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Compromised airway clearance. The inability to effectively clear
mucus from the lungs is a chronic, and increasingly prevalent,
medical condition, one for which contributing diseases and
environmental factors are on the rise. The potential adverse
health and economic effects on patients, their caregivers,

and for healthcare systems are beyond significant.

Fortunately, high frequency chest wall oscillation (HFCWOQ),
administered via a wearable inflatable vest, is a highly effective
and widely prescribed treatment option. WCV\/Q has eliminated
the need for more expensive, less standardize physical therapy
administered by healthcare personnel or caregivers. It allows
patients to perform self-therapy in the comfort of their homes,
within the rhythm of an active lifestyle, and is reported in the
medical literature to reduce hospital admissions. Reducing hospital
admissions not only lowers costs, but may decrease reliance on
long-term antibiotic regimens. Clinicians know that enhancing
airway clearance can reduce the likelihood of pneumonia or other
serious, even life-threatening infections and complications.

Today, with the incidence of compromised pulmonary function
growing, HFCWO therapy represents a clear opportunity to provide
patients and healthcare systems around the world a simultanecy 1sly
effective, economical, and life-enhancing treatment, Today one
company, Electromed, Inc., consistently pioneers the tec hnology
innovations, patient-centric design features and clinician support
services that promate high degrees of practitioner satisfaction and
patient complianice with HFCWO therapy.
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in-home therapy

Intensive market focus on healthcare quality and cost
containment favors self-treatment options ~ provided
safe, clinically effective in-home treatment alternatives are
available. In the U.S. market, home care now accounts for
an estimated 90 percent of all HFCWO prescriptions.
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From full-term newborns to senior citizens near the end of life,
HFCWO therapy is prescribed to help people of all ages breathe
easier and better. Once patients with compromised airway
clearance are prescribed the therapy, they typically take
acdvantage of its benefits for life.
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Obesity. Smoking. Pollution. A growing and aging population.
Increasing rates of asthma, emphysema, lung cancer and
chronic bronchitis. Higher survival rates for a range of
common diseases that can leave patients with chronically
compromised pulmonary function. All these factors and more
pose greater challenges to overall lung health, which in turn
point toward increasing need for HFCWO therapy.
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Current U.S. demand for HFCWO therapy totals $120 miltion
in annual sales. Applying a commonty accepted multiplier
for medical device market size puts the global market at
approximately $250 million. With trends pointing toward the
eventual extension of HFCWO to treat emphysema, chronic
bronchitis and other conditions grouped under chronic
obstructive pulmonary disease (COPD), some estimates put
the potential globat market for HFCWO therapy at $2 billion.

reimbursement

Recognizing the potential downward health spiral associated with impaired airway clearance, along with the cost-effectiveness of
HFCWO therapy, more than 200 federal and state payers, including Medicare, and several hundred private payers now cover HFCWO

systems as durable medical equipment,
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it is my pleasure to write
this shareholder letter after
being appointed interim
,heef Executive Officer of
Electromed, Inc. by the
Board of Directors in May
2012, Though | have not
been in this position long,
| believe my experience as
Chief Operating Officer for
the past year combined with
14 years of interaction with the
Company as a consultant, allows me to combine my knowledge
of our Company with the fresh leadership perspective that is
necessary to move Electromed into the future, | look forward to
working with our strong management team and employees 1o
take aclvantage of the growth opportunities that lie ahead of us
and further establish our company as an industry leader. We
are guided by our commitment to developing innovative
products for patients requiring airway clearance therapy and
the knowledge that providing the SmartVest® Airway Clearance
System to more patients is very important work.

Fiscal 2012 was a year of transition for Electromed. We enter
fiscal 2013 focused on embracing progress to restore profitable
revenue growth and increase shareholder value, In 2012 we

continued to fight the headwinds of a slow economic recovery

and the uncertainty surrounding healthcare reform. On a

year-over-year basis our revenues increased slightly, but not

as much as projected in our business plan. While we ended

the year with modest net income, we were not satisfied with

the results. Nevertheless, we firmly believe there is a clear

opportunity to do better.

Our immediate goal for fiscal 2013 is to return Electromed to
historical revenue growth and to create a scalable operating
platform that will ensure profitable growth in the future. Qur
focus in the first half of 2013 is fo enhance the effectiveness
of our sales and marketing efforts for the SmartVest System

and to develop the internal resources that will be critical to
our success, including strengthening our sales and marketing
leadership, providing robust sales training, and introducing
high-impact marketing materials. To support these efforts, we
plan to increase our sales force to approximately 27-30 clinicat
area managers in order to reach more physicians. Finally, we
are creating efficiencies within our organization to align our
expense base with demand and increase margins.

CIS.

Our management team understands that to be a market
leader, Electromed needs to gain market share. Toward that
end, we are implementing product enhancements to further
differentiate our products and better meet customer needs.
We are also conducting clinical studies that will illustrate
the cost-saving benefits of the SmartVest System. Look for
s;g ificant developments in this area as we move forward
fiscal 2013.

All of these initiatives position Electromed to achieve higher
profitability levels. However, success will not come without
challenges, including:
e Third-party payers who refuse to pay for HFCWO therapy;
e Clinicians and payers who don't understand the benefits
of the SmartVest Systern;
» Continuous downward pressure from government and
third-party payers to reduce reimbursement;
* The impending 2.3 percent revenue tax on medical
devices; and
e Uncertain future governmental regulation of healthcare

Along with the issues listed above comes a challenging sa
mvsrmmuwt Hospitals and doctors are increasingly pressured
to perform and have less time fo learn about the benefits of
the SmartVest System. Access to physicians continues to be
one of our biggest hurdles to organic growth. A larger and
clinically trained sales team will better demonstrate their value
to clinicians, helping address this issue.

While our ultimate goal is increased sales, our immediate
focus needs to be on those areas that create the framework
for sustained growth. We are committed o developing an
operational platform during fiscal 2013 that will lead to increased
profitability and revenue sales gains in the long term.

On a final note, | would like to thank our shareholders,
employees, and customers for their continued support and
confidence. | look forward to serving you and this Company.
Our future is bright and we are embracing progress o achieve
our goals and significantly increase shareholder value.

incerely,

James J. Cassidy, Ph.D.
Interim Chief Executive Officer



Total Assets
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| $20,921,024
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$14,143,237

$6,680,623

$7,462,614

$14,303,848

$916,338




fromed ¢ tmvw to be th

While all HFCWO systems perform a similar function,
distinctions between competing devices are often dramatic
when it comes to enabling patients to integrate therapy
consistently into their lives.

Comfort. The SmartVest garment is extremely lightweight,
designed to resemble an article of clothing. Hook-and-loop
closure allows for a secure, comfortable fit without bulky
straps and buckles. Patients choose from an array of vest
colors and styles, in soft, breathable, washable fabric.

A quiet compressor won't interfere with TV, conversation,
even sleep. And our Soft Start® technology applies therapy
gently, without the jolting initial squeeze of other systems.

Converdence, Patented single-hose design affords freedom
of movement during treatment, whether standing, sitting
or lying down. Streamlined for travel, the wheeled carrier
qualifies as airline carry-on baggage.

Simplicity, The SmartVest System is easily programmable
and shuts off automatically when treatment is complete,
it's so simple to use, young patients need minimal adult
supervision.

Medical industry research finds that compliance with
medications can be as low as 25 percent. A recent survey
of one hospital system found compliance of 97 percent
among patients using the SmartVest System.
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Electromed seeks to be a productivity resource for
time-crunched, resource-constrained clinicians.

Patie . We essentially implement the doctor’s
prescription. Our Patient Services team, staffed by
licensed respiratory therapists, interviews the patient
or caregiver and arranges delivery. A network of more
than 300 certified trainers provides in-home education.
Our lifetime home care warranty ensures that each
patient, always, can rely on a functioning system

leimbe ent Coordination. Electromed streamlines
insurance paperwork and communication frzr
physicians. Our Reimbursement Team, acting as
patient advocates, works directly with insurance
providers to secure coverage and answer questions.

v. We designed cur SmartVest Wrap® to meet

me ergonomic needs of hospital staff, Reversible
single-hose design allows access from either side o

the bed. Multiple sizes fit full-term newborns to

large adults

Yeors

Responsiveness. About 28 percent of Electromed
employees are licensed respiratory therapists, including
two-thirds of our sales professionals. The other third, all
with medical device or pharmaceutical backgrounds,
understand real-life clinical needs.

The financial concerns of government and private insurers
are business-critical factors in delivering cost-effective
HFCWO therapy.

Efficiency, Electromed designed its Certificate of Medical
Necessity with a check-off format plus physician notes, allowing
for quick review of diagnosis and prescription details to satisfy
the documentation needs of most health plans,

Cost-Effectiveness. High patient compliance with an effective,
largely in-home therapy is an ideal solution for payers focused
on balancing quality and cost containment,

Unmatched Accreditation.
Electromed is the only HFCWO
therapy company 1o receive Home
Care Accreditation from The Joint
Commission. It's a symbol of

our quality and commitment to
meeling performance standards.
Accreditation gives us an advantage
in gaining eligibility for insurance
reimbursement and for participation
in managed care plans.
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The aggregate market value of the Common Stock held by non-affiliates of the Registrant as of December 31, 2011
was approximately $17,750,000 based upon the closing price of the Registrant’s Common Stock on such date.
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DOCUMENTS INCORPORATED BY REFERENCE

Portions of the Definitive Proxy Statement for the registrant’s Fiscal 2013 Annual Meeting of Shareholders, to be
filed within 120 days of June 30, 2012, are incorporated by reference into Part III of this Form 10-K.
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INFORMATION REGARDING FORWARD LOOKING STATEMENTS

Some of the statements in this report may contain forward-looking statements that reflect our current view
on future events, future business, industry and other conditions, our future performance, and our plans and
expectations for future operations and actions. In some cases, you can identify forward-looking statements by the
following words: “anticipate,” “believe,” “continue,” “could,” “‘estimate,” “expect,” “intend,” “may,” “ongoing,”
“plan,” “potential,” “predict,” “project,” “should,” “will,” “would,” or the negative of these terms or other
comparable terminology, although not all forward-looking statements contain these words. Our forward-looking
statements in this report relate to the following: our business strategy, including our intended level of investment in
research and development and marketing activities and our expectations with respect to earnings and sales growth,
industry relationships, marketing strategies and international sales; our business strengths and competitive
advantages; our expectation that our products will continue to qualify for reimbursement and payment under
government and private insurance programs; the expected impact of applicable regulations on our business; our
belief that our current facilities are adequate to support our growth plans; our expectations with respect to ongoing
compliance with the terms of our credit facility; and our anticipated revenues, expenses, and capital requirements.
Many of these forward-looking statements are located in this report under “Item 1. BUSINESS,” “Item 2.
PROPERTIES” and “Item 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS,” but they may appear in other sections as well. These statements involve
known and unknown risks, uncertainties and other factors that may cause our results or our industry’s actual results,
levels of activity, performance or achievements to be materially different from the information expressed or implied
by these forward-looking statements. Forward-looking statements are only predictions and are not guarantees of
performance. These statements are based on our management’s beliefs and assumptions, which in turn are based on
currently available information.
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You should read this report thoroughly with the understanding that our actual results may differ materially
from those set forth in the forward-looking statements for many reasons, including events beyond our control and
assumptions that prove to be inaccurate or unfounded. We cannot provide any assurance with respect to our future
performance or results. Our actual results or actions could and likely will differ materially from those anticipated in
the forward-looking statements for many reasons, including the reasons described in this report. These factors
include, but are not limited to:

» the competitive nature of our market;

» the risks associated with expansion into international markets;

*  changes to Medicare, Medicaid, or private insurance reimbursement policies;

* changes to health care laws;

» changes affecting the medical device industry;

*  our need to maintain regulatory compliance and to gain future regulatory approvals and clearances;
*  our ability to protect and expand our intellectual property portfolio; and

+  general economic and business conditions.



PART 1
Item 1. Business.
Overview

Electromed, Inc. (“we,” “us,” “Electromed” or the “Company’) was incorporated in Minnesota in 1992. In
August 2010, we completed an initial public offering and our common stock is traded on the NYSE MKT under the
ticker symbol “ELMD.”

Electromed manufactures, markets and sells products that provide airway clearance therapy, including the
SmartVest® Airway Clearance System (“SmartVest System”) and related products, to patients with compromised
pulmonary function. The SmartVest System generates High Frequency Chest Wall Oscillation (“HFCWO?), also
known as High Frequency Chest Compression, a technique for airway clearance therapy. HFCWO facilitates airway
clearance by loosening and mobilizing respiratory secretions in a patient’s lungs. A vest is worn over the torso that
repeatedly compresses and releases the chest at frequencies from 5 to 20 cycles per second. Each compression (or
oscillation) produces pulsations within the lungs that shear secretions from the surfaces of the airways and propels
them toward the mouth where they can be removed by normal coughing. Unlike traditional chest physiotherapy,
which must be performed on the patient while he or she is placed in a series of often uncomfortable positions,
HFCWO can be performed with the patient sitting upright.

Studies show that HFCWO therapy is as effective an airway clearance method for patients who have cystic
fibrosis or other forms of compromised pulmonary function as traditional chest physiotherapy administered by a
respiratory therapist. However, HFCWO can be self-administered, relieving a caregiver of participation in the
therapy, and eliminating the attendant cost of an in-home care provider. We believe the treatments are cost-effective
primarily because they reduce a patient’s risk of respiratory infections and other secondary complications that are
associated with impaired mucus transport. Secondary complications, such as pneumonia, may be serious or life-
threatening and often result in costly hospital visits. In addition, the SmartVest System is extremely comfortable,
which promotes patient compliance, leading to improved airway clearance and enhanced respiratory function.

The SmartVest System is a portable, programmable, and multi-positional airway clearance machine that
generates HFCWO and has been cleared by the Food and Drug Administration (“FDA”) to promote airway
clearance and improve bronchial drainage. Consequently, it may be prescribed to patients suffering from diseases
such as cystic fibrosis, bronchiectasis, muscular dystrophy, post-surgical airway complications and a variety of other
diseases and conditions associated with impaired lung and airway capacity. By clearing airways, patients are able to
rid their lungs of retained secretions and are therefore less likely to develop lung infections such as pneumonia.

The SmartVest System features a programmable electro-mechanical air pulse generator and therapy
garment, which together provide safe, comfortable, and effective airway clearance therapy. We believe that the
lightweight, portable design allows patients greater freedom to travel and enjoy activities of daily living, resulting in
enhanced quality of life for patients. A broad range of vest and wrap sizes for children and adults allow for tailored
fit and function. User-friendly controls allow children to administer their own daily therapy under adult supervision.
Our goal has been to make the HFCWO airway clearance treatments as comfortable and convenient as possible so
our patients can more easily tolerate their regimen and be able to perform their treatments as readily as possible.

Personnel

In order to maintain and expand our position in the market for airway clearance therapy products, we have
assembled an experienced team of employees with expertise in health care, product development, manufacturing,
marketing, sales, and financial management. For example, approximately 28% of our employees are respiratory
therapists. In addition, we engage more than 300 respiratory therapists and health professionals on a non-exclusive
independent contractor basis to educate and train customers on the SmartVest System.



Our management team has significant business experience and has developed industry relationships,
resulting from memberships in various respiratory care professional groups and attendance, sponsorship and
participation in numerous medical conferences in the U.S., Europe, and Asia.

In May 2012, Robert D. Hansen retired as Chairman and Chief Executive Officer of Electromed, Inc. The
Board of Directors appointed Dr. James J. Cassidy, Chief Operating Officer, as Interim Chief Executive Officer.

In addition to relationships developed at the management level, our staff and contractors, who often play a
key role in the education of current and potential customers, have developed trusted relationships across the U.S.
with physicians and other caregivers over the course of their careers. Approximately 28% of our full-time
employees, including our entire Patient Services Department and approximately half of our sales representatives, are
respiratory therapists. Many of these individuals have extensive experience in the field of respiratory care, and their
relationships and experience are of great value to the Company. These individuals maintain a dialogue with clinics,
patients, patient families, and respiratory therapist trainers to ensure that our products are being properly operated
and are performing effectively. Additionally, our sales representatives participate in various events, such as “family
days” held by the Cystic Fibrosis Foundation for cystic fibrosis patients, at which they have an opportunity to
demonstrate the effectiveness of the SmartVest System and further develop relationships with patients, patient
families, physicians and hospitals.

In order to ensure the efficient production of high-quality products, we employ experienced personnel
in our Engineering, Manufacturing, and Quality Assurance Departments and work with an established network
of vendors.

Our Products

Our products are primarily used in the home health care market. We also sell our products for use in
hospitals, which we refer to as “institutional sales.” Accordingly, our points of contact are home health care,
hospitals, clinics, and pulmonary rehabilitation centers, both domestically and internationally. The SmartVest
System must be prescribed by a physician and, depending on the circumstances of the patient, the cost is generally
reimbursable by Medicare, Medicaid, private insurance, or a combination of the three. We have received
clearance from the FDA to market our products in the United States, and the products are also registered in
certain countries overseas.

The SmartVest System

The SmartVest System consists of a therapy garment, a programmable electro-mechanical air pulse
generator for creating and controlling force pulses, and a single hose which extends the force pulses from the
generator to the therapy garment. The SmartVest System is a portable airway clearance therapy system that gives the
patient direct control over the most difficult and time-consuming aspects of respiratory therapy, and provides
caregivers an easier and more reproducible means of administering therapy to disabled or bedridden patients. The
SmartVest System also has other appealing practical features including improved ease of use and a non-clinical
appearance. We believe these attributes particularly appeal to children, teenagers and young adults and their parents.
Our system allows the patient to be relatively mobile while therapy is being given, unlike manual chest physical
therapy in which the patient must remain in a fixed position.



The SmartVest therapy garment offers the following features:

Design: We have pioneered vest and wrap garment designs that provide consistent and controlled pulse
pressure that is distributed throughout the vest and treats the entire front and back of the chest cavity.
The SmartVest garments are low profile, featuring a soft, breathable fabric. Some competitive models
have reduced the weight and size of their vests by reducing coverage area of the chest and applying
pressure to the chest only. We do not endorse or employ a partial coverage vest, and all of our products
offer 360-degree coverage. Our SmartVest garment uses a flow-through system design, which can
prevent lags in pulse pressure accommodation as compared to a closed-loop system, in which
electronic signal generators must continuously send changes in air fill instruction to the air pump. We
believe patient comfort is improved as a result of our flow-through design.

Size and Ease of Use: The SmartVest garment is available in eight sizes to accommodate children and
adults. The simple design of the Velcro and overlap closure system creates a broad size adjustment
range to insure a properly tailored fit. It also makes the SmartVest garments easier to clean and
disinfect than some competitors” products, which often use straps and buckles. The patented design
includes a removable bladder, permitting the garment to be easily washed and dried. This feature also
helps improve infection control efforts.

Material: An attractive washable acrylic shell with quick fit Velcro® provides an appealing non-clinical
look and feel, which we believe enhances self-esteem and patient compliance.

The SmartVest System’s electronic air pulse generator features the following important aspects:

Portable Design: The air pulse generator for the SmartVest System is streamlined and fits into a roller
bag for easy transport. Our product’s garment and hose are carried in a small companion bag. The unit
is relatively lightweight and can be readily carried or rolled by an individual. The system complies
with airline carry-on size limits and can be carried onto an airplane or stowed in the trunk of a car,
allowing patients greater freedom to travel.

Single-Hose System: When the SmartVest System is in use, a single hose delivers the pulsation to the
SmartVest garment, which we believe provides therapy in a more comfortable and unobtrusive manner
than a two-hose system. In addition to facilitating patient comfort, the single-hose system provides
effective treatment by simplifying delivery of the air pulse energy to the lungs. The pulse is delivered
evenly from the base of the SmartVest therapy garment, extending the force pulses upward and inward
in strong but smooth cycles surrounding the chest, which delivers simultaneous treatment to all lobes
of the lungs.

Programmable Pulse Generation: The SmartVest System uses an air pulse generator with an internal
programmable memory feature to generate a pneumatic pulse. The pulse frequency can be adjusted
from 5 to 20 cycles per second, which accommodates the required therapeutic range. The range can be
preset with programmable controls, in order to assure patient safety and specific treatment
requirements. For example, the unit can be programmed to deliver a varying pulse frequency during
the course of a treatment session without requiring manually directed changes. We believe this feature
adds convenience and enhances patient compliance with treatment protocol choices.

Power Supply: The SmartVest System also includes a power supply suitable for use in international
markets, such that voltage and amperage are accommodated automatically.

Other Products

We market the Single Patient Use (“SPU”) SmartVest® and SmartVest Wrap® to health care providers,

particularly those working in intensive care units. Hospitals issue the SPU SmartVest or SmartVest Wrap to an
individual patient for the duration of his or her stay. Both products facilitate continuity of care because they
introduce the patient to our product line and may encourage use of the SmartVest System for home care, which can
be provided to patients with a chronic condition upon discharge. Both products provide full coverage pulsation. The
SPU SmartVest is a full-sized vest that is often used for patients undergoing institutional treatment who are already
accustomed to using a SmartVest System. The SPU SmartVest is intended for short-term, in-patient use and allows
the patient to avoid contaminating his or her home-use vest while continuing treatment in a hospital or other facility.
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The SmartVest Wrap is lightweight, convenient, and well-suited for patients recovering from surgery and
short-term illnesses. We believe that the design of the SmartVest Wrap makes it easy for the health care professional
to operate because it does not need to go over the patient’s shoulders, minimizing the need to move post-surgical
patients and avoiding interference with other devices the patient may be using. In addition, the SmartVest wrap is
reversible, which allows the air pulse generator to be aligned on either side of a hospital bed. We believe that our
ability to provide a more comfortable therapy alternative to patients results in a higher likelihood of patient
cooperation and consistent use.

We have designed and patented a mobile pedestal, which we manufacture and provide with sales of our
institutional models of the SmartVest System. The mobile pedestal allows for easy transport within the medical
facility. This unit includes a pneumatic feature, permitting ease of movement in raising and lowering the vertical
position of the generator.

Our Markets

We market our HFCWO products to a broad patient population. For patients with a chronic pulmonary
condition, many hours per day may be dedicated to a variety of treatments. The SmartVest System provides
effective airway clearance therapy in a comfortable and portable design which allows patients greater independence
and speed of treatment. Building from a foundation of product quality, as well as our dedication to customer service,
our goal is to be a consistent innovator in providing airway clearance therapy to patients with compromised
pulmonary function.

Because sale of the SmartVest System is by physician’s prescription only, we market to health care
professionals, such as doctors, nurses, respiratory therapists, case managers, and clinic coordinators. However, with
respect to both our in-home and institutional products, the health care professionals’ decisions may be based on
preferences expressed by patients. Therefore, we believe that it is also important to market our products to patients
and caregivers. In addition, because the availability of reimbursement is an important consideration for health care
professionals and patients, we must also demonstrate the effectiveness of our product to public and private
insurance providers.

The SmartVest System is currently prescribed to patients who suffer from cystic fibrosis (“CF”),
bronchiectasis, neuro-muscular disorders or post-surgical complications and patients who are ventilator dependent
or have other conditions involving excess secretion and impaired mucus transport. When we entered the market in
2000, we focused on providing our product to CF patients because we felt those individuals could greatly benefit
from treatment from our HFCWO system and it was the indication most likely to qualify for reimbursement at that
time. Over time, we have expanded our focus to include post-surgical and intensive care patients at risk of
developing pneumonia, patients with end-stage neuromuscular disease, and ventilator-dependent patients.

The essential requirements that make a patient a candidate for airway clearance therapy are compromised
respiratory function with a need to:

*  maintain and/or improve pulmonary status;
»  mobilize secretions several times per day; and
*  carry out activities of daily living.

The SmartVest System is designed to meet the individual patient’s needs by providing HFCWO therapy
that is effective, efficient, easy to administer, and can be performed independently. Electromed’s established
marketing and product support services provide education, training, and follow-up with the patient population to
insure the product is integrated into their daily treatment regimen. We believe advantages of the SmartVest System
to the independent patient include:



+ eligibility for reimbursement by private insurance, by federal or state government programs or
combinations of the foregoing;

»  consistent treatments at home;

» independence from a dedicated caregiver;
s portability;

+  improved comfort during therapy; and

» improved self-image.
Marketing, Sales and Distribution

During our 2012 fiscal year, we experienced significant turnover in our sales team and downward pressure
on reimbursement. Throughout the year, we worked to enhance our domestic sales team. We believe these efforts
adversely impacted our revenue growth. We expect to achieve future sales and earnings growth through aggressive
sales and marketing, bringing more value to our customers, and reviewing opportunities to expand our product line.

We participate in medical conferences and maintain industry contacts in order to increase the visibility of
our products and acceptance by physicians and health care professionals, as well as patients. In addition, we place
advertisements in leading medical magazines and journals in the U.S. and Europe. We will also be revising our
Internet web site to make it more targeted and user friendly; this will be of significant value to our patients,
clinicians, and payers.

The Company has recently hired a new Directory of Marketing, Gary Sullivan. Mr. Sullivan comes to us
with more than 25 years of sales/marketing management experience in Fortune 100 companies, mid-caps, and start-
up organizations in the fields of medical devices, diagnostics, and pharmaceuticals. His background includes
domestic as well as international markets.

North American Marketing

In the United States, Electromed sells its products through a network of direct sales representatives. Each
representative, or Clinical Area Manager (“CAM”), is responsible for introducing our products, principally the
SmartVest System, to clinics and hospitals within a specific geographical area, and providing continued support to
customers. As of June 30, 2012, we had 25 total sales representatives, including three regional sales managers and
22 CAMs. Collectively, our sales force covers the entire United States, which we have divided into West, Midwest,
and East regions. Each CAM is assigned to a territory within one of the three regions. We have also developed a
network of more than 300 respiratory therapists and health care professionals to assist with training patients across
the U.S. on a non-exclusive independent contractor basis. We believe that the professional knowledge of the CAMs
and trainers demonstrates our commitment to customer satisfaction and facilitates sales.

Electromed has also hired a new Director of Sales responsible for our worldwide sales effort. William Kalb
brings a record of accomplishment in more than twenty years of medical sales management and business
development. Mr. Kalb will focus his efforts on growing sales revenue in the domestic market and overseeing our
International Distributor network.

International Marketing

In fiscal 2012, our international sales comprised approximately 2.8% of net revenue. Internationally,
Electromed sells through independent distributors specializing in respiratory products. Each distributor operates in
an exclusive territory. Our principal distributors are located in the Arab States of the Persian Gulf, Europe, and
Japan. Units are sold at a consistent price with payment made directly from the distributor, rather than allowing
payments consistent with reimbursement as is the case for domestic sales. We continue to identify distributors in
attractive markets for the SmartVest System.



Competition

HFCWO was first developed for CF patients at the University of Minnesota. The purpose of HFCWO is to
provide more effective mucus clearance in a form that could be performed independently of a caregiver. The
original technology was licensed to American Biosystems, Inc. (now Advanced Respiratory, Inc. (“ARI”), part of
Hill-Rom Holdings, Inc.) which, until the introduction of our original MedPulse Respiratory Vest System® in 2000,
was the only manufacturer of this technology. All of ARI’s products use a two-hose, closed-loop system, in contrast
to the single-hose, flow-through system that the SmartVest System uses, which we believe provides greater ease of
use and patient comfort. In 2005, Respiratory Technologies, Inc., a privately held company doing business as
RespirTech, received FDA clearance to market their inCourage® system (the “inCourage System”), which includes a
HFCWO vest. Like the SmartVest System, ARI’s The Vest® and RespirTech’s inCourage System are cleared for
market by the FDA.

From a clinical performance perspective, all HFCWO products meet a common standard of “substantial
equivalence.” As a result, product features and benefits, size, weight of the generator, reputation for patient services,
and sales effectiveness of field personnel have become key variables. We believe that the product features of the
SmartVest System enable us to compete effectively, particularly when health care professionals, patients, and
caregivers are provided with demonstrations of product choices prior to committing to a specific product. We often
provide demonstration units to encourage such comparisons. Unlike our competitors’ products, the SmartVest
System has a single-hose, flow-through system design and an adjustable vest garment made from soft, breathable
and washable fabric. We use Velcro in our patented vest to provide a tailored fit, as opposed to an inflatable fit
model. In addition to product features, our focus on providing exemplary customer training and service, along with
our commitment to engage and retain highly motivated employees and contractors, many of whom are medical
professionals, provides what we believe to be a valuable competitive advantage.

Alternative products for administering pulmonary therapy include:

»  Positive Expiratory Pressure (“PEP”) mask (e.g., Pari PEP™ S, PARI Respiratory Equipment, Inc.)
which provides backpressure into the lungs on expiration to keep respiratory tracts open longer to
drain;

*  The Flutter® (Axcan Scandipharm Inc.), a tube which vibrates on expiration;

+  Acapella® Vibratory PEP Therapy System (Smiths Medical), a handheld device that combines PEP
with oscillations;

» Intrapulmonary Percussive Ventilation Device (e.g., HC Impulsator®, Percussionaire Corporation),
generally comprised of a ventilator that combines positive air pressure with nebulisation as
appropriate; and

*  Traditional Chest Physical Therapy (“CPT”), which is usually performed one to four times per day.

Physicians may prescribe some or all of these devices and techniques, depending upon each patient’s health
status, severity of disease, compliance, or personal preference. We believe our primary competitive advantage over
alternative treatments is patient comfort, ease of use, and the effectiveness of HFCWO treatment as compared to
CPT and other alternative treatments. Because HFCWO is not “technique dependent,” as compared to most other
pulmonary therapy products, therapy begins automatically once power is provided and remains consistent and
controlled for the duration of the session. We strive to make the SmartVest System an increasingly attractive and
comfortable form of HFCWO therapy. We believe that HFCWO therapy generally, and the SmartVest System in
particular, produces less interference with daily activities, which increases the likelihood of regular use. We believe
these advantages encourage physicians to prescribe and patients to request the SmartVest System for pulmonary
therapy. Reimbursement for the diverse patient populations for each of these pulmonary therapies varies greatly
because a patient’s medical care costs are typically addressed by a combination of private insurance and government
benefit schedules, as well as state health care policies and programs.
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Research and Development

As of June 30, 2012, our research and development staff consisted of two full-time employee engineers and
several consultants. We also have received engineering support pursuant to an agreement with Hansen Engine
Corporation, an entity in which Mr. Craig N. Hansen, a director of the Company, serves as Vice President of
Research and Development and a director; Mr. Robert D. Hansen, former Chairman and Chief Executive Officer of
the Company, serves as Chairman and Chief Executive Officer; and Thomas M. Hagedorn, a director of the
Company, serves as a director. See Part III, Item 13, “Certain Relationships and Related Transactions, and Director
Independence.” Our team, the majority of whom have experience in respiratory therapy and medical device
development, has a demonstrated record of developing new products which receive the appropriate product
approvals and regulatory clearances, with our products having been approved or cleared in the U.S., Canada, Japan
and the member countries of the European Union.

During the fiscal years ended June 30, 2012 and 2011, we incurred research and development expenses of
approximately $921,000 and $1,034,000, respectively. As a result of our expected investments in enhancing the
SmartVest System, we intend to spend at least 5% of net revenue on research and development activities for the
foreseeable future.

Intellectual Property

As of June 30, 2012, we held 23 issued U.S. patents and 22 foreign patents covering the SmartVest System
and its underlying technology, and had 31 pending U.S. and foreign patent applications. These patents and patent
applications offer coverage in the field of air pressure pulse delivery to a human in support of airway clearance. Our
first U.S. patent expires in 2013 and our first Canadian patent in 2016.

We generally pursue patent protection for patentable subject matter in our proprietary devices in foreign
countries in which we have identified as key markets for our products. These markets include the European Union,
Canada, Japan, and other countries.

We have also received the following U.S. trademark and service mark registrations: MEDPULSE,
MEDPULSE RESPIRATORY VEST SYSTEM, SMARTVEST, SMARTVEST WRAP, SMARTWRAP, FACT,
SOFT START, TRIMLINE, and CREATING SUPERIOR CARE THROUGH INNOVATION.

Manufacturing

Our headquarters in New Prague, Minnesota includes a dedicated manufacturing and engineering facility of
more than 10,000 square feet. Our site has been regularly audited by the FDA, in accordance with FDA practices,
and we maintain our operations in a manner consistent with FDA requirements for a medical device manufacturer.
Our manufacturing processes emphasize simplicity, cost-effectiveness, and a capacity to realize increases in
production volume with escalation in demand. All employees are responsible for maintaining specific manufacturing
and quality standards, which are monitored by our quality assurance department and certified on an annual basis to
be compliant with ISO 13485 and ISO 9001 quality system standards.

Our staff is responsible for manufacturing each SmartVest System. While components are outsourced to
meet our detailed specifications, each SmartVest System is assembled, tested, and approved for final shipment at our
manufacturing site in New Prague, Minnesota, consistent with FDA, Underwriters Laboratory (“UL”), and ISO
standards. While all third-party vendors present some degree of risk, many of our vendors are located within 100
miles of our headquarters, which enables us to closely monitor the supply chain. We maintain an adequate supply of
all of our critical components to meet demand.
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Seasonality
Our business is not materially affected by seasonality.
Product Warranties

We provide a warranty on the SmartVest System that covers the cost of replacement parts and labor, or a
new SmartVest System in the event we determine a full replacement is necessary. For home care SmartVest Systems
initially purchased and currently located in the United States and Canada, we provide a lifetime warranty to the
individual patient for whom the system is prescribed. For products sold to patients in Greece, we provide a five-year
warranty. For sales to institutions within the United States and Canada, and for all other sales to individuals and
institutions made outside of the United States, Canada and Greece, we provide a three-year warranty. Our warranties
provide that if a newer model of our systems has been developed and sold between the time of purchase of the
original system and we determine the need for replacement, we may replace the system with a newer model in our
sole discretion.

Third-Party Reimbursement

In the U.S., individuals who use the SmartVest System will generally rely on third-party payers, including
private payers and governmental payers such as Medicare and Medicaid, to cover and reimburse all or part of the
cost of using the SmartVest System. Reimbursement for HFCWO therapy and the SmartVest System varies among
public and private insurance providers.

Most patients are able to qualify for reimbursement and payment from Medicare, Medicaid, private
insurance or combinations of the foregoing. We expect that subsequent generations of HFCWO products will also
qualify for reimbursement under Medicare Plan B and most major health plans. However, some third-party payers
must also approve coverage for new or innovative devices or therapies before they will reimburse health care
providers who use the medical devices or therapies. In addition, we face the risk that new or modified products
could have a lower reimbursement rate, or that the levels of reimbursement currently available for our existing
products could decrease, which would hamper our ability to market and sell that product. Consequently, our sales
will continue to depend in part on the availability of coverage and reimbursement from third-party payers, even
though our devices may have been cleared for commercial distribution by the FDA. The manner in which
reimbursement is sought and obtained varies based upon the type of payer involved and the setting in which the
procedure is furnished. The nature of any future legislation is uncertain, making it difficult for us to predict the
impact of cost-containment trends on operating results.

A key element in our customer support strategy has been achieved by establishing an effective
reimbursement department to seek insurance authorization and process claims on behalf of the patient. The skill and
knowledge gained and offered by our reimbursement department is an important factor in building our revenue and
serving patients’ financial interests. Our payment terms generally allow patients to acquire the SmartVest System
over a period of 1 to 15 months, which is consistent with reimbursement procedures followed by Medicare and other
third parties. The amount we receive for any single unit is based on reimbursement schedules and may vary based on
a number of factors, including Medicare and third-party reimbursement processes and policies. The patient
maintains the risk of reimbursement to the Company in the event of non-payment by third-party payers.

Payments for overseas sales are made directly by the distributors, and we are not involved in the
reimbursement process. International sales were approximately 2.8% and 3.2% of our net revenue during fiscal
years 2012 and 2011, respectively.
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Governmental Regulation
Medicare and Medicaid

Recent government and private sector initiatives in the U.S. and foreign countries are aimed to limit the
growth of health care costs, including price regulation, competitive pricing, coverage and payment policies,
comparative effectiveness of therapies, technology assessments, and managed-care arrangements, and are causing
the marketplace to put increased emphasis on the delivery of more cost-effective medical devices. Government
programs, including Medicare and Medicaid, have attempted to control costs by limiting the amount of
reimbursement they will pay for particular procedures or treatments, restricting coverage for certain products or
services, and implementing other mechanisms designed to constrain utilization and contain costs. In addition, many
private insurance programs look to Medicare as a guideline in setting their coverage policies and payment amounts.
This has created an increasing level of price sensitivity among customers.

Product Regulations

Our medical devices are subject to regulation by numerous government agencies, including the FDA and
comparable foreign agencies. To varying degrees, each of these agencies requires us to comply with laws and
regulations governing the development, testing, manufacturing, labeling, marketing, and distribution of our medical
devices. Since inception, management has retained the necessary clinical, medical and legal expertise to support
required clearances and approvals to market our products. Our regulatory and quality assurance departments provide
detailed oversight of their areas of responsibility.

We have received clearance from the FDA to market our products, including the SmartVest System, as a
“powered percussor.”

We obtained ISO 9001and ISO 13485 Certification in January 2005, which demonstrates that our products
conform to uniform standards for manufacturing quality and that our business meets certain professional standards.
In addition, we obtained clearance to use the European Union CE Mark on our products in April 2005. The CE Mark
is required for medical device sales in countries within the European Economic Area, which includes the 27 member
countries of the European Union as well as [celand, Liechtenstein, Norway, Switzerland, Turkey, and other
European countries that may adopt EU standards voluntarily. Renewal of the CE Mark is required every five years,
and our notified body performs an annual audit to ensure that we are in compliance with all applicable regulations.
We have maintained our CE Mark in good standing since originally receiving it and most recently renewed it in
January 2010. We also require all of our distributors to comply with their home country regulations.

FDA Requirements

If we develop new medical devices or modifications to existing products that would affect the product’s
safety or effectiveness, we may be required to obtain FDA clearance before marketing the new or modified product
in the U.S., either through the 510(k) clearance process or the more complex Premarket Approval process. The
process may be time consuming and expensive, particularly if clinical trials are required. Failure to obtain such
clearances or approvals could adversely affect our ability to grow our business. Delays in receipt or failure to receive
clearances or approvals, the loss of previously received clearances or approvals, or the failure to comply with
existing or future regulatory requirements could have a material adverse effect on our business.

Continuing Product Regulation

In addition to its approval processes for new products, the FDA may require testing and surveillance
programs to monitor the effects of previously approved products that have been commercialized, and may prevent or
limit further marketing of products based on the results of these post-marketing programs. At any time after
approval of a product, the FDA may conduct periodic inspections to determine compliance with both the FDA’s
Quality System Regulation (“QSR”) requirements and/or current medical device reporting regulations. Product
approvals by the FDA can be withdrawn due to failure to comply with regulatory standards or the occurrence of
unforeseen problems following initial approval. The failure to comply with regulatory standards or the discovery of
previously unknown problems with a product or manufacturer could result in fines, delays or suspensions of
regulatory clearances, seizures or recalls of products (with the attendant expenses), the banning of a particular
device, an order to replace or refund the cost of any device previously manufactured or distributed, operating
restrictions and criminal prosecution, as well as decreased sales as a result of negative publicity and product
liability claims.
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We are required to register with the FDA as a device manufacturer and, as a result, we are subject to
periodic inspection by the FDA for compliance with the FDA’s QSR requirements, which require manufacturers of
medical devices to adhere to certain regulations, including testing, quality control and documentation procedures. In
addition, the federal Medical Device Reporting regulations require us to provide information to the FDA whenever
there is evidence that reasonably suggests that a device may have caused or contributed to a death or serious injury
or, if a malfunction were to occur, could cause or contribute to a death or serious injury. Compliance with applicable
regulatory requirements is subject to continual review and is rigorously monitored through periodic inspections by
the FDA. We are also required to maintain certain certifications in order to sell products internationally, and we
undergo periodic inspections by notified bodies to obtain and maintain these certifications.

Advertising and promotion of medical devices, in addition to being regulated by the FDA, are also
regulated by the Federal Trade Commission and by state regulatory and enforcement authorities. Recently,
promotional activities for FDA-regulated products of other companies have been the subject of enforcement action
brought under health care reimbursement laws and consumer protection statutes. Competitors and others can also
initiate litigation relating to advertising claims. If the FDA determines that our promotional materials or training
constitutes promotion of an unapproved or uncleared use, it could request that we modify our training or
promotional materials or subject us to regulatory or enforcement actions, including the issuance of an untitled letter,
a warning letter, injunction, seizure, civil fine or criminal penalties. It is also possible that other federal, state or
foreign enforcement authorities might take action if they consider our promotional or training materials to constitute
promotion of an unapproved use, which could result in significant fines or penalties under other statutory authorities,
such as laws prohibiting false claims for reimbursement.

Fraud and Abuse Laws

Federal health care laws apply when we or customers submit claims for items or services that are
reimbursed under Medicare, Medicaid or other federally-funded health care programs. The principal federal
laws include:

. the False Claims Act, which prohibits the submission of false or otherwise improper claims for payment to
a federally-funded health care program;
. the Anti-Kickback Statute, which prohibits offers to pay or receive remuneration of any kind for the

purpose of inducing or rewarding referrals of items or services reimbursable by a federal health care
program; and
. health care fraud statutes that prohibit false statements and improper claims with any third-party payer.

There are often similar state false claims, anti-kickback, and anti-self referral and insurance laws that apply
to state-funded Medicaid and other health care programs and private third-party payers. In addition, the U.S. Foreign
Corrupt Practices Act can be used to prosecute companies in the U.S. for arrangements with physicians, or other
parties outside the U.S. if the physician or party is a government official of another country and the arrangement
violates the law of that country. Enforcement of all of these regulations has become increasingly stringent,
particularly due to more prevalent use of the whistleblower provisions under the False Claims Act, which allow a
private individual to bring actions on behalf of the federal government alleging that the defendant has submitted a
false claim to the federal government and to share in any monetary recovery. If a governmental authority were to
conclude that we are not in compliance with applicable laws and regulations, we and our officers and employees
could be subject to severe criminal and civil penalties including substantial penalties, fines and damages, and
exclusion from participation as a supplier of product to beneficiaries covered by Medicare or Medicaid.
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HIPAA and Other Fraud and Privacy Regulations

Federal and state laws protect the confidentiality of certain patient health information, including patient
records, and restrict the use and disclosure of such information. In particular, the U.S. Department of Health and
Human Services has issued patient privacy and security standards for electronic health information under the Health
Insurance Portability and Accountability Act of 1996 and its implementing regulations (“HIPAA”).

The HIPAA privacy and security standards govern the use and disclosure of protected health information
by “covered entities”, which are healthcare providers that submit electronic claims, health plans and healthcare
clearinghouses. Because we provide our products directly to patients and bill third-party payers such as Medicare,
Medicaid, and insurance companies, we are a “covered entity” and must comply with these standards. Our
compliance with certain provisions of these standards entails significant costs for us. Failure to comply with HIPAA
or any state or foreign laws regarding personal data protection may result in significant fines or penalties and/or
negative publicity. In addition to federal regulations issued under HIPAA, some states have enacted privacy and
security statutes or regulations that, in some cases, are more stringent than those issued under HIPAA. In those
cases, it may be necessary to modify our planned operations and procedures to comply with the more stringent state
laws. If we fail to comply with applicable state laws and regulations, we could be subject to additional sanctions.

The HIPAA health care fraud and false statement statutes also prohibit, among other things, knowingly and
willfully executing, or attempting to execute, a scheme to defraud any health care benefit program, including private
payers, and knowingly and willfully falsifying, concealing or covering up a material fact or making any materially
false, fictitious or fraudulent statement or representation in connection with the delivery of or payment for health
care benefits, items or services.

Environmental Laws

We are also subject to various environmental laws and regulations both within and outside the U.S. Like
other medical device companies, our operations involve the use of substances regulated under environmental laws,
primarily manufacturing and sterilization processes. To the best of our knowledge at this time, we do not expect that
compliance with environmental protection laws will have a material impact on our consolidated results of
operations, financial position, or cash flows.

Employees

As of June 30, 2012, we employed 91 total employees, 86 of which were full-time. Of our 91 employees,
approximately 28% are respiratory therapists licensed by appropriate state professional organizations, including all
of the employees in our Patient Services Department and approximately half of our sales representatives. In
addition, we retain as independent contractors several expert consultants, who assist with reimbursement, product
development, and other subjects as needed. We also retain more than 300 respiratory therapists and health care
professionals on a non-exclusive independent contractor basis to provide training to our customers in the U.S.
Approximately 85% of these independent contractors are credentialed by the National Board for Respiratory Care as
either Certified Respiratory Therapists or Registered Respiratory Therapists. The remainder of these health care
professionals are licensed in fields such as respiratory care, nursing or physical therapy. We believe that providing
our customers with the opportunity to obtain support and training from health care professionals underscores our
commitment to professional service and high quality.

None of our employees are covered by a collective bargaining agreement. We believe our relations with our
employees are good.
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Executive Officers of the Registrant

Set forth below are the names, titles, periods of service, and business experience of our executive officers.

Name Age Title

James J. Cassidy, Ph.D. 53 Interim Chief Executive Officer and Chief Operating
Officer

Jeremy Brock, CPA 33 Chief Financial Officer

James J. Cassidy, Ph.D.— Interim Chief Executive Officer, Chief Operating Officer

Dr. Cassidy joined Electromed in June 2011 as Chief Operating Officer. Upon the retirement of Robert D.
Hansen in May 2012, Dr. Cassidy was appointed Interim Chief Executive Officer. Dr. Cassidy has extensive
international management experience in the medical device industry. From March 2010 to May 2011, Dr. Cassidy
offered business development and technology consulting services to the medical device industry through
TransAtlantic Medical Device Consulting, LLC, an entity which he founded. Prior to that, Dr. Cassidy was the
Chief Operating Officer of Vertebral Technologies, Inc. from June 2009 to February 2010 and the Vice President of
Development for ApaTech, Ltd. from September 2004 to February 2009. Dr. Cassidy has also served as the Chief
Executive Officer of successful start-up companies in the U.S. (CERAbio) and Europe (Cartificial). In addition,
Dr. Cassidy serves as a general partner of Epic BioVentures, LLC, a company that invests in and advises medical
technology businesses. Dr. Cassidy has a doctorate in Biomedical Engineering from Case Western Reserve
University and an MBA from the University of Memphis.

Jeremy Brock, CPA—Chief Financial Officer

Mr. Brock joined Electromed in August 2011 as the controller and principal accounting officer and became
the Company’s Chief Financial Officer in October 2011. Prior to joining the Company, Mr. Brock spent five years
with the CPA firm CliftonLarsonAllen LLP. While with CliftonLarsonAllen, he focused on performing and
managing audit and tax engagements in the manufacturing, distribution and technology sectors. As a Certified
Public Accountant, Mr. Brock has also worked on strategic business planning, risk assessments, and the design and
implementation of internal controls. Mr. Brock brings additional management and leadership experiences from his time
serving in the United States Marine Corps from 1998 to 2002. Mr. Brock has a Bachelor of Arts degree in Accounting
and Finance from the University of Northern Iowa.

Item 1A. Risk Factors.

As a smaller reporting company, we are not required to provide disclosure pursuant to this item.
Item 1B. Unresolved Staff Comments.

As a smaller reporting company, we are not required to provide disclosure pursuant to this item.
Item 2.  Properties.

We own our principal headquarters and manufacturing facilities, consisting of approximately 24,000 total
square feet, which are located on an approximately 2.3 acre parcel at 500 Sixth Avenue NW, New Prague,
Minnesota 56071 and 502 Sixth Avenue NW, New Prague, Minnesota 56071. Effective July 1, 2011, we began
leasing approximately 20,000 square feet of warehouse space in a building adjacent to the manufacturing facilities.
Approximately 10,000 square feet of the newly leased building was converted to office space. We consider the
current facilities to be satisfactory for our growth plans. In addition, we believe there is sufficient space within the
lot in New Prague for additions to the most recently constructed building.
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Item 3. Legal Proceedings.

Occasionally, we may be party to legal actions, proceedings, or claims in the ordinary course of business,
including claims based on assertions of patent and trademark infringement. Corresponding costs are accrued when
it is probable that loss will be incurred and the amount is known or can be reasonably estimated. We are not aware
of any actual or threatened litigation that would have a material adverse effect on our financial condition or results
of operations.

Item 4. Mine Safety Disclosures.

None.

PART I

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities.

Market Information

Our common stock began trading on the NASDAQ Capital Market on August 13, 2010 under the symbol
“ELMD?” in connection with our initial public offering. Effective October 3, 2011, our common stock began trading
on the NYSE Amex (now NYSE MKT). The following table sets forth the high and low sales prices of our common
stock by quarter during the 2012 and 2011 fiscal years.

2012 Fiscal Year
Quarter Ended High Low
September 30 $3.60 $2.69
December 31 $4.49 $3.00
March 31 $3.75 $2.64
June 30 $2.98 $1.93

2011 Fiscal Year

Quarter Ended High Low
September 30 $4.35 $3.25
December 31 $3.79 $3.25
March 31 $3.84 $2.94
June 30 $3.94 $3.11
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Holders

As of August 31, 2012, there were 149 registered holders of our common stock.
Dividends

We have never paid cash dividends on any of our securities. We currently intend to retain any earnings for
use in operations and do not anticipate paying cash dividends in the foreseeable future. Currently, the agreement
governing our credit facility restricts our ability to pay cash dividends.

Recent Sales of Unregistered Equity Securities
None.

Purchase of Equity Securities by the Company
None.

Use of Proceeds

We completed our IPO during the first quarter of our 2011 fiscal year. The effective date of our registration
statement relating to the IPO, filed on Form S-1 under the Securities Act of 1933 (File No. 333-166470), was
August 12, 2010. Net proceeds from the IPO totaled approximately $5,946,000. We have used the net proceeds from
the IPO to make payments on our existing indebtedness; add employees to our Reimbursement, Patient Services and
Administrative Departments; add members to our sales force; continue our research and development efforts; and
for general corporate purposes, including to finance equipment purchases and other capital expenditures in the
ordinary course of business and to satisfy working capital needs.

We used approximately $2,849,000 in net proceeds during the year ended June 30, 2012, compared to
$3,097,000 used as of June 30, 2011. This represents use of all net proceeds received in the IPO. During the year
ended June 30, 2012, we made net payments of approximately $352,000 on our term debt with U.S. Bank. In
addition, we used approximately $777,000 to fund the addition of employees to our Reimbursement, Patient
Services, and Administrative Departments; approximately $534,000 to add members to our sales force; and
approximately $427,000 for expenses associated with being a public company, such as legal, accounting, and other
professional fees. We used approximately $439,000 to purchase property and equipment for converting
approximately 10,000 square feet of a newly leased building to office space to support the increase in the number of
employees at our corporate facility.

Finally, we used approximately $320,000 of the net proceeds from the IPO to fund an increase in our
research and development efforts. A portion of this amount was paid to Hansen Engine Corporation, a research and
development company that provided us with engineering services pursuant to a Letter Agreement dated February 16,
2010. Former Chairman and Chief Executive Officer Robert D. Hansen and directors Craig N. Hansen and
Thomas M. Hagedorn are shareholders and directors of Hansen Engine Corporation. Robert D. Hansen serves as
President and Chief Executive Officer and Craig N. Hansen serves as Vice President of Research and Development
for that entity. See Part 111, Item 13, “Certain Relationships and Related Transactions, and Director Independence.”

Item 6. Selected Financial Data.

As a smaller reporting company, we are not required to provide disclosure pursuant to this item.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

The following discussion and analysis of our financial condition and results of operations should be read in
conjunction with our financial statements and the accompanying notes included elsewhere in this Report. The
Jforward-looking statements include statements that reflect management’s beliefs, plans, objectives, goals,
expectations, anticipations and intentions with respect to our future development plans, capital resources and
requirements, results of operations, and future business performance. Our actual results could differ materially
from those anticipated in the forward-looking statements included in this discussion as a result of certain factors,
including, but not limited to, those discussed in the section entitled “Information Regarding Forward-Looking
Statements”’ immediately preceding Part I of this Report.

Overview

Electromed, Inc. (“we,” “us,” “Electromed” or the “Company”’) was incorporated in 1992. We are engaged
in the business of providing innovative airway clearance products applying High Frequency Chest Wall Oscillation
(“HFCWOQ”) technologies in pulmonary care for patients of all ages.

We manufacture, market and sell products that provide HFCWO, including the SmartVest® Airway
Clearance System (“SmartVest System”) and related products, to patients with compromised pulmonary function.
Our products are sold for both the home health care market and the institutional market for use by patients in
hospitals, which we refer to as “institutional sales.” For approximately twelve years, we have marketed the
SmartVest System and its predecessor products to patients suffering from cystic fibrosis, bronchiectasis and repeated
episodes of pneumonia. Additionally, we offer our products to a patient population that includes post-surgical and
intensive care patients at risk of developing pneumonia, patients with end-stage neuromuscular disease, and
ventilator-dependent patients.

Because sale of the SmartVest System is by a physician’s prescription only, we market to physicians and
health care providers as well as directly to patients. In addition to distributors overseas, we have established our own
domestic sales force, which we believe is able to provide superior support and training to our customers. In addition,
we have non-exclusive independent contractor arrangements with more than 300 respiratory therapists and health
care professionals who also provide education and training to our customers. Further, although the reimbursement
process is subject to many contingencies, the SmartVest System is often eligible for reimbursement from major
private insurance providers, HMOs, state Medicaid systems, and the federal Medicare system, which is an important
consideration for patients considering an HFCWO course of therapy.

For domestic sales, the SmartVest System may be reimbursed under the Medicare-assigned billing code for
High Frequency Chest Wall Oscillation devices if the patient has cystic fibrosis, bronchiectasis (including chronic
bronchitis or COPD that has resulted in a diagnosis of bronchiectasis), or any one of certain enumerated neuro-
muscular diseases, and can demonstrate that another less expensive physical or mechanical treatment did not
adequately mobilize retained secretions. Private payers consider a variety of sources, including Medicare, as
guidelines in setting their coverage policies and payment amounts.

We have been generating revenue from the sale of the SmartVest System or its predecessor products since
2000 and have generated net income since the fiscal year ended June 30, 2006. For the fiscal year ended June 30,
2012, we generated revenue of approximately $19,524,000 and net income of approximately $187,000. Our sales
growth rate was 2.7% for the 2012 fiscal year compared to the 2011 fiscal year and was 32.9% for the 2011 fiscal
year compared to the 2010 fiscal year. Net income as a percentage of sales was 1.0% in 2012 compared to 5.6% in
2011. Management believes the deceleration in revenue growth was primarily due to turnover in our domestic sales
force. The decrease in net income was primarily due to retirement costs for two former officers of the Company,
recruitment costs associated with replacing sales representatives, and staffing increases for sales growth that did not
materialize.
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Critical Accounting Policies and Estimates

During the preparation of our consolidated financial statements, we are required to make estimates,
assumptions and judgments that affect reported amounts. Those estimates and assumptions affect our reported
amounts of assets and liabilities, our disclosure of contingent assets and liabilities, and our reported revenues and
expenses. We update these estimates, assumptions and judgments as appropriate, which in most cases is at least
quarterly. We use our technical accounting knowledge, cumulative business experience, judgment and other factors
in the selection and application of our accounting policies. While we believe the estimates, assumptions and
judgments we use in preparing our consolidated financial statements are appropriate, they are subject to factors and
uncertainties regarding their outcome and therefore, actual results may materially differ from these estimates. The
following is a summary of our primary critical accounting policies and estimates. Please also refer to Note 1 to the
Consolidated Financial Statements, included in Part I, Item 8 of this Report.

Revenue Recognition and Allowance for Doubtful Accounts

Revenues from direct patient sales are recorded at the amount to be received from patients under their
arrangements with third-party payers, including private insurers, prepaid health plans, Medicare and Medicaid. In
addition, we record an estimate for selling price adjustments that often arise from changes in a patient’s insurance
coverage, changes in a patient’s state of domicile, insurance company coverage limitations or patient death. We
periodically review originally billed amounts and our collection history and make changes to the estimation process
by considering any changes in recent collection or sales allowance experience, but have not made material
adjustments to previously recorded revenues and receivables.

Other than the installment sales as discussed below, we expect to receive payment on the vast majority of
accounts receivable within one year and therefore classify all receivables as current assets. However, in some
instances, payment for direct patient sales can be delayed or interrupted resulting in a small portion of collections
occurring later than one year. In the event receivables are expected to be paid over longer intervals than one year, we
recognize revenue under the installment method.

Certain third-party reimbursement agencies pay us on a monthly installment basis, which can span from
18 to 60 months in the cases of Wisconsin, Texas, and New York Medicaid, which constitute the majority of our
installment method sales. Due to the length of time over which reimbursement is received, we believe that the
inherent uncertainty of collection due to external factors noted above precludes us from making a reasonable
estimate of revenue at the time the product is shipped. In certain circumstances, the patient must periodically attest
that the unit continues to be utilized as a prerequisite to continued reimbursement coverage. Therefore, we believe
the instaliment method is appropriate for these sales. If the third party reimbursement agency discontinues payment
and we determine no further payments will be made from the patient, the carrying value of the account receivable is
written off as a period adjustment against the previously recognized sales. Under the installment method, we do not
record accounts receivable or revenue at the time of product shipment. We defer the revenue associated with the sale
and, as each installment is received, that amount is recognized as revenue. Deferred costs associated with the sale
are amortized to cost of revenue ratably over the estimated period in which collections are scheduled to occur.

Accounts receivable are also net of an allowance for doubtful accounts, which are accounts from which
payment is not expected to be received although product was provided and revenue was earned. Management
determines the allowance for doubtful accounts by regularly evaluating individual customer receivables and
considering a customer’s financial condition and credit history. Receivables are written off when deemed
uncollectible. Recoveries of receivables previously written off are recorded when received.

We request that customers return previously-sold units that are no longer in use to us in order to limit the
possibility that such units would be resold by unauthorized parties or used by individuals without a prescription. The
customer is under no obligation to return the product; however, we do reclaim the majority of previously sold units
upon the discontinuance of patient usage. We have not obtained certification to recondition and resell returned units.
Returned units are primarily used for warranty replacement parts and demonstration equipment. Returned products
do not have significant value to us as the costs of becoming certified to resell, reclamation and reconditioning
typically exceed the costs of producing a new unit.
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Valuation of Long-lived and Intangible Assets

Long-lived assets, primarily property and equipment and finite-life intangible assets are evaluated for
impairment whenever events or changes in circumstances indicate the carrying value of an asset may not be
recoverable. In evaluating recoverability, the following factors, among others, are considered: a significant change
in the circumstances used to determine the amortization period, an adverse change in legal factors or in the business
climate, a transition to a new product or service strategy, a significant change in customer base, and a realization of
failed marketing efforts. The recoverability of an asset is measured by a comparison of the unamortized balance of
the asset to future undiscounted cash flows. If we believe the unamortized balance is unrecoverable, we would
recognize an impairment charge necessary to reduce the unamortized balance to the estimated fair value of the asset.
The amount of such impairment would be charged to operations at the time of determination.

Property and equipment are stated at cost less accumulated depreciation. We use the straight-line method
for depreciating property and equipment over their estimated useful lives, which range from 3 to 39 years. Our
finite-life intangibles consist of patents and trademarks and their carrying costs include the original cost of obtaining
the patents, periodic renewal fees, and other costs associated with maintaining and defending patent and trademark
rights. Patents and trademarks are amortized over their estimated useful lives, generally 15 and 12 years,
respectively, using the straight-line method. During the year ended June 30, 2011 we incurred legal defense costs
associated with a trademark infringement lawsuit filed against us (see Note 9 to the Consolidated Financial
Statements included in Part II, Item 8 of this Report). Such legal defense costs are being capitalized and amortized
over the remaining useful life of the trademark. We expect future amortization expense to increase as we incur
additional costs associated with our patents and trademarks.

Allowance for Excess and Slow-moving Inventory

An allowance for potentially slow-moving or excess inventories is made based on our analysis of inventory
levels on hand and comparing it to expected future production requirements, sales forecasts and current estimated
market values.

Income Taxes

We recognize deferred tax assets and liabilities based on the differences between the financial statement
carrying amounts and the tax basis of assets and liabilities. We provide a valuation allowance for deferred tax assets
if we determine, based on the weight of available evidence, that it is more likely than not that some or all of the
deferred tax assets will not be realized.

Warranty Reserve

We provide a lifetime warranty on products sold to patients in the United States and Canada, a three-year
warranty for institutional sales within the United States and Canada, a five-year warranty on products sold to
patients in Greece, and a three-year warranty on all other sales to individuals and institutions outside of the United
States, Canada and Greece. We estimate, based upon a review of historical warranty claim experience, the costs that
may be incurred under our warranty policies and record a liability in the amount of such estimate at the time a
product is sold. The warranty cost is based upon future product performance and durability, and is estimated largely
based upon historical experience. We estimate the average useful life of our products to be approximately five years.
Factors that affect our warranty liability include the number of units sold, historical and anticipated rates of warranty
claims, the product’s useful life, and cost per claim. At our discretion, based upon the cost to either repair or replace
a product, we have occasionally replaced such products covered under warranty with a new model. We periodically
assess the adequacy of our recorded warranty liability and make adjustments to the accrual as claim data and
historical experience warrant.
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Share-Based Compensation

Share-based payment awards consist of options issued to employees for services, and to non-employees in
lieu of cash payment for products or services. Expense is estimated using the Black-Scholes pricing model at the
date of grant and the portion of the award that is ultimately expected to vest is recognized on a straight-line basis
over the requisite service or vesting period of the award. In determining the fair value of our share-based payment
awards, we make various assumptions when using the Black-Scholes pricing model, including expected risk free
interest rate, stock price volatility, life and forfeitures. Please see Note 7 to the Consolidated Financial Statements
included in Part II, Item 8 of this Report for these assumptions.

Results of Operations
Fiscal Year Ended June 30, 2012 Compared to Fiscal Year Ended June 30, 2011
Revenues

Revenue results for the 12 month periods are summarized in the table below (dollar amounts in thousands).

Twelve Months Ended June 30,
Increase (Decrease)
2012 2011
Total Revenue $ 19,524 $ 19,004 $ 520 2.7%
Home Care Revenue $ 17,959 $ 17,348 $ 611 3.5%
International Revenue $ 547 $ 608 $ (61) (10.0%)
Government/Institutional Revenue $ 1,018 $ 1,048 $ (30) 2.9%)

Home Care Revenue. Our home care revenue increased by 3.5% or approximately $611,000 in fiscal 2012
compared to fiscal 2011. While this was an increase year over year, sales grew at a slower rate than in prior years.
This resulted primarily from turnover in our domestic sales force. We did see a slight increase in the number of
referrals and the number of approvals for reimbursement in fiscal 2012 compared to fiscal 2011.

International Revenue. International revenue decreased by 10.0% in fiscal 2012, or $61,000. Revenue from
sales in Asia and Europe in fiscal 2012 decreased by approximately $133,000 and $78,000, respectively, over fiscal
2011, while sales in the Middle East and Central/South America increased by approximately $94,000 and $45,000,
respectively, over fiscal 2011. Sales to Europe continue to be negatively affected by the debt crises and austerity
programs in many European countries.

Government/Institutional Revenue. Revenue from sales to government and private institutions decreased by
approximately $30,000 in fiscal 2012 compared to fiscal 2011. Revenue from sales to the U.S. Department of
Veterans Affairs (“VA”) and other government institutions decreased by approximately $19,000 or 8.0%, from
approximately $238,000 in fiscal 2011 to approximately $219,000 in fiscal 2012. Revenue from sales to private
institutions decreased by approximately $11,000 or 1.4%, from approximately $810,000 in fiscal 2011 to
approximately $799,000 in fiscal 2012. The decreases were driven primarily by sales force turnover and by
uncertainty concerning the implementation of the Patient Protection and Affordable Care Act negatively impacting
institutional purchases of equipment.
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Gross Profit

Gross profit increased to $14,145,000, or 72.4% of net revenues, for the fiscal year ended June 30, 2012,
from approximately $13,778,000, or 72.5% of net revenues, for the fiscal year ended June 30, 2011. The increase in
gross profit dollars resulted from the increase in sales volume.

Operating expenses

Selling, general and administrative expenses. Selling, general and administrative (“SG&A”) expenses for
the fiscal year ended June 30, 2012 were approximately $12,618,000, compared to approximately $10,874,000 for
the prior year, an increase of approximately $1,744,000 or 16%. SG&A payroll and compensation related expenses
increased by approximately $987,000 or 19.1% to approximately $6,168,000. The increase was primarily driven by
the hiring of several key managers to support the current and future growth of the Company, specifically the Chief
Operating Officer, Director of Human Resources, three Regional Sales Managers, Reimbursement Manager, and an
Accounting Manager. There were also severance and certain other expense related to the retirement of two former
officers of approximately $482,000 during the year ended June 30, 2012. Travel, meals and entertainment and trade
show expenses increased by approximately $93,000 to approximately $1,712,000, compared to approximately
$1,619,000 in fiscal 2011. This increase was primarily due to the increased size of the sales force.

Legal and professional fees increased by approximately $300,000 to approximately $990,000, compared to
approximately $690,000 in fiscal 2011, due to additional accounting and legal expenses associated with public
company reporting and compliance requirements. Advertising and marketing expenses increased by approximately
$52,000 to approximately $875,000 in fiscal 2012, compared to approximately $823,000 in fiscal 2011. Patient
training expenses increased by approximately $56,000 to approximately $532,000 in fiscal 2012, compared to
approximately $476,000 in fiscal 2011. The increase in patient training expenses was primarily driven by the
increase in the number of referrals. Insurance expenses increased by approximately $29,000 to approximately
$730,000 in fiscal 2012, compared to approximately $701,000, or 3.7% of sales, in fiscal 2011. The insurance costs
increase is related to an increase in the Company-paid portion of health insurance premiums, as the number of
employees covered increased during the fiscal year.

Research and development expenses. Research and development (“R&D”) expenses were approximately
$921,000 and $1,034,000 for the fiscal years ended June 30, 2012 and 2011, respectively, a decrease of
approximately $113,000. The decrease in R&D expenses was caused by a reduction in hours of certain vendors and
payroll expense. As a percentage of sales, management expects to spend approximately 5.0% of sales on R&D
expenses for the foreseeable future.

Interest expense

Interest expense decreased to approximately $169,000 in fiscal 2012, compared to $191,000 in fiscal 2011,
a decrease of approximately $22,000. The decrease was primarily due to a decrease in average outstanding debt.

Income tax expense

Income tax expense was $251,000 in fiscal 2012, compared to $623,000 in fiscal 2011. The effective
income tax rate in fiscal 2012 was approximately 57.0% compared to approximately 37.1% in fiscal 2011. The
increase in the effective tax rate is related to changes in permanent differences including the estimate for the Federal
Research and Development Tax Credit, which has not been extended past December 31, 2011 by the U.S. Congress.
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Net income

Net income for the twelve months ended June 30, 2012 was approximately $187,000, or 1.0% of revenues,
compared to approximately $1,056,000, or 5.6% of revenues, in fiscal 2011. The decrease in net income as a
percentage of sales was the result of higher expenses from recruitment following turnover in our sales force,
retirement costs for two former officers of the Company, staffing increases for sales growth that did not materialize,
and additions to our management team to support our operations as we increase revenues and manage compliance
with public company reporting requirements.

Liquidity and Capital Resources
Cash Flows and Sources of Liquidity
Cash Flows from Operating Activities

For the fiscal year ended June 30, 2012, our net cash used in operating activities was approximately
$1,172,000. Our net income of approximately $187,000 was adjusted for non-cash expenses of approximately
$908,000. Net income was offset by approximately $1,258,000, $536,000 and $414,000 increases in accounts
receivable, inventories, prepaid expenses and other assets, respectively. Net income was also offset by a decrease in
current liabilities of approximately $59,000.

For the fiscal year ended June 30, 2011, our net cash used in operating activities was approximately
$1,415,000. Our net income of approximately $1,056,000 was adjusted for non-cash expenses of approximately
$477,000 and an increase in current liabilities of approximately $647,000. Net income was also offset by
approximatety $3,016,000, $385,000 and $193,000 increases in accounts receivable, inventories, prepaid expenses
and other assets, respectively.

Cash Flows from Investing Activities

For the fiscal year ended June 30, 2012, cash used in investing activities was approximately $849,000.
Cash used in investing activities primarily consisted of approximately $787,000 in net expenditures for property and
equipment and $62,000 in payments for patent and trademark costs.

For the fiscal year ended June 30, 2011, cash used in investing activities was approximately $1,111,000.
Cash used in investing activities primarily consisted of approximately $452,000 in net expenditures for property and
equipment and $659,000 in payments for patent and trademark costs, the majority of which related to the defense of
our SmartVest trademark.

Cash Flows From Financing Activities

For the fiscal year ended June 30, 2012, cash used in financing activities was approximately $369,000,
consisting of approximately $29,000 net proceeds from the exercise of options, and $23,000 in proceeds from
subscription notes receivable. This was offset by principal payments on long-term debt of approximately $409,000.

For the fiscal year ended June 30, 2011, cash provided by financing activities was approximately
$6,007,000, consisting of approximately $6,364,000 in net proceeds from the issuance of common stock in our
initial public offering, $26,000 from exercise of options, and $60,000 in proceeds from subscription notes
receivable. This was offset by principal payments on long-term debt of approximately $436,000.

Adequacy of Capital Resources

Based on our current operational performance, we believe our cash and cash equivalents and available
borrowings under the existing credit facility will provide adequate liquidity for the next year. However, we cannot
guarantee that we will be able to procure additional financing upon favorable terms, if at all.
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Our primary capital requirements relate to adding employees in our sales force; continuing research and
development efforts; and for general corporate purposes, including to finance equipment purchases and other capital
expenditures in the ordinary course of business and to satisfy working capital needs.

We spent approximately $792,000 and $466,000 on property and equipment during the 2012 and 2011
fiscal years, respectively. We currently expect to finance equipment purchases with borrowings under our credit
facility and cash flows from operations. We may need to incur additional debt or equity financing if we have an
unforeseen need for additional capital equipment or if our operating performance does not generate adequate
cash flows.

On August 13, 2010, we completed the sale of 1,700,000 shares of common stock, par value $0.01 per
share, in an IPO, at an offering price of $4.00 per share. On September 28, 2010, Feltl and Company, Inc., the
underwriter of the IPO, acquired 200,000 shares of our common stock at a price of $4.00 per share, pursuant to
exercise of its over-allotment option. Gross proceeds from the issuance of common stock in connection with the
IPO, including the overallotment option, were approximately $7,600,000. After deducting the payment of
underwriters’ discounts and commissions and offering expenses, our net proceeds from the sale of shares in the
IPO, including the overallotment option, were approximately $5,946,000.

On November 8, 2011 we entered into an amended and restated credit facility with U.S. Bank, National
Association (“U.S. Bank™), which was amended on December 30, 2011, May 14, 2012, and September 21, 2012,
that provides for an increase in the revolving line of credit to $6,000,000, an increase of $2,500,000 over the prior
credit agreement, and $2,520,000 in term debt. A $1,520,000 Term Loan bears interest at 5.79% (“Term Loan A”).
The remaining $1,000,000 term loan bears interest at 4.28% (“Term Loan B”). Interest on the operating line of
credit accrues at LIBOR plus 3.08% (3.33% at June 30, 2012) and is payable monthly. The amount eligible for
borrowing on the line of credit is limited to 60% of eligible accounts receivable less the outstanding balance on our
Term Loan B. The line of credit will expire on December 31, 2013, if not earlier renewed. Term Loan A requires
monthly payments of principal and interest of approximately $10,700 and has a maturity date of December 9, 2014.
Term Loan B requires monthly payments of principal and interest of approximately $29,600 and has a maturity date
of December 9, 2012. As of June 30, 2012, we had approximately $1,768,000 outstanding on the operating line of
credit and approximately $1,588,000 outstanding on the term loan debt for a total amount outstanding under the
U.S. Bank credit facility of $3,356,000. As of June 30, 2012, we had net unused availability of $3,116,000 under the
line of credit. We are required to pay a fee of 0.125% per annum on unused portions of the revolving line of credit.

The agreement governing the credit facility contains certain covenants that restrict our ability to, among
other things, pay cash dividends, make certain investments, incur indebtedness or liens, change our Chief Executive
Officer, merge or consolidate with any person, or sell, lease, assign, transfer or otherwise dispose of any assets other
than in the ordinary course of business. The agreement also contains financial covenants that require maintenance of
certain fixed charge and total cash flow leverage ratios. As of June 30, 2012 the Company was in violation of its
fixed charge coverage ratio financial performance covenant. The Company notified the bank and the bank waived
the event of default as of June 30, 2012, in the third amendment to the credit agreement, dated September 21, 2012.
The third amendment modifies the fixed charge coverage ratio to exclude one-time expenses related to the
retirement of the Company’s former CEO and CFO as well as exclude overpayment of certain income tax payments
that are to be refunded to the Company. As provided in Note 10 to the Notes to the Consolidated Financial
Statements, on May 11, 2012, the Company’s former Chairman and Chief Executive Officer retired from his
positions as Chairman, Chief Executive Officer and director effective immediately. Under the amended and restated
credit facility, as amended, a change in the Company’s Chief Executive Officer position is a covenant violation and,
by extension, an event of default. The Company notified U.S. Bank of its violation of the covenant, and U.S. Bank
waived the event of default.

The Company has entered into a separation agreement and release with the former Chairman and Chief
Executive Officer which calls for a payment equal to one year’s base salary of $209,000 payable on December 1,
2012. In July 2012, he also received earned and unpaid bonus for the period through May 11, 2012 of approximately
$96,000. The Company will make payments of all COBRA health insurance premiums for a period of 18 months
following the effective date of retirement, estimated at $16,500.
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On August 19, 2011, we entered into a Transition Agreement with our former Chief Financial Officer,
Mr. Terry Belford, pursuant to which he retired effective on October 18, 2011, the date on which our new Chief
Financial Officer commenced employment. We entered into a Separation Agreement and Release on the effective
date of Mr. Belford’s retirement, which supersedes Mr. Belford’s January 1, 2010 employment agreement. The
Separation Agreement and Release provides that Mr. Belford will receive approximately $27,600 as payment for
accrued but unused vacation time and a payment in the amount of approximately $147,000, representing six months
of separation pay and a pro rata portion of his calendar year 2011 bonus payment, which was paid December 2011.
In exchange, Mr. Belford executed a general release of claims, will continue to be bound by the terms of his Non-
Competition, Non-Solicitation and Confidentiality Agreement dated January 1, 2010, and was required to provide
consulting and transition services as reasonably requested by us through December 31, 2011.

In connection with the Employment Agreement we entered into with our new Chief Financial Officer,
Mr. Jeremy Brock, on October 18, 2011, we may be required to make cash payments to this officer if he resigns
following a change in control or is terminated at any time without cause. With respect to a resignation upon a change
in control or a termination without cause, the amount of the severance payment would be an amount equal to his
ending base salary from the date of termination through the expiration of the then-current term. The first term of the
agreement will end on the last day of the calendar year 2012. The agreement will automatically renew for successive
one calendar year periods unless earlier terminated pursuant to the terms of the agreement. The severance amount
would be payable in a lump sum within 60 days of the separation event, and the executive would, in order to receive
the severance and continued benefits, be required to sign a release of claims against us, return all property owned by
Electromed and agree not to disparage us.

In connection with the Employment Agreement we entered into with our Chief Operating Officer, Dr. James J.
Cassidy, on February 15, 2012, we may be required to make cash payments to this officer if he resigns following
a change in control or is terminated at any time without cause. Effective May 11, 2012, the Board appointed
Dr. Cassidy to the position of interim Chief Executive Officer. The Employment Agreement was not materially
amended in connection with Dr. Cassidy’s appointment as interim Chief Executive Officer. If the agreement is
terminated by us without cause, we may be required to pay severance to Dr. Cassidy in a lump sum equal to his ending
base salary from the date of termination through the expiration of his then-current term of employment. The severance
will be paid in exchange for Dr. Cassidy’s release of any and all claims against us and his compliance with the terms of
his Non-Competition, Non-Solicitation and Confidentiality Agreement dated February 15, 2012. If the agreement is
terminated by Dr. Cassidy following a change in control, we may be required to pay severance to Dr. Cassidy in a lump
sum equal to his earned and unpaid bonus or incentive compensation and two years of his base salary. The severance will
be paid in exchange for Dr. Cassidy’s release of any and all claims against us.

Certain Information Concerning Off-Balance Sheet Arrangements
We have no off-balance sheet arrangements.
New Accounting Pronouncements
None.
Item 7A. Quantitative and Qualitative Disclosures About Market Risk.

As a smaller reporting company, we are not required to provide disclosure pursuant to this item.
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders
Electromed, Inc. and Subsidiary

We have audited the accompanying consolidated balance sheets of Electromed, Inc. and Subsidiary as of June 30,
2012 and 2011, and the related consolidated statements of income, equity, and cash flows for the years then ended.
These financial statements are the responsibility of the Company’s management. Our responsibility is to express an
opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. The Company is not required to have, nor were
we engaged to perform an audit of its internal control over financial reporting. Our audit included consideration of
internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company’s internal
control over financial reporting. Accordingly, we express no such opinion. An audit also includes examining, on a
test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
financial position of Electromed, Inc. and Subsidiary as of June 30, 2012 and 2011, and the results of their
operations and their cash flows for the years then ended in conformity with U.S. generally accepted accounting
principles.

/s/ McGladrey LLP

Minneapolis, Minnesota
September 26, 2012
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Electromed, Inc. and Subsidiary
Consolidated Balance Sheets

June 30, 2012 and 2011
June 30,
2012 2011
Assets
Current Assets
Cash and cash eqUIVAIENLS. ..........cccooeeivieinieiiieieeeeteeee e enes $ 1,702,435 $ 4,091,739
Accounts receivable (net of allowances for doubtful accounts of $45,000)......... 10,850,859 9,593,105
IVENEOTIES ... .eeeieceieeeeeeeie et e ettt e e et e e e et e e e e sneeeeanearssrseaeeanssssaanensssaneaansenns 2,392,416 1,855,957
Prepaid expenses and other current assets...........ccvvvvvinviriinnicininnnicnceins 359,583 371,257
INCOME taX TECEIVADIE ...ovvviiviiiiiie et er e saee s crre b e e e s sae e sare s neess 340,744 —
Deferred INCOME tAXES........ccovivrriieiieeeieeieieietreeeeeeeereessrecresarssrnrserseaseesesanssensennen 656,000 722,000
TOtal CUFTEIE ASSELS .......ovvvvieeeeeieieeeeeee et eeeeeeeeeeeerrreeeeeennreeseenerasaeeanes 16,302,037 16,634,058
Property and equipment, NEt...........ccccvereierrereneneneieeire et ee 3,170,014 2,807,082
Finite-life intangible assets, Net.........ccccooeriiiiiriniiiiniine e 1,174,033 1,235,828
OHET ASSEIS...eieiiiiieriiteeeieieeeeeceeeeiebrrtreeeseeeeaessesrasresatseseesesesseransasssssranseneesessenasnnnnnn 274,940 191,964
TOtAL ASSELS......cevviiiiniiiciciceitetct ettt ettt $20,921,024  $20,868,932
Liabilities and Equity
Current Liabilities
Revolving line of redit..........c.oovvereeieiriiicienereeccetse e $ 1,768,128 $ 1,768,128
Current maturities of long-term debt..............ccvrieiiriinieiniiiieceee e 254,020 438,267
ACCOUNTS PAYADIE .......eoeiiiieee et e 749,985 733,621
ACCTUEd COMPENSALION «....ceveureneererrirrirerenrierererieren et sbesee s re et assrsans 636,995 868,229
WAITANLY TESEIVE ...eveuvienieieriieiertenieeeereteceae et sresen e e st s eseesesenseseesabenaesassaseneesasenis 610,000 444,096
Other accrued HADILItIES ... ...vvvieeeeiieieeeeeee ettt e e st ae e eeaaaaeaas 151,558 161,166
Total current Habilities ..................ccoooeviiiiiii e 4,170,686 4.413,507
Long-term debt, less current Maturities ...........cocvevererrienersrcneerieeeneeceecreeeeseans 1,390,003 1,582,102
Deferred INCOME tAXES ...uvvvvieeiiieieiriiirrrreeeerereeeeieeernrrreeeeeseerseseesesiesesssravsssessesasassassnss 280,000 167,000
Total HADIIEIES ........oveeiveiieieeeee et et creeereens 5,840,689 6,162,609
Commitments and Contingencies (Note 9)
Equity
Common stock, $0.01 par value; authorized: 13,000,000 shares;
issued and outstanding: 8,114,252 and 8,100,485 shares, respectively ............ 81,143 81,005
Additional paid-in CaPItal...........coecerrieriiiriiecie et 12,959,136 12,794,368
Retained earnings 2,040,056 1,853,450
Common stock subscriptions receivable for 15,000 shares outstanding at
JUNE 30, 2011 ittt ettt e e st e s nae s senneesnbreeenaeeesaneeens — (22,500)
Total @QUILY ......cc.cocviiiriiiiiieiie ettt e 15,080,335 14,706,323
Total liabilities and equity ...............c..cocoiiiiiiiiiiniieeeecee e, $20,921,024 $20,868,932

See Notes to Consolidated Financial Statements.
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Electromed, Inc. and Subsidiary
Consolidated Statements of Income
Years Ended June 30, 2012 and 2011

Years Ended June 30,
2012 2011
INEE FEVEIUES ....vovvevivieeteeere e eteb e r et eteete b eseesteseessbessesnsetasbasbessessassebenbessensensssese $19,524,489  $19,003,507
COSt OF TEVEIMUES ...cvveeeireeeieieceeeereeiieeeeneeesteeebre e s teeeebbaee s baesesbaessanessbseansseassananes 5,379,410 5,226,001
Gross Profit ... 14,145,079 13,777,506
Operating expenses
Selling, general and adminiStrative ..........ccocevveererieiieicnieneeeeeee e 12,617,973 10,873,904
Research and development..............ccocoeiiiiiiniineiinnicire e 920,769 1,033,693
Total operating eXPenses.............ccccoviririrenenircnieieeeeesee e e neene 13,538,742 11,907,597
Operating inCOME.................ccocoriiiiininiiiiini s 606,337 1,869,909
Interest expense, net of interest income of $8,402 and $10,923 respectively.......... 168,731 191,332
Net income before INCOmMe taxes................ccccoveviiviiiiieiisrieer e 437,606 1,678,577
INCOME tAX EXPEIISE ...cvervierenrerireeerianenieerieserereaneseereseesssasaesestesisasesbesesiesinesssbosesiesas (251,000) (623,000)
INEEAICOMIC ......c.eovviiieeieeeeeieeee ettt sttt st te e eresressreensesreeneenassreentenresassneentes $ 186,606 $ 1,055,577

Earnings per share:

BaSIC..cuiriiiiieieeieeeteter ettt bbb et e e s et es $ 0.02

DiIULEA........couieieieieieteit ettt ettt 0.02
Weighted-average common shares outstanding:

BASIC..c.cuieuiiieiieeteete ettt ettt ettt e et n s e n e b en s nene 8,107,723

DHIULEA. ...ttt et e e e ne 8,113,175

See Notes to Consolidated Financial Statements.

F-3

$ 0.14
0.13

7,816,367
7,841,006



Electromed, Inc. and Subsidiary
Consolidated Statements of Equity
Years Ended June 30, 2012 and 2011

Additional Common Stock
Common Stock Paid-in Retained Subscriptions Total
Shares Amount Capital Earnings Receivable Equity
Balance at June 30, 2010 .......... 6,187,885 $ 61,879 $ 6,685362 $ 797,873 $  (82,500) $ 7,462,614
Net INCOME.....ccceveverveeerenenne — — — 1,055,577 — 1,055,577
Issuance of common stock
upon exercise of
options/warrants................. 12,600 126 25,674 — — 25,800
Proceeds from subscription
notes receivable................. — — — — 60,000 60,000
Share-based compensation
EXPENSE....o.erirriiiirnririnnnns — — 156,169 — — 156,169
Issuance of common stock
for initial public offering... 1,900,000 19,000 5,927,163 — — 5,946,163
Balance at June 30, 2011 .......... 8,100,485 81,005 12,794,368 1,853,450 (22,500) 14,706,323
Net inCOMe......oeeeuveeeveeerreens — — — 186,606 — 186,606
Issuance of common stock
upon exercise of
options/warrants ................ 13,767 138 29,163 — —_ 29,301
Proceeds from subscription
notes receivable.................. — — — — 22,500 22,500
Share-based compensation
EXPENSE .coverrirvevrerrnrsrrrraenneas — — 135,605 — — 135,605
Balance at June 30,2012 .......... 8,114,252 81,143 $12,959,136 $2,040,056 $ — $15,080,335

See Notes to Consolidated Financial Statements.
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Electromed, Inc. and Subsidiary
Consolidated Statements of Cash Flows
Years Ended June 30, 2012 and 2011

Years Ended June 30,
2012 2011
Cash Flows From Operating Activities
NELINCOITIE ...ttt sttt sae e s estesae s satstsesaeoneseenseseseneneaseesnnen $ 186,606 $ 1,055,577
Adjustments to reconcile net income to net cash used in operating activities:
DEPIECIALION.......ceveiriienierereiree et es ettt e e aebasa et e s bebe s s essesnane 408,630 335,620
Amortization of finite-life intangible assets.............cccoceeeenieniciienienieienene. 123,996 113,850
Amortization of debt 1SSUANCE COSES......ccvirrieiiiieeiiiiiiieccee e 12,824 31,463
Share-based cOmMPENSation EXPENSE .........cc.eremeuieeemererenerereeueenesereraessseerens 135,605 156,169
Deferred iNCOME tAXES ......eovvverierrerieirienierierreereaeseeeesassesesessetessesssesassesnens 179,000 (186,000)
Loss on disposal of property and equipment............c.cocceveeverrerinveenerenrenennne. 47,906 26,225
Changes in operating assets and liabilities:
ACCOUNLS TECEIVADIE.......oeiiiiriiiieeeeee ettt e st e e s eseseneesennae (1,257,754) (3,016,103)
INVENLOTIES .....ovinviniireriieieietsie s stet et ete st e e st e n e sbesessesse e stesnereans (536,459) (385,182)
Prepaid expenses and other assets..........ocvviviveriivenienenceeneneseecrenveenens (413,557) (193,342)
Accounts payable and accrued liabilities..............ccccoevveeeenicinnencrenienns (58,574) 646,619
Net cash used in operating activities ...............cc.cccoevvveceveneennn, (1,171,777) (1,415,104)
Cash Flows From Investing Activities
Expenditures for property and equipment ............cccceeeeeeienenenvienenenieeneneennens (791,550) (466,315)
Expenditures for finite-life intangible assets..........cc..cccveerevreveececiceeecreennne, (62,201) (659,210)
Proceeds on sale of fIXed @SSELS.......cc.ocvveeeuiiviiiverierie et seeeseseseesesesneane 5,000 14,812
Net cash used in investing activities ..................c.ccecveveceeenn. (848,751) (1,110,713)
Cash Flows From Financing Activities
Principal payments on long-term debt including capital lease obligations....... (409,264) (435,968)
Payments of deferred financing fees ...........ccocvevimveecieiieniivececre s (11,313) (6,716)
Proceeds from option/Warrants €XETCISES ........cceevveeerrererrrenrerreereneesreeseenensnens 29,301 25,800
Proceeds from sales of 1.9 million shares of common stock, net of offering
COSES OF $1,2360,287 ...ttt eae s — 6,363,713
Proceeds from subscription notes receivable.............ccceeviicienienenrreienrecnenes 22,500 60,000
Net cash provided by (used in) financing activities ...................c.c.ceceeeneee. (368,776) 6,006,829
Net increase (decrease) in cash and cash equivalents................. (2,389,304) 3,481,012
Cash and cash equivalents
Beginning of Period...........cccvveririiririninieiieecieeice s 4,091,739 610,727
End Of PEIIOQ .....ccuioreieiciceietcctsttstetee vt sre et enes $ 1,702,435 $ 4,091,739

See Notes to Consolidated Financial Statements.
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Electromed, Inc. and Subsidiary
Consolidated Statements of Cash Flows (Continued)
Years Ended June 30, 2012 and 2011

Years Ended June 30
2012 2011
Supplemental Disclosures of Cash Flow Information
Cash paid fOr INLETESE ........ooveverrerciricireeeererteee et $ 164,309 $ 170,689
Cash paid for INCOME LAXES .......ceeveriririririiire it 468,879 693,407
Supplemental Disclosures of Noncash Investing and Financing Activities
Property and equipment financed through capital leases ..........c.ccoevveerrreruccncn $ 32918  $ 28,482

See Notes to Consolidated Financial Statements.
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Electromed, Inc. and Subsidiary
Notes to Consolidated Financial Statements

Note 1. Nature of Business and Summary of Significant Accounting Policies

Nature of business: Electromed, Inc. (the “Company”) develops, manufactures and markets innovative airway
clearance products which apply High Frequency Chest Wall Oscillation (“HFCWO?”) therapy in pulmonary care for
patients of all ages. The Company markets its products in the United States to the home health care and institutional
markets for use by patients in personal residences, hospitals and clinics. The Company also sells internationally both
directly and through distributors. The Company had international sales of approximately $547,000 and $608,000 for
the years ended June 30, 2012 and 2011, respectively. Since its inception, the Company has operated in a single
industry segment: developing, manufacturing and marketing medical equipment.

Principles of consolidation and related party transaction: The accompanying consolidated financial statements
include the accounts of Electromed, Inc. and its subsidiary, Electromed Financial, LLC. Operating activities and net
assets in Electromed Financial, LLC were insignificant as of and for the years ended June 30, 2012 and 2011.

A summary of the Company’s significant accounting policies follows:

Use of estimates: Management uses estimates and assumptions in preparing the consolidated financial statements in
accordance with accounting principles generally accepted in the United States of America. Those estimates and
assumptions affect the reported amounts of assets and liabilities, the disclosure of contingent assets and liabilities,
and the reported revenues and expenses. Actual results could vary from the estimates that were used. The Company
believes the critical accounting policies that require the most significant assumptions and judgments in the
preparation of its consolidated financial statements include: revenue recognition and the estimation of selling price
adjustments, allowance for doubtful accounts, inventory obsolescence, share-based compensation, income taxes and
the warranty reserve.

Revenue recognition: The Company recognizes revenue when persuasive evidence of a sales arrangement exists,
delivery of goods occurs through the transfer of title and risks and rewards of ownership, the selling price is fixed or
determinable, and collectability is reasonably assured. Revenues are primarily recognized upon shipment.

Direct patient sales are recorded at amounts to be received from patients under reimbursement arrangements with
third-party payers, including private insurers, prepaid health plans, Medicare and Medicaid. In addition, the
Company records an estimate for selling price adjustments which often arise from changes in a patient’s insurance
coverage, changes in a patient’s domicile, insurance company coverage limitations or patient death. Other than the
installment sales as discussed below, the Company expects to receive payment on the vast majority of accounts
receivable within one year and therefore has classified all accounts receivable as current. However, in some
instances, payment for direct patient sales can be delayed or interrupted, resulting in a small portion of collections
occurring later than one year.

Certain third-party reimbursement agencies pay the Company on a monthly installment basis, which can span over
several years. Due to the length of time over which cash is collected and the inherent uncertainty of collectability
with these installment sales, the Company cannot make a reasonable estimate of revenue at the time of sale and does
not record accounts receivable or revenue at the time of product shipment. Under the installment method, the
Company defers the revenue associated with the sale and, as each installment is received, that amount is recognized
as revenue. Deferred costs associated with the sale are amortized to cost of revenue ratably over the estimated period
in which collections are scheduled to occur.
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A summary of sales made under the installment method are as follows:

Years Ended June 30,
2012 2011
Revenue recognized under installment Sales .........co.cocovuiviveieninsenniennnninencnenes $ 841,000 $ 936,000
Amortized cost of revenues reCoOZMIZEd......c.couvrvverreriiiniiniiiniininieenne e 150,000 146,000
Unrecognized installment method sales were as follows:
Years Ended June 30,
2012 2011
Estimated unrecognized sales, net of diSCOUNtS.........cooviienincnnnniiiine $ 1,901,000 $ 1,132,000
Unamortized costs of revenues included in prepaid and other current assets.......... 301,000 182,000

Shipping and handling expense: Shipping and handling charges incurred by the Company are included in cost of
goods sold and were $281,000 and $290,000 for the years ended June 30, 2012 and 2011, respectively.

Cash and cash equivalents: Cash equivalents consist of commercial paper with maturity dates of less than three
months. The Company maintains its cash in bank deposit accounts which, at times, may exceed federally insured
limits. The Company has not experienced any losses in these accounts.

Accounts receivable: The Company’s receivable balance is comprised of amounts due from individuals, institutions
and distributors. Balances due from individuals are typically remitted to the Company by third-party reimbursement
agencies such as Medicare, Medicaid and private insurance companies. Accounts receivable are carried at amounts
estimated to be received from patients under reimbursement arrangements with third-party payers. Accounts
receivable are also net of an allowance for doubtful accounts. Management determines the allowance for doubtful
accounts by regularly evaluating individual customer receivables and considering a customer’s financial condition
and credit history. Receivables are written off when deemed uncollectible. Recoveries of receivables previously
written off are recorded when received. The allowance for doubtful accounts was approximately $45,000 as of

June 30, 2012 and 2011.

Inventories: Inventories are stated at the lower of cost (first-in, first-out method) or market. Work in process and
finished goods are carried at standard cost, which approximates actual cost, and includes materials, labor and
allocated overhead. Standard costs are reviewed at least quarterly by management, or more often in the event
circumstances indicate a change in cost has occurred. The reserve for obsolescence is determined by analyzing the
inventory on hand and comparing it to expected production requirements.

Property and equipment: Property and equipment are stated at cost less accumulated depreciation. Depreciation is
computed using the straight-line method over the estimated useful lives of the assets. Leasehold improvements and
assets acquired under capital leases are depreciated over the shorter of their estimated useful lives or the remaining
lease term. The Company retains ownership of demonstration equipment in the possession of both inside and outside
sales representatives, who use the equipment in the sales process.

Finite-life intangible assets: Finite-life intangible assets include patents and trademarks. These intangible assets are
being amortized on a straight-line basis over their estimated useful lives, as described in Note 4.
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Long-lived assets: Long-lived assets, primarily property and equipment and finite-life intangible assets are
evaluated for impairment whenever events or changes in circumstances indicate the carrying value of an asset may
not be recoverable. In evaluating recoverability, the following factors, among others, are considered: a significant
change in the circumstances used to determine the amortization period, an adverse change in legal factors or in the
business climate, a transition to a new product or service strategy, a significant change in customer base, and a
realization of failed marketing efforts. The recoverability of an asset is measured by a comparison of the
unamortized balance of the asset to future undiscounted cash flows.

If the Company believes the unamortized balance is unrecoverable, it would recognize an impairment charge
necessary to reduce the unamortized balance to the estimated fair value of the asset. The amount of such impairment
would be charged to operations in the current period. During the years ended June 30, 2012 and 2011, the Company
has not identified any indicators of impairment associated with its long-lived assets.

Warranty liability: The Company provides a lifetime warranty on its products to the prescribed patient for sales
within the United States and Canada, a five-year warranty on its products to the prescribed patient for sales within
Greece, and a three-year warranty for all institutional sales and sales to individuals outside the United States, Canada
and Greece. The Company estimates the costs that may be incurred under its warranty and records a liability in the
amount of such costs at the time the product is shipped. Factors that affect the Company’s warranty liability include
the number of units shipped, historical and anticipated rates of warranty claims, and cost per claim. The Company
periodically assesses the adequacy of its recorded warranty liability and adjusts the amounts as necessary.

Changes in the Company’s warranty liability were approximately as follows:

Years Ended June 30,
2012 2011
Beginning WarTanty IESEIVE..........evevrurreirercrsieresesesstesesesesssssserssssssesssssssssosonesnes $ 444000 $ 363,000
Accrual for products SOLA ...........cccecueeriviiiiiieiecciceestet e eesereseeseseesnens 351,000 222,000
Expenditures and costs incurred for warranty claims..............eccovevevivvirereenennns (185,000) (141,000)
Ending WaITANty TESEIVE .........cvvvivuireiniiiistiiriseste e e eereeeseseseteeessessessessessasessenssasenen $ 610,000 $ 444,000

Income taxes: Deferred taxes are provided on a liability method whereby deferred tax assets are recognized for
deductible temporary differences and operating loss and tax credit carryforwards and deferred tax liabilities are
recognized for taxable temporary differences. Temporary differences are the differences between the reported
amounts of assets and liabilities and their tax bases. Deferred tax assets are reduced by a valuation allowance when,
in the opinion of management, it is more likely than not that some portion or all of the deferred tax assets will not
be realized. Deferred tax assets and liabilities are adjusted for the effects of changes in tax laws and rates on the
date of enactment.

The Company recognizes tax liabilities when the Company believes that certain positions may not be fully sustained
upon review by tax authorities. Benefits from tax positions are measured at the largest amount of benefit that is
greater than 50 percent likely of being realized upon settlement. To the extent that the final tax outcome of these
matters is different than the amounts recorded, such differences impact income tax expense in the period in which
such determination is made. Interest and penalties, if any, related to accrued liabilities for potential tax assessments
are included in income tax expense.

Research and development: Research and development costs include costs of research activities as well as
engineering and technical efforts required to develop new products or make improvements to existing products.
Research and development costs are expensed as incurred.

Advertising costs: Advertising costs are charged to expense when incurred. Advertising, marketing and trade show
costs for the years ended June 30, 2012 and 2011 were approximately $736,000 and $657,000, respectively.

Share-based payments: Share-based payment awards consist of options issued to underwriters, to employees for
services, and to non-employees in lieu of payment for products or services. Expense is estimated using the fair value
of products or services rendered or the Black-Scholes pricing model at the date of grant and is recognized on a
straight-line basis over the requisite service or vesting period of the award.
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Fair value of financial instruments: The carrying values of cash and cash equivalents, accounts receivable,
accounts payable and accrued expenses approximate their fair value due to the short-term nature of these
instruments. The carrying value of long-term debt is the remaining amount due to debtors under borrowing
arrangements. To estimate the fair value of debt, the Company estimates the interest rate necessary to secure
financing to replace its debt. At June 30, 2012, the fair value of long-term debt was not significantly different than
its carrying value.

Basic and diluted earnings per share: Basic per share amounts is computed by dividing net income by the
weighted-average number of common shares outstanding. Diluted per share amounts assume the conversion,
exercise or issuance of all potential common stock instruments unless their effect is anti-dilutive, thereby reducing
the earnings or increasing the earnings per share. Common stock equivalents of 636,200 and 532,800 were excluded
from the calculation of diluted earnings per share for the years ended June 30, 2012 and 2011, respectively, as their
impact was antidilutive (see Note 7 for information on stock options).

Note 2. Inventories

The components of inventories at June 30, 2012 and 2011 are approximately as follows:

June 30,
2012 2011
Parts INVENLOTY .....cvoveveverreercsecareeiesesereisssssasasbsnst st esssssssasssbs s s sasssssssssasssssssssssenen $ 1,397,000 $ 1,055,000
WOTK A1 PTOCESS ....voeceeeienterenereeeeteeeissesisesessasensssenssreraseebass e ssebasasassesasssatsbeasstsnssanas 81,000 118,000
FiniShed Z0OMS.......ccveciiieuiiericenieiiietitcerinicti e st 944,000 713,000
Less: ReServe fOr ODSOIESCENCE .......ccveerverreenreeieeenerereernrenirisire e ssessssessssessesssseens (30,000) (30,000)
TOtAL c.eieeieieceeeee et ettt et et e s b bt ee e se s e bbb bbb a e e b e b e b s e b e b annas $ 2,392,000 $ 1,856,000
Note 3. Property and Equipment
Property and equipment, including assets under capital leases, are approximately as follows:
Estimated
Useful June 30,
Lives (Years) 2012 2011

Building and building improvements ..........c..coceeeiveirnsnnienneennens 15-39 $ 2,181,000 $ 1,892,000
LaNd.....oociiierieeeerieieceeesereseter sttt seessessest e saesb s s s ennssasnens N/A 200,000 200,000
Land improvements ...........ccceeveeriininirnnrentsensnnnnniess e ceeens 15 162,000 162,000
EQUIPIIENL......ciiriririririiiisineseiciere e s 3-7 1,427,000 1,139,000
Demonstration €qUIPMENL.............cceevviviiieiinieeneereeesesie e sraes 3 802,000 695,000
VEHICIES .eeeeeeeeeeeeerieeeeeeeeeeerbteeeeesareseesabesesssssnsesenanansesassessanes 5 — 35,000

4,772,000 4,123,000
Less: Accumulated depreciation.............coovvviiiimeriininieieeeninena (1,602,000) (1,316,000)
Net property and eqUIPMENt ...........ceeveveenrevinieininnesnsreeseneeeene $ 3,170,000 $ 2,807,000
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Note 4. Finite-Life Intangible Assets

The carrying value of patents and trademarks includes the original cost of obtaining the patents, periodic renewal
fees, and other costs associated with maintaining and defending patent and trademark rights. Patents and trademarks
are amortized over their estimated useful lives, generally 15 and 12 years, respectively. Accumulated amortization
was $352,000 and $228,000 at June 30, 2012 and 2011, respectively.

The activity and balances of finite-life intangible assets were approximately as follows:

Years Ended June 30,
2012 2011
Balance, BEINMING ..........ccoevviriireicieiceitesteeeicre sttt ete st st sssenestesteeeeeneneneene $ 1,236,000 $ 1,056,000
AGIBONS ...ttt st sttt en e eseeteeseneaenesannens 62,000 294,000
AMOTtIZAtiON EXPEINSE .....ouvenveeeeeierenieieeriiererereeresteeesrecrtetsererereeresrssesesssssesseeans (124,000) (114,000)
Balance, ending ..........cccooeeeiiiiieieeeceeee ettt $ 1,174,000 $ 1,236,000

Based on the carrying value at June 30, 2012, amortization expense is expected to be approximately $127,000
annually.

Additions during the year ended June 30, 2011 consisted primarily of legal defense costs associated with a
trademark infringement lawsuit which the Company defended, as discussed further in Note 9.

Note 5. Financing Arrangements

The Company entered into an amended and restated credit facility on November 8, 2011, as amended December 30,
2011 and May 14, 2012, that provides for an increase in the revolving line of credit to $6,000,000, an increase of
$2,500,000 over the prior credit agreement, which expires on December 31, 2013, if not renewed. Advances are due
at the expiration date and are secured by substantially all Company assets. The amount available for borrowing is
limited to 60 percent of eligible accounts receivable less the outstanding balance on the Company’s 4.28% term note
due December 2012. Interest on advances accrues at LIBOR plus 3.08 percent (3.33% at June 30, 2012) and is
payable monthly. As of June 30, 2012, there was approximately $1,768,000 outstanding on the line of credit and
$3,116,000 available for future borrowing.®

Long-term debt consists of approximately the following as of June 30, 2012 and 2011:

June 30
2012 2011

Mortgage note payable with bank, due in monthly installments of $10,706,

including interest at 5.79%, remaining due December 2014, secured by land

AN BUIIAINE® .......ooooeeveeeee e s e s s es s es e $ 1,412,000 $ 1,452,000
Term note payable with bank, due in monthly installments of $29,649, including

interest at 4.28%, due December 2012, secured by substantially all assets® ...... 176,000 488,000
Capital lease obligations, due in varying monthly installments, including interest

ranging from 6.99% to 12.07%, to November 2016, secured by equipment........ 56,000 80,000
TOMAL ...ttt ettt rennnas 1,644,000 2,020,000
Less: CUITent POTtION ........ooveeveueiieriieeieieeieceeee ettt see e ettt seeeneeeeneeneseeenennes 254,000 438,000
Long-term debt .......c.covviiriiereieicieieeiencers ettt sttt en et $ 1,390,000 § 1,582,000




(a) The Company’s credit facility contains certain financial and nonfinancial covenants that restrict the ability to pay
cash dividends, make certain investments, incur indebtedness or liens, change our Chief Executive Officer,
merge or consolidate with any person, or sell, lease, assign, transfer or otherwise dispose of any assets other than
in the ordinary course of business. The agreement also contains financial covenants that require maintenance of
certain fixed charge and total cash flow leverage ratios. The Company was in violation of certain of these
covenants during the year ended June 30, 2012, and the bank has waived the events of default.

Approximate future maturities of long-term debt, including capital lease obligations, as of June 30, 2012 are
as follows:

Year ending June 30:
10 K TR OO OO U UP O OPRPOPEUPSIOTSPRORPO $ 254,000
1 SO OO OO PP U U OO RO TR UOTISOPEO 58,000
2005 ittt e et ettt a ettt e st et e e bt ae s et ee et ne e R e s e R erE R eae e R e AT neanets et e e s e b e s e R e e et e st nnbane 1,323,000
2006ttt etes e et b et et st R e e RS e R e b et e R ke e R R ek e Rt et et e R e e s neee 7,000
2007 ettt e b e bbb R R SR AR R e R R b ek e et e b e e e e e et e ese s s s s 2,000
TOUAL ...ttt ettt et et ettt et e e ere s e s s e e st s bbb s b bossae s R e s e R e bR R b e sk n e AR e R e R R e R e b b et b e ns $ 1,644,000

Capital leases: The Company has financed certain office equipment through capital leases.

At June 30, 2012 and 2011, the carrying value of assets under these capital leases is approximately as follows:

June 30
2012 2011
Fixtures and office eqUIPMENt ..........cccceetrtriereeririnreinieeerereeer et esees $ 212,000 $ 179,000
Less: Accumulated depreciation...........co.ceeiiviiiiiiniiininiinciceecee e (91,000) (61,000)
TOLAL . ceeeeeeeeeee ettt e e ceesecarenrrraeeaaeaasaasssssnanbaeaaasaeea sane se e raresbssattesesessr s aranrnraes $ 121,000 $ 118,000

Depreciation expense for these assets was approximately $30,000 and $28,000 for the years ended June 30, 2012
and 2011, respectively.

Approximate future minimum payments under capital leases as of June 30, 2012 are as follows:

Year ending June 30:
2003 ettt ettt ettt e te s ra e s a e he et b ettt r et st et et e R b s bR e n e e b e s e e ebeaaenes $ 35,000
1 SO USROS RO OO TR OUOTOTPITROTOI 9,000
2005 oottt et et re et et b en e ae bt e et e b eSS E e AR RS RS e bR e R e h e et e b e R b e R e R s e b e b et e R s e R a R e e ettt 8,000
2016 st s teees e st e e er s b b et b e b e b b et e bt e bt b e b et eanaeRe Rt saene et en e e s e e R e ba b e R bR et e e A s n s b st ean e 8,000
2007 et e e ee et ettt et eat et e b e b bt bt et st e et e Rt e Rt eRa bt A ea b et ent et et s nene e e e s e s b e e st et er s enneae b st e 2,000
TOLAL 1 eeeeeeeeeeeeeeee e e et eesaeeeeeeesaneeeasesaasassesseesasssesstnsesasbesansansesabseeebsssasssaessra s areaenessesssesannesenraessaresarsenes 62,000

Less: Amount repreSenting iNEIESt ............couviieiiiiirieniiiieiinere et est s s s e s nenesneas ( 6,000!

Present value of future minimum lease payments (included in long term debt above) ..........ceeeveveines $ 56,000
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Note 6. Common Stock

Common stock subscriptions receivable: In years prior to 2010, the Company issued 30,000 shares of common
stock to unrelated third parties upon the exercise of outstanding options. The Company agreed to accept subscription
notes receivable from these individuals for a total of approximately $60,000. During the year ended June 30, 2011,
these notes were paid in full.

During fiscal 2009, the Company issued 31,000 shares of common stock to an employee upon exercise of
outstanding options. The Company agreed to accept a subscription note receivable from this individual for $46,500.
For the years ended June 30, 2012 and 2011, cash collected on this note was approximately $22,500 and zero,
respectively. The outstanding balance of this subscription note receivable was zero at June 30, 2012.

Initial public offering: On August 13, 2010, The Company completed an initial public stock offering (“IPO”) of
1,700,000 shares of common stock, at an offering price of $4.00 per share. In addition, on September 28, 2010, the
underwriter in the IPO acquired an additional 200,000 shares at $4.00 per share pursuant to exercise of a portion of
its over-allotment option. After deducting the payment of underwriter discounts, commissions and offering costs, the
net proceeds from the sale of shares in the IPO was approximately $5,946,000. See Note 7 for options issued in
conjunction with the IPO.

Authorized shares: At the annual meeting of shareholders held on November 5, 2010, the shareholders of the
Company voted to amend the Company’s Articles of Incorporation to increase the number of authorized shares of
capital stock from 10,000,000 to 15,000,000, consisting of 13,000,000 shares of common stock, par value $0.01 per
share, and 2,000,000 shares of undesignated stock.

Note 7. Share-Based Payments

Employee options: The Company has historically granted stock options to employees as long-term incentive
compensation. Options generally expire four to ten years from the grant date and vest over a period of up to

five years. Prior to August 2010, options were not granted under a formal plan. In November 2011, the Company’s
shareholders and board of directors approved the 2012 Stock Incentive Plan. Under this plan the Board may grant
non-qualified stock options or restricted stock units to employees, directors, or consultants. The vesting term for
options or restricted stock units and the term of the options are determined by the Board upon each grant. The
maximum number of shares of common stock available for issuance under the plan is 200,000. There were

38,000 options granted under the plan during the year ended June 30, 2012.

The Company recognizes compensation expense related to share-based payment transactions in the consolidated
financial statements based on the estimated fair value of the award issued. The fair value of each option is
estimated using the Black-Scholes pricing model at the time of award grant. The Company estimates the expected
life of options based on the expected holding period by the option holder. The risk-free interest rate is based upon
observed U.S. Treasury interest rates for the expected term of the options. The Company makes assumptions with
respect to expected stock price volatility based upon the volatility of similar companies. Forfeitures are estimated at
the time of grant and revised in subsequent periods if actual forfeitures differ from initial estimates. Forfeitures are
estimated based on the percentage of awards expected to vest, taking into consideration the seniority level of the
award recipient.

Share-based compensation expense for the years ended June 30, 2012 and 2011 was approximately $136,000 and
$156,000, respectively.

The following assumptions were used to estimate the fair value of options granted:

Years Ended June 30,
2012 2011
RiSK-fT€€ INLEIESE TALE.......eeeuieereeiieieereete ettt sb s esae et e e e e s eneeseeesaeene 1.63-1.93% 1.01%
EXpected 1ife (YEAIS)........coevivieirreirieieirieceieeieee et eetsres e er et sttt s ren s seasnenens 10 4
Expected VOIAtility ........ccoccoriirirririniecrieineite ettt es e 37.8-40.8% 45.4%
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The following table presents employee option activity for the years ended June 30, 2012 and 2011:

Weighted-
Average
Weighted Remaining
Average Weighted- Contractual
Number of Grant Date Average Life (in
Shares Fair Value Exercise Price Years)
Options outstanding at June 30, 2010.............. 391,800 $ 1.87 $ 347 6.74
Granted.........cceevveevieienineneeeenrre e 5,000 1.63 4.50 —
EXercised........cooeveeeeciereeneeeecne e (12,000) 0.42 2.00 —
Canceled or forfeited.........c.ccevcverrveeecvennenen, (10,000) 1.21 4.00 —
Options outstanding at June 30, 2011.............. 374,800 1.92 3.52 6.02
Activity:
Granted..........ooooieeeieieeieeeee e 38,000 1.48 2.90 —
EXErCiSed.....cceeivmrreeeriirenenieeeee e (12,000) 0.42 2.00 —
Canceled or forfeited..........cccoeeerueerrerennnncn. (35,000) 0.97 3.21 —
Options outstanding at June 30, 2012.............. 365,800 2.03 3.53 6.19
Options exercisable at June 30, 2012............... 192,680 2.10 3.58 5.82

For each of the years ended June 30, 2012 and 2011, net cash proceeds from the exercise of employee options was
approximately $24,000. The Company received no income tax benefit in fiscal 2012 and 2011 from the exercise of
employee options.

At June 30, 2012, the Company had approximately $218,000 of unrecognized compensation expense, which is
expected to be recognized over a weighted-average period of 1.4 years. The aggregate intrinsic value of options
outstanding and options exercisable was insignificant at June 30, 2012.

Options issued in conjunction with the IPO: In connection with the IPO and the exercise of the underwriter’s
over-allotment option, the Company issued to the underwriter options to purchase up to 190,000 additional shares of
the Company’s common stock at a price of $4.80 per share. These options became exercisable in August 2011 and
expire in August 2015.

Options issued to non-employees for services: In years prior to fiscal 2011, the Company issued options to non-
employees for services in lieu of cash payments. During the fiscal year ended June 30, 2011, the remaining
20,000 non-employee options expired.

Warrants issued with convertible debt: In years prior to fiscal 2010, the Company issued convertible notes
payable to certain individual creditors. In conjunction with the issuance of these convertible notes, creditors also
received warrants to purchase common stock at an exercise price of $3.00 per share. At June 30, 2012, the Company
had approximately 80,000 warrants outstanding and exercisable at a weighted-average exercise price of $3.00 per
share. Approximately 36,000 warrants expire in September 2012 and approximately 44,000 expire in September
2015. During the years ended June 30, 2012 and 2011, warrant holders exercised 1,767 and 600 warrants,
respectively, at a weighted-average exercise price of $3.00. There were no warrants forfeited and cancelled during
the years ended June 30, 2012 and 2011.
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Note 8. Income Taxes

Components of the provision for income taxes for the years ended June 30, 2012 and 2011 are as follows:

Years Ended June 30,
2012 2011
CUITENL ...ttt st et e e st e s teebeesae e teesbbeenesebe s nteersesersesseeerssorssensesnnsesnes $ 72,000 $ 809,000
DEFEITEA. ........reeeeeeeeeeeeee e s esesesesesseee s st et ees e eses e ese s eseseeeneres 179,000 (186,000)
TOLAL ..ottt ettt te et er e r e e et ereere e e eaesreeneenteerean $ 251,000 $ 623,000

The total income tax expense differs from the expected tax expense, computed by applying the federal statutory rate
to the Company’s income before income taxes, as follows:

Years Ended June 30,
2012 2011
Tax expense at statutory federal rate ...........ccccoccveiiriciecicirinnvreree e $ 149,000 $ 571,000
State income tax, net of federal tax benefit............ccoevvvvviiriieicrisiiercceierceeeeernene 15,000 66,000
Other Permanent IteIMS. ........coeveeeruerierterieereriestesieresestereseesieseessesasseeressesaesseseasens 87,000 (14,000)
INCOME tAX EXPEIISE ....vovveueriiirirenieiiritsieeteinre et rte s e esres b eseasesereesesaessesseseesassensas $ 251,000 $ 623,000
The significant components of deferred income taxes are as follows:
Years Ended June 30,
2012 2011
Deferred tax assets (liabilities):
Revenue recognition and accounts receivable.............cccoeieiireniicveneeeeneeenen, $ 288,000 $ 324,000
AcCrued Habilities .......coocuiiiieeieeie ettt 359,000 411,000
Property and EqUIPIMENT ...........ccceereririirincrie ettt (444,000) (280,000)
Finite-life intangible assets ..........ccoveieieieieiniieerieeereeeree e (57,000) (62,000)
OPLIONS ...c.cnieeererereeires e rtetesresiee e e s et ereesaesseersesseasaessessesssassessassssssnssessssssensenen 221,000 175,000
ONET ettt ettt et e st e e beesb et e et b et e s b e eneereeereeresnreseesrnenseneeens 9,000 (13,000)
Net deferred tAX ASSELS........ocviviveeieieeeereei ettt st st esasee s $ 376000 $ 555,000

The components giving rise to the net deferred tax assets described above have been included in the accompanying
consolidated balance sheets as follows:

Years Ended June 30,
2012 2011
CUITENE ASSEIS.....ccveeuieereerieieitertieteereeteestesteeseesesereetbesreenesssessnssreossensssrsesssssessssnsesses $ 656,000 $ 722,000
Long-term Habilities ..........cccevierierieriniinienie sttt sr et es e s sensebeereas (280,000) (167,000)
INEE AETEITEA TAX ASSEES ...eeveeeeeereeeeeeeeeeeeeeee st eeeeseeeeeereeseesaeaesasesaaeeeeeesenssssesaseessaeasees $ 376,000 $ 555,000

The Company applies the accounting standard for uncertain tax position pursuant to which a more-likely-than-not
threshold is utilized to determine the recognition and derecognition of uncertain tax positions. Once the more-likely-
than-not threshold is met, the amount of benefit to be recognized is the largest amount of tax benefit that is greater
than 50 percent likely of being ultimately realized upon settlement. It further requires that a change in judgment
related to the expected ultimate resolution of uncertain tax positions be recognized in earnings in the period of such
a change. We have unrecognized tax benefits in the amounts of $70,000 and $20,000 as of June 30, 2012 and 2011,
respectively, for estimated exposures associated with uncertain tax positions. However, due to the complexity of
some of these uncertainties, the ultimate settlement may result in payments that are different from our current
estimate of tax liabilities, resulting in the recognition of additional charges or benefits to income tax expense.
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The Company is subject to U.S. federal income tax as well as income tax of multiple state jurisdictions. With
limited exceptions, tax years prior to fiscal 2009 are no longer open to federal, state and local examination by
taxing authorities.

Note 9. Commitments and Contingencies

Operating Leases: During fiscal year 2011, the Company entered into a financing arrangement to lease certain
vehicles under 36 month operating leases. During fiscal year 2011, the Company also entered into two leases for
office and warehouse space which require monthly payments that include base rent and the Company’s share of
common expenses including property taxes. These leases have escalating payments ranging from approximately
$2,700 to $5,200 and expire in July 2013 and July 2016. Rent expense for the years ended June 30, 2012 and 2011
was approximately $235,000 and $124,000, respectively.

Approximate future minimum operating lease payments as of June 30, 2012 are as follows:

Year ending June 30:
200 3 ettt R Rt bR et a et b e et b et ne e s n e $ 252,000
2014 et ke bbbt e h e e s e b s 164,000
2005 e R bbb b e b a et 69,000
2006ttt bbb bbb bbb 62,000
TOTAL ...ttt et e bt et e e re e b et e ear e e e ar e e e eae e e beeeaareeebaee e tbaettbeaarateestaeraraeeenreananee $ 547,000

Litigation: Subsidiaries of Hill-Rom Holdings, Inc., (collectively, “Hill-Rom’) brought an action on August 21,
2009, against the Company alleging that the Company’s use of the term “SmartVest” infringes on its alleged
trademark “The Vest”. For years ended June 30, 2012 and 2011, the Company incurred and capitalized costs of
approximately zero and $283,000, respectively, in defending this trademark. On September 30, 2010, the parties
reached a settlement to the lawsuit without a material impact to the Company. The terms of the Settlement
Agreement are confidential, but will not prohibit the Company’s continued use of its SmartVest® trademark.

In addition to the trademark matter discussed above, the Company is occasionally involved in claims and disputes
arising in the ordinary course of business. The Company insures its business risks where possible to mitigate the
financial impact of individual claims, and establishes reserves for an estimate of any probable cost of settlement or
other disposition.

401(k) profit sharing plan: The Company has an employee benefit plan under Section 401(k) of the Internal
Revenue Code covering all employees who are 21 years of age or older and have 1,000 hours of service with the
Company. The Company matches each employee’s salary reduction contribution, not to exceed four percent of
annual compensation. Total employer contributions to this plan for the years ended June 30, 2012 and 2011 were
approximately $181,000 and $157,000, respectively.

Employment Agreements: Effective October 18, 2011 and February 15, 2012, the Company entered into
Employment Agreements with its chief financial officer and chief operating officer, respectively. These agreements
provide the officers with, among other things, base salary through the end date of the current contract period upon a
separation of service without cause for termination or in the event the employee resigns within six months of a
change in control. On May 11, 2012 the board of directors appointed the chief operating officer to act as the interim
chief executive officer upon the retirement of the Company’s former chief executive officer.

On May 11, 2012, the Company entered into a Separation Agreement and Release with the former Chairman and
chief executive officer which supersedes the former officer’s employment agreement dated January 1, 2010. The
Separation Agreement and Release calls for a payment equal to one year’s base salary of $209,000 payable on
December 1, 2012. In July 2012 the former chief executive officer received earned and unpaid bonus for the period
through May 11, 2012 of approximately $96,000. The Company will make payments of all COBRA health
insurance premiums for a period of 18 months following the effective date of retirement, estimated at $16,500. All
future payments under this agreement are included in accrued compensation as of June 30, 2012.
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On August 19, 2011, the Company entered into a Transition Agreement with its former chief financial officer,
pursuant to which its former chief financial officer retired effective October 18, 2011, the date on which a new chief
financial officer commenced employment. The Company entered into a Separation Agreement and Release on the
effective date of its former chief financial officer’s retirement on October 18, 2011, which supersedes the former
officer’s January 1, 2010 employment agreement. The Separation Agreement and Release provided that the
Company’s former chief financial officer receive approximately $27,600 as payment for accrued but unused
vacation time and a payment in the amount of approximately $147,000 representing six months of separation pay
and a pro rata portion of the officer’s calendar year 2011 bonus payment, which was paid December 2011.

Note 10. Related Parties

The Company used a related-party service provider, a vice president, director and minority shareholder of which
was the original inventor of the Company’s product, to perform certain outsourced research and development
functions. The Company’s former chief executive officer is also the president, chief executive officer and chairman
of the board of directors of the service provider and owns approximately 11% of that entity’s outstanding common
stock. In addition, two members of the Company’s board of directors are directors and minority shareholders of the
service provider, one of which is also the service provider’s vice president. The Company had an agreement with the
service provider which provided 80 hours per week of research and development work in exchange for a monthly
fee of $30,000 through December 2011. The agreement was renewed at December 31, 2011 for six months, and
provided that the service provider perform 40 hours per week of research and development work in exchange for a
monthly fee of $15,000. The agreement was not renewed after June 30, 2012. For the years ended June 30, 2012 and
2011, expenses for these services totaled approximately $265,000 and $369,000, respectively, and such expenses are
included in research and development expense in the consolidated statements of income.

The Company uses a parts supplier whose founder and president became a director of the Company during fiscal
year 2011, and is currently chairman of the Company’s board of directors. The Company made payments to the
supplier of approximately $597,000 and $611,000 during the 2012 and 2011 fiscal years, respectively.
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure.
None.

Item 9A. Controls and Procedures.

Evaluation of Disclosure Controls and Procedures

Our principal executive officer and principal financial officer evaluated the effectiveness of our disclosure
controls and procedures, as defined in Exchange Act Rule 13a-15(e) or Rule 15d-15(e), as of the end of the period
subject to this Report. Based on this evaluation, our principal executive officer and principal financial officer
concluded that our disclosure controls and procedures were effective.

Management’s Report on Internal Control over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting, as such term is defined in Exchange Act Rules 13a-15(f) and 15d-15(f). Internal control over financial
reporting refers to the process designed by, or under the supervision of, our Interim Chief Executive Officer and
Chief Financial Officer, and effected by our Board of Directors, management and other personnel, to provide
reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles, and includes those policies and
procedures that:

(1) Pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the
transactions and dispositions of our assets;

(2) Provide reasonable assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles, and that our receipts and
expenditures are being made only in accordance with authorization of our management and directors; and

(3) Provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use,
or disposition of our assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting cannot provide absolute
assurance of preventing and detecting misstatements on a timely basis. It is possible to design into the process
safeguards to reduce, though not eliminate, the risk that misstatements are not prevented or detected on a timely
basis. Management is responsible for establishing and maintaining adequate internal control over financial reporting
for the Company.

Our management conducted an evaluation of the effectiveness of our internal control over financial
reporting based on the framework set forth in the report entitled Internal Control-Integrated Framework published by
the Commiittee of Sponsoring Organizations of the Treadway Commission (“COSO”). Based on this assessment,
management has concluded that, as of June 30, 2012, our internal control over financial reporting was effective.

This annual report does not include an attestation report of our independent registered public accounting
firm regarding internal control over financial reporting. Management’s report was not subject to attestation by the
Company’s independent registered public accounting firm pursuant to Section 989G of the Dodd-Frank Wall Street
Reform and Consumer Protection Act, which exempts smaller reporting companies from the auditor attestation
requirement.
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Changes to Internal Control Over Financial Reporting

There were no changes in our internal control over financial reporting that occurred during the fourth
quarter of fiscal 2012 that have materially affected, or are reasonably likely to materially affect, our internal control
over financial reporting.

Item 9B. Other Information.
None.
Part 111
Item 10. Directors, Executive Officers and Corporate Governance.

Other than the information included in this Annual Report on Form 10-K under the caption “Executive
Officers of the Registrant,” which is set forth at the end of Part I, Item 1, the information required by Item 10 is
incorporated herein by reference to the sections labeled “Election of Directors,” “Corporate Governance,”
“Compliance With Section 16(a) of the Exchange Act,” and “Security Ownership of Principal Shareholders,
Directors and Management” in our definitive proxy statement for our Fiscal 2013 Annual Meeting of Shareholders.

Item 11. Executive Compensation.

The information required by Item 11 is incorporated herein by reference to the sections labeled “Executive
Compensation,” “Director Compensation,” and “Corporate Governance—Personnel and Compensation Committee”
in our definitive proxy statement for our Fiscal 2013 Annual Meeting of Shareholders.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters.

The information required by Item 12 is incorporated herein by reference to the sections labeled “Security
Ownership of Principal Shareholders, Directors and Management” and “Equity Compensation Plan Information” in
our definitive proxy statement for our Fiscal 2013 Annual Meeting of Shareholders.

Item 13. Certain Relationships and Related Transactions, and Director Independence.

The information required by Item 13 is incorporated herein by reference to the sections labeled “Corporate
Governance-Independence” and “Certain Transactions and Business Relationships” in our definitive proxy
statement for our Fiscal 2013 Annual Meeting of Shareholders.

Item 14. Principal Accounting Fees and Services.

The information required by Item 14 is incorporated herein by reference to the section labeled “Ratification
of the Appointment of McGladrey LLP as the Company’s Independent Registered Public Accountant—Audit Fees”
in our definitive proxy statement for our Fiscal 2013 Annual Meeting of Shareholders.
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Item 15. Exhibits, Financial Statement Schedules.

(a) Documents filed as part of this report.

0]

@

3)

Financial Statements. The following financial statements are included in Part II, Item 8 of this
Report:

. Report of McGladrey LLP on the Consolidated Financial Statements as of and for the
years ended June 30, 2012 and 2011

° Consolidated Balance Sheets as of June 30, 2012 and 2011

. Consolidated Statements of Income for each of the two years in the period ended June 30,
2012

. Consolidated Statements of Equity for each of the two years in the period ended June 30,
2012

. Consolidated Statements of Cash Flows for each of the two years in the period ended
June 30, 2012

. Notes to Consolidated Financial Statements

Financial Statement Schedules. The following consolidated financial statement schedule is
included in Item 8: Not applicable.

Exhibits. See “Exhibit Index to Form 10-K” immediately following the signature page of this
Form 10-K.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) 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.

ELECTROMED, INC.

Date: September 26, 2012 /s/ James J. Cassidy
James J. Cassidy, Ph.D.

Interim Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Each person whose signature appears below constitutes and appoints James J. Cassidy, Ph.D. as the
undersigned’s true and lawful attorney-in fact and agent, with full power of substitution and resubstitution, for the
undersigned and in the undersigned’s name, place and stead, in any and all amendments to this Annual Report on
Form 10-K and to file the same, with all exhibits thereto, and other documents in connection therewith, with the
Securities and Exchange Commission, granted unto said attorney-in-fact and agent, full power and authority to do
and perform each and every act and thing requisite and necessary to be done in and about the premises, as fully to all
intents and purposes as the undersigned might or could do in person, hereby ratifying and confirming all said
attorney-in-fact and agent, or his substitute or substitutes, may lawfully do or cause to be done by virtue thereof.

Signature

Title

Date

/s/ James J. Cassidy

James J. Cassidy, Ph.D.

/s/ Jeremy T. Brock

Jeremy T. Brock, CPA

/s/ Craig N. Hansen

Craig N. Hansen

/s/ Stephen H. Craney

Stephen H. Craney

/s/ William V. Eckles

William V. Eckles

/s/ Thomas M. Hagedorn

Thomas M. Hagedomn

/s/ Darrel L. Kloeckner

Darrel L. Kloeckner

/s/ Dr. George H. Winn, DDS

Dr. George H. Winn, DDS

Interim Chief Executive Officer

(principal executive officer)

Chief Financial Officer

(principal financial and accounting officer)

Director

Chairman and Director

Director

Director

Director

Vice Chairman and Director
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EXHIBIT INDEX

ELECTROMED, INC.
FORM 10-K
Exhibit
Number  Description
3.1 Articles of Incorporation of Electromed, Inc., as amended.®
3.2 Bylaws of Electromed, Inc., as amended*
33 Amendment No. 3 to Articles of Incorporation of Electromed, Inc., incorporated herein by reference to

Exhibit 3.1 to the Registrant’s Quarterly Report on Form 10-Q for the quarter ended December 31,
2010, filed with the Commission on February 11, 2011.

4.1 Specimen Common Stock Certificate.®

10.1 Credit Agreement, dated December 9, 2009, between Electromed, Inc. and U.S. Bank, NA®
10.2 $3,500,000 Revolving Note, dated December 9, 2009, payable to U.S. Bank, NA.®

10.3 $1,520,000 Term Loan A, dated December 9, 2009, payable to U.S. Bank N.A.®

10.4 $1,000,000 Term Loan B, dated December 9, 2009, payable to U.S. Bank N.A®

10.5 Security Agreement, dated December 9, 2009, between Electromed, Inc. and U.S. Bank NA®

10.6 Security Agreement, dated December 9, 2009, between Electromed Financial, LLC and U.S. Bank
N.A®

10.7 Pledge Agreement, dated December 9, 2009, between Electromed, Inc. and U.S. Bank NA®

10.8 Mortgage, Security Agreement, Assignment of Leases and Rents and Fixture Financing Statement,
dated December 9, 2009, between Electromed, Inc. and U.S. Bank N.A.®

10.9 Guaranty, dated December 9, 2009, between Electromed Financial, LLC and U.S. Bank, NA®

10.10 Environmental and ADA Indemnification Agreement dated December 9, 2009, between
Electromed, Inc. and U.S. Bank N.A.®

10.11 Form of Assignment of Patent Application, incorporated herein by reference to Exhibit 10.11 to the
Registrant’s Annual Report on Form 10-K for the year ended June 11, 2011, filed with the Commission
on September 14, 2011.

10.12 Employment Agreement, dated January 1, 2010, between Electromed, Inc. and Robert D. Hansen.®**

10.13 Employment Agreement, dated January 1, 2010, between Electromed, Inc. and Terry Belford.@**

10.14 Non-Competition, Non-Solicitation, and Confidentiality Agreement dated January 1, 2010 between
Electromed, Inc. and Robert D. Hansen.®**

10.15 Non-Competition, Non-Solicitation, and Confidentiality Agreement dated January 1, 2010, between
Electromed, Inc. and Terry Belford.®**

10.16 Unit Purchase Agreement, dated March 2, 2010, between Electromed, Inc. and Robert D. Hansen.®

10.17 Letter Agreement dated February 16, 2010, between Electromed, Inc. and Hansen Engine
Technologies, Inc.
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Exhibit
Number

Description

10.18

10.19

10.20

10.21

10.22

10.23

10.24

10.25

10.26

10.27

10.28

10.29

Form of option issued to investors, incorporated herein by reference to Exhibit 4.2 to
Amendment 2, filed with the Commission on July 7, 2010, to Registration Statement on Form S-1,
Reg. No. 333-166470, filed with the Commission on May 3, 2010.

Form of option issued to employees and service providers, incorporated herein by reference to
Exhibit 4.3 to Amendment 2, filed with the Commission on July 7, 2010, to Registration Statement on
Form S-1, Reg. No. 333-166470, filed with the Commission on May 3, 2010.

Form of warrant issued in connection with 7% Senior Secured Convertible Notes, incorporated herein
by reference to Exhibit 4.4 to Amendment 2, filed with the Commission on July 7, 2010, to
Registration Statement on Form S-1, Reg. No. 333-166470, filed with the Commission on May 3,
2010.

Option Agreement between Electromed, Inc. and Feltl and Company, Inc. dated August 18, 2010,
incorporated herein by reference to Exhibit 10.1 to the Registrant’s Current Report on Form 8-K filed
with the Commission on August 18, 2010.

Letter dated September 23, 2010 from U.S. Bank, N.A. regarding waiver of Event of Default under
Credit Agreement, incorporated herein by reference to Exhibit 10.22 to the Registrant’s Annual Report
on Form 10-K for the year ended June 30, 2010, filed with the Commission on September 28, 2010.

Option Agreement between Electromed, Inc. and Feltl and Company, Inc. dated September 28, 2010,
incorporated herein by reference to Exhibit 10.1 to the Registrant’s Current Report on Form 8-K filed
with the Commission on October 4, 2010.

First Amendment to Credit Agreement between Electromed, Inc. and U.S. Bank, N.A., incorporated
herein by reference to Exhibit 10.1 to the Registrant’s Quarterly Report on Form 10-Q for the quarter
ended December 31, 2010, filed with the Commission on February 11, 2011.

Summary of Director Compensation, incorporated herein by reference to Exhibit 10.1 to the
Registrant’s Quarterly Report on Form 10-Q for the quarter ended March 31, 2011, filed with the
Commission on May 13, 2011.**

Employment Offer Letter from Electromed, Inc. to Dr. James J. Cassidy, incorporated herein by
reference to Exhibit 10.1 to the Registrant’s Current Report on Form 8-K, filed with the Commission
on June 2, 2011.**

Transition Agreement dated August 19, 2011 between Electromed, Inc. and Terry Belford,
incorporated herein by reference to Exhibit 10.1 to the Registrant’s Quarterly Report on Form 10-Q for
the quarter ended September 30, 2011, filed with the Commission on November 10, 2011.**

Amended and Restated Credit Agreement by and between Electromed, Inc. and U.S. Bank National
Association, dated as of November 8, 2011, incorporated herein by reference to Exhibit 10.1 to the
Registrant’s Quarterly Report on Form 10-Q for the quarter ended December 31, 2011, filed with the
Commission on February 14, 2012.

Amended and Restated Revolving Note delivered by Electromed, Inc. to U.S. Bank National
Association as of November 8, 2011, incorporated herein by reference to Exhibit 10.2 to the
Registrant’s Quarterly Report on Form 10-Q for the quarter ended December 31, 2011, filed with the
Commission on February 14, 2012.
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Exhibit
Number

Description

10.30

10.31

10.32

10.33

10.34

10.35

10.36

10.37

10.38

10.39

10.40

10.41

21.1

23.1

Reaffirmation of Guaranty delivered by Electromed Financial, LLC to U.S. Bank National Association
as of November 8, 2011, incorporated herein by reference to Exhibit 10.3 to the Registrant’s Quarterly
Report on Form 10-Q for the quarter ended December 31, 2011, filed with the Commission on
February 14, 2012.

Form of Stock Option Award Agreement under the Electromed, Inc. 2012 Stock Incentive Plan,
incorporated herein by reference to Exhibit 10.4 to the Registrant’s Quarterly Report on Form 10-Q for
the quarter ended December 31, 2011, filed with the Commission on February 14, 2012.**

First Amendment to Amended and Restated Credit Agreement dated as of December 30, 2011 by and
between Electromed, Inc. and U.S. Bank National Association, incorporated herein by reference to
Exhibit 10.5 to the Registrant’s Quarterly Report on Form 10-Q for the quarter ended December 31,
2011, filed with the Commission on February 14, 2012.

Reaffirmation of Guaranty delivered by Electromed Financial, LLC to U.S. Bank National Association
as of December 30, 2011, incorporated herein by reference to Exhibit 10.6 to the Registrant’s Quarterly
Report on Form 10-Q for the quarter ended December 31, 2011, filed with the Commission on
February 14, 2012.

Separation Agreement and Release dated effective as of October 18, 2011 by and between Electromed,
Inc. and Terry Belford, incorporated herein by reference to Exhibit 10.7 to the Registrant’s Quarterly
Report on Form 10-Q for the quarter ended December 31, 2011, filed with the Commission on
February 14, 2012.%*

Electromed, Inc. 2012 Stock Incentive Plan, incorporated herein by reference to Exhibit 10.1 to the
Registrant’s Current Report on Form 8-K filed with the Commission on November 15, 2011.%*

Employment Agreement dated effective as of October 18, 2011 by and between Electromed, Inc. and
Jeremy Brock, incorporated herein by reference to Exhibit 10.1 to the Registrant’s Current Report on
Form 8-K filed with the Commission on October 19, 2011.**

Non-Competition, Non-Solicitation, and Confidentiality Agreement dated effective as of October 18,
2011 by and between Electromed, Inc. and Jeremy Brock, incorporated herein by reference to Exhibit
10.2 to the Registrant’s Current Report on Form 8-K filed with the Commission on October 19,
2011.%*

Employment Agreement by and between Electromed, Inc. and Dr. James J. Cassidy, dated effective as
of February 15, 2012, incorporated herein by reference to Exhibit 10.1 to the Registrant’s Current
Report on Form 8-K filed with the Commission on February 21, 2012.**

Non-Competition, Non-Solicitation, and Confidentiality Agreement by and between Electromed, Inc.
and Dr. James J. Cassidy, dated effective as of February 15, 2012, incorporated herein by reference

to Exhibit 10.2 to the Registrant’s Current Report on Form 8-K filed with the Commission on
February 21, 2012 **

Separation Agreement and Release dated May 14, 2012 by and between the Company and Robert D.
Hansen.*/**

Consent and Waiver and Second Amendment to Amended and Restated Credit Agreement dated as of
May 14, 2012 by and between Electromed, Inc. and U.S. Bank National Association*

Subsidiaries of Electromed, Inc.*

Consent of Independent Registered Public Accounting Firm*

34



Exhibit
Number Description

31.1 Certification Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002*
31.2 Certification Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002*
32.1 Certification Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002*
322 Certification Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002*
101 Financial Statements from the annual report on Form 10-K of the Company for the year ended June 30,

2012, formatted in XBRL: (i) the Consolidated Balance Sheets, (ii) the Consolidated Statements of
Income, (iii) the Consolidated Statements of Equity, (iv) the Consolidated Statements of Cash Flows,
and (v) the Notes to the Consolidated Financial Statements'

*  Filed herewith

** Management compensatory contract or arrangement.

t  Furnished herewith

(a) Incorporated herein by reference to the cited exhibit in Registration Statement on Form S-1, Reg. No. 333-
166470, filed with the Commission on May 3, 2010.

(b) Incorporated herein by reference to the cited exhibit in Amendment 1, filed with the Commission on June 17,
2010, to Registration Statement on Form S-1, Reg. No. 333-166470, filed with the Commission on May 3,
2010.

(c) Incorporated herein by reference to the cited exhibit in Amendment 2, filed with the Commission on July 7,
2010, to Registration Statement on Form S-1, Reg. No. 333-166470, filed with the Commission on May 3,
2010.
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Coatsville

Diagnosed with cystic fibrosis as a newborn,
Caleb’s passions at age 24 span work,
motorcycles, wake boarding — and plans

to launch his own technology and
software business,

66 Ive got a busy life. If my lungs aren’t
cooperating, I'm not able to do the things
I need to do. As soon as I started using
the SmartVest, I fell in love with it. It's
small enough that it fits under my bed.
I can be lying in bed while doing therapy.
"The machine itself is very light, so when
I do need to move it it’s extremely easy.
[tabsolutely helps me stay on my regimen. 9 9
% |

irla Rotering, M.D.

Director of Respiratory

and Pulmonary Rehabilitation

Banner Thunderbird Medical Center,
Phoenix, Ariz., White Mountains Regional
Medical Center, Springerville, Ariz.

Introduced to HFCWO therapy after
contracting ppeumonia several years ago,
Dr. Rotering and her teams now recommend
the SmartVest System.

é @ [ like knowing that, when 'm way up in the
hills, I can get the same great service for my
patients that | get in a large metropolitan area.
Based on my experience, patient feedback

. .

i
o

)

~

and the company’s philosophy of service,
my favorite choice is the SmartVest. 9 9




ELECTROMED, INC.

Creating superior care through innovation®

Corporate Headquarters
500 Sixth Avenue NW
New Prague, MN 56071

PH: 952-758-9299
weB: www.electromed.com

TICKER: ELMD
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