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HESKA CORPORATION AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS
(amounts in thousands except shares and per share amounts)

(unaudited)
ASSETS
December 31, September 30,
2010 2011

Current assets:

Cash and cash equivalents $ 5,492 $ 7,523
Accounts receivable, net of allowance for doubtful

accounts of $136 and $187 respectively 8,866 8,848
Inventories, net 11,901 11,500
Deferred tax asset, current 53 1,299
Other current assets 967 918
Total current assets 27,279 30,088
Property and equipment, net 5,486 4,732
Goodwill 999 1,048
Deferred tax asset, net of current portion 29,284 27,154
Total assets $ 63,048 $ 63,022

LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:

Accounts payable $ 4,162 $ 4,593
Accrued liabilities 3,608 4,114
Current portion of deferred revenue 1,811 2,182
Line of credit 3,079 —
Total current liabilities 12,660 10,889
Deferred revenue, net of current portion, and other 4,590 4,200
Total liabilities 17,250 15,089

Commitments and contingencies

Stockholders' equity:

Preferred stock, $.01 par value, 2,500,000 shares
authorized; none issued or outstanding — —
Common stock, $.01 par value, 7,500,000 shares — —
authorized; none issued or outstanding

Public common stock, $.01 par value, 7,500,000

shares authorized; 5,231,245 and 5,239,277 shares 52 52
issued and outstanding, respectively

Additional paid-in capital 217,240 217,603

Accumulated other comprehensive income 284 394

Accumulated deficit (171,778) (170,116)

Total stockholders' equity 45,798 47,933

Total liabilities and stockholders' equity $ 63,048 $ 63,022
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See accompanying notes to condensed consolidated financial statements.
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HESKA CORPORATION AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share amounts)

Revenue, net:

Core companion animal health

Other vaccines, pharmaceuticals and products
Total revenue, net

Cost of revenue
Gross profit

Operating expenses:

Selling and marketing

Research and development
General and administrative

Total operating expenses
Operating income (loss)

Interest and other (income) expense, net
Income (loss) before income taxes
Income tax expense (benefit):
Current tax expense (benefit)
Deferred tax expense (benefit)
Total income tax expense (benefit)
Net income (loss)

Basic net income (loss) per share
Diluted net income (loss) per share

Weighted average outstanding shares used to
compute basic net income (loss) per share

Weighted average outstanding shares used to
compute diluted net income (loss) per share

(unaudited)
Three Months Ended
September 30,

2010 2011
$ 14,144 $ 14,263
3,491 3,345
17,635 17,608
11,042 10,781
6,593 6,827
3,912 3,753
455 311
1,861 2,355
6,228 6,419
365 408

(118) (64)

483 472
37 30
279 154
242 184
$ 241 $ 288
$ 0.05 $ 0.06
$ 0.05 $ 0.05
5,224 5,239
5,238 5,411

Nine Months Ended
September 30,

2010 2011
$ 43,667 $ 44,727
6,769 9,833
50,436 54,560
31,791 31,966
18,645 22,594
11,604 11,283
1,300 1,345
6,071 7,131
18,975 19,759
(330) 2,835
177 101
(507) 2,734
27 189
(280) 884
(253) 1,073
$ (59 $ 1,661
$ (0.05) $ 032
$ (0.05) $ 031
5,219 5,235
5,219 5,337
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See accompanying notes to condensed consolidated financial statements.
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HESKA CORPORATION AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FI. OWS

(in thousands)
(unaudited)

CASH FLOWS PROVIDED BY (USED IN) OPERATING
ACTIVITIES:
Net income (loss)
Adjustments to reconcile net income (loss) to cash provided by (used in)
operating
activities:
Depreciation and amortization
Deferred tax expense (benefit)
Stock-based compensation
Unrealized (gain)/loss on foreign currency translation
Changes in operating assets and liabilities:
Accounts receivable
Inventories
Other current assets
Accounts payable
Accrued liabilities
Deferred revenue and other liabilities
Net cash provided by (used in) operating activities
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchase of property and equipment
Net cash provided by (used in) investing activities
CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from issuance of common stock
Proceeds from (repayments of) line of credit borrowings, net
Proceeds from (repayments of) debt, net
Net cash provided by (used in) financing activities
EFFECT OF EXCHANGE RATE CHANGES ON CASH
INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS
CASH AND CASH EQUIVALENTS, BEGINNING OF PERIOD
CASH AND CASH EQUIVALENTS, END OF PERIOD

SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION:

Cash paid for interest
Non-cash transfer of inventory to property and equipment

Nine Months Ended
September 30,
2010 2011
$ (254) $ 1,661

1,717 1,628
(280) 884
251 302
(78) 66
(1,712) 34
380 162

182 55
(611) 419
555 481
(269) (69)
(119) 5,623
(185) (622)
(185) (622)

43 59
787 (3,079)
(381) —

449 (3,020)
200 50
345 2,031
5,400 5,492

$ 5,745 $ 7,523
$ 144 $ 28
$ 744 $ 250

See accompanying notes to condensed consolidated financial statements.
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HESKA CORPORATION AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
September 30, 2011
(UNAUDITED)

1. ORGANIZATION AND BUSINESS

Heska Corporation ("Heska" or the "Company") develops, manufactures, markets, sells and supports veterinary
products. Heska's core focus is on the canine and feline companion animal health markets.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation

The accompanying unaudited condensed consolidated financial statements are the responsibility of the Company's
management and have been prepared in accordance with accounting principles generally accepted in the United States
of America for interim financial information and pursuant to the instructions to Form 10-Q and rules and regulations
of the Securities and Exchange Commission (the "SEC"). The condensed consolidated balance sheet as of September
30, 2011, the condensed consolidated statements of operations for the three months and nine months ended September
30, 2010 and 2011 and the condensed consolidated statements of cash flows for the nine months ended September 30,
2010 and 2011 are unaudited, but include, in the opinion of management, all adjustments (consisting of normal
recurring adjustments) which the Company considers necessary for a fair presentation of its financial position,
operating results and cash flows for the periods presented. All material intercompany transactions and balances have
been eliminated in consolidation. Although the Company believes that the disclosures in these financial statements
are adequate to make the information presented not misleading, certain information and footnote disclosures normally
included in complete financial statements prepared in accordance with accounting principles generally accepted in the
United States of America have been condensed or omitted pursuant to the rules and regulations of the SEC.

Results for any interim period are not necessarily indicative of results for any future interim period or for the entire
year. The accompanying financial statements and related disclosures have been prepared with the presumption that
users of the interim financial information have read or have access to the audited financial statements for the
preceding fiscal year. Accordingly, these financial statements should be read in conjunction with the audited financial
statements and the related notes thereto for the year ended December 31, 2010, included in the Company's Annual
Report on Form 10-K filed with the SEC on March 18, 2011.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United
States of America requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities, the disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amount of revenue and expense during the reported period. Actual results could differ from those

estimates. Significant estimates are required when establishing the allowance for doubtful accounts and the provision
for excess/obsolete inventory, in determining the period over which the Company's obligations are fulfilled under
agreements to license product rights and/or technology rights, in determining the need for, and the amount of, a
valuation allowance on certain deferred tax assets and in determining the need for, and the amount of, an accrued
liability for future payments related to minimum purchase obligations the Company may make in order to maintain
certain product rights.

11
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Inventories

Inventories are stated at the lower of cost or market using the first-in, first-out method. Inventory manufactured by the
Company includes the cost of material, labor and overhead. If the cost of inventories exceeds estimated fair value,
provisions are made to reduce the carrying value to estimated fair value.

Inventories, net consist of the following (in thousands):

December 31, September 30,

2010 2011
Raw materials $ 4203 $ 4,664
Work in process 3,483 2,432
Finished goods 5,388 5,015
Allowance for excess or obsolete (1,173) (611)

inventory
$ 11,901 $ 11,500

Basic and Diluted Net Income (Loss) Per Share

Basic net income (loss) per common share is computed using the weighted average number of common shares
outstanding during the period. Diluted net income (loss) per share is computed using the sum of the weighted average
number of shares of common stock outstanding, and, if not anti-dilutive, the effect of outstanding common stock
equivalents (such as stock options and warrants) determined using the treasury stock method. For the three and nine
months ended September 30, 2011, the Company reported net income and therefore, dilutive common stock
equivalent securities, as computed using the treasury method, were added to basic weighted average shares
outstanding for the period to derive the weighted average shares for diluted earnings per share calculation. Common
stock equivalent securities that were anti-dilutive for the three and nine months ended September 30, 2011, and
therefore excluded, were outstanding options to purchase 708,944 and 924,106 shares of common stock,
respectively. These securities are anti-dilutive primarily due to exercise prices greater than the average trading price
of the Company's common stock during the three and nine months ended September 30, 2011. Common stock
equivalent securities that were anti-dilutive for the three and nine months ended September 30, 2010, and therefore
excluded, were outstanding options to purchase 1,210,278 and 1,273,888 shares of common stock, respectively.

3. CAPITAL STOCK
The fair value of each option grant was estimated on the date of grant using the Black-Scholes option-pricing model,

with the following weighted average assumptions for options granted in the three and nine months ended September
30,2010 and 2011.

Three Months Ended Nine Months Ended
September 30, September 30,
2010 2011 2010 2011
Risk-free interest rate N/A 0.85% 1.44% 0.99%
Expected lives N/A 3.2 years 2.9 years 3.0 years
Expected volatility N/A 75% 68% 82%
Expected dividend yield N/A 0% 0% 0%

13



Edgar Filing: HESKA CORP - Form 10-Q

14



Edgar Filing: HESKA CORP - Form 10-Q

A summary of the Company's stock option plans, excluding options to purchase fractional shares resulting from the
Company's December 2010 1-for-10 reverse stock split is as follows:

Year Ended Nine Months Ended
December 31, 2010 September 30, 2011
Weighted Weighted
Average Average
Exercise Exercise
Options Price Options Price
Outstanding at beginning of period 1,291,634 $ 11.846 1,341,876 $ 11.003
Granted at market 104,900 $ 5.945 80,750 $ 7.045
Cancelled (53,459) $ 21.572 (73,613) $ 12.706
Exercised (1,199) $ 5.834 (3,330) $ 4748
Outstanding at end of period 1,341,876 $ 11.003 1,345,683 $ 10.688
Exercisable at end of period 1,142,209 $ 11.871 1,152,925 $ 11497

The estimated fair value of stock options granted during the nine months ended September 30, 2011 and 2010 was
computed to be approximately $298 thousand and $112 thousand, respectively. The amount is amortized ratably over
the vesting period of the options. The per share weighted average estimated fair value of options granted during the
nine months ended September 30, 2011 and 2010 was computed to be approximately $3.69 and $3.76,

respectively. The total intrinsic value of options exercised during the nine months ended September 30, 2011 and
2010 was approximately $2 thousand and $2 thousand, respectively. The cash proceeds from options exercised during
the nine months ended September 30, 2011 and 2010 were approximately $16 thousand and $7 thousand, respectively.

The following table summarizes information about stock options outstanding and exercisable at September 30, 2011,
excluding outstanding options to purchase an aggregate of 121.9 fractional shares resulting from the Company's
December 2010 1-for-10 reverse stock split with a weighted average remaining contractual life of 2.92 years, a
weighted average exercise price of $13.19 and exercise prices ranging from $3.40 to $31.50. The Company intends to
issue whole shares only from option exercises.

Options Outstanding Options Exercisable
Number of Number of
Options Weighted Options
Outstanding Average Weighted Exercisable Weighted
at Remaining Average at Average
September 30,  Contractual Exercise September 30, Exercise
Exercise Prices 2011 Life in Years Price 2011 Price
$2.70 - $4.96 304,907 7.18 $ 4473 177,679 $ 4314
$4.97 - $8.70 249,472 4.77 $ 7.193 196,015 $ 7.282
$8.71 - $12.00 270,866 2.72 $ 9.558 264,366 $ 9.557
$12.01 - $15.90 269,457 3.34 $13.543 269,019 $13.542
$15.91 - $31.50 250,981 4.27 $19.866 245,846 $19.899
$2.70 - $31.50 1,345,683 4.52 $10.688 1,152,925 $11.497

As of September 30, 2011, there was approximately $518 thousand of total unrecognized compensation cost related to
outstanding stock options. That cost is expected to be recognized over a weighted average period of 1.5 years, with
approximately $102 thousand to be recognized in the three months ending December 31, 2011 and all the cost to be
recognized as of September 2015, assuming all options vest according to the vesting schedules in place at September
30, 2011. As of September 30, 2011, the aggregate intrinsic value of outstanding options was approximately

15
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$1.6 million and the aggregate intrinsic value of exercisable options was approximately $1.0 million.
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4. SEGMENT REPORTING

The Company is comprised of two reportable segments, Core Companion Animal Health ("CCA") and Other
Vaccines, Pharmaceuticals and Products ("OVP"). The CCA segment includes diagnostic instruments and supplies, as
well as single use diagnostic and other tests, pharmaceuticals and vaccines, primarily for canine and feline use. These
products are sold directly by the Company as well as through other distribution relationships. CCA segment products
manufactured at the Des Moines, lowa production facility included in our OVP segment's assets are transferred at cost
and are not recorded as revenue for our OVP segment. The OVP segment includes private label vaccine and
pharmaceutical production, primarily for cattle, but also for other animals including small mammals and fish. All
OVP products are sold by third parties under third-party labels.

Summarized financial information concerning the Company's reportable segments is shown in the following table (in
thousands):

Core Other Vaccines,
Companion Pharmaceuticals
Animal Health and Products Total
Nine Months Ended
September 30, 2010:
Total revenue $ 43,667 $ 6,769 $ 50,436
Operating income (loss) 1,355 (1,685) (330)
Interest expense 119 43 162
Total assets 52,520 11,913 64,433
Net assets 38,259 7,018 45,277
Capital expenditures 114 71 185
Depreciation and amortization 1,040 677 1,717
Nine Months Ended
September 30, 2011:
Total revenue $ 44,727 $ 9,833 $ 54,560
Operating income 1,379 1,456 2,835
Interest expense 107 17 124
Total assets 52,528 10,494 63,022
Net assets 40,743 7,190 47,933
Capital expenditures 218 404 622
Depreciation and amortization 985 643 1,628
_8-
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Three Months Ended
September 30, 2010:

Total revenue

Operating income

Interest expense

Total assets

Net assets

Capital expenditures
Depreciation and amortization

Three Months Ended
September 30, 2011:

Total revenue

Operating income

Interest expense

Total assets

Net assets

Capital expenditures
Depreciation and amortization

5.

Comprehensive income (loss) includes net income (loss) plus the results of certain stockholders' equity changes not
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Core
Companion

Animal Health

$ 14,144
191

33
52,520
38,259

4

345

$ 14,263
174

68
52,528
40,743
52

292

$

$

Other Vaccines,
Pharmaceuticals
and Products

3,491
174

13
11,913
7,018
1

214

3,345
234

1
10,494
7,190
125
218

COMPREHENSIVE INCOME (LOSS)

$

$

Total

17,635
365

46
64,433
45,277
5

559

17,608
408

69
63,022
47,933
177
510

reflected in the Condensed Consolidated Statements of Operations. Such changes primarily include foreign currency

translation items. Total comprehensive income (loss) for the nine months ended September 30, 2011 and 2010 was

$1.8 million and ($72) thousand, respectively. Total comprehensive income (loss) for the three months ended
September 30, 2011 and 2010 was $88 thousand and $550 thousand, respectively.
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Item 2.

MANAGEMENT'S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion and analysis of our financial condition and results of operations should be read in
conjunction with "Selected Consolidated Financial Data" and the Unaudited Condensed Consolidated Financial
Statements and related Notes included in Part I Item 1 of this Form 10-Q.

This discussion contains forward-looking statements that involve risks and uncertainties. Such statements, which
include statements concerning future revenue sources and concentration, gross profit margins, selling and marketing
expenses, general and administrative expenses, research and development expenses, capital resources, capital
expenditures and additional financings or borrowings, are subject to risks and uncertainties, including, but not limited
to, those discussed below and elsewhere in this Form 10-Q, particularly in Part II Item 1A. "Risk Factors," that could
cause actual results to differ materially from those projected. The forward-looking statements set forth in this Form
10-Q are as of the close of business on November 11, 2011, and we do not intend to update this forward-looking
information.

Overview

We develop, manufacture, market, sell and support veterinary products. Our business is comprised of two reportable
segments, Core Companion Animal Health ("CCA"), which represented 82% of our revenue for the twelve months
ended September 30, 2011 (which we define as "LTM") and Other Vaccines, Pharmaceuticals and Products ("OVP"),
which represented 18% of LTM revenue.

The CCA segment includes diagnostic instruments and supplies as well as single use diagnostic and other tests,
pharmaceuticals and vaccines, primarily for canine and feline use.

Diagnostic instruments and supplies represented approximately 40% of our LTM revenue. Many products in this area
involve placing an instrument in the field and generating future revenue from consumables, including items such as
supplies and service, as that instrument is used. Approximately 30% of our LTM revenue resulted from the sale of
such consumables to an installed base of instruments and approximately 10% of our revenue was from new hardware
sales. A loss of or disruption in supply of consumables we are selling to an installed base of instruments could
substantially harm our business. All of our diagnostic instruments and supplies are supplied by third parties, who
typically own the product rights and supply the product to us under marketing and/or distribution agreements. In
many cases, we have collaborated with a third party to adapt a human instrument for veterinary use. Major products
in this area include our chemistry instruments, our hematology instruments and our new blood gas instruments and
their affiliated operating consumables. Revenue from products in these three areas, including revenues from
consumables, represented approximately 36% of our LTM revenue.

Other CCA revenue, including single use diagnostic and other tests, pharmaceuticals and vaccines as well as research
and development, licensing and royalty revenue, represented approximately 42% of our LTM revenue. Since items in
this area are often single use by their nature, our typical aim is to build customer satisfaction and loyalty for each
product, generate repeat annual sales from existing customers and expand our customer base in the future. Products in
this area are both supplied by third parties and provided by us. Major products in this area include our heartworm
diagnostic tests, our heartworm preventive, our allergy test kits, our allergy immunotherapy and our allergy diagnostic
tests. Combined revenue from heartworm-related products and allergy-related products represented approximately
37% of our LTM revenue.
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We consider the CCA segment to be our core business and devote most of our management time and other resources
to improving the prospects for this segment. Maintaining a continuing, reliable and economic supply of products we
currently obtain from third parties is critical to our success in this area. Virtually all of our sales and marketing

expenses occur in the CCA segment. The majority of our research and development spending is dedicated to this
segment, as well.

-10-
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All our CCA products are ultimately sold primarily to or through veterinarians. In many cases, veterinarians will
mark up their costs to the end user. The acceptance of our products by veterinarians is critical to our success. CCA
products are sold directly to end users by us as well as through distribution relationships, such as our corporate
agreement with Schering-Plough Animal Health Corporation ("SPAH"), the sale of kits to conduct blood testing to
third-party veterinary diagnostic laboratories and independent third-party distributors. Revenue from direct sales and
distribution relationships represented approximately 68% and 32%, respectively, of CCA LTM revenue.

We intend to sustain profitability over the long term through a combination of revenue growth, gross margin
improvement and expense control. Accordingly, we closely monitor revenue growth trends in our CCA

segment. Revenue in this segment increased 2% for the nine months ended September 30, 2011 as compared to the
nine months ended September 30, 2010. We believe poor economic conditions over the past several years have
impacted our revenue as, for example, veterinarians have continued to delay or defer capital expenditures on new
diagnostic instrumentation.

The OVP segment includes our 168,000 square foot USDA- and FDA-licensed production facility in Des Moines,
Iowa. We view this facility as a strategic asset which will allow us to control our cost of goods on any vaccines and
pharmaceuticals that we may commercialize in the future. We are increasingly integrating this facility with our
operations elsewhere. For example, virtually all our U.S. inventory is now stored at this facility and fulfillment
logistics are managed there. CCA segment products manufactured at this facility are transferred at cost and are not
recorded as revenue for our OVP segment. We view OVP reported revenue as revenue primarily to cover the
overhead costs of the facility and to generate incremental cash flow to fund our CCA segment.

Our OVP segment includes private label vaccine and pharmaceutical production, primarily for cattle but also for other
animals such as small mammals. All OVP products are sold by third parties under third-party labels.

We have developed our own line of bovine vaccines that are licensed by the USDA. We have a long-term agreement
with a distributor, Agri Laboratories, Ltd., ("AgriLabs"), for the marketing and sale of certain of these vaccines which
are sold primarily under the Titanium® and MasterGuard® brands which are registered trademarks of AgrilLabs. This
agreement generates a significant portion of our OVP segment's revenue. Our OVP segment also produces vaccines
and pharmaceuticals for other third parties.

Critical Accounting Policies and Estimates

Our discussion and analysis of our financial condition and results of operations is based upon the consolidated
financial statements, which have been prepared in accordance with U.S. generally accepted accounting principles
("GAAP"). The preparation of financial statements in conformity with GAAP requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities, the disclosure of contingent assets
and liabilities as of the date of the financial statements, and the reported amounts of revenue and expense during the
periods. These estimates are based on historical experience and various other assumptions that we believe to be
reasonable under the circumstances. We have identified those critical accounting policies used in reporting our
financial position and results of operations based upon a consideration of those accounting policies that involve the
most complex or subjective decisions or assessment. We consider the following to be our critical policies.

Revenue Recognition
We generate our revenue through the sale of products, as well as through licensing of technology product rights,

royalties and sponsored research and development. Our policy is to recognize revenue when the applicable revenue
recognition criteria have been met, which generally include the following:

21
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¢ Persuasive evidence of an arrangement exists;
e Delivery has occurred or services rendered,;
e Price is fixed or determinable; and
e Collectability is reasonably assured.

Revenue from the sale of products is recognized after both the goods are shipped to the customer and acceptance has
been received, if required, with an appropriate provision for estimated returns and allowances. We do not permit
general returns of products sold. Certain of our products have expiration dates. Our policy is to exchange certain
outdated, expired product with the same product. We record an accrual for the estimated cost of replacing the expired
product expected to be returned in the future, based on our historical experience, adjusted for any known factors that
reasonably could be expected to change historical patterns, such as regulatory actions which allow us to extend the
shelf lives of our products. Revenue from both direct sales to veterinarians and sales to independent third-party
distributors are generally recognized when goods are shipped. Our products are shipped complete and ready to use by
the customer. The terms of the customer arrangements generally pass title and risk of ownership to the customer at
the time of shipment. Certain customer arrangements provide for acceptance provisions. Revenue for these
arrangements is not recognized until the acceptance has been received or the acceptance period has lapsed. We reduce
our revenue by the estimated cost of any rebates, allowances or similar programs, which are used as promotional
programs.

Recording revenue from the sale of products involves the use of estimates and management judgment. We must make
a determination at the time of sale whether the customer has the ability to make payments in accordance with
arrangements. While we do utilize past payment history, and, to the extent available for new customers, public credit
information in making our assessment, the determination of whether collectability is reasonably assured is ultimately a
judgment decision that must be made by management. We must also make estimates regarding our future obligation
relating to returns, rebates, allowances and similar other programs.

License revenue under arrangements to sell or license product rights or technology rights is recognized as obligations
under the agreement are satisfied, which generally occurs over a period of time. Generally, licensing revenue is
deferred and recognized over the estimated life of the related agreements, products, patents or

technology. Nonrefundable licensing fees, marketing rights and milestone payments received under contractual
arrangements are deferred and recognized over the remaining contractual term using the straight-line method.

Recording revenue from license arrangements involves the use of estimates. The primary estimate made by
management is determining the useful life of the related agreement, product, patent or technology. We evaluate all of
our licensing arrangements by estimating the useful life of either the product or the technology, the length of the
agreement or the legal patent life and defer the revenue for recognition over the appropriate period.

Occasionally we enter into arrangements that include multiple elements. Such arrangements may include the
licensing of technology and manufacturing of product. In these situations we must determine whether the various
elements meet the criteria to be accounted for as separate elements. If the elements cannot be separated, revenue is
recognized once revenue recognition criteria for the entire arrangement have been met or over the period that the
Company's obligations to the customer are fulfilled, as appropriate. If the elements are determined to be separable, the
revenue is allocated to the separate elements based on relative fair value and recognized separately for each element
when the applicable revenue recognition criteria have been met. In accounting for these multiple element
arrangements, we must make determinations about whether elements can be accounted for separately and make
estimates regarding their relative fair values.
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Allowance for Doubtful Accounts

We maintain an allowance for doubtful accounts receivable based on client-specific allowances, as well as a general
allowance. Specific allowances are maintained for clients which are determined to have a high degree of collectability
risk based on such factors, among others, as: (i) the aging of the accounts receivable balance; (ii) the client's past
payment history; (iii) a deterioration in the client's financial condition, evidenced by weak financial condition and/or
continued poor operating results, reduced credit ratings, and/or a bankruptcy filing. In addition to the specific
allowance, the Company maintains a general allowance for credit risk in its accounts receivable which is not covered
by a specific allowance. The general allowance is established based on such factors, among others, as: (i) the total
balance of the outstanding accounts receivable, including considerations of the aging categories of those accounts
receivable; (ii) past history of uncollectable accounts receivable write-offs; and (iii) the overall creditworthiness of the
client base. A considerable amount of judgment is required in assessing the realizability of accounts

receivable. Should any of the factors considered in determining the adequacy of the overall allowance change, an
adjustment to the provision for doubtful accounts receivable may be necessary.

Inventories

Inventories are stated at the lower of cost or market, cost being determined on the first-in, first-out

method. Inventories are written down if the estimated net realizable value of an inventory item is less than its
recorded value. We review the carrying cost of our inventories by product each quarter to determine the adequacy of
our reserves for excess/obsolescence inventory. In accounting for inventories we must make estimates regarding the
estimated net realizable value of our inventory. This estimate is based, in part, on our forecasts of future sales and
shelf life of product.

Deferred Tax Assets — Valuation Allowance

Our deferred tax assets, such as a domestic Net Operating Loss ("NOL"), are reduced by an offsetting valuation
allowance based on judgmental assessment of available evidence if we are unable to conclude that it is more likely
than not that some or all of the related deferred tax assets will be realized. If we are able to conclude it is more likely
than not that we will realize a future benefit from a deferred tax asset, we will reduce the related valuation allowance
by an amount equal to the estimated quantity of income taxes we would pay in cash if we were not to utilize the
deferred tax asset in the future. The first time this occurs in a given jurisdiction, it will result in a net deferred tax
asset on our balance sheet and an income tax benefit of equal magnitude in our statement of operations in the period
we make the determination. In future periods, we will then recognize as income tax expense the estimated quantity of
income taxes we would have paid in cash had we not utilized the related deferred tax asset. The corresponding journal
entry will be a reduction of our deferred tax asset. If there is a change regarding our tax position in the future, we will
make a corresponding adjustment to the related valuation allowance.

Results of Operations
Revenue

Total revenue increased 8% to $54.6 million for the nine months ended September 30, 2011 as compared to
$50.4 million for the corresponding period in 2010. Total revenue decreased slightly to $17.6 million for the three
months ended September 30, 2011 as compared to the corresponding period in 2010.

Revenue from our CCA segment was $44.7 million for the nine months ended September 30, 2011, an increase of 2%
as compared to $43.7 million for the corresponding period in 2010. Increased revenue from our instrument
consumables and our heartworm diagnostic tests internationally, somewhat offset by a decline in revenue from our our
chemistry instruments and our hematology instruments domestically, were factors in the increase. Revenue from our

25



Edgar Filing: HESKA CORP - Form 10-Q

CCA segment was $14.3 million for the three months ended September 30, 2011, an increase of 1% as compared to
$14.1 million for the corresponding period in 2010. Increased revenue from our instrument consumables and
domestic sales of our heartworm preventive, somewhat offset by a decline in revenue from our chemistry instruments
and our hematology instruments domestically, were factors in the increase.
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Revenue from our OVP segment was $9.8 million for the nine months ended September 30, 2011, an increase of $3.1
million as compared to $6.8 million in the corresponding period in 2010. Greater sales of cattle vaccines under our
contract with Agrilabs, sales of new customers, and sales of bulk bovine biologicals were factors in the

increase. Revenue from our OVP segment was $3.3 million for the three months ended September 30, 2011, a
decrease of $146 thousand as compared to $3.5 million in the corresponding period in 2010. Lower sales of cattle
vaccines under our contract with AgriLabs, somewhat offset by sales of other cattle products and of bulk bovine
biologicals were factors in the decrease. We became aware of issues producing certain cattle vaccine products sold
under our contract with AgriLLabs to appropriate specifications for purity during the first half of 2010 and did not ship
any of these cattle vaccine products in the three months ended June 30, 2010 as a result. We obtained regulatory
approval for an improved process and began to ship these vaccines again, including to fulfill a backlog, in the three
months ended September 30, 2010. This situation did not recur in the three months ended September 30, 2011.

We expect 2011 total revenue to increase as compared with 2010.
Cost of Revenue

Cost of revenue totaled $32.0 million for the nine months ended September 30, 2011, an increase of $175 thousand or
1% as compared to $31.8 million for the corresponding period in 2010. Gross profit increased by $4.0 million to
$22.6 million for the nine months ended September 30, 2011 as compared to $18.6 million in the prior year

period. Gross Margin, i.e. gross profit divided by total revenue, increased to 41.4% for the nine months ended
September 30, 2011 from 37.0% in the prior year period. The largest factor in the increase was an approximately
$1.0 million reserve taken in our OVP segment for cattle vaccine product produced and under review for destruction
and replacement in the three months ended March 31, 2010 as discussed above, which did not occur in the three
months ended March 31, 2011.

Cost of revenue totaled $10.8 million for the three months ended September 30, 2011, a decrease of $261 thousand or
2% as compared to $11.0 million for the corresponding period in 2010. Gross profit increased by $234 thousand to
$6.8 million for the three months ended September 30, 2011 as compared to $6.6 million in the prior year

period. Gross Margin, i.e. gross profit divided by total revenue, increased to 38.8% for the three months ended
September 30, 2011 from 37.4% in the prior year period. A shift in product mix to relatively higher margin products
was a factor in the increase.

We expect Gross Margin to increase in 2011 as compared to 2010.
Operating Expenses

Total operating expenses increased 4% to $19.8 million in the nine months ended September 30, 2011 from $19.0
million in the prior year period. Total operating expenses increased 3% to $6.4 million in the three months ended
September 30, 2011 from $6.2 million in the prior year period.

Selling and marketing expenses decreased 3% to $11.3 million in the nine months ended September 30, 2011 as
compared to $11.6 million in the corresponding period in 2010. Sales force vacancies and lower commissions were
factors in the decline. Selling and marketing expenses decreased 4% to $3.8 million in the three months ended
September 30, 2011 as compared to $3.9 million in the corresponding period in 2010. Lower commissions were a
factor in the decline.

Research and development expenses were $1.3 million for the nine months ended September 30, 2011, a 3% increase
as compared to the corresponding period in 2010. A factor in the increase was a payment to a third party related to a
product line we are collaborating to develop with that company. Research and development expenses were $311
thousand for the three months ended September 30, 2011, a decrease of $144 thousand as compared to $455 thousand
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in the corresponding period in 2010. Lower testing costs were a factor in the decrease.
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General and administrative expenses were $7.1 million in the nine months ended September 30, 2011, an increase of
17% from $6.1 million in the prior year period. A greater accrual related to our Management Incentive Plan in the
2011 period as compared to the 2010 period was the largest factor in the increase. General and administrative
expenses were $2.4 million in the three months ended September 30, 2011, up 27% from $1.9 million in the prior year
period. A greater accrual related to our Management Incentive Plan in the 2011 period as compared to the 2010
period and greater legal expenses, primarily related to arbitration proceedings with one of our former distributors,
were factors in the increase.

We expect 2011 operating expenses will be higher than in 2010.
Interest and Other (Income) Expense, Net

Interest and other (income) expense, net was $101 thousand in the nine months ended September 30, 2011, an
improvement of $76 thousand as compared to $177 thousand in the prior year period. The largest factor in the
improvement was lower net interest expense, primarily a result of lower loan balances. Interest and other (income)
expense, net was ($64) thousand in the three months ended September 30, 2011, a decrease of $54 thousand as
compared to ($118) thousand in the prior year period. The largest factor in the decline was a lower foreign currency
gain.

We expect interest and other expense, net to decrease in 2011 as compared to 2010 as we expect to have a lower
average loan balance in 2011 as compared to 2010 and do not anticipate net foreign currency losses to occur at the
same level in 2011 as they did in 2010.

Income Tax Expense (Benefit)

We recognized an income tax expense of $1.1 million in the nine months ended September 30, 2011, a $1.3 million
change as compared to a tax benefit of $253 thousand in the prior year period. We recognized an income tax expense
of $184 thousand in the three months ended September 30, 2011, a $58 thousand change as compared to a tax benefit
of $242 thousand in the prior year period. The lower ratio of total tax expense compared to income (loss) before
income taxes results from the impact of non-tax deductible expenses, such as incentive stock option amortization, at
relatively low income or loss levels.

Current tax expense was $189 thousand in the nine months ended September 30, 2011, a change of $162 thousand
from $27 thousand in the nine months ended September 30, 2010. For the three months ended September 30, 2011,
current tax expense was $30 thousand, a change of $67 thousand from a benefit of $37 thousand in the prior year
period. Current tax expense represents taxes we are expected to pay in cash as a result of a given period's operations.

Deferred tax expense was $884 thousand in the nine months ended September 30, 2011, a $1.2 million change from a
deferred tax benefit of $280 thousand in the nine months ended September 30, 2010. For the three months ended
September 30, 2011, deferred tax expense was $154 thousand, a $125 thousand change from a deferred tax expense of
$279 thousand in the three months ended September 30, 2010. Deferred tax expense primarily relates to our large
domestic NOL position, which provides a tax shield for most federal income taxes we would otherwise pay.

In all cases, the year-over-year increase in recognized tax expense relates to enhanced pre-tax income in the 2011
period versus the 2010 period.

In 2011, we expect higher income tax expense as opposed to 2010 as we expect higher pre-tax income in 2011 as
compared to 2010.

29



-15-

Edgar Filing: HESKA CORP - Form 10-Q

30



Edgar Filing: HESKA CORP - Form 10-Q

Net Income (Loss)

Net income was $1.7 million in the nine months ended September 30, 2011, an increase of approximately $1.9 million
compared to a net loss of $254 thousand in the prior year period. The increase was primarily due to higher revenue
and higher Gross Margin, somewhat offset by higher operating expenses, as discussed above. Net income was $288
thousand in the three months ended September 30, 2011, an increase of approximately $47 thousand compared to
$241 thousand in the prior year period. The increase was primarily due to higher Gross Margin, somewhat offset by
higher operating expenses, as discussed above.

We expect net income will be higher in 2011 than in 2010, primarily as a result of increased revenue and increased
Gross Margin, somewhat offset by increased operating expenses.

Liquidity and Capital Resources

We have incurred net cumulative negative cash flow from operations since our inception in 1988. For the nine
months ended September 30, 2011, we had net income of $1.7 million. During the nine months ended September 30,
2011, our operations provided cash of approximately $5.6 million. At September 30, 2011, we had $7.5 million of
cash and cash equivalents, $19.2 million of working capital, and $0 of outstanding borrowings under our revolving
line of credit, discussed below.

Net cash provided by operating activities was approximately $5.6 million for the nine months ended September 30,
2011 as compared to $119 thousand of cash used by operating activities in the prior year period, a change of
approximately $5.7 million. Major factors in the change were a $1.9 million increase in net income and a related $1.2
million increase in cash provided by deferred income tax expense as we utilized rather than increased our deferred tax
assets in the 2011 period, a $1.7 million increase in cash provided by accounts receivable as we experienced a
decrease in days sales outstanding in the 2011 period as compared to an increase in the 2010 period and a $1.0 million
increase in cash provided by accounts payable as we experienced an increase in days payable in the 2011 period as
compared to a decrease in the 2010 period.

Net cash flows used in investing activities were $622 thousand in the nine months ended September 30, 2011, an
increase of approximately $437 thousand compared to $185 thousand used during the corresponding period in
2010. Expenditures in this area were primarily for the purchase of property and equipment.

Net cash flows used in financing activities were $3.0 million during the nine months ended September 30, 2011, a
$3.5 million change as compared to $449 thousand provided by financing activities during the corresponding period in
2010. The primary reason for the change was the repayment of outstanding debt under our revolving line of credit
during the 2011 period as opposed to an increase of borrowings under our line of credit in the prior year period. In
addition, we repaid $381 thousand of term debt in the 2010 period, with no corresponding term debt to repay in 2011.

At September 30, 2011, we had a $15.0 million asset-based revolving line of credit with Wells Fargo Bank, National
Association ("Wells Fargo") which has a maturity date of December 31, 2013 as part of our credit and security
agreement with Wells Fargo. At September 30, 2011, we had no outstanding borrowings under this line of

credit. Our ability to borrow under this facility varies based upon available cash, eligible accounts receivable and
eligible inventory. On September 30, 2011, interest was charged at a stated rate of three month LIBOR plus 4.75%
and was payable monthly. We are required to comply with various financial and non-financial covenants, and we
have made various representations and warranties under our agreement with Wells Fargo. Among the financial
covenants is a requirement to maintain a minimum liquidity (cash plus excess borrowing base) of

$1.5 million. Additional requirements include covenants for minimum capital monthly and minimum net income
quarterly. Failure to comply with any of the covenants, representations or warranties could result in our being in
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default on the loan and could cause all outstanding amounts payable to Wells Fargo to become immediately due and
payable or impact our ability to borrow under the agreement. We were in compliance with all financial covenants as
of September 30, 2011. At September 30, 2011, we had $8.5 million of borrowing capacity based upon eligible
accounts receivable and eligible inventory under our revolving line of credit.
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We would consider strategic acquisitions if we felt they were consistent with our strategic direction. Our primary
known short-term need for capital, which is subject to change, is to fund our operations, which consist of continued
sales and marketing, general and administrative and research and development efforts, working capital associated with
increased product sales and capital expenditures relating to maintaining and developing our manufacturing

operations. Our future liquidity and capital requirements will depend on numerous factors, including the extent to
which our marketing and selling efforts, as well as those of third parties who market and sell our products, are
successful in increasing revenue, competition, the extent to which currently planned products and/or technologies are
successfully developed, launched and sold, any changes required by regulatory bodies to maintain our operations and
other factors.

Our financial plan for 2011 indicates that our available cash and cash equivalents, together with cash from operations
will be sufficient to fund our operations through 2011 and into 2012. However, our actual results may differ from this
plan, and we may be required to consider alternative strategies. We may be required to raise additional capital in the
future. If necessary, we expect to raise these additional funds through borrowings under our revolving line of credit,
the sale of equity securities or the issuance of new term debt secured by the same assets as term loans which were
fully repaid in 2010. There is no guarantee that additional capital will be available from these sources on acceptable
terms, if at all, and certain of these sources may require approval by existing lenders. If we cannot raise the additional
funds through these options on acceptable terms or with the necessary timing, management could also reduce
discretionary spending to decrease our cash burn rate through actions such as delaying or canceling budgeted research
activities or marketing plans. These actions would likely extend the then available cash and cash equivalents, and
then available borrowings to some degree.

Recent Accounting Pronouncements

None.
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Item 3.

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Market risk represents the risk of loss that may impact the financial position, results of operations or cash flows due to
adverse changes in financial and commodity market prices and rates. We are exposed to market risk in the areas of
changes in United States and foreign interest rates and changes in foreign currency exchange rates as measured against
the United States dollar and against other foreign currency exchange rates. These exposures are directly related to our
normal operating and funding activities.

Interest Rate Risk

At September 30, 2011, there was no debt outstanding on our line of credit with Wells Fargo. We also had
approximately $7.5 million of cash and cash equivalents at September 30, 2011, the majority of which was invested in
liquid interest bearing accounts. We had no interest rate hedge transactions in place on September 30, 2011. We
completed an interest rate risk sensitivity analysis based on the above and an assumed one percentage point
increase/decrease in interest rates. If market rates increase/decrease by one percentage point, we would experience a
decrease/increase in annual net interest expense of approximately $75 thousand based on our outstanding balances as
of September 30, 2011.

Foreign Currency Risk

Our investment in foreign assets consists primarily of our investment in our European subsidiary. Foreign currency
risk may impact our results of operations. In cases where we purchase inventory in one currency and sell
corresponding products in another, our gross margin percentage is typically at risk based on foreign currency
exchange rates. In addition, in cases where we may be generating operating income in foreign currencies, the
magnitude of such operating income when translated into U.S. dollars will be at risk based on foreign currency
exchange rates. Our agreements with customers and suppliers vary significantly in regard to the existence and extent
of currency adjustment and other currency risk sharing provisions. We had no foreign currency hedge transactions in
place on September 30, 2011.

We have a wholly-owned subsidiary in Switzerland which uses the Swiss Franc as its functional currency. We
purchase inventory in foreign currencies, primarily Japanese Yen and Euros, and sell corresponding products in U.S.
dollars. We also sell products in foreign currencies, primarily Japanese Yen and Euros, where our inventory costs are
in U.S. dollars. Based on our results of operations for the most recent twelve months, if foreign currency exchange
rates were to strengthen/weaken by 25% against the dollar, we would expect a resulting pre-tax loss/gain of
approximately $386 thousand.
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Item 4.
CONTROLS AND PROCEDURES

(a) Evaluation of Disclosure Controls and Procedures. Our management, with the participation of our chief executive
officer and our chief financial officer, evaluated the effectiveness of our disclosure controls and procedures, as defined
by Rule 13a-15 of the Exchange Act, as of the end of the period covered by this Quarterly Report on Form

10-Q. Based on this evaluation, our chief executive officer and our chief financial officer have conc