impact
that adoption of ASU 2016-13 may have on our financial position, results of operations or cash flows.

ASU 2016-09

In March 2016, the FASB issued ASU 2016-09, "Compensation - Stock Compensation (Topic 718) - Improvements to
Employee Share-Based Payment Accounting.”" ASU 2016-09 simplifies several aspects of the accounting for
share-based payment transactions, including the income tax consequences, classification of awards as either equity or
liabilities, and classification on the statement of cash flows. ASU 2016-09 is effective for public companies' annual
periods, including interim periods within those fiscal years, beginning after December 15, 2016. Early adoption is
permitted subject to certain requirements, and the method of application (i.e., retrospective, modified retrospective or
prospective) depends on the transaction area that is being amended. Related to forfeitures, we changed our accounting
treatment of forfeiture expense reversals from "at vest date" to "at forfeiture date." We applied the guidance on a
modified retrospective basis, which resulted in a cumulative effective adjustment (in thousands) of $28 reduction to
beginning retained earnings. In addition, related to excess tax benefits, we recognized all current period expense
through the statement of operations and presented excess tax benefits as an operating cash flow, applied prospectively,
with no adjustment to prior periods. The adoption of ASU 2016-09 in January 2017 did not have a material impact on
our financial position, results of operations or cash flows.

ASU 2016-02

In February 2016, the FASB issued ASU 2016-02, "Leases (Topic 842)." ASU 2016-02 replaces the existing guidance
in Accounting Standards Codification ("ASC") 840, Leases. The new standard would require companies and other
organizations to include lease obligations on their balance sheets, including a dual approach for lessee accounting
under which a lessee would account for leases as finance leases or operating leases. Both finance leases and operating
leases will result in the lessee recognizing a right-of-use ("ROU") asset and a corresponding lease liability. For
finance leases the lessee would recognize interest expense and amortization of the ROU asset, and for operating leases
the lessee would recognize a straight-line total lease expense. Lessees and lessors are required to recognize and
measure leases at the beginning of the earliest period presented using a modified retrospective approach. ASU
2016-02 is effective for public companies' annual periods, and interim periods within those fiscal years, beginning
after December 15, 2018. We are currently assessing the impact that ASU 2016-02 will have on our consolidated
financial statements, and expect that the primary impact upon adoption will be the recognition, on a discounted basis,
of our minimum commitments under non-cancellable operating leases on our consolidated balance sheets resulting in
the recording of right of use assets and lease liabilities.

12
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ASU 2015-11

In July 2015, the FASB issued ASU 2015-11, “Simplifying the Measurement of Inventory (Topic 330).” ASU 2015-11
simplifies the accounting for the valuation of all inventory not accounted for using the last-in, first-out (“LIFO”) method
by prescribing inventory be valued at the lower of cost and net realizable value. ASU 2015-11 is effective for public
companies' annual periods, including interim periods within those fiscal years, beginning after December 15, 2016 on

a prospective basis. Early adoption is permitted. Our adoption of ASU 2015-11 in January 2017 did not have a

material effect on our financial position, results of operations or cash flows.

ASU 2014-09

In May 2014, the FASB issued ASU No. 2014-09, "Revenue from Contracts with Customers." ASU 2014-09 replaces
most existing revenue recognition guidance, and requires companies to recognize revenue based upon the transfer of
promised goods and/or services to customers in an amount that reflects the consideration to which the entity expects to
be entitled in exchange for those

6
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goods and/or services. In addition, the new guidance requires enhanced disclosures, including revenue recognition
policies to identify performance obligations to customers and significant judgments in measurement and recognition.
ASU 2014-09 is effective, as amended, for annual and interim periods beginning on or after December 15, 2017,
applied retrospectively to each prior period presented or retrospectively with a cumulative effect adjustment
recognized as of the adoption date. We do not plan to early adopt this new standard, and accordingly, will adopt the
new standard on January 1, 2018. In addition, we have not decided on the adoption method and expect to make a final
determination regarding the adoption method during third quarter 2017.

We are making progress toward completing an evaluation of the potential changes on our financial reporting resulting
from adoption of the new standard, and have identified areas of possible impact for our revenue streams based on
review of several significant contracts. We expect to complete the contracts evaluation and validate the impacts of
accounting and disclosure changes on our business processes, controls and systems, as well as design any changes to
such business processes, controls and systems, during the third quarter. We expect to implement any process changes
during the fourth quarter of 2017 in preparation for adoption.

While we are continuing to assess the potential impacts under the new standard, we do not believe there will be
significant changes to the timing of recognition of product revenue and royalty revenue. Based on our assessment to
date, we believe the new standard may have relevant impact on the timing of recognition of variable consideration and
contract costs, primarily sales commissions, and on presentation of our installation and services revenue.

(2) DISCONTINUED OPERATIONS

There was no revenue related to discontinued operations for the six months ended June 30, 2017 or the year ended
December 31, 2016. However, we continue to have legal and accounting expenses as we work with authorities on
final deregistration of certain foreign entities and product liability expenses associated with product previously sold
into the Commercial channel.

During the first six months of 2017, our litigation with Biosig Instruments, Inc. ("Biosig") was settled. The litigation
began in 2004 and alleged patent infringement in connection with our incorporation of heart rate monitors into certain
cardio products of our former Commercial business. We paid Biosig $1.2 million under the settlement, and the matter
was dismissed with prejudice. The settlement was expensed in discontinued operations during the quarter ended
March 31, 2017 and paid during the quarter ended June 30, 2017.

(3) FAIR VALUE MEASUREMENTS
Factors used in determining the fair value of financial assets and liabilities are summarized into three broad categories:

Level 1 - observable inputs such as quoted prices (unadjusted) in active liquid markets for identical securities as of the
reporting date;

Level 2 - other significant directly or indirectly observable inputs, including quoted prices for similar securities,
tnterest rates, prepayment speeds and credit risk; or observable market prices in markets with insufficient volume
and/or infrequent transactions; and

Level 3 - significant inputs that are generally unobservable inputs for which there is little or no market data available,
including our own assumptions in determining fair value.

14
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Assets and liabilities measured at fair value on a recurring basis as of June 30, 2017 and December 31, 2016 were as
follows (in thousands):
June 30, 2017

Ifevel Level 2 gevel Total
Assets:
Cash Equivalents
Money market funds $7,816 $— $ 373816
Commercial paper — 1,998 — 1,998
Total cash equivalents 7,816 1,998 — 9814
Available-for-Sale Securities
Certificates of deposit() — 19,126 — 19,126
Commercial paper — 11,478 — 11,478
Corporate bonds — 26,024 — 26,024
U.S. government bonds — 6,996 — 6,996
Total available-for-sale securities — 63,624 — 63,624
Derivatives
Interest rate swap contract — 133 — 133

Total assets measured at fair value $7,816 $65,755 § —$73,571

December 31, 2016

%evel Level 2 gevel Total

Assets:
Cash Equivalents
Money market funds $9,635 $— $ —$9,635
Commercial paper — 3,999 — 3,999
Total cash equivalents 9,635 3,999 — 13,634
Available-for-Sale Securities
Certificates of deposit() — 22820 — 22,820
Corporate bonds — 6,922 — 6922
U.S. government bonds — 2,001 — 2,001

Total available-for-sale securities — 31,743 — 31,743

Total assets measured at fair value $9,635 $35,742 $ —$45,377

Liabilities:
Derivatives
Interest rate swap contract $— $38 H»$ —S8B8 )
Total liabilities measured at fair value $— $38 )$ —$B8 )

() All certificates of deposit are within current FDIC insurance limits.

For our assets measured at fair value on a recurring basis, we recognize transfers between levels at the actual date of
the event or change in circumstance that caused the transfer. There were no transfers between levels during the six
months ended June 30, 2017, nor for the year ended December 31, 2016.

15
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We did not have any changes to our valuation techniques during the six months ended June 30, 2017, nor for the year
ended December 31, 2016.

We classify our marketable securities as available-for-sale and, accordingly, record them at fair value. Level 1
investment valuations are obtained from real-time quotes for transactions in active exchange markets involving
identical assets. Level 2 investment valuations are obtained from inputs, other than quoted market prices in active
markets for identical assets, that are directly or indirectly observable in the marketplace and quoted prices in markets
with limited volume or infrequent transactions. The factors or methodology used for valuing securities are not
necessarily an indication of the risk associated with investing in those securities. Unrealized holding gains and losses
are excluded from earnings and are reported net of tax in comprehensive income until realized.

The fair value of our interest rate swap contract is calculated as the present value of estimated future cash flows using
discount factors derived from relevant Level 2 market inputs, including forward curves and volatility levels.

We recognize or disclose the fair value of certain assets, such as non-financial assets, primarily property, plant and
equipment, goodwill, other intangible assets and certain other long-lived assets in connection with impairment
evaluations. All of our nonrecurring valuations use significant unobservable inputs and therefore fall under Level 3 of
the fair value hierarchy. We did not perform any valuations on assets or liabilities that are valued at fair value on a
nonrecurring basis during the first six months of 2017. During the fourth quarter of 2016, we performed our annual
goodwill and indefinite-lived trade names impairment analyses effective as of October 1, 2016. During the six months
ended June 30, 2017 and the year ended December 31, 2016, we did not record any other-than-temporary impairments
on our financial assets required to be measured at fair value on a nonrecurring basis.

The carrying values of cash and cash equivalents, trade receivables, prepaids and other current assets, trade payables
and accrued liabilities approximate fair value due to their short maturities. The carrying value of our term loan
approximates its fair value and falls under Level 2 of the fair value hierarchy, as the interest rate is variable and based
on current market rates.

(4) DERIVATIVES

From time to time, we enter into interest rate swaps to fix a portion of our interest expense. We do not enter into
derivative instruments for any purpose other than to manage interest rate exposure to fluctuations in the one-month
LIBOR benchmark. That is, we do not engage in interest rate speculation using derivative instruments.

As of June 30, 2017, we had a $56.0 million interest rate swap outstanding with JPMorgan Chase Bank, N.A. This
interest rate swap matures on December 31, 2020 and has a fixed rate of 1.42% per annum. The variable rate on the
interest rate swap is the one-month LIBOR benchmark. At June 30, 2017, the one-month LIBOR rate was 1.04%.

We typically designate all interest rate swaps as cash flow hedges and, accordingly, record the change in fair value for
the effective portion of these interest rate swaps in accumulated other comprehensive income rather than current
period earnings until the underlying hedged transaction affects earnings. Gains and losses on the derivative
representing either hedge ineffectiveness or hedge components excluded from the assessment of effectiveness are
recognized in current earnings. For the three and six months ended June 30, 2017 and 2016, there was no
ineffectiveness. As of June 30, 2017, we expect to reclassify a gain of $0.1 million from accumulated other
comprehensive income to earnings within the next twelve months.

The fair value of our derivative instruments was included in our condensed consolidated balance sheets as follows (in

thousands):
Balance Sheet Classification As of

17
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Derivatives instruments designated as cash flow hedges:
Interest rate swap contract

June 3December 31,
2017 2016

Prepaids and other current assets $133 § —
Accrued liabilities — 38
$133 § 38

18
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The effect of derivative instruments on our condensed consolidated statements of operations was as follows (in
thousands):
. Three Months Six Months
Statement of Operations  Ended June
e Ended June 30,
Classification 30,
2017 2016 2017 2016
Derivatives instruments designated as cash flow hedges:
Loss recognized in other comprehensive income before
reclassifications
Loss reclassified from accumulated other comprehensive
income to earnings for the effective portion
Income tax benefit Income tax expense $20 $71  $54  $120

$(53) $(219) $(2 ) $(980)

Interest expense $(61) $(185) $(163) $(313)

For additional information related to our derivatives, see Notes 3 and 10.
(5) INVENTORIES

Inventories are stated at the lower of cost and net realizable value, with cost determined based on the first-in, first-out
method. Our inventories consisted of the following (in thousands):
As of
June 30, December 31,
2017 2016
Finished goods $38,282 $ 43,130
Parts and components 4,062 3,900
Total inventories $42.,344 $ 47,030

(6) PROPERTY, PLANT AND EQUIPMENT

Property, plant and equipment consisted of the following (in thousands):
Estimated As of
Useful Life June 30, December 31,
(in years) 2017 2016

Automobiles 5to 6 $139 $ 139
Leasehold improvements 4 to 20 3,426 3,388
Computer software and equipment 3t 7 26,059 25,899
Machinery and equipment 3t 5 13,971 13,085
Furniture and fixtures 5 to 20 2,238 2,238

Work in progress(!) N/A 893 768

Total cost 46,726 45,517
Accumulated depreciation (30,689 ) (28,049 )
Total property, plant and equipment, net $16,037 $ 17,468

() Work in progress includes production tooling and computer software.

10
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(7) GOODWILL AND OTHER INTANGIBLE ASSETS

Goodwill
The rollforward of goodwill was as follows (in thousands):
Direct Retail Total

Balance, January 1, 2016 $2,113 $58,357 $60,470
Currency exchange rate adjustment 67 3 70
Business acquisition - measurement period adjustments — 1,348 1,348
Balance, December 31, 2016 2,180 59,708 61,888
Currency exchange rate adjustment 77 8 ) 69
Balance, June 30, 2017 $2,257 $59,700 $61,957

Other Intangible Assets

Other intangible assets consisted of the following (in thousands):
Estimated As of
Useful Life June 30, December 31,
(in years) 2017 2016

Indefinite-lived trademarks N/A $32,052 $ 32,052
Definite-lived trademarks 10 to 15 2,600 2,600
Patents 8 to 24 31,487 31,487
Customer relationships 10 to 15 24,700 24,700
90,839 90,839
Accumulated amortization - definite-lived intangible assets (22,673 ) (21,039 )
Other intangible assets, net $68,166 $ 69,800

Amortization expense was as follows (in thousands):
Three
Months Six Months
Ended June Ended June 30,
30,
2017 2016 2017 2016
Amortization expense $817 $961 $1,634 $1,921

Future amortization of definite-lived intangible assets is as follows (in thousands):
Remainder of 2017 $1,622

2018 3,164
2019 3,134
2020 3,108
2021 3,078
Thereafter 22,008
$36,114

(8) ACCRUED LIABILITIES

Accrued liabilities consisted of the following (in thousands):

As of
June 30,December 31,
2017 2016
Payroll and related liabilities $3,833 $ 4,579
Other 4913 8,313
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Total accrued liabilities
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(9) PRODUCT WARRANTIES

Our products carry defined warranties for defects in materials or workmanship which, according to their terms,
generally obligate us to pay the costs of supplying and shipping replacement parts to customers and, in certain
instances, pay for labor and other costs to service products. Outstanding product warranty periods range from thirty
days to, in limited circumstances, the lifetime of certain product components. We record a liability at the time of sale
for the estimated costs of fulfilling future warranty claims. If necessary, we adjust the liability for specific
warranty-related matters when they become known and are reasonably estimable. Estimated warranty expense is
included in cost of sales, based on historical warranty claim experience and available product quality data. Warranty
expense is affected by the performance of new products, significant manufacturing or design defects not discovered
until after the product is delivered to the customer, product failure rates, and higher or lower than expected repair
costs. If warranty expense differs from previous estimates, or if circumstances change such that the assumptions
inherent in previous estimates are no longer valid, the amount of product warranty obligations is adjusted accordingly.

Changes in our product warranty obligations were as follows (in thousands):

Six Months

Ended June 30,

2017 2016
Balance, beginning of period $7,450 $8,545
Accruals 1,470 1,644
Payments (2,269 ) (2,060 )
Balance, end of period $6,651 $8,129

(10) ACCUMULATED OTHER COMPREHENSIVE INCOME (LOSS)

The following tables set forth the changes in accumulated other comprehensive income (loss), net of tax (in
thousands) for the periods presented:

Gain
Unrealized Loss (Loss) on Foreign Accumulated
on Derivative Currency ~ Other
Available-for-SalSecurities Translation Comprehensive
Securities (Effective Adjustments Income (Loss)
Portion)
Balance, April 1, 2017 $ (27 ) $ 95 $(1,114 ) $ (1,046 )
CurrenF Perigd other comprehensive income (loss) before © ) (53 ) 330 268
reclassifications
Reclassification of amounts to earnings — 41 — 41
Net other comprehensive income (loss) during period 9 ) (12 ) 330 309
Balance, June 30, 2017 $ 36 ) $ 83 $(784 ) $ (737 )
Gain
Unrealized Loss (Loss) on Foreign Accumulated
on Derivative Currency ~ Other
Available-for-SalSecurities Translation Comprehensive
Securities (Effective Adjustments Income (Loss)
Portion)
Balance, January 1, 2017 $ @8 ) $ 24 ) $(1,185 ) $ (1,217 )
CurrenF Perigd other comprehensive income (loss) before 28 ) @ ) 401 371
reclassifications
Reclassification of amounts to earnings — 109 — 109
Net other comprehensive income (loss) during period (28 ) 107 401 480
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Balance, June 30, 2017
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Loss on

Unrealized . .. Foreign Accumulated
. Derivative
Gain on ccurities Currency  Other
Available-for-Sa il . Translation Comprehensive
. . ffective .
Securities . Adjustments Loss
Portion)

Balance, April 1, 2016 $ 2 $(682 ) $ (@59 ) $ (1439 )
Curren.t Perlpd other comprehensive income (loss) before 2 219 ) (110 ) (321 )
reclassifications
Reclassification of amounts to earnings — 114 — 114
Net other comprehensive income (loss) during period 8 (105 ) (110 ) (207 )
Balance, June 30, 2016 $ 10 $(787 ) $ B9 ) $ (1,646 )

Unrealized LOS.S on. Foreign Accumulated

i Derivative
Gain (Loss) on Securities Currency Other
Available-for-Sal il 1 Translation Comprehensive
.. ffective .
Securities . Adjustments Loss
Portion)

Balance, January 1, 2016 $ (16 ) $— $(1,311 ) $ (1,327 )
Curren.t Perlpd other comprehensive income (loss) before 26 (980 ) 442 (512 )
reclassifications
Reclassification of amounts to earnings — 193 — 193
Net other comprehensive income (loss) during period 26 (787 ) 442 319 )
Balance, June 30, 2016 $ 10 $ (787 ) $ (869 ) $ (1,646 )

(11) STOCK REPURCHASE PROGRAM

On May 4, 2016, our Board of Directors authorized the repurchase of up to $10.0 million of our outstanding common
stock from time to time through May 4, 2018.

On April 25, 2017, our Board of Directors authorized an additional $15.0 million share repurchase program, bringing
the total authorization under existing programs to $25.0 million. Under the new program, shares of our common stock
may be repurchased from time to time through April 25, 2019. Repurchases may be made in open market transactions
at prevailing prices, in privately negotiated transactions, or by other means in accordance with federal securities laws.
Share repurchases will be funded from existing cash balances, and repurchased shares will be retired and returned to
unissued authorized shares.

As of June 30, 2017, there was $19.6 million remaining available for repurchases under the share repurchase
programs.

Cumulative repurchases pursuant to the programs are as follows:

Quarter Ended Number of Shares Repurchased Amount Average Price Per Share
December 31, 2016 120,996 $1,957,882 $16.18

March 31, 2017 218,515 3,426,959 15.68

Totals-to-Date 339,511 $5,384,841 $15.86

(12) INCOME PER SHARE

Basic per share amounts were computed using the weighted average number of common shares outstanding. Diluted
per share amounts were calculated using the number of basic weighted average shares outstanding increased by
dilutive potential common shares related to stock-based awards, as determined by the treasury stock method. The
weighted average numbers of shares outstanding used to compute income per share were as follows (in thousands):
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Shares used to calculate basic income per share

Dilutive effect of outstanding stock options, performance stock units and restricted
stock units

Shares used to calculate diluted income per share

13

Three Months Six Months
Ended June Ended June
30, 30,

2017 2016 2017 2016
30,755 31,072 30,734 31,044

340 263 376 271
31,095 31,335 31,110 31,315
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The weighted average numbers of shares outstanding listed in the table below were anti-dilutive and excluded from
the computation of diluted income per share. In the case of stock options, this is because the average market price did
not exceed the exercise price. These shares may be dilutive potential common shares in the future (in thousands):
Three  Six
Months Months
Ended Ended
June 30, June 30,
2012016 2012016
Stock options7 11 8 11

(13) SEGMENT AND ENTERPRISE-WIDE INFORMATION

In accordance with FASB ASC 280, Segment Reporting, we determined that we have two operating segments - Direct
and Retail. There have been no changes in our operating segments during the six months ended June 30, 2017.

We evaluate performance using several factors, of which the primary financial measures are net sales and reportable
segment contribution. Contribution is the measure of profit or loss, defined as net sales less product costs and directly
attributable expenses. Directly attributable expenses include selling and marketing expenses, general and
administrative expenses, and research and development expenses that are directly related to segment operations.
Segment assets are those directly assigned to an operating segment's operations, primarily accounts receivable,
inventories, goodwill and other intangible assets. Unallocated assets primarily include cash and cash equivalents,
available-for-sale securities, derivative securities, shared information technology infrastructure, distribution centers,
corporate headquarters, prepaids and other current assets, deferred income tax assets and other assets. Capital
expenditures directly attributable to the Direct and Retail segments were not significant in any period.

Following is summary information by reportable segment (in thousands):

Three Months Six Months Ended

Ended June 30, June 30,

2017 2016 2017 2016
Net sales:
Direct $39,111 $44940 $113,814 $126,174
Retail 37,083 32,911 74,888 71,716
Royalty 835 678 1,579 1,567
Consolidated net sales $77,029 $78,529 $190,281 $199,457
Contribution:
Direct $2,519 $7,525 $17,852 $28,669
Retail 6,097 4,117 8,309 8,061
Royalty 835 678 1,568 1,548
Consolidated contribution $9,451 $12,320 $27,729 $38,278

Reconciliation of consolidated contribution to income from continuing

operations:

Consolidated contribution $9,451 $12,320 $27,729 $38,278
Amounts not directly related to segments:

Operating expenses (5,602 )—5,747 ) (11,197 ) (12,405 )
Other expense, net (127  )—582 ) (487 ) (1,118 )
Income tax expense (1,156 )$42,295 ) (5294 ) (9,473 )
Income from continuing operations $2.,566 $3,606 $10,751 $15,282
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There was no material change in the allocation of assets by segment during the first six months of 2017 and,
accordingly, assets by segment are not presented.

For the three months ended June 30, 2017 and 2016, Amazon.com accounted for 13.9% and 12.3% , respectively, of

total net sales. Amazon.com accounted for 11.0% and 10.0%, respectively, of total net sales for the six months ended
June 30, 2017 and 2016.

14
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(14) COMMITMENTS AND CONTINGENCIES

Guarantees, Commitments and Off-Balance Sheet Arrangements
As of June 30, 2017, we had no standby letters of credit.

We have long lead times for inventory purchases and, therefore, must secure factory capacity from our vendors in
advance. As of June 30, 2017, we had approximately $45.4 million in noncancelable market-based purchase
obligations, primarily for inventory purchases expected to be received within the next twelve months. Purchase
obligations can vary from quarter-to-quarter and versus the same period in prior years due to a number of factors,
including the amount of products that are shipped directly to Retail customer warehouses versus through Nautilus
warehouses.

In the ordinary course of business, we enter into agreements that require us to indemnify counterparties against
third-party claims. These may include: agreements with vendors and suppliers, under which we may indemnify them
against claims arising from use of their products or services; agreements with customers, under which we may
indemnify them against claims arising from their use or sale of our products; real estate and equipment leases, under
which we may indemnify lessors against third-party claims relating to the use of their property; agreements with
licensees or licensors, under which we may indemnify the licensee or licensor against claims arising from their use of
our intellectual property or our use of their intellectual property; and agreements with parties to debt arrangements,
under which we may indemnify them against claims relating to their participation in the transactions.

The nature and terms of these indemnification obligations vary from contract to contract, and generally a maximum
obligation is not stated within the agreements. We hold insurance policies that mitigate potential losses arising from
certain types of indemnification obligations. Management does not deem these obligations to be significant to our
financial position, results of operations or cash flows, and therefore, no related liabilities were recorded as of June 30,
2017.

Legal Matters

As described in our Quarterly Report on Form 10-Q for the quarter ended March 31, 2017, a lawsuit originally filed
by Biosig Instruments, Inc. in 2004 for alleged patent infringement was settled effective as of March 28, 2017. We
paid $1.2 million under the settlement, and the District Court dismissed the suit with prejudice. The settlement was
expensed in discontinued operations during the quarter ended March 31, 2017 and paid during the quarter ended
June 30, 2017.

In addition to the matter described above, from time to time, we may be involved in various claims, lawsuits and other
proceedings. These legal and tax proceedings involve uncertainty as to the eventual outcomes and losses which may
be realized when one or more future events occur or fail to occur.

Litigation and jury verdicts are, to some degree, inherently unpredictable, and although we have determined that a loss
is not probable in connection with any current legal proceeding, it is reasonably possible that a loss may be incurred in
connection with proceedings to which we are a party. Assessment of whether incurrence of a loss is probable, or a
reasonable possibility, in connection with a particular proceeding, and estimation of the loss, or a range of loss,
involves complex judgments and numerous uncertainties. Management is unable to estimate a range of reasonably
possible losses related to litigation in which the damages sought are indeterminate, or the legal and factual basis for
the relevant claims have not been developed with specificity. As such, zero liability is recorded as of June 30, 2017.

We regularly monitor our estimated exposure to these contingencies and, as additional information becomes known,
may change our estimates accordingly. We evaluate, on a quarterly basis, developments in legal proceedings,

investigations or claims that could affect the amount of any accrual, as well as any developments that would make a
loss probable or reasonably possible, and whether the amount of a probable or reasonably possible loss is estimable.
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Among other factors, we evaluate the advice of internal and external counsel, the outcomes from similar litigation,
current status of the lawsuits (including settlement initiatives), legislative developments and other factors. Due to the
numerous variables associated with these judgments and assumptions, both the precision and reliability of the
resulting estimates of the related loss contingencies are subject to substantial uncertainties.

15
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Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis is based upon our financial statements as of the dates and for the periods
presented in this section. You should read this discussion and analysis in conjunction with the financial statements and
notes thereto found in Part I, Item 1 of this Form 10-Q and our consolidated financial statements and notes thereto
included in our Annual Report on Form 10-K for the year ended December 31, 2016 (the “2016 Form 10-K”). All
references to the second quarter and first six months of 2017 and 2016 mean the three and six-month periods ended
June 30, 2017 and 2016, respectively. Unless the context otherwise requires, “Nautilus,” “we,” “us” and “our” refer to
Nautilus, Inc. and its subsidiaries. Unless indicated otherwise, all information regarding our operating results pertains
to our continuing operations.

Our results of operations may vary significantly from period-to-period. Our revenues typically fluctuate due to the
seasonality of our industry, customer buying patterns, product innovation, the nature and level of competition for
health and fitness products, our ability to procure products to meet customer demand, the level of spending on, and
effectiveness of, our media and advertising programs and our ability to attract new customers and maintain existing
sales relationships. In addition, our revenues are highly susceptible to economic factors, including, among other
things, the overall condition of the economy and the availability of consumer credit in both the U.S. and Canada. Our
profit margins may vary in response to the aforementioned factors and our ability to manage product costs. Profit
margins may also be affected by fluctuations in the costs or availability of materials used to manufacture our products,
costs associated with acquisition or license of products and technologies, product warranty costs, the cost of fuel, and
changes in costs of other distribution or manufacturing-related services. Our operating profits or losses may also be
affected by the efficiency and effectiveness of our organization. Historically, our operating expenses have been
influenced by media costs to produce and distribute advertisements of our products on television, the Internet and
other media, facility costs, operating costs of our information and communications systems, product supply chain
management, customer support and new product development activities. In addition, our operating expenses have
been affected from time-to-time by asset impairment charges, restructuring charges and other significant unusual or
infrequent expenses.

As a result of the above and other factors, our period-to-period operating results may not be indicative of future
performance. You should not place undue reliance on our operating results and should consider our prospects in light
of the risks, expenses and difficulties typically encountered by us and other companies, both within and outside our
industry. We may not be able to successfully address these risks and difficulties and, consequently, we cannot assure
you of any future growth or profitability. For more information, see our discussion of risk factors located at Part I,
Item 1A of our 2016 Form 10-K.

Forward-Looking Statements

This Quarterly Report on Form 10-Q contains forward-looking statements within the meaning of the Private Securities
Litigation Reform Act of 1995. Words such as "plan," "expect," "aim," "believe," "project,” "intend," "estimate,"
"will," "should," "could," and other terms of similar meaning typically identify forward-looking statements.
Forward-looking statements include any statements related to our future business and financial performance;
anticipated fluctuations in net sales due to seasonality; plans and expectations regarding gross and operating margins;
plans and expectations regarding research and development expenses and capital expenditures; anticipated losses from
discontinued operations; results of media investment in the Direct segment; plans for new product introductions and
anticipated demand for our new and existing products; and statements regarding our inventory and working capital
requirements and the sufficiency of our financial resources. These forward-looking statements, and others we make
from time-to-time, are subject to a number of risks and uncertainties. Many factors could cause actual results to differ
materially from those projected in forward-looking statements, including our ability to timely acquire inventory that
meets our quality control standards from sole source foreign manufacturers at acceptable costs, the effectiveness,
availability and price of media time consistent with our cost and audience profile parameters, greater than anticipated

non
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costs associated with launch of new products, our ability to successfully integrate acquired businesses, a decline in
consumer spending due to unfavorable economic conditions, softness in the retail marketplace, an adverse change in
the availability of credit for our customers who finance their purchases, our ability to pass along vendor raw material
price increases and increased shipping costs, our ability to effectively develop, market and sell future products, our
ability to protect our intellectual property, the introduction of competing products, and our ability to get
foreign-sourced product through customs in a timely manner. Additional assumptions, risks and uncertainties are
described in Part I, Item 1A, "Risk Factors," in our 2016 Form 10-K as supplemented or modified in our quarterly
reports on Form 10-Q. We do not undertake any duty to update forward-looking statements after the date they are
made or conform them to actual results or to changes in circumstances or expectations.
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Overview

We are committed to providing innovative, quality solutions to help people achieve a fit and healthy lifestyle. Our
principal business activities include designing, developing, sourcing and marketing high-quality cardio and strength
fitness products and related accessories for consumer use, primarily in the U.S., Canada and Europe. Our products are
sold under some of the most-recognized brand names in the fitness industry: Nautilus®, Bowflex®, Octane Fitness®,
Schwinn® and Universal®.

We market our products through two distinct distribution channels, Direct and Retail, which we consider to be
separate business segments. Our Direct business offers products directly to consumers through television advertising,
catalogs and the Internet. Our Retail business offers our products through a network of independent retail companies
and specialty retailers with stores and websites located in the U.S. and internationally. We also derive a portion of our
revenue from the licensing of our brands and intellectual property.

Net sales for the first six months of 2017 were $190.3 million, a decrease of $9.2 million, or 4.6%, as compared to net
sales of $199.5 million for the first six months of 2016. Net sales of our Direct segment decreased $12.4 million, or
9.8%;, in the first six months of 2017, compared to the first six months of 2016, primarily due to a decline in
TreadClimber® sales. Net sales of our Retail segment increased by $3.2 million, or 4.4%, in the first six months of
2017, compared to the first six months of 2016, reflecting increases for both traditional and e-commerce customers
across multiple product categories.

Gross profit for the first six months of 2017 was $100.1 million, or 52.6% of net sales, a decrease of $8.1 million, or
7.5%, as compared to gross profit of $108.2 million, or 54.3% of net sales, for the first six months of 2016. The
decrease in gross profit dollars was primarily due to the decrease in net sales. Gross margin percentage points
decreased 1.7%, due to an unfavorable segment mix, reflecting an increased percentage of Retail sales, and a decline
in the Direct channel margin, resulting from higher discounting on TreadClimber® products.

Operating expenses for the first six months of 2017 were $83.6 million, an increase of $1.3 million, or 1.5%, as
compared to operating expenses of $82.3 million for the first six months of 2016. The rise in operating expenses was
primarily related to increased sales and marketing, reflecting higher media spending.

Operating income for the first six months of 2017 was $16.5 million, a decrease of $9.3 million, or 36.1%, as
compared to operating income of $25.9 million for the first six months of 2016. The decrease in operating income for
the first six months of 2017 compared to the first six months of 2016 was driven primarily by the lower net sales and
gross margin dollars, and increased sales and marketing spending.

Income from continuing operations was $10.8 million for the first six months of 2017, or $0.35 per diluted share,
compared to income from continuing operations of $15.3 million, or $0.49 per diluted share, for the first six months of
2016. The effective tax rates for the first six months of 2017 and 2016 were 33.0% and 38.3%, respectively. The 5.3%
year-over-year percentage rate decrease was primarily due to excess tax benefits related to stock-based compensation
being recognized in the current period as a result of adopting ASU 2016-09 in January 2017.

Net income for the first six months of 2017 was $9.6 million, compared to net income of $15.0 million for the first six
months of 2016. Net income per diluted share was $0.31 for the first six months of 2017, compared to $0.48 for the
first six months of 2016. In the first quarter of 2017, we recognized an expense of $1.2 million related to a legal
settlement with Biosig Instruments, Inc. See discussion in "Discontinued Operations" below for additional
information.

Discontinued Operations
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Results from discontinued operations relate to the disposal of our former Commercial business, which was completed
in April 2011. We reached substantial completion of asset liquidation at December 31, 2012. Although there was no
revenue related to the Commercial business in either the 2017 or 2016 periods, we continue to have legal and
accounting expenses as we work with authorities on final deregistration of each entity, and product liability and other
legal expenses associated with product previously sold into the Commercial channel.

17
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During the first quarter of 2017, our litigation with Biosig Instruments, Inc. was settled. The litigation began in 2004
and alleged patent infringement in connection with our incorporation of heart rate monitors into certain cardio
products of our former Commercial business. We paid Biosig $1.2 million under the settlement, and the matter was
dismissed with prejudice. The settlement was expensed in discontinued operations during the quarter ended March 31,
2017 and paid during the quarter ended June 30, 2017. For additional information, see Notes 2 and 14 to our
condensed consolidated financial statements, and Part II, Item 1 to this Form 10-Q.
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RESULTS OF OPERATIONS

Results of operations information was as follows (dollars in thousands):

Three Months Change

Ended June 30,

2017 2016 $ %
Net sales $77,029 $78,529 $(1,500) (1.9 Y%
Cost of sales 38,651 36,667 1,984 54 %
Gross profit 38,378 41,862 (3,484 ) (8.3 Y%
Operating expenses:
Selling and marketing 23,628 24,711 (1,083 ) (4.4 Y%
General and administrative 7,315 7,203 112 1.6 %
Research and development 3,586 3,375 211 63 %
Total operating expenses 34,529 35289 (760 ) (2.2 Y%
Operating income 3,849 6,573 (2,724 ) (41.4)%
Other income (expense):
Interest income 175 68 107
Interest expense 412 ) (514 ) 102
Other, net 110 (136 ) 246
Total other expense, net (127 ) (582 ) 455
Income from continuing operations before income taxes 3,722 5,991 (2,269 )
Income tax expense 1,156 2,295 (1,139 )
Income from continuing operations 2,566 3,696 (1,130 )
Loss from discontinued operations, net of taxes (77 ) (166 ) 89
Net income $2,480 $3,530 $(1,041)

Six Months Ended Change

June 30,

2017 2016 $ %
Net sales $190,281 $199,457 $(9,176) (4.6 Y%
Cost of sales 90,158 91,251 (1,093 ) (1.2 Y%
Gross profit 100,123 108,206 (8,083 ) (7.5 Y%
Operating expenses:
Selling and marketing 61,293 59,890 1,403 23 %
General and administrative 14,801 15,434 633 ) 4.1 Y%
Research and development 7,497 7,009 488 70 %
Total operating expenses 83,591 82,333 1,258 1.5 %
Operating income 16,532 25,873 9,341 ) (36.1)%
Other income (expense):
Interest income 306 122 184
Interest expense (856 ) (980 ) 124
Other, net 63 (260 ) 323
Total other expense, net (487 ) (1,118 ) 631
Income from continuing operations before income taxes 16,045 24,755 (8,710 )
Income tax expense 5,294 9,473 4,179 )
Income from continuing operations 10,751 15,282 (4,531 )
Loss from discontinued operations, net of taxes (1,169 ) (308 ) (861 )
Net income $9,582 $14,974  $(5,392)
19
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Results of operations information by segment was as follows (dollars in thousands):

Three Months Ended Change

June 30,

2017 2016 $ %
Net sales:
Direct $39,111 $44940 $(5,829) (13.0)%
Retail 37,083 32911 4,172 12.7 %
Royalty 835 678 157 232 %

$77,029 $78,529  $(1,500) (1.9 Y%
Cost of sales:
Direct $14,345  $14,781  $(436 ) 29 Y%
Retail 24,306 21,886 2,420 11.1 %
$38,651 $36,667 $1984 54 %
Gross profit:

Direct $24,766  $30,159  $(5,393) (17.9)%
Retail 12,777 11,025 1,752 159 %
Royalty 835 678 157 232 %

$38,378 $41,862 $(3,484) (8.3 )%
Gross margin:

Direct 633 % 671 % (380 )OI
points
Retail 345 %335 % 100 OIS
points
Six Months Ended June
30 Change
2017 2016 $ %
Net sales:
Direct $113,814 $126,174  $(12,360) (9.8 )%
Retail 74,888 71,716 3172 44 %
Royalty 1,579 1,567 12 08 %

$190,281 $199,457 $(9,176 ) (4.6 Y%
Cost of sales:

Direct $40,124 $42,153 $(2,029 ) (4.8 Y%
Retail 50,023 49,079 944 19 %
Royalty 11 19 (8 ) (42.1)%

$90,158 $91,251 $(1,093 ) (1.2 Y%
Gross profit:

Direct $73,690 $84,021 $(10,331) (12.3)%
Retail 24,865 22,637 2,228 98 %
Royalty 1,568 1,548 20 13 %

$100,123  $108,206 $(8,083 ) (7.5 )%
Gross margin:

Direct 647 % 666 % (190 )P
points
Retail 332 %316 % 160 basis
points
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The following table compares the net sales of our major product lines within each business segment (dollars in
thousands):

Three Months Change
Ended June 30, &
2017 2016 $ %

Direct net sales:

Cardio products)  $34,631 $41,434 $(6,803) (16.4)%

Strength products® 4,480 3,506 974 27.8 %
39,111 44,940 (5,829 ) (13.0)%

Retail net sales:

Cardio products) 27,821 23,506 4,315 184 %

Strength products® 9,262 9,405 (143 ) (1.5 )%
37,083 32911 4,172 12.7 %

Royalty 835 678 157 232 %
$77,029 $78,529 $(1,500) (1.9 Y%
Six Months Ended
June 30,
2017 2016 $ %

Change

Direct net sales:

Cardio products)  $103,334 $118,526 $(15,192) (12.8)%

Strength products® 10,480 7,648 2,832 37.0 %
113,814 126,174 (12,360 ) (9.8 Y%

Retail net sales:

Cardio products) 56,860 53,459 3,401 64 %

Strength products® 18,028 18,257 (229 ) (1.3 )%
74,888 71,716 3,172 44 %

Royalty 1,579 1,567 12 08 %
$190,281 $199,457 $(9,176 ) (4.6 )%

() Cardio products include: Max Trainer®, TreadClimber®,
HVT™, Zero Runtf®rtreadmills, exercise bikes and
ellipticals.

@ Strength products include: home gyms, selectorized
dumbbells, kettlebell weights and accessories.

Direct

Direct net sales decreased 13.0% and 9.8% for the three and six month periods, respectively, ended June 30, 2017
compared to the same periods of 2016. The decreases in net sales for the three and six month periods were primarily
related to declines in cardio unit sales, primarily the TreadClimber® product line. The decreases in cardio sales were
partially offset by a 27.8% and 37.0% increase in strength products in the three and six month periods, respectively,
that resulted from higher sales of home gyms and dumbbell products.

Combined consumer credit approvals by our primary and secondary U.S. third-party financing providers for the
second quarter of 2017 were 52.2%, compared to 47.3% in the same period of 2016. We continue to experience
improved credit approval rates due to our media strategy, which focuses on generation of responses from consumers
with relatively high credit quality. Additionally, our Tier 1 credit provider has noted strong performance from our
account portfolio, and, due to that credit profile, has progressively expanded its approval standards. We remain
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focused on maintaining a healthy payment balance between cash and financed purchases.

The $0.4 million and $2.0 million decreases, respectively, in cost of sales of our Direct business for the three and six
month periods ended June 30, 2017 compared to the same periods of 2016 were due to lower net sales.
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For the three and six month periods ended June 30, 2017, Direct gross margins decreased 380 and 190 basis points,
respectively, as compared to the same periods of 2016 primarily due to higher discounting of the TreadClimber®
product line and lower overhead absorption resulting from the lower net sales.

Retail

Retail net sales increased 12.7% and 4.4% for the three and six month periods ended June 30, 2017 compared to the
same periods of 2016. The increases in both periods reflected growth in traditional and e-commerce customers across
multiple product categories.

The increases in cost of sales of our Retail business for the three and six month periods ended June 30, 2017 compared
to the same periods of 2016 were primarily related to the increases in Retail net sales as discussed above.

For the three and six months period ended June 30, 2017, Retail gross margin increased by 100 and 160 basis points,
respectively, compared to the same periods of 2016 due improvements in product mix and the reduction of certain
warranty reserves.

Selling and Marketing
. Three Months
Dollars in thousands Ended June 30, Change
2017 2016 $ %

Selling and marketing $23,628 $24,711 $(1,083) (4.4)%
As % of net sales 30.7% 31.5%
. Six Months
Dollars in thousands Ended June 30, Change
2017 2016 $ %
Selling and marketing $61,293 $59,890 $1,403 2.3%

As % of net sales 32.2% 30.0%

The $1.1 million decrease in selling and marketing expense in the three-month period ended June 30, 2017 compared
to the same period of 2016 was primarily due to the reversal of a $1.4 million reserve related to a royalty dispute and
lower variable selling expenses of $0.6 million, partially offset by $0.7 million higher creative and photography
expense for new products.

The $1.4 million increase in selling and marketing expense in the six-month period ended June 30, 2017 was related to
a $2.6 million increase in media advertising, partially offset by lower marketing program costs of $0.9 million.

Media advertising expense of our Direct business is the largest component of selling and marketing and was as
follows:
. Three Months
Dollars in thousands Ended June 30, Change
2017 2016 $ %
Media advertising  $12,587 $12,505 $82 0.7%
. Six Months
Dollars in thousands Ended June 30, Change
2017 2016 $ %

Media advertising ~ $32,590 $30,014 $2,576 8.6%

The increases in media advertising in the three and six month periods ended June 30, 2017 compared to the same
periods of 2016 reflected lower response rates that drove the increased investments in advertising.
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General and Administrative
Three Months
Dollars in thousands Ended June  Change
30,
2017 2016 $ %
General and administrative $7,315 $7,203 $112 1.6%

As % of net sales 9.5% 9.2%
. Six Months
Dollars in thousands Ended June 30, Change

2017 2016 % %
General and administrative $14,801 $15,434 $(633) (4.1)%
As % of net sales 78% 1.7%

The increase in general and administrative for the three months ended June 30, 2017 compared to the same period of
2016 was primarily due to higher litigation spending of $0.6 million, partially offset by $0.3 million lower stock
compensation expense and $0.1 million lower amortization expense.

The decrease in general and administrative for the six months ended June 30, 2017 compared to the same period of
2016 was primarily due to lower employee incentives and compensation costs of $1.1 million, and $0.3 million
savings related to lower integration costs of Octane. These costs were partially offset by higher litigation expenses of
$0.9 million in the same comparative period.

Research and Development
Three Months
Dollars in thousands Ended June  Change
30,
2017 2016 $ %
Research and development $3,586 $3,375 $211 6.3%

As % of net sales 47% 4.3%
Six Months

Dollars in thousands Ended June  Change
30,

2017 2016 $ %
Research and development $7,497 $7,009 $488 7.0%
As % of net sales 39% 3.5%

The increases in research and development in the three and six month periods ended June 30, 2017 compared to the
same periods of 2016 were primarily due to our investment in additional engineering and product development
headcount as we continue to supplement our new product development resources required to innovate and broaden our
product portfolio.

Interest Expense

Interest expense of $0.4 million and $0.9 million for the three and six month periods ended June 30, 2017 decreased
$0.1 million and $0.1 million, respectively, compared to the same periods of 2016. The decreases were due to
reductions in principal balance on our term loan.

Other, Net

Other, net relates to the effect of exchange rate fluctuations between the U.S. and our foreign subsidiaries, primarily
Canada, China and Europe.
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Income Tax Expense

Three Months
Dollars in thousands Ended June ~ Change
30,
2017 2016 $ %

Income tax expense $1,156 $2,295 $(1,139) (49.6)%
Effective tax rate  31.1% 38.3%

Six Months
Dollars in thousands Ended June ~ Change
30,
2017 2016 $ %

Income tax expense $5,294 $9,473 $(4,179) (44.1)%
Effective tax rate ~ 33.0% 38.3%

The decreases in the effective tax rates from continuing operations for the three and six month periods ended June 30,
2017 compared to the same periods of 2016 were primarily due to $0.2 million and $0.7 million of excess tax benefits,
respectively, related to stock-based compensation recognized as a current period benefit through the statement of
operations, resulting from adoption of ASU 2016-09 in January 2017.

LIQUIDITY AND CAPITAL RESOURCES

As of June 30, 2017, we had $85.4 million of cash and investments compared to $79.6 million as of December 31,
2016. Cash provided by operating activities was $17.9 million for the six months ended June 30, 2017, compared to
$23.0 million for the six months ended June 30, 2016. We expect our cash, cash equivalents and available-for-sale
securities at June 30, 2017, along with cash expected to be generated from operations, to be sufficient to fund our
operating and capital requirements for at least twelve months from June 30, 2017.

The decrease in cash flows from operating activities for the six months ended June 30, 2017 as compared to the same
period of 2016 was primarily due to the decline in operating performance, partially offset by changes in our operating
assets and liabilities as discussed below.

Trade receivables decreased $21.2 million to $24.2 million as of June 30, 2017, compared to $45.5 million as of
December 31, 2016, due to seasonally lower net sales in the Retail business. Trade receivables as of June 30, 2017
compared to June 30, 2016 increased $4.6 million due to the increase in Retail net sales.

Inventories decreased $4.7 million to $42.3 million as of June 30, 2017, compared to $47.0 million as of
December 31, 2016 due to seasonally lower sales. Inventories as of June 30, 2017 compared to June 30, 2016
decreased by $0.7 million.

Trade payables decreased $19.1 million to $46.9 million as of June 30, 2017, compared to $66.0 million as of
December 31, 2016, due to seasonality of the business. Trade payables as of June 30, 2017 compared to June 30, 2016
increased $3.7 million. The higher amount outstanding as of June 30, 2017 was due to timing of vendor payments.

Accrued liabilities decreased $4.1 million to $8.7 million as of June 30, 2017, compared to $12.9 million as of
December 31, 2016, due to settlement of a royalty dispute in the second quarter of 2017, and payout of accrued
incentive compensation during the first quarter of 2017.

Cash used in investing activities of $32.9 million for the first six months of 2017 was primarily related to net
purchases of marketable securities of $31.8 million. In addition, $1.1 million was used for capital expenditures

primarily related to production equipment tooling and implementation of new software systems. We anticipate
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spending between $6.0 million and $7.0 million in 2017 for software, equipment, and product tooling.

Cash used in financing activities of $11.7 million for the first six months of 2017 was primarily related to principal
repayments on our term loan of $8.0 million and share repurchases of $3.4 million.

Financing Arrangements

We have a Credit Agreement with JPMorgan Chase Bank, N.A. (“Chase Bank™) that provides for an $80.0 million term
loan and a $20.0 million revolving line of credit. The term of the Credit Agreement expires on December 31, 2020 and
is secured by substantially all of our assets.
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The Credit Agreement, as amended, contains customary covenants, including minimum fixed charge coverage ratio
and funded debt to EBITDA ratio, and limitations on capital expenditures, mergers and acquisitions, indebtedness,
liens, dispositions, dividends and investments. The Credit Agreement also contains customary events of default. Upon
an event of default, the lender may terminate its credit line commitment, accelerate all outstanding obligations and
exercise its remedies under the continuing security agreement.

Borrowing availability under the revolving line of credit is subject to our compliance with certain financial and
operating covenants at the time borrowings are requested. Letters of credit under the Credit Agreement are treated as a
reduction of the available borrowing amount and are subject to covenant testing.

The interest rate applicable to the term loan, as well as each advance under the revolving line of credit, is based on
either Chase Bank's floating prime rate or adjusted LIBOR, plus an applicable margin. As of June 30, 2017 our
borrowing rate for both the term loan and line of credit advances was 2.29%.

As of June 30, 2017, the balance on our term loan was $56.0 million, and we had no outstanding borrowings under the
line of credit. As of June 30, 2017, we were in compliance with the financial covenants of the Credit Agreement and
$20.0 million was available for borrowing under the line of credit.

As of June 30, 2017, we had a $56.0 million receive-variable, pay-fixed interest rate swap outstanding with Chase
Bank. The interest rate swap amortizes monthly in line with the outstanding principal balance on our term loan and is
classified as a cash flow hedge. The swap matures on December 31, 2020 and has a fixed rate of 1.42% per annum.
The variable rate on the interest rate swap is the one-month LIBOR benchmark. At June 30, 2017, the one-month
LIBOR rate was 1.04%.

Commitments and Contingencies
For a description of our commitments and contingencies, refer to Note 14 to our condensed consolidated financial
statements in Part I, Item 1 of this Form 10-Q.

Off-Balance Sheet Arrangements

In the ordinary course of business, we enter into agreements that require us to indemnify counterparties against
third-party claims. These may include: agreements with vendors and suppliers, under which we may indemnify them
against claims arising from our use of their products or services; agreements with customers, under which we may
indemnify them against claims arising from their use or sale of our products; real estate and equipment leases, under
which we may indemnify lessors against third-party claims relating to the use of their property; agreements with
licensees or licensors, under which we may indemnify the licensee or licensor against claims arising from their use of
our intellectual property or our use of their intellectual property; and agreements with parties to debt arrangements,
under which we may indemnify them against claims relating to their participation in the transactions.

The nature and terms of these indemnifications vary from contract to contract, and generally a maximum obligation is
not stated. We hold insurance policies that mitigate potential losses arising from certain types of indemnifications.
Management does not deem these obligations to be significant to our financial position, results of operations or cash
flows, and therefore, no liabilities were recorded at June 30, 2017.

Stock Repurchase Program
On May 4, 2016, our Board of Directors authorized the repurchase of up to $10.0 million of our outstanding common
stock from time to time through May 4, 2018.

On April 25, 2017, our Board of Directors authorized an additional $15.0 million share repurchase program, bringing

the total authorization under existing programs to $25.0 million. Under the new program, shares of our common stock
may be repurchased from time to time through April 25, 2019. Repurchases may be made in open market transactions
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at prevailing prices, in privately negotiated transactions, or by other means in accordance with federal securities laws.
Share repurchases will be funded from existing cash balances, and repurchased shares will be retired and returned to
unissued authorized shares.

As of June 30, 2017, there was $19.6 million remaining available for repurchases under the share repurchase
programs.
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SEASONALITY

We expect our sales from fitness equipment products to vary seasonally. Sales are typically strongest in the first and
fourth quarters, followed by the third quarter, and are generally weakest in the second quarter. We believe that, during
the spring and summer months, consumers tend to be involved in outdoor activities, including outdoor exercise, which
impacts sales of indoor fitness equipment. This seasonality can have a significant effect on our inventory levels,
working capital needs and resource utilization.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES
Our critical accounting policies have not changed from those discussed in our 2016 Form 10-K.
NEW ACCOUNTING PRONOUNCEMENTS

See Note 1 of Notes to Condensed Consolidated Financial Statements included in Part I, Item 1 for a discussion of
new accounting pronouncements.

Item 3. Quantitative and Qualitative Disclosures About Market Risk

Interest Rate Risk

Our exposure to market risk from changes in interest rates relates primarily to our cash equivalents, marketable
securities, derivative assets and variable-rate debt obligations. As of June 30, 2017, we had cash equivalents of $9.8
million held in a combination of money market funds and commercial paper, and marketable securities of $63.6
million, held in a combination of certificates of deposit, commercial paper, corporate bonds, and U.S. government
bonds. Our cash equivalents mature within three months or less from the date of purchase. Marketable securities with
original maturities of greater than three months and remaining maturities of less than one year are classified as
short-term investments. Investments with maturities beyond one year may be classified as short-term based on their
highly liquid nature and because such marketable securities represent the investment of cash that is available for
current operations. We have classified our marketable securities as available-for-sale and, therefore, we may choose to
sell or hold them as changes in the market occur. Because of the short-term nature of the instruments in our portfolio,
a decline in interest rates would reduce our interest income over time, and an increase in interest rates may negatively
affect the market price or liquidity of certain securities within the portfolio, but a change in interest rates would not
have a material impact on our results of operations, financial position or cash flows.

Our negotiated credit facilities generally charge interest based on a benchmark rate such as LIBOR. Fluctuations in
short-term interest rates may cause interest payments on term loan principal and drawn amounts on the revolving line
to increase or decrease. As of June 30, 2017, the outstanding balances on our credit facilities totaled $56.0 million.

As of June 30, 2017, we had a $56.0 million receive-variable, pay-fixed interest rate swap outstanding with Chase
Bank, which amortizes monthly in line with the outstanding principal balance on our term loan. The swap is classified
as a cash flow hedge and effectively fixes the interest rate on our variable-rate term loan. The interest rate swap
matures on December 31, 2020 and has a fixed interest rate of 1.42% per annum. The variable rate on the interest rate
swap is the one-month LIBOR benchmark, which was 1.04% at June 30, 2017.

The fair value of our interest rate swap agreement represents the estimated receipts or payments that would be made to
terminate the agreement. The amounts related to our cash flow hedge are recorded as deferred gains or losses in our
consolidated balance sheets with the offset recorded in accumulated other comprehensive income, net of tax. At

June 30, 2017, the fair value of our interest rate swap agreement was an asset of $0.1 million. The estimated amount
expected to be reclassified into earnings within the next twelve months was $0.1 million at June 30, 2017.

48



Edgar Filing: NAUTILUS, INC. - Form 10-Q

We do not enter into derivative instruments for any purpose other than to manage our interest rate exposure. That is,
we do not engage in interest rate speculation using derivative instruments.
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Item 4. Controls and Procedures
Evaluation of Disclosure Controls and Procedures

In accordance with Rule 13a-15 of the Securities Exchange Act of 1934 (the “Exchange Act”), as of the end of the
period covered by this Quarterly Report on Form 10-Q, our management evaluated, with the participation of our Chief
Executive Officer and our Chief Financial Officer, the effectiveness of our disclosure controls and procedures (as
defined in Rule 13a- 15(e) and Rule 15d-15(e) under the Exchange Act). Based upon their evaluation of these
disclosure controls and procedures, our management, including the Chief Executive Officer and Chief Financial
Officer, have concluded that our disclosure controls and procedures were effective as of the end of the period covered
by this report.

Changes in Internal Control over Financial Reporting

We are implementing an ERP system and complementary systems that support our Retail operations related to Octane.
During the second quarter ended June 30, 2017, the requirements phase of the ERP integration was approved and
technical design and updated project plan were in progress. We expect to develop and deploy features of the ERP and
complementary systems beginning in the third quarter of 2017 with full implementation planned to be completed by
second quarter of 2018. As each phase of the implementation occurs, we are taking steps to monitor and maintain
appropriate internal control over financial reporting and will continue to evaluate these controls for effectiveness.

There were no other changes in our internal control over financial reporting that occurred during the three months

ended June 30, 2017, that have materially affected, or are reasonably likely to materially affect, our internal control
over financial reporting.
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PART II. OTHER INFORMATION
Item 1. Legal Proceedings

Patent Infringement Case

As described in our Quarterly Report on Form 10-Q for the quarter ended March 31, 2017, a lawsuit originally filed
by Biosig Instruments, Inc. in 2004 for alleged patent infringement was settled effective as of March 28, 2017. We
paid $1.2 million under the settlement, and the District Court dismissed the suit with prejudice. The settlement was
expensed in discontinued operations during the quarter ended March 31, 2017 and paid during the quarter ended
June 30, 2017.

In addition to the matter described above, from time to time, we may be involved in various claims, lawsuits and other
proceedings. These legal and tax proceedings involve uncertainty as to the eventual outcomes and losses which may
be realized when one or more future events occur or fail to occur.

Item 1A. Risk Factors

We operate in an environment that involves a number of risks and uncertainties. The risks and uncertainties described
in our 2016 Form 10-K are not the only risks and uncertainties that we face. Additional risks and uncertainties that
presently are not considered material or are not known to us, and therefore are not mentioned herein, may impair our
business operations. If any of the risks described in our 2016 Form 10-K actually occur, our business, operating results
and financial position could be adversely affected. There has not been a material change to the risk factors as set forth
in our 2016 Form 10-K.

Item 6. Exhibits

The following exhibits are filed herewith and this list is intended to constitute the exhibit index:
Exhibit No. Description

Certification of Chief Executive Officer pursuant to Rule 13a-14(a) of the Securities Exchange Act of
1934, as amended.

o8]

1.1

Certification of Chief Financial Officer pursuant to Rule 13a-14(a) of the Securities Exchange Act of
1934, as amended.

(o8]
—
[\

Certification of Chief Executive Officer and Chief Financial Officer pursuant to Rule 13a-14(b) of the
Securities and Exchange Act of 1934, as amended, and 18 U.S.C. Section 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002.

o8]
—

The following financial statements from Nautilus, Inc.'s quarterly report on Form 10-Q for the three and
six months ended June 30, 2017 formatted in XBRL (eXtensible Business Reporting Language): (i)
Condensed Consolidated Balance Sheets (unaudited), (i1) Condensed Consolidated Statements of
Operations (unaudited), (iii) Condensed Consolidated Statements of Comprehensive Income (unaudited),
(iv) Condensed Consolidated Statements of Cash Flows (unaudited) and (v) Notes to Condensed
Consolidated Financial Statements (unaudited).
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
signed on its behalf by the undersigned thereunto duly authorized.

NAUTILUS, INC.

(Registrant)

August 3, 2017 By:/S/ Bruce M. Cazenave
Date Bruce M. Cazenave
Chief Executive Officer
(Principal Executive Officer)

NAUTILUS, INC.
(Registrant)

August 3, 2017 By:/S/ Sidharth Nayar
Date Sidharth Nayar
Chief Financial Officer
(Principal Financial and Accounting Officer)
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