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PART I—FINANCIAL INFORMATION
Item 1. Financial Statements.
ONE STOP SYSTEMS, INC. (OSS)
CONDENSED CONSOLIDATED BALANCE SHEETS
Unaudited
March 31,
2018

ASSETS
Current assets
Cash and cash equivalents
Accounts receivable, net
Inventories, net
Prepaid expenses and other current assets
Total current assets
Property and equipment, net
Deposits and other
Deferred tax assets, net
Goodwill
Intangible assets, net

$

$
LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities
Accounts payable
Accrued expenses and other liabilities
Borrowings on bank line of credit
Current portion of related-party notes payable, net of debt discount
of $0 and $13,905, respectively
Current portion of note payable, net of debt discount of $0 and
$9,932, respectively
Total current liabilities
Related-party notes payable, net of current portion and debt discount
of $0 and $579, respectively
Note payable, net of current portion and debt discount of $0 and
$414, respectively
Total liabilities
Commitments and contingencies (Note 9)
Stockholders’ equity
Series C preferred stock, no par value, convertible; 2,000,000 shares
authorized; 0 and 1,087,006 issued and outstanding respectively;
liquidation preference of $1,630,508 in 2017
Series B preferred stock, no par value, convertible; 1,500,000 shares
authorized; 0 and 1,450,000 issued and outstanding respectively;
liquidation preference of $725,000 in 2017
Series A preferred stock, no par value, convertible; 500,000 shares
authorized; 0 and 500,000 issued and outstanding respectively;
liquidation preference of $125,000 in 2017
Common stock, $0.0001 par value; 50,000,000 shares authorized;12,773,289
and 5,514,917 shares, respectively issued and outstanding, respectively
Additional paid-in capital
Noncontrolling interest
Retained (deficit) earnings
Total stockholders’ equity

$

$

See accompanying notes to condensed consolidated financial statements
4

December 31,
2017

9,126,847
5,213,551
3,339,761
418,969
18,099,128
1,824,422
31,215
1,102,465
3,324,128
509,745
24,891,103

$

1,101,298
1,460,160
-

$

$

185,717
5,192,730
3,696,330
978,428
10,053,205
1,581,814
31,215
1,318,447
3,324,128
608,405
16,917,214

3,904,613
1,933,977
3,334,508

-

136,303

2,561,458

640,079
9,949,480

-

12,696

2,561,458

335,267
10,297,443

-

1,604,101

-

697,996

-

114,430

1,277
22,517,107
324,257
(512,996 )
22,329,645
24,891,103

$

551
3,484,428
436,842
281,423
6,619,771
16,917,214

ONE STOP SYSTEMS, INC. (OSS)
UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
For The Three Month Periods
ended March 31,
2018
2017

Net revenue
Cost of revenue
Gross margin
Operating expenses:
General and administrative
Marketing and selling
Research and development
Total operating expenses
(Loss) income from operations
Other income (expense):
Interest expense
Other, net
Total other income (expense), net
(Loss) income before provision for income taxes
Provision for income taxes
Net (loss) income
Net loss attributable to noncontrolling interest
Net (loss) income attributable to common stockholders

$

7,119,712
4,906,846
2,212,866

$

1,073,048
869,015
972,631
2,914,694
(701,828 )

Net (loss) income per share attributable to common stockholders:
Basic
Diluted
Weighted average common shares outstanding:
Basic
Diluted

688,730
607,038
587,454
1,883,222
173,847

$
$
$

(55,661 )
67,609
11,948
(689,880 )
217,124
(907,004 )
(112,585 )
(794,419 )

$
$
$

$

(0.08 )

$

0.01

$

(0.08 )

$

0.01

10,140,459
10,140,459

See accompanying notes to condensed consolidated financial statements
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6,336,338
4,279,269
2,057,069

(50,001 )
(67 )
(50,068 )
123,779
44,632
79,147
79,147

5,379,141
9,757,229

ONE STOP SYSTEMS, INC. (OSS)
UNAUDITED CONDENSED CONSOLIDATED STATEMENT OF STOCKHOLDERS’ EQUITY
For The Three Month Period Ended March 31, 2018
Series C Preferred
Stock
Shares
Amount

Balance, January
1,
2018
Conversion of
preferred
stock to
common
stock upon
initial
public offering
Stock-based
compensation
Exercise of stock
options
Taxes paid on net
issuance of
employee
stock options
Relative fair
value of
warrants issued
to
Underwriters with
IPO
Proceeds from
issuance
of stock, net of
issuance costs
of $3,367,760
Noncontrolling
interest
in consolidated
subsidiary
(Note 1)
Net loss
Balance, March
31,
2018

1,087,006

Series B Preferred
Stock
Shares
Amount

$ 1,604,101

(1,087,006 )

1,450,000

$ 697,996

(1,604,101 ) (1,450,000 )

Series A Preferred
Stock
Shares
Amount

Common Stock
Shares
Amount

500,000

5,514,917 $

551 $ 3,484,428

3,037,006

304

$ 114,430

(697,996) (500,000)

(114,430)

Additional
Paid-in
Capital

Retained
(Deficit)
Earnings

Total
Stockholders'
Equity

436,842

$ 281,423

$ 6,619,771

2,416,223

-

-

-

Noncontrolling
Interest

$

-

-

-

-

-

-

-

-

35,318

-

-

35,318

-

-

-

-

-

-

321,366

32

54,543

-

-

54,575

-

-

-

-

-

-

-

-

(274,663 )

-

-

(274,663 )

-

-

-

-

-

-

-

-

669,408

-

-

669,408

-

-

-

-

-

-

3,900,000

390

16,131,850

-

-

16,132,240

-

-

-

-

-

-

-

-

-

-

-

-

-

-

$

$

$

-

12,773,289 $ 1,277 $ 22,517,107 $

See accompanying notes to condensed consolidated financial statements
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(112,585 )
-

324,257

(794,419)

(112,585 )
(794,419 )

$ (512,996) $ 22,329,645

ONE STOP SYSTEMS, INC. (OSS)
UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
For The Three Month Periods
ended March 31,
2018
2017

Cash flows from operating activities:
Net (loss) income
Less: Net loss attributable to noncontrolling interest
Net (loss) income attributable to common stockholders
Adjustments to reconcile net (loss) income to net cash (used) provided in
operating activities:
Net loss attributable to noncontrolling interest
Deferred provision for income taxes
Provision for bad debt
Warranty reserves
Amortization of deferred gain
Depreciation and amortization
Inventory reserves
Amortization of debt discount
Stock-based compensation expense
Changes in operating assets and liabilities:
Accounts receivable
Inventories
Prepaid expenses and other current assets
Accounts payable
Accrued expenses and other liabilities
Net cash (used) provided in operating activities
Cash flows from investing activities:
Purchases of property and equipment, including capitalization of labor
costs for tooling and test equipment
Net cash used in investing activities
Cash flows from financing activities:
Proceeds from stock options exercised
Payment of payroll taxes on net issuance of employee stock options
Stock issuance costs
Proceeds from issuance of common stock
Net repayments on bank line of credit
Payments on related-party notes payable
Payments on notes payable
Net cash provided (used) in financing activities
Net change in cash and cash equivalents
Cash and cash equivalents, beginning of period
Cash and cash equivalents, end of period

$

$

See accompanying notes to condensed consolidated financial statements
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(907,004 )
(112,585 )
(794,419 )

$

79,147
79,147

(112,585 )
215,982
91,127
1,326
(28,838 )
253,758
(457,872 )
24,830
35,318

2,135
179,044
(152,647 )
5,959
24,626

(111,949 )
430,121
(340,579 )
(2,803,316 )
(433,714 )
(4,030,810 )

1,337,017
(990,200 )
(14,623 )
550,505
178,105
1,199,068

(13,387 )
(13,387 )

(51,760 )
(51,760 )

54,575
(274,663 )
(1,810,902 )
19,500,000
(3,334,508 )
(163,483 )
(985,692 )
12,985,327
8,941,130
185,717
9,126,847

14,415
(982,982 )
(32,357 )
(151,897 )
(1,152,821 )
(5,513 )
14,197
8,684

$

ONE STOP SYSTEMS, INC. (OSS)
UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS – CONTINUED
For The Three Month Periods
ended March 31,
2018
2017

Supplemental disclosure of cash flow information:
Cash paid during the period for interest
Cash paid during the period for income taxes

$
$

39,351
-

$
$

44,545
-

Supplemental disclosure of non-cash transactions:
Reclassification of inventory to property and equipment

$

384,318

$

-

$
$

669,408
887,450

$
$

-

Relative fair value of warrants issued in connection with initial public
offering
Reclassification of prepaid IPO expenses to additional paid in capital

See accompanying notes to condensed consolidated financial statements
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ONE STOP SYSTEMS, INC. (OSS)
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
For Three Month Periods Ended March 31, 2018 and 2017
NOTE 1 – SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Nature of Operations
One Stop Systems, Inc. (“we,” “our,” “OSS,” or the “Company”) was originally incorporated as a California corporation in 1999 after initially being
formed as a California limited liability company in 1998. On December 14, 2017, the Company was reincorporated as a Delaware corporation in connection with
its initial public offering. The Company designs, manufactures and markets industrial grade computer systems and components that are based on industry standard
computer architectures. The Company markets its products to manufacturers of automated equipment used for telecommunications, industrial and military
applications.
During the year ended December 31, 2015, the Company formed a new wholly-owned subsidiary in Germany (“OSS GmbH”). During July 2016, the
Company acquired Mission Technologies Group, Inc. (“Magma”) and its operations (Note 2).
In April 2017, the Company and a related entity formed a joint venture named SkyScale, LLC in the State of California (“SkyScale”). In accordance with
the Contribution Agreement, each member contributed $750,000 and received a 50% interest in the joint venture. The purpose of SkyScale, is to engage in the
business of providing high performance computing capabilities as cloud services.
In May 2017, the Company entered into a Technology and Software License Agreement with Western Digital (“WDT”) for their Ion flash storage
software. The agreement provides the Company with the Ion source code and rights to develop and market derivative products. The Company intends to develop
and sell Ion flash storage software with its high-density storage arrays, as well as servicing existing WDT software users (Note 2).
Also, in July 2017, the Company entered in to a Service Agreement with WDT to service their existing customer base that utilizes Ion flash storage
software. The Company also purchased certain equipment from WDT and hired selected employees to assist in the servicing of these existing
customers. Management has determined that the activities and assets acquired from WDT comprise a business as defined in ASC 805-10-55-4 through
55. Consideration paid by the Company to WDT pursuant to the arrangements described above was $67,000. In addition, the Company is required to pay
prospective royalties to WDT of $2,500 or $5,000 for each sale of the Company’s products that include licensed software. WDT is obligated to pay the Company
for services rendered to support existing WDT software users the amount of $1,400,000 in defined declining quarterly amounts over a three year
period. Management does not believe this business acquisition meets the significance definition provided in Regulation S-X, Rune 210.1-02(w).
Through March 31, 2018, the Company’s primary sources of liquidity came from existing cash; cash generated from operations, a bank revolving line of
credit and related party and third party term notes. Borrowings under the debt agreements are collateralized by substantially all of the Company’s assets and the
personal guarantee of its CEO. During 2017, the Company experienced growing sales and gross profits, has a strong order backlog, and increased its line of credit
facility.
On February 1, 2018, the Company completed its initial public offering through the initial sale of 3,800,000 shares of common stock at a price to the
public of $5.00 per share (see Note 8). Proceeds from the sale were used to retire outstanding debt obligations and provide the Company with requisite working
capital.
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ONE STOP SYSTEMS, INC. (OSS)
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
For The Three Month Periods Ended March 31, 2018 and 2017
The combination of the continued revenue growth we have experienced, coupled with an expected improvement in gross margins and cost containment of
expenses and funding received from our initial public offering leads management to believe that it is probable that our liquidity will be sufficient to meet our cash
requirements for current operations through at least a period of the next twelve months. If necessary, it is probable that external sources of debt and/or equity
financing could be obtained based on management’s history of being able to raise capital. As a result of both management’s plans and current favorable business
trends, management believes that the Company has sufficient liquidity to satisfy its anticipated cash requirements for at least the next twelve months.
However, there can be no assurance that our operations will become profitable or that external sources of financing, including the issuance of debt and/or
equity securities, will be available at times and on terms acceptable to us, or at all. The Company’s management prepares budgets and monitors the financial
results of the Company as a tool to align liquidity needs to the recurring business requirements.
The accompanying unaudited condensed consolidated financial statements have been prepared pursuant to the rules and regulations of the U.S. Securities
and Exchange Commission. Certain information and note disclosures normally included in annual financial statements prepared in accordance with accounting
principles generally accepted in the United States of America have been condensed or omitted pursuant to those rules and regulations, although the Company
believes that the disclosures made are adequate to make the information not misleading. It is suggested that these unaudited condensed consolidated financial
statements be read in conjunction with the Company’s audited December 31, 2017 consolidated financial statements.
Basis of Presentation
The accompanying financial statements have been prepared on an accrual basis of accounting in accordance with United States Generally Accepted
Accounting Principles (“U.S. GAAP”), as set forth in the Financial Accounting Standards Board’s (“FASB”) Accounting Standards Codification
(“ASC”). Certain prior year balances have been reclassified to conform to the current year presentation particularly with the presentation of common stock which
is now presented with a par value of $0.0001 per share in accordance with our reincorporation as a Delaware corporation.
Principles of Consolidation
The accompanying unaudited consolidated financial statements include the accounts of OSS, which includes the results from the Magma acquisition and
Ion business combination since their respective dates of acquisition, its wholly-owned subsidiary, OSS GmbH, and the accounts of the joint venture, SkyScale
LLC (collectively referred to as the “Company”). Intercompany balances and transactions have been eliminated in consolidation.
On April 6, 2017, the Company and Jacoma Investments, LLC, an entity owned by our board member Jack Harrison, formed a joint venture, SkyScale,
LLC (“SkyScale”), to engage in the business of providing high performance computing capabilities as cloud services. In accordance with the terms of the
contribution agreement, Jacoma Investments, LLC agreed to contribute $750,000 in capital and the Company agreed to contribute $750,000 in the form of credits
to purchase equipment, personnel or support services from the Company. Each party received 50% membership interest in the joint venture. Management
determined that SkyScale is a variable interest entity primarily because it is thinly capitalized and may require additional capital to finance its activities.
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ONE STOP SYSTEMS, INC. (OSS)
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
For The Three Month Periods Ended March 31, 2018 and 2017
Management also determined that the Company is the primary beneficiary of SkySca le based primarily on the related party nature of SkyScale’s
decision-makers and daily business operators. As of March 31, 2018, SkyScale’s significant assets were comprised of cash, cash equivalents and receivables of
$170,888 and computer-related equipment and other assets of $759,058, its significant liabilities were comprised of trade accounts payable of $222,395, and its net
members’ equity totaled $707,551. For the three month period end ed March 31, 2018, SkyScale’s revenues were $120,539, its operating expenses (primarily
personnel costs) aggregated $108,849, and its net loss was $135,290. SkyScale did not have any operations in the three month period ended March 31, 2017.
The non-controlling interest attributable to SkyScale is shown as a component of equity on the consolidated balance sheets and the share of the profit (loss)
attributable to the non-controlling interest is shown as a component of profit (loss) in the consolidated statements of operations.
Use of Estimates
The preparation of consolidated financial statements in conformity with accounting principles generally accepted in the United States of America requires
management to make estimates and assumptions that affect the reported amounts of assets, liabilities, revenues and expenses, and disclosures of contingent assets,
liabilities, and expenses at the date of the consolidated financial statements during the reporting period.
Significant estimates made by management include, among others, the fair value of net assets of Magma acquired in July 2016 and ION in July 2017, the
allowance for doubtful accounts, fair value of stock options and warrants, recoverability of inventories and long-lived assets, and realizability of deferred tax
assets. Actual results could differ from those estimates.
Concentration Risks
At times, deposits held with financial institutions may exceed the amount of insurance provided by the Federal Deposit Insurance Corporation (“FDIC”),
which provides basic deposit coverage with limits up to $250,000 per owner. As of March 31, 2018, the Company had $8,766,990 in excess of the insurance
limits. The Company has not experienced any such losses in these accounts.
At March 31, 2018 and December 31, 2017, three customers accounted for 63% and 69% respectively of net trade accounts receivable. For the three
month periods ended March 31, 2018 and 2017, three customers accounted for 54% and 46% of net revenue. During the three month periods ended March 31,
2018 and 2017, the Company made purchases from three suppliers which represented approximately 48% and 45% of materials purchased.
Fair Value of Financial Instruments
The Company’s financial instruments consist principally of cash, accounts receivable, accounts payable, accrued expenses and debt instruments. The fair
value of the Company’s cash equivalents is determined based on quoted prices in active markets for identical assets or Level 1 inputs. The Company recognizes
transfers between Levels 1 through 3 of the fair value hierarchy at the beginning of the reporting period. The fair values of the Company’s variable rate debt
instruments approximate its carrying values based upon management’s assessment of the current credit markets. It is not practicable to estimate the fair value of
the Company’s fixed rate instruments (including related party notes payable) due to the private nature of those transactions and the lack of an observable market.
Cash and Cash Equivalents
Cash and cash equivalents consist of cash on deposit and money market accounts. The Company considers all highly liquid temporary cash investments
with an initial maturity of three months or less when acquired to be cash equivalents. Management believes that the carrying amounts of cash equivalents
approximate their fair value because of the short maturity period.
11

ONE STOP SYSTEMS, INC. (OSS)
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
For The Three Month Periods Ended March 31, 2018 and 2017
Accounts Receivable
Accounts receivable are presented net of an allowance for doubtful accounts. The allowance for doubtful accounts is an estimate to cover the losses
resulting from the inability of customers to make payments on their outstanding balances. In estimating the required allowance, management considers the overall
quality and aging of the accounts receivable, specific customer circumstances, current economic trends, and historical experience with collections. At March 31,
2018 and December 31, 2017, the allowance for doubtful accounts is $93,228 and $2,101, respectively.
Inventories
Inventories are valued at the lower of cost or net realizable value determined on a first-in, first-out basis. The Company uses the average cost method for
purposes of determining cost, which approximates the first-in, first-out method.
The Company establishes reserves on its inventories to write-down the carrying value of its estimated obsolete or excess inventories to estimated net
realizable value based upon observations of historical usage and assumptions about future demand and market conditions. In addition, the Company considers
changes in the market value of components in determining the net realizable value of its inventory. Inventory reserves are considered permanent adjustments to
the cost basis of the inventories and are not typically reversed until the specific inventories are sold or otherwise disposed.
Property and Equipment
Property and equipment, other than leasehold improvements, are recorded at cost and depreciated using the straight-line method over the estimated useful
lives of the assets, generally from three to five years. Leasehold improvements are recorded at cost and are amortized using the straight-line method over the
shorter of the remaining lease term or the estimated useful life of the related asset. Tooling and test equipment includes capitalized labor costs associated with the
development of the related tooling and test equipment. Costs incurred for maintenance and repairs are expensed as incurred, and expenditures for major
replacements and improvements are capitalized. Upon retirement or sale, the cost and related accumulated depreciation and amortization of disposed assets are
removed from the accounts and any resulting gain or loss is included in other expense, net.
Goodwill
Goodwill relates to the excess of the purchase price over the fair value of identifiable net assets acquired in a business combination. Goodwill is not
amortized, but instead the Company assesses possible impairment of goodwill on December 31, of each year and when an event occurs that may trigger such a
review. Determining whether a triggering event has occurred involves significant judgment by the Company. Management assesses goodwill for impairment at
the reporting unit level, and has determined that the Company only has one reporting unit. In assessing qualitative factors to determine whether it is more likely
than not that the fair value of a reporting unit is less than its carrying amount, the Company assesses relevant events and circumstances that may impact the fair
value and the carrying amount of a reporting unit. The identification of relevant events and circumstances and how these may impact a reporting unit’s fair value
or carrying amount involve significant judgments by management. These judgments include the consideration of macroeconomic conditions, industry and market
considerations, cost factors, overall financial performance and events which are specific to the Company. Each factor is assessed to determine whether it impacts
the impairment test positively or negatively, and the magnitude of any such impact.
After the qualitative assessment, the impairment testing is a two-step process. In the first step, the fair value of each reporting unit is compared to its
carrying value. If the fair value of the reporting unit exceeds the carrying value of the net assets assigned to that unit, then goodwill is not impaired and no further
testing is required.
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ONE STOP SYSTEMS, INC. (OSS)
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
For The Three Month Periods Ended March 31, 2018 and 2017
If the carrying value of the net assets assigned to the reporting unit exceeds its fair value, then the second step is performed in order to determine the
implied fair value of the reporting unit’s goodwill and an impairment loss is recorded for an amount equal to the difference between the implied fair value and the
carrying value of the goodwill. Determining the fair value of a reporting unit and goodwill is judgmental and involves the use of significant estimates and
assumptions.
Based upon its impairment testing, management determined that no impairment loss has occurred during the three month periods ended March 31, 2018
and 2017. There can be no assurance, however, that market conditions will not change or demand for the Company’s products will continue, which could result in
an impairment of goodwill in the future.
Impairment of Long-Lived Assets
The Company reviews the recoverability of its other long-lived assets, such as property and equipment and definite lived intangible assets, whenever
events or changes in circumstances occur that indicate the carrying value of the asset or asset group may not be recoverable. The assessment for possible
impairment is based on the Company’s ability to recover the carrying value of the asset or asset group from the expected future pre-tax cash flows, undiscounted
and without interest charges, from the related operations.
If the aggregate of the net cash flows is less than the carrying value of such assets, an impairment loss is recognized for the difference between estimated
fair value and carrying value. The determination and measurement of impairment of long-lived assets requires management to estimate future cash flows and the
fair value of long-lived assets.
Management determined that there were no impairment charges to be recognized during the three month periods ended March 31, 2018 and 2017. There
can be no assurance, however, that market conditions will not change or demand for the Company’s products will continue, which could result in an impairment of
long-lived assets in the future.
Revenue Recognition
The Company recognizes revenue in accordance with Financial Accounting Standards Board (“FASB”) Accounting Standards Codification (“ASC”)
Topic 605. Accordingly, revenue from the sale of products is recognized when there is evidence of an arrangement, the selling price is fixed or determinable, title
and risk of loss has transferred to the customer, any installation or service obligations have been satisfied, and collection is reasonably assured. Net revenue
includes deductions for customer discounts and actual and estimated returns. All amounts billed to customers related to shipping and handling are classified as net
sales.
Customer agreements include one vendor managed inventory program. Pursuant to Staff Accounting Bulletin Topic 13.A.3.a, the Company recognizes
revenue under this arrangement when (i) risks of ownership have passed to the customer; (ii) the customer's commitment to purchase the goods is fixed; (iii) there
is a fixed schedule for delivery of the goods that is reasonable and consistent with the customer's business purpose; (iv) the Company does not have any specific
performance obligations such that the earning process is not complete; (v) the ordered goods been segregated from the Company's inventory and
anot r ubject
e s
to being used to fill other orders; and (vi) the product i complete
s
and ready for shipment. Also, such arrangement must be requested by the customer and the
customer has explained a substantial business purpose for the arrangement. Management also considers whether the customer's custodial risks are insured and
whether modifications to the Company's normal billing and credit terms were required. During the three month periods ended March 31, 2018 and 2017, the
Company recorded revenue from product sales that are held in vendor managed inventory under these agreements of $990,401 and $1,898,510, respectively. As
of March 31, 2018 and December 31, 2017, $721,335 and $996,588, respectively, of products sold through those dates were held by the Company in the vendor
management program.
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ONE STOP SYSTEMS, INC. (OSS)
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
For The Three Month Periods Ended March 31, 2018 and 2017
Warranty Reserve
The Company offers product warranties that generally extend for one year from the date of sale. Such warranties require the Company to repair or replace
defective product returned to the Company during the warranty period at no cost to the customer. The Company records an estimate for warranty‑related costs at
the time of sale based on its historical and estimated future product return rates and expected repair or replacement costs (Note 6).
While such costs have historically been within management’s expectations and the provisions established, unexpected changes in failure rates could have
a material adverse impact on the Company, requiring additional warranty reserves and could adversely affect the Company’s gross profit and gross margins.
Shipping and Handling Costs
The Company's shipping and handling costs are included in cost of goods sold for all periods presented.
Foreign Currency
OSS GmbH operates as an extension of OSS’s domestic operations. The functional currency of OSS GmbH is the Euro. Transactions denominated in
currencies other than the functional currency are remeasured to the functional currency at the average exchange rate in effect during the period. At the end of each
reporting period, monetary assets and liabilities are remeasured using exchange rates in effect at the balance sheet date. Non-monetary assets and liabilities are
remeasured at historical exchange rates. Foreign currency transaction gains and losses are recorded in other income (expense), net in the consolidated statements
of operations.
Stock-Based Compensation
The Company accounts for employee and director share-based compensation in accordance with the provisions of ASC Topic 718 “Compensation – Stock
Compensation”. Under ASC 718, share-based compensation cost is measured at the grant date, based on the calculated fair value of the award, and is recognized
as an expense over the employee’s requisite service period (generally the vesting period of the equity grant).
All transactions in which goods or services are the consideration received for the issuance of equity instruments to non-employees are accounted for
based on the fair value of the consideration received or the fair value of the equity instrument issued, whichever is more reliably measurable. The measurement
date used to determine the estimated fair value of the equity instrument issued is the earlier of the date on which the third-party performance is complete or the
date on which it is probable that performance will occur.
Employee and director stock-based compensation expense recognized during the period is based on the value of the portion of stock-based payment
awards that is ultimately expected to vest during the period. Given that stock-based compensation expense recognized in the accompanying consolidated
statements of operations is based on awards ultimately expected to vest, it has been reduced for estimated forfeitures. The Company’s estimated average forfeiture
rates are based on historical forfeiture experience and estimated future forfeitures.
The estimated fair value of common stock option awards is calculated using the Black-Scholes option pricing model. The Black-Scholes model requires
subjective assumptions regarding future stock price volatility and expected time to exercise, along with assumptions about the risk-free interest rate and expected
dividends, all of which affect the estimated fair values of the Company’s common stock option awards. Given a lack of historical stock option exercises, the
expected term of options granted is calculated as the average of the weighted vesting period and the contractual expiration date of the option.
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This calculation is based on the safe harbor method permitted by the Securities and Exchange Commission in instances where the vesting and exercise
terms of options granted meet certain conditions and where limited historical exercise data is available. The expected volatility is based on the historical volatility
of the common stock of comparable public companies that operate in similar industries as the Company.
The risk-free rate selected to value any particular grant is based on the U.S. Treasury rate that corresponds to the expected term of the grant effective as of
the date of the grant. The expected dividend assumption is based on the Company’s history and management’s expectation regarding dividend payouts.
Compensation expense for common stock option awards with graded vesting schedules is recognized on a straight-line basis over the requisite service period for
the last separately vesting portion of the award, provided that the accumulated cost recognized as of any date at least equals the value of the vested portion of the
award.
If there are any modifications or cancellations of the underlying vested or unvested stock-based awards, the Company may be required to accelerate,
increase or cancel any remaining unearned stock-based compensation expense, or record additional expense for vested stock-based awards. Future stock-based
compensation expense and unearned stock- based compensation may increase to the extent that the Company grants additional common stock options or other
stock-based awards.
Debt Discounts
The debt discounts, which originated from the relative fair value of the warrants issued in connection with note payable and related-party notes payable
during 2016 and 2015 (Note 7), are recorded against note payable and related-party notes payable in the accompanying consolidated balance sheets. Amortization
of the debt discounts are calculated using the straight-line method over the term of the notes which approximates the effective interest method and are recorded in
interest expense in the accompanying consolidated statements of operations. All notes with warrants were retired in February of 2018, and the remaining debt
discount balance of $24,830 was recognized as interest expense in the current period.
Advertising Costs
Advertising costs are expensed as incurred and included in marketing and selling expense in the accompanying consolidated statements of operations.
Advertising costs for the three month periods ended March 31, 2018 and 2017 were $17,626 and $32,088, respectively.
Research and Development Expenses
Research and development expenditures are expensed in the period incurred. Research and development expenses primarily consist of salaries, benefits
and stock-based compensation, as well as consulting expenses and allocated facilities and other overhead costs. Research and development activities include the
development of new technologies, features and functionality in support of the Company’s products and customer needs.
Income Taxes
The Company utilizes the asset and liability method of accounting for income taxes. Under this method, deferred tax assets and liabilities are determined
based on the difference between the consolidated financial statement and tax bases of assets and liabilities using enacted tax rates in effect for the year in which
the differences are expected to affect taxable income. Valuation allowances are established when necessary to reduce deferred tax assets to the amounts expected
to be realized.
15

ONE STOP SYSTEMS, INC. (OSS)
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
For The Three Month Periods Ended March 31, 2018 and 2017
Under ASC Topic 740, the impact of an uncertain income tax position on the income tax r eturn must be recognized at the largest amount that is morelikely-than-not to be sustained upon audit by the relevant taxing authority. An uncertain income tax position will not be recognized if it has less than a 50%
likelihood of being sustained. Additionally, ASC Topic 740 provides requirements for derecognition, classification, interest and penalties, accounting in interim
periods, disclosure and transition. The Company’s policy is to recognize interest and/or penalties related to income tax matters in income tax expense.
The Company files income tax returns in the U.S. federal jurisdiction, California and overseas in Germany and has open tax statutes for federal taxes for
the years ended December 31, 2014 through 2016. For California, the open tax statutes are for years December 31, 2013 through 2016 and for Germany the open
years include December 31, 2015 and 2016.
On December 22, 2017, the U.S. government enacted comprehensive tax legislation commonly referred to as the Tax Cuts and Jobs Act (the “Tax
Act”). The Tax Act reduces the corporate tax rate to 21%, effective January 1, 2018. Consequently, the Company has recorded a decrease related to deferred tax
assets and deferred tax liabilities as of December 31, 2017. Except for this adjustment, the Company does not foresee material changes to its gross liability of
uncertain tax positions within the next twelve months.
Interest Expense
Interest expense consists primarily of interest associated with the Company’s issued debt including the amortization of debt discounts. The Company
recognizes the amortization of debt discounts and the amortization of interest costs using a straight-line method which approximates the effective interest method.
Net Income (Loss) Per Share
Basic net income (loss) per share is calculated by dividing net income (loss) by the weighted-average common shares outstanding during the
period. Diluted net income (loss) per share is calculated by dividing the net income (loss) by the weighted-average shares and dilutive potential common shares
outstanding during the period. Dilutive potential shares consist of dilutive shares issuable and the exercise or vesting of outstanding stock options and warrants,
respectively, computed using the treasury stock method. During a period where a net loss is incurred, dilutive potential shares are excluded from the computation
of dilutive net loss per share, as inclusion is anti-dilutive.
On February 1, 2018, in connection with the Company’s initial public offering, the Company’s outstanding Series A, Series B, and Series C, Preferred
Stock was automatically converted to common stock, par value $0.0001.
Recent Accounting Pronouncements
In May 2014, the FASB issued Accounting Standards Update (“ASU”) No. 2014-09, Revenue from Contracts with Customers (“ASU 2014-09”). ASU
2014-09 supersedes the revenue recognition requirements in FASB Topic 605, Revenue Recognition. ASU 2014-09 implements a five-step process for customer
contract revenue recognition that focuses on transfer of control, as opposed to transfer of risk and rewards. The amendment also requires enhanced disclosures
regarding the nature, amount, timing and uncertainty of revenues and cash flows from contracts with customers. Other major provisions include the capitalization
and amortization of certain contract costs, ensuring the time value of money is considered in the transaction price, and allowing estimates of variable
consideration to be recognized before contingencies are resolved in certain circumstances. Entities can transition to the standard either retrospectively or as a
cumulative-effect adjustment as of the date of adoption. On July 9, 2015, the FASB approved amendments deferring the effective date of the standard by one
year. The new standard will be effective for the Company in the first quarter of 2019. The Company has not yet selected a transition method and is currently
assessing the impact the adoption of ASU 2014-09 will have on its consolidated financial statements and disclosures.
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In February 2016, the FASB issued ASU No. 2016-02, Leases (“ASU 2016-02”). Under ASU 2016-02, lessees will be required to recognize the
following for all leases (with the exception of short-term leases) at the commencement date: a lease liability, which is a lessee’s obligation to make lease payments
arising from a lease, measured on a discounted basis; and a right-of-use asset, which is an asset that represents the lessee’s right to use, or control the use of, a
specified asset for the lease term. ASU 2016-02 is effective for fiscal years beginning after December 15, 2019, including interim periods within those fiscal
years. Early application is permitted. Lessees must apply a modified retrospective transition approach for leases existing at, or entered into after, the beginning of
the earliest comparative period presented in the financial statements. The modified retrospective approach would not require any transition accounting for leases
that expired before the earliest comparative period presented. Lessees may not apply a full retrospective transition approach. The Company is currently
evaluating the impact of adopting ASU 2016-02 on its consolidated financial statements and disclosures.
In August 2016, the FASB issued ASU No. 2016-15, Statement of Cash Flows (Topic 230): Classification of Certain Cash Receipts and Cash Payments
(“ASU 2016-15”), which is intended to reduce the existing diversity in practice in how certain cash receipts and cash payments are classified in the statement of
cash flows. ASU 2016-15 is effective for fiscal years beginning after December 15, 2018, including interim periods within those fiscal years with early adoption
permitted, provided that all of the amendments are adopted in the same period. The Company is currently evaluating the impact of adopting ASU 2016-15 on its
consolidated financial statements.
In January 2017, the FASB issued ASU No. 2017-01, Business Combinations (Topic 805): Clarifying the Definition of a Business (“ASU 2017-01”). The
amendments in this update clarify the definition of a business with the objective of adding guidance to assist entities with evaluating whether transactions should
be accounted for as acquisitions or disposals of assets or businesses. ASU 2017-01 will be effective for the Company for the year ending December 31, 2019 and
interim reporting periods within that year. Early adoption is permitted for transactions that have not been reported in financial statements that have been issued or
made available for issuance. The Company is currently evaluating the effect of the adoption of this guidance on the Company’s consolidated financial statements.
In January 2017, the FASB issued ASU No. 2017-04, Intangibles - Goodwill and Other (Topic 350): Simplifying the Test for Goodwill Impairment
(“ASU 2017-04”). ASU 2017-04 simplifies the subsequent measurement of goodwill by eliminating Step 2 from the goodwill impairment testing. An entity will
no longer determine goodwill impairment by calculating the implied fair value of goodwill by assigning the fair value of a reporting unit to all of its assets and
liabilities as if that reporting unit had been acquired in a business combination. Instead, an entity should perform its annual, or interim, goodwill impairment test
by comparing the fair value of a reporting unit with its carrying amount and recognize an impairment charge for the amount by which the carrying amount exceeds
the reporting unit’s fair value. The loss recognized should not exceed the total amount of goodwill allocated to that reporting unit. An entity still has the option to
perform the qualitative assessment for a reporting unit to determine if the quantitative impairment test is necessary. ASU 2017-04 will be effective for the
Company for the fiscal year ending December 31, 2021 and interim reporting periods within that year. Early adoption is permitted for interim or annual goodwill
impairment tests performed on testing dates after January 1, 2017. The Company expects the adoption of this guidance will not have a material effect on the
Company’s consolidated financial statements.
In May 2017, the FASB issued ASU No. 2017-09, Compensation - Stock Compensation (Topic 718): Scope of Modification Accounting (“ASU 201709”), which provides guidance about which changes to the terms or conditions of a share-based payment award require an entity to apply modification accounting
in ASC Topic 718. Under the new guidance, modification accounting is required only if the fair value, the vesting conditions, or the classification of the award (as
equity or liability) changes as a result of the change in terms or conditions. ASU 2017-09 will be effective for the Company for the year ending December 31,
2019 and interim reporting periods within that year. Early adoption is permitted. The Company expects the adoption of this guidance will not have a material
effect on the Company’s consolidated financial statements.
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Recently implemented accounting pronouncements
In July 2015, the FASB issued ASU No. 2015-11, Inventory (Topic 330) ("ASU 2015-11"). The amendments in ASU 2015-11 require that an entity
measure inventory within the scope of the standard at the lower of cost and net realizable value. Net realizable value is the estimated selling prices in the ordinary
course of business, less reasonably predictable costs of completion, disposal, and transaction. The amendments in this update more closely align the measurement
of inventory in U.S. GAAP with the measurement of inventory in International Financial Reporting Standards. ASU 2015-11 is effective for annual and interim
periods beginning on or after December 15, 2017. The Company adopted ASU No. 2015-11 in the first quarter of 2018, without a material impact to its
consolidated financial statements and disclosures.
In March 2016, the FASB issued ASU No. 2016-09, Compensation – Stock Compensation (Topic 718) (“ASU 2016-09”), which simplified certain
aspects of the accounting for stock-based payment transactions, including income taxes, classification of awards and classification in the statement of cash flows.
ASU 2016-09 will be effective for annual reporting periods beginning after December 15, 2017 and interim periods within those annual periods. The Company
adopted ASU No. 2016-09 in the first quarter of 2018, with no impact to its consolidated financial statements and disclosures.
NOTE 2 – ACQUISITIONS
Magma
On July 15, 2016, the Company acquired 100% of the outstanding common shares of Mission Technology Group, Inc. (“Magma”) from Magma’s former
stockholder (“Magma Stockholder”) pursuant to a Merger Agreement and Plan of Reorganization (the “Merger Agreement”). Magma designs, manufactures, and
markets industrial grade computer systems and components and is also located in Southern California. The acquisition is expected to increase the Company’s
brand awareness and market share and combines the expertise of OSS in the computer hardware industry with Magma's customer base.
The Company issued 1,263,749 shares of the Company’s common stock to the Magma Stockholder for 100% of Magma shares. The fair value assigned
to the shares of common stock was $1,756,611.
Management estimated the fair value of the consideration issued to the Magma Stockholder and considered factors including recent third-party valuation
reports of the Company’s common stock and estimates of discounts for lack of marketability related to the Company’s common stock to the extent not considered
in the third-party valuation report.
This transaction was accounted for using the acquisition method pursuant to ASC Topic 805, Business Combinations. Accordingly, goodwill has been
measured as the excess of the total consideration over the amounts assigned to the identifiable assets acquired and liabilities assumed. Goodwill was attributed to
management’s assessment of projected increases in overall revenues derived from greater brand awareness and certain economies of scale.
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The allocation of the total consideration to the acquired net assets as of the acquisition date for Magma was as follows:
Cash
Accounts receivable
Prepaid expenses
Inventories
Property and equipment
Customer lists and relationships
Drawings and technology
Trademarks and URL's
Other intangibles
Deposits and other
Accounts payable
Warranty reserve
Deferred tax liability
Accrued expenses
Other accrued liabilities
Line of credit
Notes payable, current portion
Notes payable, long-term
Total fair value excluding goodwill
Goodwill
Total consideration

$

$

68,308
356,499
93,800
1,208,675
143,705
398,717
760,207
25,000
2,759
17,202
(842,843 )
(15,000 )
(266,620 )
(816,249 )
(50,000 )
(517,335 )
(157,572 )
(200,000 )
209,253
1,547,358
1,756,611

Fair valuation methods used for the identifiable net assets acquired in the acquisition make use of quoted prices in active markets, discounted cash flows
for assessing the value of the customer lists and relationships and the relief from royalty method for determination of drawing and technology values, both using a
risk adjusted weighted cost of capital. Management estimates that any residual value from the intangible assets listed above will not be significant. The weightedaverage amortization period of each intangible asset identified above is three years.
On the acquisition date, goodwill of $1,547,358 and other intangible assets of $1,186,683 were recorded. The business combination is considered a taxfree reorganization under Section 368(a) under the Internal Revenue Code; therefore, acquired goodwill and intangibles of $2,734,041 is not tax-deductible.
However, Magma had tax-deductible goodwill of $496,275 (with an original basis of $1,294,624) that will continue to be amortized for tax purposes after the
acquisition. In accordance with Topic 350, Intangibles––Goodwill and Other, the Company completed its most recent annual impairment test and determined that
the goodwill was not impaired at December 31, 2017.
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The amount of revenues and net (loss) income of Magma included in the Company’s consolidated statements of operations for the three month period
ended March 31, 2017 was $1,564,365 and $11,620, respectively. Subsequent to December 31, 2017, the results of operations for Magma are no longer identified
on a standalone basis as Magma has been fully integrated into the consolidated operations of the Company.
Definite lived intangible assets as of March 31, 2018:

Drawings and technology
Customer lists and relationships
Trademarks, URLs and other

Expected Life

Average
Remaining
Life

3 years
3 years
3 years

1.25 years
1.25 years
1.25 years

Gross
Intangible
Assets

$

$

760,207
398,717
27,759
1,186,683

Net
Intangible
Assets

Accumulated
Amortization

$

$

(432,896 )
(227,047 )
(16,995 )
(676,938 )

$

327,311
171,670
10,764
509,745

$

Definite lived intangible assets as of December 31, 2017:

Drawings and technology
Customer lists and relationships
Trademarks, URLs and other

Expected Life

Average
Remaining
Life

3 years
3 years
3 years

1.5 years
1.5 years
1.5 years

Gross
Intangible
Assets

$

$

760,207
398,717
27,759
1,186,683

Net
Intangible
Assets

Accumulated
Amortization

$

$

(369,545 )
(193,821 )
(14,912 )
(578,278 )

$

390,662
204,896
12,847
608,405

$

Amortization expense recognized during the three month periods ended March 31, 2018 and 2017 was $98,660 and $99,208, respectively. The
amortization expense of the definite lived intangible assets for the years remaining is as follows:

$

2018
295,981

$

2019
213,764

$

Total
509,745

Ion Software and Services
On May 9, 2017, the Company entered into a Technology and Software Source Code License Agreement with Western Digital (WDT) for its Ion flash
storage software. The agreement provides the Company with the Ion source code and rights to develop and market derivative products with the intended purpose
of developing and selling Ion flash storage software with the Company’s high-density storage arrays. Concurrent with this agreement, the Company purchased
certain equipment from Western Digital, has the right to hire selected employees and to forgo certain royalty payments on purchases of solid state drives for a
designated customer.
The Company took receipt of the licensed software and equipment in July 2017 and made payment in September 2017. As of December 31, 2017, a
significant amount of the equipment has not yet been placed in service pending build-out of a facility and evaluation as to what equipment will be retained or sold.
Subsequently, on July 1, 2017, the Company entered into a Service Agreement with WDT to service their existing customer base that utilizes Ion flash
storage software. The Services Agreement grants the rights and obligations to OSS to provide Ion software level 1-4 support services (as defined in the
agreement) to existing WDT software users for a three year period based upon fixed quarterly payments.
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The “Ion” transaction was accounted for using the acquisition method pursuant to ASC Topic 805, Business Combinations. Accordingly, the excess of the
total fair value of identifiable assets value over the consideration paid was recognized as a bargain purchase and the resulting gain is being deferred and
recognized over a thirty-six month period pro-rata with the time period and the rendering of WDT customer support services. Deferred revenue recognized for the
three month period ended March 31, 2018 is $28,838 and is included in revenue in the accompanying consolidated statements of operations. The C ompany
incurred $65,805 in shipping and storage fees related to the acquisition of this equipment. These costs were included in general and administrative expenses in the
consolidated statements of operations in the period incurred.
The determination of fair value for the identifiable net assets acquired in the acquisition was determined by management and considered the results of a
third-party appraisal of the fair value of equipment purchased. Prior to July 1, 2017, there were no operations or activities associated with this acquisition.
The allocation of the total consideration to the acquired net assets as of the acquisition date for Ion is as follows:
Equipment at estimated fair value
Amount paid
Gain on acquisition of equipment to be recognized
over the three year contract service period

$

297,700
(67,000 )

$

230,700

NOTE 3 – ACCOUNTS RECEIVABLE
Accounts receivable, net consists of the following:
March 31,
2018

Accounts receivable
Less: allowance for doubtful accounts

$
$

December 31,
2017

5,306,779 $
(93,228 )
5,213,551 $

5,194,831
(2,101 )
5,192,730

NOTE 4 – INVENTORIES
Inventories, net consist of the following:
March 31,
2018

Raw materials
Sub-assemblies

$

Less: reserves for obsolete and slow-moving
inventories
$
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1,790,781
1,891,462
3,682,243

December 31,
2017

$

(342,482 )
3,339,761 $

2,079,589
2,417,095
4,496,684
(800,354 )
3,696,330
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NOTE 5 – PROPERTY AND EQUIPMENT
Property and equipment, net consist of the following:
March 31,
2018

Computers and computer equipment
Furniture and office equipment
Manufacturing equipment and engineering tools
Leasehold improvements

$

Less: accumulated depreciation and amortization
$

December 31,
2017

1,162,948 $
171,586
2,190,366
142,982
3,667,882
(1,843,460 )
1,824,422 $

936,317
161,434
2,041,238
131,188
3,270,177
(1,688,363 )
1,581,814

During the three month periods ended March 31, 2018 and 2017, the Company incurred $155,097 and $79,835 of depreciation and amortization expense
related to property and equipment, respectively.
NOTE 6 – ACCRUED EXPENSES AND OTHER LIABILITIES
Accrued expenses and other liabilities consist of the following:
March 31,
2018

Accrued compensation and related liabilities
Deferred revenue and customer deposits
Warranty reserve
Other accrued expenses

$

$

479,055
871,803
58,100
51,202
1,460,160

December 31,
2017

$

$

457,152
1,033,845
56,774
386,206
1,933,977

NOTE 7 – DEBT
Bank Line of Credit
In May 2015, the Company entered into a credit agreement (“Credit Agreement”) with a financial institution which provides for a revolving line of credit
and a term note payable. Borrowings under the Credit Agreement are collateralized by substantially all of the Company's assets and the personal guarantee of the
Company’s Chief Executive Officer (“CEO”). Under the terms of the revolving line of credit, as amended on October 5, 2017, the line of credit was extended
through August 31, 2018, and the unrestricted borrowing capacity was increased from $3,000,000 to $3,500,000.
Borrowings under the revolving line of credit bear interest at a LIBOR-based rate, as defined in the Credit Agreement, plus 2.5% (totaling 3.93% at
December 31, 2017 ), and interest is payable monthly. On February 5, 2018, the Company paid down the outstanding balance on the line of credit with no balance
remaining outstanding.
On March 2, 2018, the Company cancelled its line of credit with the Bank of West and the personal guarantee of the Company’s CEO was released as a
result.
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Notes Payable
In May 2015, the Company issued a note payable in connection with the Credit Agreement totaling $1,250,000 (“May 2015 Note”). Under the terms of
the note agreement, interest accrued on the outstanding balance at 3.60% per annum. The May 2015 Note required the Company to make monthly principal and
interest payments totaling $36,750 through the maturity date.
In July 2016, the Company refinanced the Magma note payable (Note 2) and the May 2015 Note into a new $1,600,000 note payable (“Refinanced
Note”). Under the terms of the Refinanced Note, interest accrues on the outstanding balance at 3.80% per annum. The Refinanced Note requires the Company to
make monthly principal and interest payments totaling $47,219 through the maturity date of July 31, 2019. As of March 31, 2018, the note has been paid in full.
In July 2016, the Company issued a note payable totaling $250,000 (“July 2016 Note”) to a third party. Under the terms of the note agreement, interest
accrues on the outstanding balance at 11% per annum. The July 2016 Note requires the Company to make monthly principal and interest payments totaling
$9,570 with a maturity date on January 15, 2019. The note is unsecured and guaranteed by the Company’s CEO and is subordinated to borrowings under the
Credit Agreement. As of March 31, 2018, the July 2016 Note has been paid in full.
In connection with July 2016 Note, the Company issued to the noteholder warrants to purchase shares of the Company’s common stock equal to 20% of
the original principal at a price per share equal to $1.78 per share.
Accordingly, the Company issued to the noteholder warrants to purchase 28,090 shares of the Company’s common stock at an exercise price of $1.78 per
share in July 2016. The relative fair value of the warrants was $24,830.
The relative fair value of warrants was estimated using Black-Scholes with the following weighted-average assumptions: fair value of the Company’s
common stock at issuance of $1.78 per share; seven year contractual term; 54% volatility; 0% dividend rate; and a risk-free interest rate of 1.42%.
Related-Party Notes Payable
In July 2016, the Company issued notes payable totaling $350,000 (“July 2016 Related Party Notes”) to two stockholders. Under the terms of the note
agreements, interest accrues on the outstanding balance at 11% per annum. The July 2016 Related Party Notes require the Company to make total monthly
principal and interest payments of $13,397 with maturity dates on January 15, 2019. The notes are unsecured and guaranteed by the Company’s CEO and are
subordinated to borrowings under the Credit Agreement. As of March 31, 2018, the Related Party Notes have been paid in full.
In connection with July 2016 Related Party Notes, the Company issued to the noteholders warrants to purchase shares of the Company’s common stock
equal to 20% of the original principal at a price per share equal to $1.78 per share. Accordingly, the Company issued to the noteholders warrants to purchase
39,326 shares of the Company’s common stock at an exercise price of $1.78 per share in July 2016.
The relative fair value of the warrants was $34,763. The relative fair value of warrants was estimated using Black-Scholes with the following weightedaverage assumptions: fair value of the Company’s common stock at issuance of $1.78 per share; seven year contractual term; 54% volatility; 0% dividend rate;
and a risk-free interest rate of 1.42%.
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Debt Discount
The relative fair value of the warrants were recorded as debt discounts, decreasing notes payable and related-party notes payable and increasing additional
paid-in capital on the accompanying consolidated balance sheets. The debt discounts are being amortized to interest expense over the terms of the corresponding
notes payable using the straight-line method which approximates the effective interest method. The debt discount was fully amortized to interest expense when the
related notes were paid in full.
For the three month periods ended March 31, 2018 and 2017, total debt discount amortization was $24,830 and $5,959, respectively, and is included in
interest expense in the accompanying consolidated statements of operations.
NOTE 8 – STOCKHOLDERS’ EQUITY
The Company’s amended and restated certificate of incorporation filed on December 14, 2017, authorizes the Company to issue 10,000,000 shares of
preferred stock and 50,000,000 shares of common stock. On February 1, 2018, in connection with the Company’s initial public offering, each share of the
Company’s outstanding Series A, Series B, and Series C, Preferred Stock was automatically converted into a share of the Company’s common stock, par value
$0.0001 on a one-for-one basis.
Common Stock
The voting, dividend and liquidation rights of the holders of the common stock are subject to rights of preferred stockholders, if any, as designated by the
Board of Directors. Common stockholders have voting rights at all meetings of stockholders and are entitled to one vote for each share held subject to certain
limitations otherwise required by law. Dividends may be declared and paid on the common stock as and when determined by the Board of Directors subject to
any preferential dividend or other rights of preferred stockholders. The Company does not anticipate declaring any dividends in the foreseeable future. Upon the
dissolution or liquidation of the Company, common stockholders are entitled to receive all assets of the Company, subject to any preferential or other rights of
preferred stockholders.
Initial Public Offering
On December 18, 2017, the Company announced the commencement of an underwritten public offering of its common stock, par value $0.0001 per share.
The offering became effective on January 31, 2018 and trading began on February 1, 2018. On February 5, 2018, the Company closed the initial public offering
selling an aggregate of 3,800,000 shares of common stock at a price to the public of $5.00 for total gross proceeds of $19,000,000, which resulted in net proceeds
of $17,485,000, after deducting underwriting discounts and commissions of $1,330,000 and underwriter offering-related transaction costs of $185,000.
Additionally, the Company incurred costs associated with the transaction for accounting, legal and other fees and costs of $1,148,352 and a warrant expense of
$699,408 for warrants issued to the underwriter pursuant to the underwriter agreement. Such stock issuance costs have been deducted from the proceeds received
from the underwriter and disclosed as net proceeds in the consolidated statement of stockholders’ equity.
On February 9, 2018, the underwriters exercised their over-allotment option to purchase an additional 200,000 shares of common stock at the public
offering price of $5.00 per share, of which 100,000 shares of newly issued common stock were purchased from the Company and 100,000 shares were sold by the
Company’s CEO’s family trust. The Company received gross proceeds of $500,000, which resulted in net proceeds to the Company of $465,000, after deducting
underwriting discounts and commissions of $35,000.
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Warrants
In conjunction with the Company’s initial public offering, on February 1, 2018, the Company issued warrants to the underwriter to purchase 380,000
shares of common stock at a price of $6.00 pursuant to the Underwriting and Warrant Agreements dated February 1, 2018.
The fair value of the warrants was $699,408. The fair value of warrants was estimated using Black-Scholes with the following weighted-average
assumptions: fair value of the Company’s common stock at issuance of $5.00 per share; five year contractual term; 42.7% volatility; 0% dividend rate; and a riskfree interest rate of 2.72%. The warrant expense was treated as a stock issuance cost and was deducted from the gross proceeds received in the offering in the
current period. A corresponding increase in additional paid in capital was recognized in relation to this transaction.
Exercise of Stock Options
During the three month period ended March 31, 2018, the Company issued 321,366 shares of common stock for proceeds of $54,575 in cash related to
the exercise of stock options.
Preferred Stock
Preferred Stock may be issued in one or more series, with expressed rights by resolution of the Board of Directors. As of March 31, 2018, there is no
outstanding preferred stock.
On December 14, 2017, the Company was reincorporated in the State of Delaware. Prior to that date the Company was authorized to issue 5,000,000
shares of preferred stock and 11,000,000 share of common stock. The authorized preferred stock had been further designated as follows: 500,000 as Series A
Preferred Stock; 1,500,000 as Series B Preferred Stock; and 2,000,000 as Series C Preferred Stock.
The liquidation preferences of the preferred shares are as follows:
• Series C Preferred Stock

The liquidation preference is $1.50 per share, and the shares have liquidation preference over
common stock, Series A Preferred Stock, and Series B Preferred Stock.

• Series B Preferred Stock

The liquidation preference is $0.50 per share, and the shares have liquidation preference over
common stock and Series A Preferred Stock.

• Series A Preferred Stock

The liquidation preference is $0.25 per share, the shares have liquidation preference over
common stock.

Series A Preferred Stock, Series B Preferred Stock, and Series C Preferred Stock (“Preferred Shares”) are convertible at any time at the option of the
holder into one share of common stock.
In addition, preferred shares automatically convert into shares of common stock upon the date specified by the holders of a majority of the then
outstanding shares of such securities, or the closing of a public offering of common stock with gross proceeds of not less than $10,000,000 at an offering price of
not less than $5.00 per share. Each of the Preferred Shares is non-redeemable, has no par value, is not eligible for dividends, unless declared, and the voting rights
of the Preferred Shares is equivalent to the voting rights of common stock. As a result of the Company’s initial public offering exceeding the gross proceeds
requirements and the requisite offering price, all of the preferred stock was converted to common stock on February 1, 2018.
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Regarding unissued Preferred Shares, the Board of Directors is authorized to determine or alter any or all of the rights, preferences, privileges and
restrictions granted to or imposed upon wholly unissued series of Preferred Shares, and to fix or alter the number of shares comprising any such series and the
designation thereof, or any of them, and to provide for rights and terms of redemption or conversion of the shares of any such series.
Stock Options
The Company maintained a stock option plan that was established in 2000 (“2000 Plan”). In November 2008, the Company increased the maximum
number of shares of the Company's common stock that were issuable under the 2000 Plan to 3,000,000 shares of the Company's common stock. The 2000 Plan
has expired and no future grants may be awarded under the 2000 Plan.
In December 2011, the Company adopted a stock option plan (“2011 Plan”) under which the Company may issue up to 1,500,000 shares of the
Company’s common stock and, as of December 31, 2017, the Company had 240,000 shares of common stock remaining unissued under the 2011 Plan. The 2011
Plan was terminated by the Board of Directors on October 10, 2017, and accordingly, no shares are available for issuance under the 2011 Plan.
In December 2015, the Company adopted a stock option plan (“2015 Plan”) under which the Company may issue up to 1,500,000 shares of the
Company’s common stock and, as of December 31, 2017, the Company had 790,000 shares of common stock remaining unissued under the 2015 Plan. The terms
of the 2011 Plan and 2015 Plan provided for the grant of incentive options to employees and non-statutory options to employees, directors and consultants of the
Company. The 2015 Plan was terminated by the board of directors on October 10, 2017, and accordingly, no shares are available for issuance under the 2015 Plan.
The Board of Directors adopted the 2017 Equity Incentive Plan on October 10, 2017 (the “2017 Plan”). The 2017 Plan allows for the grant of a variety of
equity vehicles to provide flexibility in implementing equity awards, including incentive stock options, non-qualified stock options, restricted stock grants,
unrestricted stock grants and restricted stock units and stock bonuses and performance-based awards. On December 18, 2017, the Company stockholders
approved the “2017 Plan” under which the Company may issue up to 1,500,000 shares of the Company’s common stock.
The exercise price per share for options under the 2011 Plan, 2015 Plan and 2017 Plan is determined by the Company’s Board of Directors, for incentive
stock options the exercise price shall not be less than the fair market value of the Company's common stock on the date of grant, except that for incentive options
granted to an owner/employee with a greater than 10% ownership interest in the Company, the exercise price shall not be less than 110% of the fair market value
of the Company's common stock on the date of grant.
Options under the plans expire no more than ten years after the date of grant and/or within five years after the date of the grant for incentive options
granted to an owner/employee with a greater than 10% ownership interest in the Company.
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A summary of stock option activity under the plans during the three month period ended March 31, 2018 is as follows:
Stock Options Outstanding
Weighted
Average
Weighted
Remaining
Average
Contractual
Exercise
Life
Price
(in years)

Number of
Shares

Aggregate
Intrinsic
Value

Outstanding at January 1, 2018
Granted
Forfeited / Cancelled
Exercised
Outstanding at March 31, 2018
Exercisable at March 31, 2018

2,379,444
(24,582 )
(416,416 )
1,938,446
1,529,689

$
$
$
$
$
$

1.00
1.43
0.86
1.02
0.81

5.30

$ 15,472,456

5.69
4.82

$
$

6,550,748
5,489,827

Vested and expected to vest at March 31, 2018

1,928,671

$

1.02

5.67

$

6,525,894

The following table presents details of the assumptions used to calculate the weighted-average grant date fair value of common stock options granted by
the Company. There were no options issued during the three month periods ended March 31, 2018 and 2017.
For The Three Month Periods
Ended March 31,
2018
2017

Expected term (in years)
Expected volatility
Risk-free interest rate
Weighted average grant date fair value per share
Grant date fair value of options vested
Intrinsic value of options exercised

$
$

1,240,805
1,472,506

$
$

1,428,468
30,000

As of March 31, 2018, the amount of unearned stock-based compensation currently estimated to be expensed during the remainder of 2018 through 2020
related to unvested common stock options is $215,760, net of estimated forfeitures. The weighted-average period over which the unearned stock-based
compensation is expected to be recognized is 1.0 years.
If there are any modifications or cancellations of the underlying unvested awards, the Company may be required to accelerate, increase or cancel any
remaining unearned stock-based compensation expense or calculate and record additional expense. Future stock-based compensation expense and unearned stockbased compensation will increase to the extent that the Company grants additional common stock options or other stock-based awards.
Stock-based compensation expense for the three month periods ended March 31, 2018 and 2017 was comprised of the following:
For The Three Month Periods
ended March 31,
2018
2017

Stock-based compensation classified as:
Cost of revenue
General and administrative
Marketing and selling
Research and development

$

$
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3,190
21,820
2,949
7,359
35,318

$

$

18,500
4,900
1,226
24,626
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Warrants
The following table summarizes the Company’s warrant activity during the three month period ended March 31, 2018:
Weighted
Average
Exercise Price

Number of
Shares

Warrants outstanding – January 1, 2018
Warrants granted
Warrants exercised
Warrants outstanding – March 31, 2018

198,996
380,000
578,996

$

$

1.11
6.00
4.32

In connection with the Company’s initial public offering, the Company issued warrants to purchase 380,000 shares of common stock, as described above.
NOTE 9 – COMMITMENTS AND CONTINGENCIES
Legal
From time to time the Company is subject to various legal claims and proceedings arising in the ordinary course of business. In the opinion of
management, after consultation with legal counsel, the ultimate disposition of any such matters as of March 31, 2018, will not have a materially adverse effect on
the unaudited consolidated financial position or results of operations of the Company.
Guarantees and Indemnities
The Company has made certain indemnities, under which it may be required to make payments to an indemnified party, in relation to certain
transactions. The Company indemnifies its directors, officers, employees and agents to the maximum extent permitted under the laws of the State of Delaware. In
connection with its facility lease, the Company has indemnified its lessor for certain claims arising from the use of the facilities. Also, in connection with its
Credit Agreement (Note 7), the Company has agreed to indemnify its lender and others related to the use of the proceeds and other matters. The duration of the
indemnities varies, and in many cases is indefinite. These indemnities do not provide for any limitation of the maximum potential future payments the Company
could be obligated to make.
Historically, the Company has not been obligated to make any payments for these obligations and no liabilities have been recorded for these indemnities
in the accompanying consolidated balance sheets.
Leases
The Company leases its offices, manufacturing, and warehouse facilities in San Diego County under non-cancelable operating leases that expire in August
2018. The Company also leases a small office near Munich, Germany for GmbH and an office located in Utah County. For the three month periods ended March
31, 2018 and 2017, rent expense was $143,928 and $103,858, respectively
NOTE 10 – RELATED PARTY TRANSACTIONS
Board fees paid by the Company, including stock-based compensation, for the three month periods ended March 31, 2018 and 2017, totaled $36,450 and
$28,795, respectively, and are included in general and administrative expenses in the accompanying consolidated statements of operations.
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The Company has engaged a related-party advertising company whose president is a member of the Board of Directors of the Company. Amounts paid
for services are included in marketing and selling expense in the accompanying consolidated statements of operations. Total fees paid for the three month periods
ended March 31, 2018 and 2017 were $4,000 and $8,650, respectively.
The Company has engaged a related-party law firm (a principal of that firm owns shares in the Company) to provide legal services. Legal fees paid to this
firm are included in general and administrative expenses in the accompanying consolidated statements of operations for the three month periods ended March 31,
2018 and 2017 and totaled $9,998 and $9,000, respectively.
Interest expense on all related-party notes payable for the three month periods ended March 31, 2018 and 2017 was $16,599 and $11,312, respectively.
Effective August 1, 2016, the Company entered into a management services with a company owned by the former Chief Executive Officer of
Magma. The agreement calls for payments of $180,000 per year for the first two years paid in monthly installments. In year three, the amount is reduced to
$37,500 for the year paid in monthly installments. Additionally, the Company granted 30,000 options in conjunction with execution of this agreement. Payments
for the three month periods ended March 31, 2018 and 2017 were $45,000 and $45,000, respectively
NOTE 11 – UNAUDITED NET (LOSS) INCOME PER SHARE
Net (Loss) Income Per Share
Basic and diluted net (loss) income per share was calculated as follows for the three month periods ended March 31, 2018 and 2017 (unaudited):
For The Three Month Periods ended
March 31,
2018
2017

Basic and diluted net (loss) income per share
attributable to common stockholders:
Numerator:
Net (loss) income attributable to common
stockholders

$

Denominator:
Weighted average common shares
outstanding - basic
Effect of dilutive securities
Weighted average common shares
outstanding - diluted
Net (loss) income per common share attributable
to common stockholders:
Basic
Diluted

(794,419 ) $

79,147

10,140,459
-

5,379,141
4,378,088

10,140,459

9,757,229

$
$

(0.08 ) $
(0.08 ) $

0.01
0.01

NOTE 12 – FAIR VALUE MEASUREMENTS
The Company uses a three-tier fair value hierarchy to classify and disclose all assets and liabilities measured at fair value on a recurring basis, as well as
assets and liabilities measured at fair value on a non-recurring basis, in periods subsequent to their initial measurement. These tiers include:
•

Level 1, defined as quoted market prices in active markets for identical assets or liabilities;
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•

Level 2, defined as inputs other than Level 1 that are observable, either directly or indirectly, such as quoted prices for similar assets or
liabilities, quoted prices in markets that are not active, model-based valuation techniques for which all significant assumptions are observable in
the market, or other inputs that are observable or can be corroborated by observable market data for substantially the full term of the assets or
liabilities; and

•

Level 3, defined as unobservable inputs that are not corroborated by market data.

The carrying value of financial instruments including cash equivalents, accounts receivable and accounts payable and accrued expenses and other
liabilities approximate fair value due to the short-term nature of these instruments. Assets and liabilities assumed in the acquisition of Magma were recorded at
fair value based upon the Company’s market assumptions which approximated carrying value (except for acquired intangible assets – Note 2) due to the short-term
nature of the instruments.
NOTE 13 – SEGMENT AND GEOGRAPHIC INFORMATION
The Company operates in one reportable segment: the design and manufacture of high-performance computer systems and components. The Company
evaluates financial performance on a company-wide basis.
To date, a majority of the Company’s international sales relate to shipments of products to its U.S. customers’ international manufacturing sites or
third‑party hubs. Net product sales derived from shipments to international destinations, primarily to the United Kingdom (including foreign subsidiaries of
customers that are headquartered in the United States) represented 46% and 52% of the Company’s net product sales during the three month periods ended March
31, 2018 and 2017, respectively. All of the Company’s net product sales to date have been denominated in U.S. dollars. As of March 31, 2018, substantially all
long-lived assets were located in the United States of America.
NOTE 14 – SUBSEQUENT EVENTS
On April 30, 2018, the Board of Directors approved a $300,000 intercompany loan to SkyScale which is a 50% owned joint venture with Jacoma
Investments, LLC, an entity controlled by our board member Jack Harrison.
The Company has evaluated subsequent events after the condensed consolidated balance sheet date of March 31, 2018 through the date of filing. Based
upon its evaluation, management has determined that, other than as disclosed in the accompanying notes, no subsequent events have occurred that would require
recognition in the accompanying consolidated financial statements or disclosure in the notes thereto.
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations.
FORWARD-LOOKING STATEMENTS
This quarterly report on Form 10-Q contains forward-looking statements within the meaning of Section 21E of the Securities Exchange Act of 1934, as
amended, or the Exchange Act. All statements other than statements of historical fact contained in this quarterly report, including statements regarding our future
operating results, financial position and cash flows, our business strategy and plans and our objectives for future operations, are forward-looking statements. These
statements involve known and unknown risks, uncertainties and other important factors that may cause our actual results, performance or achievements to be
materially different from any future results, performance or achievements expressed or implied by the forward-looking statements. This quarterly report on Form
10-Q also contains estimates and other statistical data made by independent parties and by us relating to market size and growth and other data about our industry.
This data involves a number of assumptions and limitations, and you are cautioned not to give undue weight to such estimates. In addition, projections,
assumptions and estimates of our future performance and the future performance of the markets in which we operate are necessarily subject to a high degree of
uncertainty and risk. In some cases, you can identify forward-looking statements by terms such as “may,” “will,” “would,” “could,” “should,” “expect,” “plan,”
“anticipate,” “could,” “intend,” “target,” “project,” “contemplate,” “believe,” “estimate,” “predict,” “potential” or “continue” or the negative of these terms or
other similar expressions. The forward-looking statements in this quarterly report are only predictions. We have based these forward-looking statements largely
on our current expectations and projections about future events and financial trends that we believe may affect our financial condition, operating results, business
strategy, short-term and long-term business operations and objectives. These forward looking statements speak only as of the date of this quarterly report and are
subject to a number of risks, uncertainties and assumptions, including those described in Part I, Item 1A, “Risk Factors. The events and circumstances reflected in
our forward-looking statements may not be achieved or occur and actual results could differ materially from those projected in the forward-looking statements.
Moreover, we operate in a very competitive and rapidly changing environment. New risk factors and uncertainties may emerge from time to time, and it is not
possible for management to predict all risk factors and uncertainties. Except as required by applicable law, we do not plan to publicly update or revise any forwardlooking statements contained herein, whether as a result of any new information, future events, changed circumstances or otherwise.
MANAGEMENT’S DISCUSSION AND ANLAYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS.
You should read the following discussion and analysis of our financial condition and operating results together with our financial statements and related
notes included in our annual report on Form 10-K. This discussion and analysis contains forward-looking statements based upon current beliefs, plans and
expectations that involve risks, uncertainties and assumptions. Our actual results may differ materially from those anticipated in these forward-looking statements
as a result of various factors, including those set forth under “Risk Factors” in our annual report on Form 10-K filed on March 21, 2018.
Business Overview
OSS designs, manufactures and markets custom high speed computing systems for high performance computing (HPC) applications. These applications
require ultra-fast processing power and the ability to quickly access and store ever-growing data sets. Systems are built using the latest GPU (graphical processing
unit) and solid-state flash (memory) technologies. We are a niche provider of HPC custom servers, compute accelerators, and flash storage arrays. We deliver this
technology to customers through sale of equipment and software to customers or through remote cloud access to secure datacenters.
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Business Developments
On April 6, 2017, we announced the co-funded creation of SkyScale LLC, a High-Performance Computing as a Service (HPCaaS) provider to offer
customers world-class, ultra-fast, multi-GPU hardware platforms in the cloud. SkyScale is jointly owned with Jacoma Investments, LLC, an entity controlled by
our board member Jack Harrison. In accordance with the terms of the operating agreement, Jacoma Investments, LLC agreed to contribute $750,000 in capital and
we agreed to contribute $750,000 in the form of credits to purchase equipment, personnel or support services. Each of us received a 50% membership interest.
On May 9, 2017, we entered into an agreement to acquire the source code license to the Ion flash array software from Western Digital. We plan to
continue to develop and sell Ion software with our high-density storage arrays, as well as servicing existing Western Digital software users. OSS Ion software
works with our all-flash storage systems, and provides them with a critical point of differentiation with respect to speed and throughput. The OSS Ion software
leverages flash storage and open server hardware to accelerate applications and SAN performance through sharing or clustering high-speed all-flash storage
arrays. The software supports many major OEM servers and provides an intuitive interface for system users to manage its many features. Having the Ion software
source code and engineering team on-board allows us to strategically grow our all-flash storage business in the many Big Data and HPC markets going forward.
On July 1, 2017, we entered into a Service Agreement with Western Digital to service their existing customer base that utilizes Ion flash storage
software. Additionally, we purchased certain equipment from Western Digital and hired selected employees to assist in the servicing of these existing customers.
On August 1, 2017, we received a three month extension on our line of credit with no modification in terms.
On October 5, 2017, we received a renewal and modification on our line of credit that extends the line through August 31, 2018, and increases the
borrowing capacity limit from $ 3.0 million to $3.5 million.
On November 9, 2017, we filed a confidential registration statement on Form S-1 with the U.S. Securities and Exchange Commission in connection with a
proposed initial public offering of our common stock.
On December 14, 2017, the Company was reincorporated as a Delaware corporation in connection with our initial public offering.
On December 18, 2017, the Company filed a Registration Statement on Form S-1 with the SEC related to a firm commitment underwritten initial public
offering of the Company’s common stock, par value $0.0001 per share. The Company’s Form S-1 was declared effective by the SEC on January 31, 2018. The
Company commenced trading on The Nasdaq Capital Market under the symbol “OSS” on February 1, 2018. On February 5, 2018, the Company closed the initial
public offering selling an aggregate of 3,800,000 shares of common stock at a price to the public of $5.00 per share for total gross proceeds to the Company of
$19,000,000, after deducting underwriting discounts and commissions of approximately $1,330,000 and underwriter offering-related transaction costs of
$185,000, the Company received net proceeds of $17,485,000.
On February 1, 2018, the Company issued warrants to purchase 380,000 shares of common stock at a price of $6.00 to Roth Capital Partners LLC.
On February 2, 2018, in connection with the completion of its initial public offering, the Company filed its amended and restated certificate incorporation
with the Secretary of the State of Delaware whereby it increased its authorized common shares to 50,000,000 shares and authorized preferred stock to 10,000,000
shares.
On February 5, 2018, the Company paid off the outstanding balance of the line of credit which had an outstanding balance of $2,758,517.
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On February 9, 2018, the underwriters exercised their over-allotment option to purchase an additional 200,000 shares of common stock at the public
offering price of $5.00 per share, of which 100,000 newly issued shares of common stock were purchased directly from the Company and 100,000 shares were
sold by our CEO’s family trust. The Company received gross proceeds of $500,000, which resulted in net proceeds of $465,000 to the Company, after deducting
underwriting discounts and commissions of $35,000.
On February 15, 2018, the Company paid-off the remaining balances of the related party notes payable in the amount of $152,973.
On February 15, 2018, the Company paid-off the remaining balance of the “July 2016 Note” in the amount of $109,267.
On February 23, 2018, the Company paid of the remaining balance of the Bank of the West term loan in the amount of $834,103.
On March 2, 2018, the Company cancelled its line of credit with Bank of the West.
Our Business Model
OSS designs, manufactures and sells high performance computing (HPC) systems to customers world-wide. We differentiate ourselves from other
suppliers of HPC solutions by utilizing our expertise in custom systems design and PCIe expansion to build systems with a greater quantity of PCIe add-in slots,
GPU-based compute cards and/or flash cards. Our systems offer industry leading capabilities that occupy less physical space and power consumption.
Components of Results of Operations
Revenue
We derive revenue from the sale of our hardware products and, to a lesser extent, support services. Provided that all other revenue recognition criteria has
been met, we typically recognize revenue upon shipment, as title and risk of loss are transferred to customers and channel partners at that time. Products are
typically shipped directly to our customers, or in some cases to our international distributors. These international distributors assist with import regulations,
currency conversions and local language, but do not stock our inventory. Our product revenues vary from period to period based on, among other things, the
customer orders received and our ability to produce and deliver the ordered products. Customers often specify requested delivery dates that coincide with their
need for our products.
Because these customers may use our products in connection with a variety of projects of different sizes and durations, a customer’s orders for one
reporting period generally do not indicate a trend for future orders by that customer. Additionally, order patterns do not necessarily correlate amongst customers
and, therefore, we generally cannot identify seasonal trends.
In 2017, we began begun to offer support services which may involve providing customer phone support, system debug and software upgrades for a
period of time. We recognize revenue from support services ratably over the contractual service period.
Cost of revenue
Cost of revenue primarily consists of costs of materials, costs paid to third-party contract manufacturers (which may include the costs of components),
and personnel costs associated with manufacturing and support operations. Personnel costs consist of wages, bonuses, benefits, stock-based compensation
expenses. Cost of revenue also includes freight, allocated overhead costs and inventory write-offs and changes to our inventory and warranty reserves. Allocated
overhead costs consist of certain facilities and utility costs. We expect cost of revenue to increase in absolute dollars, as product revenue increases.
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Operating expenses
Our operating expenses consist of general and administrative, sales and marketing and research and development expenses. Salaries and personnel-related
costs, benefits, and stock-based compensation expense, are the most significant components of each category of operating expenses. Operating expenses also
include allocated overhead costs for facilities and utility costs.
General and Administrative - General and administrative expense consists primarily of employee compensation and related expenses for administrative
functions including finance, legal, human resources and fees for third-party professional services, as well as allocated overhead. We expect our general and
administrative expense to increase in absolute dollars as we continue to invest in growing the business.
Sales and Marketing - Sales and marketing expense consists primarily of employee compensation and related expenses, sales commissions, marketing
programs, travel and entertainment expenses as well as allocated overhead. Marketing programs consist of advertising, tradeshows, events, corporate
communications and brand-building activities. We expect sales and marketing expenses to increase in absolute dollars as we expand our sales force, increase
marketing resources, and further develop sales channels.
Research and Development - Research and development expense consists primarily of employee compensation and related expenses, prototype expenses,
depreciation associated with assets acquired for research and development, third-party engineering and contractor support costs, as well as allocated overhead. We
expect our research and development expenses to increase in absolute dollars as we continue to invest in new and existing products.
Other Income (Expense), net
Other income consists of income received for activities outside of our core business. This includes rental income received through the sub-leasing of
certain facility space. Other expense includes expenses for activities outside of our core business. These expenses consist primarily of loan amortization and
interest expense.
Provision for Income Taxes
Provision for income taxes consists of estimated income taxes due to the United States government and to the state tax authorities in jurisdictions in which
we conduct business.
Results of Operations – For The Three Month Periods Ended March 31, 2018 and 2017
Results of operations for the three month periods ended March 31, 2018 and 2017 includes operating results for the acquired Magma business that was
acquired on July 16, 2016, a 50% owned consolidated joint venture, SkyScale, LLC, which began operation in April 2017, and the purchase of the Ion business
from Western Digital on July 1, 2017.
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Accordingly, the periods presented below are not directly comparable. After the completion of four quarters, these businesses for both revenue and
expense reporting will be treated as organic operating activity for current and comparable historical periods. The following tables set forth our results of
operations for the three month periods ended March 31, 2018 and 2017 respectively, presented in dollars and as percentage of net revenue.
For The Three Month Periods
ended March 31,
2018

Net revenue
Cost of revenue
Gross margin
Operating expenses:
General and administrative
Marketing and selling
Research and development
Total operating expenses
(Loss) income from operations
Other income (expense):
Interest expense
Other, net
Total other income (expense), net
(Loss) income before provision for income taxes
Provision (benefit) for income taxes
Net (loss) income
Net loss attributable to noncontrolling interest
Net (loss) income attributable to common stockholders

$

2017

7,119,712
4,906,846
2,212,866

$

6,336,338
4,279,269
2,057,069

1,073,048
869,015
972,631
2,914,694
(701,828 )
(55,661 )
67,609
11,948
(689,880 )
217,124
(907,004 )
(112,585 )
(794,419 )

$
$
$

688,730
607,038
587,454
1,883,222
173,847
(50,001 )
(67 )
(50,068 )
123,779
44,632
79,147
79,147

$
$

For The Three Month Periods
ended March 31,
2018

Net revenue
Cost of revenue
Gross margin
Operating expenses:
General and administrative
Marketing and selling
Research and development
Total operating expenses
(Loss) income from operations
Other income (expense):
Interest expense
Other, net
Total other income (expense), net
(Loss) income before provision for income taxes
Provision (benefit) for income taxes
Net (loss) income
Net loss attributable to noncontrolling interest
Net (loss) income attributable to common stockholders
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2017

100.00 %
68.92 %
31.08 %

100.00 %
67.54 %
32.46 %

15.07 %
12.21 %
13.66 %
40.94 %
-9.86 %

10.87 %
9.58 %
9.27 %
29.72 %
2.74 %

-0.78 %
0.95 %
0.17 %
-9.69 %
3.05 %
-12.74 %
-1.58 %
-11.16 %

-0.79 %
0.00 %
-0.79 %
1.95 %
0.70 %
1.25 %
0.00 %
1.25 %

Non-GAAP Financial Measures
We believe that the use of Adjusted Earnings before Interest, Taxes, Depreciation and Amortization, or Adjusted EBITDA, is helpful to assess the
Company’s financial performance. Adjusted EBITDA is defined as income from continuing operations before interest income and expense, income taxes,
depreciation, amortization of intangible assets, other charges, impairment of long-lived assets, acquisition and financing costs, fair value adjustments from
purchase accounting, and stock-based compensation expense and certain non-recurring expenses.
Adjusted EBITDA is not a measurement of financial performance under generally accepted accounting principles in the United States, or GAAP. Because
of varying available valuation methodologies, subjective assumptions and the variety of equity instruments that can impact a company’s non-cash operating
expenses, we believe that providing a non-GAAP financial measure that excludes non-cash and non-recurring expenses allows for meaningful comparisons
between our core business operating results and those of other companies, as well as providing us with an important tool for financial and operational decision
making and for evaluating our own core business operating results over different periods of time.
Our Adjusted EBITDA measure may not provide information that is directly comparable to that provided by other companies in our industry, as other
companies in our industry may calculate non-GAAP financial results differently, particularly related to non-recurring, unusual items. Our Adjusted EBITDA is not
a measurement of financial performance under GAAP, and should not be considered as an alternative to operating income or as an indication of operating
performance or any other measure of performance derived in accordance with GAAP. We do not consider Adjusted EBITDA to be a substitute for, or superior to,
the information provided by GAAP financial results.
For The Three Month Periods
ended March 31,
2018

Net (loss) income attributable to common stockholders
Depreciation and amortization
Amortization of debt discount
Amortization of deferred gain
Stock-based compensation expense
Interest expense
Provision for income taxes
Adjusted EBITDA

$

2017

(794,419 )
253,758
24,830
(28,838 )
35,318
55,661
217,124
(236,566 )

$

$

79,147
179,044
5,959
—
24,626
50,001
44,632
383,409

$

Comparison of the three month periods ended March 31, 2018 and 2017
Net revenue
For The Three Month Periods
ended March 31,

Revenues:
Organic
Acquired

2018

$
$

6,795,335
324,377
7,119,712

For The Three Month Periods
ended March 31,

2017

$
$

6,336,338
6,336,338

2018

2017

95.4 %
4.6 %
100.0 %

100.0 %
0.0 %
100.0 %

For the three month periods ended March 31, 2018, total revenue increased $783,374 or 12.4%, as compared to the same period in 2017. The increase in
revenue was primarily driven by OSS contributing $458,997 or 7.3 percentage points of the total increase in revenue. This increase was attributable mainly to
purchases of our airborne flash array systems associated with a long-term contract, growth from existing OEM customers and a growing number of new
customers. ION contributed revenue $203,838 or 3.2 percentage points for the period and SkyScale contributed $120,539 or 1.9 percentage points of revenue.
36

Cost of revenue and gross margin
Cost of revenue increased by $627,577 or 14.6%, for the three month periods ended March 31, 2018 as compared to the same period in 2017. The
increase in cost of revenue for OSS was $425,746 or 9.9 percentage points. This increase is attributable to increases in reserves for inventory obsolescence of
$278,993, applied labor to cost of goods sold of $217,988 and production costs of $67,728 attributable to increased volume. These increased costs were offset by a
reduction in material costs of $138,963. Ion contributed costs of revenue of $52,870 or 1.2 percentage points and SkyScale contributed $148,961 or 3.5
percentage points which resulted in cost of revenue exceeding generated revenue due to underutilization during the ramp-up stage of this development stage
business.
Total gross margin percentage decreased from 32.5% during the three month periods ended March 31, 2017 to 31.1% during the three month periods
ended March 31, 2018, a decrease of 140 basis points. The decrease in overall gross margin is predominately attributable to the inclusion of SkyScale which
contributed negative gross margin of $28,422 or 23.4% as a result of underutilization and a significant increase in OSS reserves for inventory obsolescence which
eroded overall margins by 3.9%. OSS contributed gross margin at 30.8% as compared to the prior period gross margin of 32.5% which was mainly attributable to
the increase in reserves for inventory obsolescence.
Operating expenses
General and administrative expense
General and administrative expense increased $384,318, or 55.8%, for the three month period ended March 31, 2018, as compared to same period in
2017. OSS contributed $226,305 or 58.9% of the total increase in these expenses. The increase in general and administrative expense increased primarily due to
increased third party service costs associated with being a public company which includes legal and accounting costs, insurance, listing fees and reporting and
compliance costs. Additionally there was a minimal increase in salaries. SkyScale contributed $158,013 or 41.1% of the overall increase of which $89,880 was
due to an increase in the reserve for bad debt. Overall general and administrative expenses increased as a percentage of revenue to 15.1% during the three month
period ended March 31, 2018 as compared to 10.9% during the same period in 2017.
Marketing and selling expense
Marketing and selling expense increased by $261,977 or 43.2% during the three month period ended March 31, 2018, as compared to the same period in
2017. OSS contributed $190,310 or 72.6% of the total increase. SkyScale contributed $40,716 or 15.6% of the increase with Ion contributing $30,951 or 11.8%.
The increased expenses associated with marketing and selling expense is primarily attributable to increased commissions to third parties, tradeshows and brand
awareness advertising and minimal increases in compensation. Overall total marketing and selling expense increased as a percentage of revenue to 12.2% during
the three month period ended March 31, 2018 as compared to 9.6% during the same period in 2017.
Research and development expense
Research and development expense increased by $385,177 or 65.6% during the three month period ended March 31, 2018 as compared to same period in
2017. OSS saw an increase of $85,583 or 22.2% with Ion software development contributing $299,594 or 77.8%. These expenses are mainly compromised of
salary and related costs and professional consulting services attributable to continued development of new and enhanced product offerings. Overall total research
and development expense increased as a percentage of revenue to 13.7% during the three month period ended March 31, 2018 as compared to 9.3% during the
same period in 2017.
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Interest expense
Interest expense increased $5,660 or 11.3% for the three month period ended March 31, 2018, as compared to same period in 2017. Interest expense
includes the additional write-off $18,871 of the remaining non-cash amortization of warrant discounts issued in conjunction with debt offerings. This increase was
offset by a reduction in interest expense as a result of paying-off the bank line of credit as of February 5, 2018 and paying off all previously remaining outstanding
notes payable in February 2018.
Other income (expense), net
Other income (expense), increased $67,676 during the three month period ended March 31, 2018 as compared to the same period in 2017 attributable to
settlement of outstanding obligations.
Provision for income taxes
We recorded an income tax provision of $217,124 for the three month period ended March 31, 2018 as compared to an income tax provision of $44,632
for the same period in 2017. The increase in expense occurred despite the fact that the Company experienced a pretax loss for the quarter ended March 31,
2018. In determining our current quarter income tax expense, GAAP requires us to forecast our annual effective income tax rate (“AETR”) for the year ending
December 31, 2018. Based on management’s projections, the Company expects income tax benefits related to research and development credits and equity
compensation benefits to exceed its pretax earnings in 2018. As a result, the Company expects its AETR to be negative for the year ending December 31, 2018,
and when this negative AETR is applied to our current quarter’s pretax loss, the result is a quarterly income tax expense. If we experience pretax earnings in
future quarters, we expect to record an income tax benefit as a result of the negative AETR that we are forecasting for the year ending December 31, 2018.
Liquidity and capital resources
During the three month period ended March 31, 2018, our primary sources of liquidity came from our initial public offering in which we received net
proceeds of $17,950,000 and existing cash. Based on our current plans and business conditions, we believe that existing cash and cash generated from operations
will be sufficient to satisfy our anticipated cash requirements for at least the next twelve months.
We had a credit agreement with a financial institution which provided for a revolving line of credit and a term note payable. Borrowings under the
agreement were collateralized by substantially all of our assets and the personal guarantee of our CEO. Borrowings under the revolving line of credit bore interest
at a LIBOR-based rate, plus 2.5% (totaling 3.93% at December 31, 2017). The outstanding balance on the line of credit as of December 31, 2017 was $3,334,508,
the balance as of March 31, 2018 was $0. The credit agreement was subject to certain financial and non-financial covenants with which we were not in
compliance as of December 31, 2017, but we obtained a waiver. These covenants were as follows:
•

Debt to Effective Net Worth – We failed to maintain a ratio of Debt to Effective Tangible Net Worth of not more than 1.75 to 1, measured at
each fiscal quarter-end. Our Debt to Effective Tangible Net Worth was 3.58 to 1, as of December 31, 2017.

•

Effective Tangible Net Worth – We failed to maintain a minimum Effective Tangible Net Worth of at least $2,500,000 through December 31,
2016 and $3,500,000 thereafter, measured at each fiscal quarter-end. Our minimum Effective Tangible Net Worth was $2,836,000 as of
December 31, 2017.

•

Net Income – We failed to maintain a minimum Net Income after tax of at least $500,000 for the year ended December 31, 2017. Our minimum
Net income (loss) after tax was $96,782 for the year ended December 31, 2017, respectively.
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Our lender provided a waiver of the above compliance failures as of December 31, 2017. Any future breaches of the credit agr eement were not waived.
During the first quarter of 2018, the Company paid off the outstanding balance on its line of credit and retired all outstanding notes payable. On March 2, 2018,
the line of credit with the Bank of the West was cancelled by the Company and the personal guarantee of the Company’s CEO was released.
In July 2016, we issued a note payable totaling $250,000 to a third party. Under the terms of the note agreement, interest accrues on the outstanding
balance at 11% per annum. This note required us to make monthly principal and interest payments totaling $9,570 with a maturity date on January 15, 2019. The
note was unsecured and personally guaranteed by our CEO and was subordinated to borrowings under the bank’s credit agreement. We elected to pay-off and
retire this note early as of February 15, 2018. Thus the balance outstanding on this note payable as of March 31, 2018 is $0.
In July 2016, we issued notes payable totaling $350,000 to two stockholders. Under the terms of the note agreements, interest accrues on the outstanding
balance at 11% per annum. This note required us to make total monthly principal and interest payments of $13,395 with maturity on January 15, 2019. The notes
were unsecured and personally guaranteed by our CEO and were subordinated to borrowings under the bank’s credit agreement. We elected to pay-off and retire
these notes early as of February 15, 2018. Thus the balance outstanding on these notes payable as of March 31, 2018 is $0.
Our future capital requirements will depend on many factors including our growth rate, the timing and extent of spending to support development efforts,
the expansion of our sales and marketing, the timing of new product introductions, the continuing market acceptance of our products and services and future M&A
activities.
We may be required to seek additional equity or debt financing. In the event that additional financing is required from outside sources, we may not be able
to raise monies on terms acceptable to us or at all. If we are unable to raise additional capital when desired, our business, operating results and financial condition
would be adversely affected.
The following table summarizes our cash flows for the three month periods ended March 31, 2018 and 2017:
Cash flows:
Net cash (used in) provided by operating activities
Net cash used in investing activities
Net cash provided by (used in) financing activities

2018

$
$
$

(4,030,810 )
(13,387 )
12,985,327

2017

$
$
$

1,199,068
(51,760 )
(1,152,821 )

Operating Activities
During the three month period ended March 31, 2018, we used $4,030,810 in cash in operating activities, an increase in the use of cash of $5,229,878
when compared to the cash provided by operating activities of $1,199,068 during the same period in 2017. The decrease in cash generated by operating activities
was primarily a result of a decrease in income, and decreases in non-cash adjustments, comprised of the net loss attributable to non-controlling interests,
amortization of deferred gain and inventory reserves. During the three month periods ended March 31, 2018 and 2017 respectively, net loss adjusted for non-cash
expenditures was ($771,373) in 2018 as compared to $138,264 in 2017, a decrease of $909,637. Additionally, working capital requirements increased $4,320,241
attributable to working capital requirements for accounts receivable, prepaid expenses, accounts payable and accrued expenses of $5,740,562 which and was offset
by $1,420,321 in decreases in working capital requirements attributable to inventories for the comparable period.
Our ability to generate cash from operations in future periods will depend in large part on our profitability, the rate and timing of collections of our
accounts receivable, our inventory turns and our ability to manage other areas of working capital.
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Investing Activities
During the three month period ended March 31, 2018, we used cash of $13,387 in investing activities as compared to $51,760 used during the same
period in 2017, a decrease of $38,373. The difference is mainly attributable to timing of when equipment is acquired. We do not anticipate any significant
purchases of equipment beyond that which is anticipated for use in the normal course of our core business activity.
Financing Activities
During the three month period ended March 31, 2018, we generated $12,985,327 from financing activities as compared to the cash used in financing
activities of $1,152,821 during the same period in 2017. During the three month period ended March 31, 2018, we received proceeds from the sale of common
stock in our initial public offering of $19,500,000 which was offset by our stock issuance costs for commissions and third party professional services. We also
received $54,575 from the exercise of employee stock options. With the proceeds from our initial public offering we paid off our bank line of credit and retired all
outstanding debt obligations so that the Company is debt free. We also incurred certain employee costs associated with the exercise of employee stock option
which were consummated on a net exercise basis.
Contractual obligations and commitments
The following table sets forth our non-cancellable contractual obligations as of March 31, 2018.
Total

Operating leases
Total

$
$

627,463
627,463

Less than 1 year

$
$

334,297
334,297

1-3 years

$
$

293,166
293,166

3-5 years

$

More than 5 Years

-

$

-

All notes payable were paid-off in February 2018, from proceeds from our initial public offering. We have made certain indemnities, under which the
Company may be required to make payments to an indemnified party, in relation to certain transactions. We indemnify our directors, officers, employees and
agents to the maximum extent permitted under the laws of the State of Delaware. In connection with our facilities leases, we indemnify our lessors for certain
claims arising from the use of our facilities. Also, in connection with our bank credit agreement, we have agreed to indemnify our lender and others related to the
use of the proceeds and other matters. The duration of the indemnities varies, and in many cases is indefinite. These indemnities do not provide for any limitation
of the maximum potential future payments we could be obligated to make. Historically, we have not been obligated to make any payments for these obligations
and no liabilities have been recorded for these indemnities.
Off balance sheet arrangements
Other than lease commitments incurred in the normal course of business and certain indemnification provisions, we do not have any off-balance sheet
financing arrangements or liabilities, guarantee contracts, retained or contingent interests in transferred assets, or any obligation arising out of a material variable
interest in an unconsolidated entity.
We do not have any majority-owned subsidiaries that are not consolidated in the financial statements. Additionally, we do not have an interest in, or
relationships with, any special purpose entities.
Stockholder transactions
We issued notes payable to Series B preferred stockholders totaling $350,000 during the year ended December 31, 2016. In connection with the issuance
of the notes during the year ended December 31, 2016, we issued warrants to purchase 39,326 shares of common stock at $1.78 per share. These loans were paid
in full in February 2018.
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Effective August 1, 2016, we entered into a management services agreement with a company owned by the former chief executive officer of Magma. The
agreement calls for payments of $180,000 per year for the first two years paid in monthly installments. In year three the amount is reduced to $37,500 for the year
paid in monthly installments. Additionally, we granted 30,000 options in conjunction with execution of this agreement. Payments for the three month periods
ended March 31, 2018 and 2017 was $45,000, respectively.
Critical accounting policies and estimates
Our consolidated financial statements are prepared in accordance with U.S. generally accepted accounting principles (GAAP). The preparation of these
financial statements requires us to make estimates and assumptions that affect the reported amounts of assets, liabilities, revenue, expenses, and related
disclosures. We evaluate our estimates and assumptions on an ongoing basis. Our estimates are based on historical experience and various other assumptions that
we believe to be reasonable under the circumstances. Our actual results could differ from these estimates. The critical accounting estimates, assumptions and
judgments that we believe have the most significant impact on our consolidated financial statements are described below.
Revenue Recognition
The Company recognizes revenue in accordance FASB ASC Topic 605. Accordingly, revenue from the sale of products is recognized when there is
evidence of an arrangement, the selling price is fixed or determinable, title and risk of loss has transferred to the customer, any installation or service obligations
have been satisfied, and collection is reasonably assured. Net revenue includes deductions for customer discounts and actual and estimated returns. All amounts
billed to customers related to shipping and handling are classified as net sales.
Customer agreements include one vendor managed inventory program. Pursuant to Staff Accounting Bulletin Topic 13.A.3.a, the Company recognizes
revenue under this arrangement when (i) risks of ownership have passed to the customer; (ii) the customer's commitment to purchase the goods is fixed; (iii) there
is a fixed schedule for delivery of the goods that is reasonable and consistent with the customer's business purpose; (iv) the Company does not have any specific
performance obligations such that the earning process is not complete; (v) the ordered goods must have been segregated from the Company's inventory and not
be subject to being used to fill other orders; and (vi) the product must be complete and ready for shipment. Also, such arrangement must be requested by the
customer and the customer has explained a substantial business purpose for the arrangement. Management also considers whether the customer's custodial risks
are insured and whether modifications to the Company's normal billing and credit terms were required. Revenue from the sale of extended warranties is deferred
and amortized on a straight-line basis over the applicable service period.
Stock-Based Compensation
We measure and recognize compensation expense for all stock-based awards granted to our employees and other service providers, including stock
options granted under our 2017 and 2015 Plans, based on the estimated fair value of the award. We use the Black-Scholes option pricing model to estimate the fair
value of stock option awards granted under our 2017 and 2015 Plans. We recognize the fair value of stock options granted under our 2017 and 2015’s Plan as
stock-based compensation on a straight line basis over the requisite service period. We record expense net of anticipated forfeitures and adjust the annual expense
based upon actual experience.
Our use of the Black-Scholes option pricing model requires the input of highly subjective assumptions, including the fair value of the underlying
common stock, expected term of the option, expected volatility of the price of our common stock, risk-free interest rates and the expected dividend yield of our
common stock. The assumptions used in our option pricing model represent management’s best estimates. These estimates involve inherent uncertainties and the
application of management’s judgment. If factors change and different assumptions are used, our stock-based compensation expense could be materially different
in the future.
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These assumptions and estimates are as follows:
•

Fair Value of Common Stock. While we were a privately-held company, our Board of Directors considered numerous objective and subjective
factors to determine the fair value of our common stock at each grant date. These factors included, but were not limited to, (i) contemporaneous
valuations of common stock performed by unrelated third-party specialists; (ii) the rights, preferences and privileges of our convertible
preferred stock relative to those of our common stock; (iii) the lack of marketability of our common stock; (iv) developments in the business;
(v) the likelihood of achieving a liquidity event, such as an IPO or a merger or acquisition of our business, given prevailing market conditions;
and (vi) the market performance of comparable publicly traded companies. Since the completion of our IPO, we use the market value of our
stock on the date of grant.

•

Expected Term. The expected term represents the period that our stock-based awards are expected to be outstanding. The expected term
assumptions were determined based on the vesting terms, exercise terms and contractual lives of the options.

•

Expected Volatility. Since we do not have sufficient trading history of our common stock, the expected volatility was determined based on the
historical stock volatilities of comparable companies. Comparable companies consist of public companies in our industry that is similar in size,
stage of life cycle and financial leverage. We intend to continue to apply this process using the same or similar public companies until a
sufficient amount of historical information regarding the volatility of our own share price becomes available, or unless circumstances change
such that the identified companies are no longer similar to us, in which case, more suitable companies whose share prices are publicly available
would be used in the calculation.

•

Risk-Free Interest Rate. The risk-free interest rate is based on the implied yield available on U.S. Treasury zero-coupon issues with remaining
terms similar to the expected term on the options.

•

Dividend Rate. We have never declared or paid any cash dividends and do not plan to pay cash dividends in the foreseeable future, and,
therefore, use an expected dividend yield of zero.

We will continue to use judgment in evaluating the assumptions related to our stock-based compensation on a prospective basis. As we continue to
accumulate additional data related to our common stock, we may refine our estimation process, which could materially impact our future stock-based
compensation expense.
Inventory Valuation
We value our inventory at the lower of cost or its current estimated net realizable value. We use the average cost method for purposes of determining
cost, which approximates the first-in, first-out method. We write down inventory for excess and obsolescence based upon a review of historical usage and
assumptions about future demand, product mix and possible alternative uses. Actual demand, product mix and alternative usage may be lower than those that we
project and this difference could have a material adverse effect on our gross margin if inventory write-downs beyond those initially recorded become
necessary. Alternatively, if actual demand, product mix and alternative usage are more favorable than those we estimated at the time of such a write-down, our
gross margin could be favorably impacted in future periods.
Goodwill, Intangible Assets and Long-lived Assets
We evaluate our goodwill for impairment annually and in any interim period in which events or circumstances arise that indicate our goodwill may be
impaired. Indicators of impairment include, but are not limited to, a significant deterioration in overall economic conditions, a decline in our market capitalization,
the loss of significant business, significant decreases in funding for our contracts, or other significant adverse changes in industry or market conditions.
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We test goodwill for impairment at the reporting unit level. Goodwill impairment guidance provides entities an option to perform a qualitative assessment
(commonly known as “step zero”) to determine whether further impairment testing is necessary before performing the two-step test. The qualitative assessment
requires significant judgments by management about macro-economic conditions including the entity's operating environment, its industry and other market
considerations, entity-specific events related to financial performance or loss of key personnel, and other events that could impact the reporting unit. If we
conclude that further testing is required, the impairment test involves a two-step process. Step one compares the fair value of the reporting unit with its carrying
value, including goodwill. If the carrying amount exceeds the fair value of the reporting unit, step two is required to determine if there is an impairment of the
goodwill. Step two compares the implied fair value of the reporting unit's goodwill to the carrying amount of the goodwill. We estimate the fair value of our
reporting unit using the income approach based upon a discounted cash flow model. The income approach requires the use of many assumptions and estimates
including future revenues, expenses, capital expenditures, and working capital, as well as discount factors and income tax rates. In addition, we use the market
approach, which compares the reporting unit to publicly-traded companies and transactions involving similar businesses, to support the conclusions of the income
approach.
As part of our annual goodwill impairment testing, we utilize a discount rate for our reporting unit, as defined by FASB ASC 350, Intangibles-Goodwill
and Other, that we believe represents the risks that our business faces, considering our size, the current economic environment, and other industry data we believe
is appropriate. We also review finite-lived intangible assets and long-lived assets when indications of potential impairment exist, such as a significant reduction in
undiscounted cash flows associated with the assets. Should the fair value of our long-lived assets decline because of reduced operating performance, market
declines, or other indicators of impairment, a charge to operations for impairment may be necessary.
Income Taxes
The determination of income tax expense requires us to make certain estimates and judgments concerning the calculation of deferred tax assets and
liabilities, as well as the deductions and credits that are available to reduce taxable income. We recognize deferred tax assets and liabilities for the expected future
tax consequences of events that have been included in our consolidated financial statements. Under this method, deferred tax assets and liabilities are determined
based on the difference between the financial statement and tax basis of assets and liabilities using enacted tax rates for the year in which the differences are
expected to reverse.
In evaluating our ability to recover deferred tax assets, we consider all available positive and negative evidence, including our past operating results, our
forecast of future earnings, future taxable income, and tax planning strategies. The assumptions utilized in determining future taxable income require significant
judgment. We record a valuation allowance against deferred tax assets if, based upon the available evidence, it is more likely than not that some or all of the
deferred tax assets will not be realized. If it becomes more likely than not that a tax asset will be used for which a reserve has been provided, we reverse the
related valuation allowance. If our actual future taxable income by tax jurisdiction differs from estimates, additional allowances or reversals of reserves may be
necessary.
We use a two-step approach to recognize and measure uncertain tax positions. First, the tax position must be evaluated to determine the likelihood that it
will be sustained upon external examination. If the tax position is deemed more-likely-than-not to be sustained, the tax position is then assessed to determine the
amount of benefit to recognize in the financial statements. The amount of the benefit that may be recognized is the largest amount that has a greater than 50%
likelihood of being realized upon ultimate settlement. We reevaluate our uncertain tax positions on a quarterly basis and any changes to these positions as a result
of tax audits, tax laws or other facts and circumstances could result in additional charges to operations.
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Business Combinations
We utilize the acquisition method of accounting for business combinations and allocate the purchase price of an acquisition to the various tangible and
intangible assets acquired and liabilities assumed based on their estimated fair values. We primarily establish fair value using the income approach based upon a
discounted cash flow model. The income approach requires the use of many assumptions and estimates including future revenues and expenses, as well as
discount factors and income tax rates. Other estimates include:
•

Estimated step-ups or write-downs for fixed assets and inventory;

•

Estimated fair values of intangible assets; and

•

Estimated income tax assets and liabilities assumed from the target

While we use our best estimates and assumptions as part of the purchase price allocation process to accurately value assets acquired and liabilities
assumed at the business acquisition date, our estimates and assumptions are inherently uncertain and subject to refinement. As a result, during the purchase price
allocation period, which is generally one year from the business acquisition date, we record adjustments to the assets acquired and liabilities assumed, with the
corresponding offset to goodwill.
For changes in the valuation of intangible assets between preliminary and final purchase price allocation, the related amortization is adjusted in the period
it occurs. Subsequent to the purchase price allocation period any adjustment to assets acquired or liabilities assumed is included in operating results in the period in
which the adjustment is determined. Should we issue shares of our common stock in an acquisition, we will be required to estimate the fair value of the shares
issued.
Recent accounting pronouncements
In May 2014, the FASB issued Accounting Standards Update (“ASU”) No. 2014-09, Revenue from Contracts with Customers (“ASU 2014-09”). ASU
2014-09 supersedes the revenue recognition requirements in FASB Topic 605, Revenue Recognition. ASU 2014-09 implements a five-step process for customer
contract revenue recognition that focuses on transfer of control, as opposed to transfer of risk and rewards. The amendment also requires enhanced disclosures
regarding the nature, amount, timing and uncertainty of revenues and cash flows from contracts with customers. Other major provisions include the capitalization
and amortization of certain contract costs, ensuring the time value of money is considered in the transaction price, and allowing estimates of variable
consideration to be recognized before contingencies are resolved in certain circumstances. Entities can transition to the standard either retrospectively or as a
cumulative-effect adjustment as of the date of adoption. On July 9, 2015, the FASB approved amendments deferring the effective date of the standard by one
year. The new standard will be effective for the Company in the first quarter of 2019. The Company has not yet selected a transition method and is currently
assessing the impact the adoption of ASU 2014-09 will have on its consolidated financial statements and disclosures.
In February 2016, the FASB issued ASU No. 2016-02, Leases (“ASU 2016-02”). Under ASU 2016-02, lessees will be required to recognize the
following for all leases (with the exception of short-term leases) at the commencement date: a lease liability, which is a lessee’s obligation to make lease payments
arising from a lease, measured on a discounted basis; and a right-of-use asset, which is an asset that represents the lessee’s right to use, or control the use of, a
specified asset for the lease term. ASU 2016-02 is effective for fiscal years beginning after December 15, 2019, including interim periods within those fiscal
years. Early application is permitted. Lessees must apply a modified retrospective transition approach for leases existing at, or entered into after, the beginning of
the earliest comparative period presented in the financial statements. The modified retrospective approach would not require any transition accounting for leases
that expired before the earliest comparative period presented. Lessees may not apply a full retrospective transition approach. The Company is currently evaluating
the impact of adopting ASU 2016-02 on its consolidated financial statements and disclosures.
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In August 2016, the FASB issued ASU No. 2016-15, Statement of Cash Flows (Topic 230): Classification of Certain Cash Receipts and Cash Payments
(“ASU 2016-15”), which is intended to reduce the existing diversity in practice in how certain cash receipts and cash payments are classified in the statement of
cash flows. ASU 2016-15 is effective for fiscal years beginning after December 15, 2018, including interim periods within those fiscal years with early adoption
permitted, provided that all of the amendments are adopted in the same period. The Company is currently evaluating the impact of adopting ASU 2016-15 on its
consolidated financial statements
In January 2017, the FASB issued ASU No. 2017-01, Business Combinations (Topic 805): Clarifying the Definition of a Business (“ASU 2017-01”). The
amendments in this update clarify the definition of a business with the objective of adding guidance to assist entities with evaluating whether transactions should
be accounted for as acquisitions or disposals of assets or businesses. ASU 2017-01 will be effective for the Company for the year ending December 31, 2019 and
interim reporting periods within that year. Early adoption is permitted for transactions that have not been reported in financial statements that have been issued or
made available for issuance. The Company is currently evaluating the effect of the adoption of this guidance on the Company’s consolidated financial statements.
In January 2017, the FASB issued ASU No. 2017-04, Intangibles - Goodwill and Other (Topic 350): Simplifying the Test for Goodwill Impairment
(“ASU 2017-04”). ASU 2017-04 simplifies the subsequent measurement of goodwill by eliminating Step 2 from the goodwill impairment testing. An entity will
no longer determine goodwill impairment by calculating the implied fair value of goodwill by assigning the fair value of a reporting unit to all of its assets and
liabilities as if that reporting unit had been acquired in a business combination. Instead, an entity should perform its annual, or interim, goodwill impairment test
by comparing the fair value of a reporting unit with its carrying amount and recognize an impairment charge for the amount by which the carrying amount exceeds
the reporting unit’s fair value. The loss recognized should not exceed the total amount of goodwill allocated to that reporting unit. An entity still has the option to
perform the qualitative assessment for a reporting unit to determine if the quantitative impairment test is necessary. ASU 2017-04 will be effective for the
Company for the fiscal year ending December 31, 2021 and interim reporting periods within that year. Early adoption is permitted for interim or annual goodwill
impairment tests performed on testing dates after January 1, 2017. The Company expects the adoption of this guidance will not have a material effect on the
Company’s consolidated financial statements and disclosures.
In May 2017, the FASB issued ASU No. 2017-09, Compensation - Stock Compensation (Topic 718): Scope of Modification Accounting (“ASU 201709”), which provides guidance about which changes to the terms or conditions of a share-based payment award require an entity to apply modification accounting
in ASC Topic 718. Under the new guidance, modification accounting is required only if the fair value, the vesting conditions, or the classification of the award (as
equity or liability) changes as a result of the change in terms or conditions. ASU 2017-09 will be effective for the Company for the year ending December 31,
2019 and interim reporting periods within that year. Early adoption is permitted. The Company expects the adoption of this guidance will not have a material
effect on the Company’s consolidated financial statements and disclosures.
Recently implemented accounting pronouncements
In July 2015, the FASB issued ASU No. 2015-11, Inventory (Topic 330) ("ASU 2015-11"). The amendments in ASU 2015-11 require that an entity
measure inventory within the scope of the standard at the lower of cost and net realizable value. Net realizable value is the estimated selling prices in the ordinary
course of business, less reasonably predictable costs of completion, disposal, and transaction. The amendments in this update more closely align the measurement
of inventory in U.S. GAAP with the measurement of inventory in International Financial Reporting Standards. ASU 2015-11 is effective for annual and interim
periods beginning on or after December 15, 2017. The Company adopted ASU No. 2015-11 in the first quarter of 2018, without a material impact to its
consolidated financial statements and disclosures.
In March 2016, the FASB issued ASU No. 2016-09, Compensation – Stock Compensation (Topic 718) (“ASU 2016-09”), which simplified certain
aspects of the accounting for stock-based payment transactions, including income taxes, classification of awards and classification in the statement of cash flows.
ASU 2016-09 will be effective for annual reporting periods beginning after December 15, 2017 and interim periods within those annual periods. The Company
adopted ASU No. 2016-09 in the first quarter of 2018, with no impact to its consolidated financial statements and disclosures.
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Interest rate risk
Our exposure to interest rate risk is nominal as we currently do not have any debt outstanding.
Concentration of credit risk
Financial instruments that potentially expose us to concentrations of credit risk consist principally of cash, cash equivalents and accounts receivable. We
place our cash and cash equivalents with financial institutions with high credit quality. At March 31, 2018, we had $8,766,990 of cash and cash equivalents on
deposit or invested with our financial and lending institutions.
We provide credit to our customers in the normal course of business. We perform ongoing credit evaluations of our customers’ financial condition and
limit the amount of credit extended when deemed necessary.
Foreign currency risk
We operate primarily in the United States. Foreign sales of products and services are primarily denominated in U.S. dollars. We also conduct limited
business outside the United States through our foreign subsidiary in Germany, where business is largely transacted in non-U.S. dollar currencies particularly the
Euro, which is subject to fluctuations due to changes in foreign currency exchange rates. Accordingly, we are subject to exposure from changes in the exchange
rates of local currencies. Consequently, changes in the exchange rates of the currencies may impact the translation of the foreign subsidiaries’ statements of
operations into U.S. dollars, which may in turn affect our consolidated statement of operations.
We have not entered into any financial derivative instruments that expose us to material market risk, including any instruments designed to hedge the
impact of foreign currency exposures. We may, however, hedge such exposure to foreign currency exchange rate fluctuations in the future.
Item 3. Quantitative and Qualitative Disclosures About Market Risk.
Not applicable.
Item 4. Controls and Procedures.
Our management, with the participation of our principal executive officer and principal financial officer, has evaluated the effectiveness of our disclosure
controls and procedures as defined in Rules 13a-15(e) and 15d-15(e) under the Securities Exchange Act of 1934, as amended, or the Exchange Act, as of the end of
the period covered by this quarterly report. Based on such evaluation, our principal executive officer and principal financial officer have concluded that as of such
date, our disclosure controls and procedures were not effective at the reasonable assurance level as a result of the material weaknesses in our internal control over
financial reporting. We continue to review our disclosure controls and procedures and may from time to time make changes aimed at enhancing their
effectiveness and to ensure that our systems evolve with our Company’s business. A control system, no matter how well conceived and operated, can provide only
reasonable, assurance that the objectives of the control system are met.
There have been changes in our internal control over financial reporting during the quarter ended March 31, 2018, that has materially affected, or is
reasonably likely to materially affect, our internal control over financial reporting. There has been improvement to our internal controls as a result of the initial
implementation of our material weaknesses remediation plan which was prepared in response to material weaknesses in our internal control over financial
reporting as of December 31, 2017. As defined in Rule 12b-2 under the Securities Exchange Act of 1934, as amended, or the Exchange Act, a “material weakness”
is a deficiency, or combination of deficiencies, in internal control over financial reporting, such that there is a reasonable possibility that a material misstatement of
our annual or interim financial statements will not be prevented or detected on a timely basis. Specifically:
(i)

we did not have sufficient segregation of duties within our accounting functions;

(ii)

we lacked appropriate controls to ensure the accuracy of labor and overhead inventory rates as well as excess and obsolescence inventory
reserves.
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We are in the process of remediating the material weaknesses set forth above. To date we have implemented the following steps in our remediation plan:
•

To address the identified weaknesses surrounding segregation of duties, supervision and expertise, in September 2017, we hired a chief financial
officer with appropriate experience applying GAAP technical accounting guidance and have increased the number of hours worked by our
contracted accounting personnel who are responsible for the closing process and external financial reporting. With the introduction of
additional personnel, incompatible functions with respect to the segregation of duties and the recording of a transaction (including the review
and approval processes) are being reassigned to different personnel to strengthen the control environment.

•

To remediate the deficiencies in the control environment surrounding inventory and inventory valuation, we have and continue to evolve a new
analytical process to identify slow-moving and obsolete inventory as well as formalizing the methodology for application of labor overhead to
inventory. We are also strengthening the controls regarding physical verification of inventory on-hand.

Our remediation plan also includes relevant and appropriate training on technical GAAP topics, as well as SEC reporting requirements.
We intend to complete the implementation of our remediation plan during the second quarter of 2018. Except for additional personnel costs, we have not
incurred any material costs on our remediation plan to date as we have been implementing the plan internally. As we continue to evaluate and take actions to
improve our internal control over financial reporting, we may determine to take additional actions to address control deficiencies or determine to modify certain of
the remediation measurements that we are anticipating to make which may include retaining a third party to assist with the implementation of our remediation
plan. The retention of third party service providers for purposes of remediation may involve us incurring material costs in the future.
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PART II—OTHER INFORMATION
Item 1. Legal Proceedings.
We are subject to litigation, claims, investigations and audits arising from time to time in the ordinary course of our business. However, at this time, we
are not aware of any pending, threatened, or unasserted claims.
Item 1A. Risk Factors.
You should carefully review and consider the information regarding certain factors that could materially affect our business, financial condition or future
results set forth under Item 1A (Risk Factors) in our Annual Report on Form 10-K for the year ended December 31, 2017. There have been no material changes
from the factors disclosed in our 2017 Annual Report on Form 10-K filed on March 21, 2018, although we may disclose changes to such factors or disclose
additional factors from time to time in our future filings with the Securities and Exchange Commission.
Item 2. Unregistered Sales of Equity Securities and Use of Proceeds.
During the three month period ended March 31, 2018, the Company issued 321,366 shares of common stock for proceeds of $54,575 in cash related to
the exercise of stock options. Of the total shares issued, 265,366 shares of common stock were issued as a cashless exercise of stock options.
These shares were issued to officers, directors, employees and/or consultants of the Company, and thus in reliance on the exemption from registration
contained in Rule 701 of the Securities Act. The options exercised were granted prior to the Company becoming subject to the reporting requirements of section
13 or 15(d) of the Exchange Act.
Use of Proceeds from Public Offering of Common Stock
On February 5, 2018, we closed our initial public offering (“IPO”), in which we sold 3,800,000 shares of common stock at a price to the public of $5.00
per share. An additional 200,000 shares (100,000 sold directly by the Company and 100,000 sold by our CEO as selling stockholder) were sold in connection with
the underwriter’s option to purchase additional shares. The offer and sale of all of the shares in the IPO were registered under the Securities Act pursuant to a
registration statement on Form S-1 (File No. 333-222121), which was declared effective by the SEC on January 31, 2018. We raised $17,485,000 in net proceeds
after deducting underwriting discounts and commissions of approximately $1.33 million and underwriter offering-related transaction costs of $185,000. As a result
of the underwriter’s partial exercise of its over-allotment option, the Company received gross proceeds of $500,000 for its portion of the over-allotment, which
resulted in net proceeds to us of $465,000, after deducting underwriting discounts and commissions of $35,000.
Using the proceeds from the IPO, we reduced our indebtedness as follows:
On February 5, 2018, the Company paid down the outstanding balance of its line of credit with Bank of the West. On March 2, 2018, the line of credit
with the Bank of the West was cancelled by the Company and the personal guarantee of our CEO was released.
On February 15, 2018, the Company paid-off the remaining balance of the “July 2016 Note.” Our CEO’s personal guarantee released as a result.
On February 15, 2018, the Company paid-off the remaining balances of the related party notes payable. Our CEO’s personal guarantee released as a
result.
On February 23, 2018, the Company paid the remaining balance of the Bank of the West term loan in the amount of $834,103.
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No payments were made by us to directors, officers or persons owning 10% or more of our capital stock or to their associates, or to our affiliates, other
than payments in the ordinary course of business to officers for salaries. There has been no material change in the planned use of proceeds from our IPO as
described in the final prospectus issued in connection with the IPO.
Item 3. Defaults Upon Senior Securities.
None
Item 4. Mine Safety Disclosures.
Not Applicable
Item 5. Other Information.
None
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Item 6. Exhibits.
Exhibit
Number

Description

31.1*

Certification of Principal Executive Officer Pursuant to Rules 13a-14(a) and 15d-14(a) under the Securities Exchange Act of 1934, as Adopted
Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

31.2*

Certification of Principal Financial Officer Pursuant to Rules 13a-14(a) and 15d-14(a) under the Securities Exchange Act of 1934, as Adopted
Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.1*

Certification of Principal Executive Officer Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act
of 2002 **.

32.2*

Certification of Principal Financial Officer Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act
of 2002 **.

101.INS

XBRL Instance Document

101.SCH

XBRL Taxonomy Extension Schema Document

101.CAL

XBRL Taxonomy Extension Calculation Linkbase Document

101.DEF

XBRL Taxonomy Extension Definition Linkbase Document

101.LAB

XBRL Taxonomy Extension Label Linkbase Document

101.PRE

XBRL Taxonomy Extension Presentation Linkbase Document

*

Filed herewith.

**

These certifications are being furnished solely to accompany this quarterly report pursuant to 18 U.S.C. Section 1350, and are not being filed for
purposes of Section 18 of the Securities Exchange Act of 1934, as amended, and are not to be incorporated by reference into any filing of the registrant,
whether made before or after the date hereof, regardless of any general incorporation language in such filing.
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SIGNATURES
Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the
undersigned thereunto duly authorized.
Company Name
Date: May 8, 2018

By:

/s/ Steve Cooper
Steve Cooper
Chief Executive Officer and President
(Principal Executive Officer)

Date: May 8, 2018

By:

/s/ John W. Morrison Jr.
John W. Morrison Jr.
Chief Financial Officer
(Principal Financial and Accounting Officer)
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Exhibit 31.1
CERTIFICATION OF PRINCIPAL EXECUTIVE OFFICER PURSUANT TO
RULES 13a-14(a) AND 15d-14(a) UNDER THE SECURITIES EXCHANGE ACT OF 1934,
AS ADOPTED PURSUANT TO SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002
I, Steve Cooper, certify that:
1.

I have reviewed this quarterly report on Form 10-Q of One Stop Systems, Inc.;

2.

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with
respect to the period covered by this report;

3.

Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in
this report;

4.

The registrant's other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

5.

(a)

designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under
our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made
known to us by others within those entities, particularly during the period in which this report is being prepared;

(b)

[paragraph omitted in accordance with Exchange Act Rule 13a-14(a)];

(c)

evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions
about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on
such evaluation; and

(d)

disclosed in this report any change in the registrant's internal control over financial reporting that occurred during the
registrant's most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially
affected, or is reasonably likely to materially affect, the registrant's internal control over financial reporting; and

The registrant's other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over
financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing
the equivalent functions):
(a)

all significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting
which are reasonably likely to adversely affect the registrant's ability to record, process, summarize and report financial
information; and

(b)

any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant's internal control over financial reporting.

Date: May 8, 2018

By: /s/ Steve Cooper
Steve Cooper
President, Chief Executive Officer and Chairman
(Principal Executive Officer)

Exhibit 31.2
CERTIFICATION OF PRINCIPAL FINANCIAL OFFICER PURSUANT TO
RULES 13a-14(a) AND 15d-14(a) UNDER THE SECURITIES EXCHANGE ACT OF 1934,
AS ADOPTED PURSUANT TO SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002
I, John W. Morrison Jr., certify that:
1.

I have reviewed this quarterly report on Form 10-Q of One Stop Systems, Inc.;

2.

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with
respect to the period covered by this report;

3.

Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in
this report;

4.

The registrant's other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

5.

(a)

designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under
our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made
known to us by others within those entities, particularly during the period in which this report is being prepared;

(b)

[paragraph omitted in accordance with Exchange Act Rule 13a-14(a)];

(c)

evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions
about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on
such evaluation; and

(d)

disclosed in this report any change in the registrant's internal control over financial reporting that occurred during the
registrant's most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially
affected, or is reasonably likely to materially affect, the registrant's internal control over financial reporting; and

The registrant's other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over
financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing
the equivalent functions):
(a)

all significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting
which are reasonably likely to adversely affect the registrant's ability to record, process, summarize and report financial
information; and

(b)

any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant's internal control over financial reporting.

Date: May 8, 2018

By: /s/ John W. Morrison Jr.
John W. Morrison Jr.
Chief Financial Officer
(Principal Financial and Accounting Officer)

Exhibit 32.1
CERTIFICATION OF PRINCIPAL EXECUTIVE OFFICER PURSUANT TO
18 U.S.C. SECTION 1350, AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
In connection with the Quarterly Report of One Stop Systems, Inc. (the “Company”) on Form 10-Q for the period ending March 31,
2018 as filed with the Securities and Exchange Commission on the date hereof (the “Report”), I, Steve Cooper, President, Chief Executive
Officer and Chairman of the Company, certify, pursuant to 18 U.S.C. § 1350, as adopted pursuant to § 906 of the Sarbanes-Oxley Act of
2002, that:
(1)

The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

(2)

The information contained in the Report fairly presents, in all material respects, the financial condition and result of
operations of the Company.

Date: May 8, 2018

By: /s/ Steve Cooper
Steve Cooper
President, Chief Executive Officer and Chairman
(Principal Executive Officer)

Exhibit 32.2
CERTIFICATION OF PRINCIPAL FINANCIAL OFFICER PURSUANT TO
18 U.S.C. SECTION 1350, AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
In connection with the Quarterly Report of One Stop Systems, Inc. (the “Company”) on Form 10-Q for the period ending March 31,
2018 as filed with the Securities and Exchange Commission on the date hereof (the “Report”), I, John W. Morrison Jr., Chief Financial
Officer of the Company, certify, pursuant to 18 U.S.C. § 1350, as adopted pursuant to § 906 of the Sarbanes-Oxley Act of 2002, that:
(1)

The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

(2)

The information contained in the Report fairly presents, in all material respects, the financial condition and result of
operations of the Company.

Date: May 8, 2018

By: /s/ John W. Morrison Jr.
John W. Morrison Jr.
Chief Financial Officer
(Principal Accounting and Financial Officer)

