Edgar Filing: CYTODYN INC - Form 10-Q

CYTODYN INC
Form 10-Q

January 12, 2015
Table of Contents

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, DC 20549

FORM 10-Q

x  QUARTERLY REPORT UNDER SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF

1934
For the quarterly period ended November 30, 2014

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES ACT OF 1933
For the transition period from to

Commission File Number: 000-49908

CYTODYN INC.

(Exact name of registrant as specified in its charter)
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Colorado 75-3056237
(State or other jurisdiction of (I.R.S. Employer or
incorporation or organization) Identification No.)

1111 Main Street, Suite 660

Vancouver, Washington 98660
(Address of principal executive offices) (Zip Code)
(Registrant s telephone number, including area code) (360) 980-8524

(Former name, former address and former fiscal year, if changed since last report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes x No ~

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(Section 232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was
required to submit and post such files). Yes x No

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
or a smaller reporting company. See the definitions of large accelerated filer, accelerated filer, and smaller reporting
company in Rule 12b-2 of the Exchange Act.

Large Accelerated Filer ~ Accelerated Filer

Non-accelerated Filer Smaller Reporting Company x
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange
Act): Yes © No x

On December 31, 2014 there 58,733,475 shares outstanding of the registrant s no par value common stock.
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PART 1
Item 1. Financial Statements.

CytoDyn Inc.

Consolidated Balance Sheets

Assets

Current assets:

Cash

Prepaid expenses
Deferred offering costs

Total current assets
Furniture and equipment, net
Intangibles, net

Liabilities and Shareholders (Deficit) Equity
Current liabilities:

Accounts payable

Accrued liabilities

Accrued salaries and severance

Accrued interest payable

Convertible notes payable, net

Stock rescission liability

Total current liabilities

Long-term liabilities

Related party, convertible note payable, net
Related party, derivative liability
Convertible note payable, net

Total liabilities
Shareholders (deficit) equity:
Series B convertible preferred stock, no par value; 400,000 shares

authorized, 95,100 shares issued and outstanding at November 30, 2014
and May 31, 2014, respectively

Table of Contents

$

November 30, 2014
(unaudited)

2,376,543
398,783
68,292

2,843,618
27,802
2,792,239

5,663,659

1,831,318
62,627
111,120
53,258
2,118,654
378,000

4,554,977
1,135,316
1,572,613

89,370

7,352,276

266,251
32,320,841

May 31,
2014

$ 4,886,122

488,821
68,292

5,443,235
16,797
2,967,239

8,427,271

1,286,715
65,000
395,364
41,276
378,000

2,166,355

2,338,684

4,505,039

266,251
30,367,779
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Common stock, no par value; 100,000,000 shares authorized, 58,733,475
and 55,753,311 issued and outstanding at November 30, 2014 and
May 31, 2014, respectively

Additional paid-in capital 20,899,959
Common and preferred stock subject to rescission (378,000)
Accumulated (deficit) (54,797,668)
Total shareholders (deficit) equity (1,688,617)
$ 5,663,659

See accompanying notes to consolidated financial statements.
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20,100,434
(378,000)
(46,434,232)

3,922,232

$ 8,427,271



Edgar Filing: CYTODYN INC - Form 10-Q

CytoDyn Inc.
Consolidated Statements of Operations

(Unaudited)

Three Months Ended November 30, Six Months Ended November 30,

2014 2013 2014 2013
Operating expenses:
General and administrative $ 660,367 $ 772,809 $ 1,324,873 1,339,478
Amortization and depreciation 90,127 87,924 180,040 175,620
Research and development 2,087,323 542,765 4,150,467 731,952
Legal fees 153,863 197,425 290,884 354,814
Total operating expenses 2,991,680 1,600,923 5,946,264 2,601,864
Operating loss (2,991,680) (1,600,923) (5,946,264) (2,601,864)
Interest income 556 2,209 1,688 2,394
Gain on settlement of accounts payable 5,541 13,946
Change in fair value of derivative liability (805,575) (805,575)
Interest expense:
Amortization of discount on convertible note (688,465) (1,595,004) (1,044,340) (3,047,401)
Amortization of discount on related party
convertible note (60,699) (60,699)
Amortization of debt issuance costs (96,668) (116,668)
Inducement interest (353,333) (193,160) (353,333) (193,160)
Interest on notes payable (84,718) (109,588) (154,911) (218,391)
Total interest expense (1,187,215) (1,994,420) (1,613,283) (3,575,620)
Loss before income taxes (4,983,914) (3,587,593) (8,363,434) (6,161,144)
Provision for taxes on income
Net loss $ (4983914) $ (3,587,593) $ (8,363,434) § (6,161,144)
Basic and diluted loss per share $ (0.09) $ (0.08) $ (0.15) (0.16)
Basic and diluted weighted average common
shares outstanding 56,276,630 44,982,452 56,013,134 38,038,949
See accompanying notes to consolidated financial statements.
4
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CytoDyn Inc.
Consolidated Statements of Cash Flows

(Unaudited)

Cash flows from operating activities:

Net loss

Adjustments to reconcile net loss to net cash used by operating activities:
Amortization and depreciation

Amortization of debt issuance costs

Amortization of discount on convertible notes

Amortization of discount on related party note

Gain on settlement of accounts payable

Change in fair value of derivative liability

Interest expense associated with conversion inducement

Stock-based compensation

Changes in current assets and liabilities:

Decrease (increase) in prepaid expenses

Increase (decrease) in accounts payable, accrued salaries, accrued interest and
accrued liabilities

Net cash used in operating activities

Cash flows from investing activities:
Furniture and equipment purchases

Net cash used in investing activities

Cash flows from financing activities:

Proceeds from issuance of convertible note payable
Payment on convertible note payable

Proceeds from sale of common stock

Proceeds from exercise of warrants

Deferred offering costs

Net cash provided by financing activities

Net change in cash
Cash, beginning of period

Cash, end of period

2014

$ (8,363,434)

180,040

1,044,340
60,699

805,575
353,333
287,847

90,039
270,701

(5,270,860)

(16,052)

(16,052)

2,000,000

777,333

2,777,333

(2,509,579)
4,886,122

$ 2,376,543

See accompanying notes to consolidated financial statements.
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Six Months Ended November 30,

2013

$ (6,161,144)

175,620

116,668
3,047,401

(13,946)

193,160
486,516

(117,658)
(625,165)

(2,898,548)

(11,217)

(11,217)

1,200,000
(250,000)

13,642,667

50,000
(2,204,063)

12,438,604

9,528,839
603,681

$ 10,132,520
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CytoDyn Inc.

Consolidated Statements of Cash Flows

(Unaudited)
Six Months Ended November 30,
2014 2013

Supplemental disclosure of cash flow information:
Cash paid during the period for:
Income taxes $ 2,198 %
Interest $ 142926 $ 278,493
Non-cash investing and financing transactions:
Common stock issued for convertible debt $ 1,175,000 $ 2,359,000
Common stock issued or to be issued for accrued interest payable $ 729 $ 74,338
Original issue discount and intrinsic value of beneficial conversion feature related
to debt issued with warrants $ $ 1,200,000
Original issue discount related to valuation of compound embedded derivative of
convertible note payable issued with anti-dilution feature $ 767,038 $
Original issue discount related to valuation of relative fair value of warrants
issued with convertible note payable $ 158,345  $

See accompanying notes to consolidated financial statements.
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CYTODYN INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
AS OF NOVEMBER 30, 2014
(UNAUDITED)
Note 1 Organization

CytoDyn Inc. (the Company ) was incorporated under the laws of Colorado on May 2, 2002 under the name RexRay
Corporation ( RexRay ). In October 2003, the Company (under its previous name RexRay Corporation) entered into an
Acquisition Agreement with CytoDyn of New Mexico, Inc. Pursuant to the acquisition agreement, the Company
acquired assets related to one of the Company s drug candidates, Cytolin, including the assignment of the patent

license agreement dated July 1, 1994 between CytoDyn of New Mexico, Inc. and Allen D. Allen covering three

United States patents, along with foreign counterpart patents, which describe a method for treating Human
Immunodeficiency Virus ( HIV ) disease with the use of monoclonal antibodies.

CytoDyn Inc. is developing a class of therapeutic monoclonal antibodies to address significant unmet medical needs in
the areas of HIV and Acquired Immune Deficiency Syndrome ( AIDS ).

Advanced Genetic Technologies, Inc. ( AGTI ) was incorporated under the laws of Florida on December 18, 2006
pursuant to an acquisition during 2006.

On May 16, 2011, the Company formed a wholly owned subsidiary, CytoDyn Veterinary Medicine LLC ( CVM )
under the laws of the State of Florida, which explores the possible application of the Company s existing proprietary
monoclonal antibody technology to the treatment of Feline Immunodeficiency Virus ( FIV ). The Company views the
formation of CVM and the exploration of the application of its existing proprietary monoclonal antibody technology

to FIV as an effort to strategically diversify the use of its proprietary monoclonal antibody technology.

Note 2 Summary of Significant Accounting Policies
Basis of Presentation

The accompanying consolidated financial statements are unaudited and have been prepared in accordance with
accounting principles generally accepted in the United States of America ( U.S. GAAP ) and reflect all adjustments,
consisting solely of normal recurring adjustments, needed to fairly present the financial results for these periods. The
consolidated financial statements and notes are presented as permitted by Form 10-Q. Accordingly, certain
information and note disclosures normally included in financial statements prepared in accordance with accounting
principles generally accepted in the United States of America have been omitted. The accompanying consolidated
financial statements should be read in conjunction with the financial statements for the fiscal years ended May 31,
2014 and 2013 and notes thereto in the Company s Annual Report on Form 10-K for the fiscal year ended May 31,
2014, filed with the Securities and Exchange Commission on July 10, 2014. Operating results for the three and six
months ended November 30, 2014 and November 30, 2013 are not necessarily indicative of the results that may be
expected for the entire year. In the opinion of management, all adjustments, consisting only of normal recurring
adjustments necessary for a fair statement of (a) the results of operations for the three and six-month periods ended
November 30, 2014 and November 30, 2013, (b) the financial position at November 30, 2014, and (c) cash flows for
the six-month periods ended November 30, 2014 and November 30, 2013, have been made.
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Principles of Consolidation

The consolidated financial statements include the accounts of CytoDyn Inc. and its wholly owned subsidiaries, AGTI
and CVM. All intercompany transactions and balances are eliminated in consolidation.

Reclassifications

Certain prior year amounts shown in the accompanying consolidated financial statements have been reclassified to
conform to the 2014 presentation. These reclassifications did not have any effect on total current assets, total assets,
total current liabilities, total liabilities, total shareholders (deficit) or net loss.

Going Concern

The consolidated accompanying financial statements have been prepared on a going concern basis, which
contemplates the realization of assets and the satisfaction of liabilities in the normal course of business. As shown in
the accompanying consolidated financial statements, the Company had losses for all periods presented. The Company
incurred a net loss of $8,363,434 for the six months ended November 30, 2014 and has an accumulated deficit of
$54,797,668 as of November 30, 2014. These factors, among others, raise substantial doubt about the Company s
ability to continue as a going concern.
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Edgar Filing: CYTODYN INC - Form 10-Q

Table of Conten

The consolidated financial statements do not include any adjustments relating to the recoverability of assets and
classification of liabilities that might be necessary should the Company be unable to continue as a going concern. The
Company s continuation as a going concern is dependent upon its ability to obtain additional operating capital,
complete development of its product candidates, obtain U.S. Food & Drug Administration ( FDA ) approval, outsource
manufacturing of the product candidates, and ultimately achieve initial revenues and attain profitability. The Company
is currently engaging in significant research and development activities related to these product candidates, and

expects to incur significant research and development expenses in the future. These research and development

activities are subject to significant risks and uncertainties. We intend to finance our future development activities and
our working capital needs largely from the sale of debt and equity securities, combined with additional funding from
other traditional sources. There can be no assurance, however, that the Company will be successful in these endeavors.

Use of Estimates

The preparation of the consolidated financial statements, in accordance with U.S. GAAP, requires management to
make estimates and assumptions that affect the reported amounts of assets and liabilities and the disclosure of
contingent assets and liabilities at the date of consolidated financial statements and the reported amounts of expenses
during the reporting period. Actual results could differ from those estimates.

Cash

Cash is maintained at financial institutions and, at times, balances may exceed federally insured limits. We have never
experienced any losses related to these balances. Currently, the FDIC provides insurance coverage up to $250,000 per
depositor at each financial institution, and our cash balances may exceed federally insured limits. Balances in excess
of federally insured limits at November 30, 2014 and May 31, 2014 approximated $2,127,000 and $4,589,000,
respectively.

Identified Intangible Assets

The Company follows the provisions of FASB ASC Topic 350 Intangibles Goodwill and Other, ( ASC Topic 350 )
which establishes accounting standards for the impairment of long-lived assets, such as intangible assets subject to
amortization. The Company reviews long-lived assets to be held and used for impairment whenever events or changes
in circumstances indicate that the carrying amount of the assets may not be recoverable. If the sum of the
undiscounted expected future cash flows over the remaining useful life of a long-lived asset group is less than its
carrying value, the asset is considered impaired. Impairment losses are measured as the amount by which the carrying
amount of the asset group exceeds the fair value of the asset. There were no impairment charges for the three and
six-months ended November 30, 2014 and 2013. The value of the Company s patents would be significantly impaired
by any adverse developments as they relate to the clinical trials pursuant to the patents acquired as discussed in Notes
9 and 10. These patents are being amortized over ten years, which was the estimated weighted average life of the
patent portfolio at the time of acquisition. The Company continues to explore opportunities to pricing the patent
protection period.

Research and Development
Research and development costs are expensed as incurred.

Stock-Based Compensation

Table of Contents 12
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U.S. GAAP requires companies to measure the cost of employee services received in exchange for the award of equity
instruments based on the fair value of the award at the date of grant. The expense is to be recognized over the period
during which an employee is required to provide services in exchange for the award (requisite service period).

The Company accounts for common stock options and common stock warrants based on the fair market value of the
instrument using the Black-Scholes option pricing model utilizing certain weighted average assumptions such as
expected stock price volatility, term of the options and warrants, risk-free interest rates, and expected dividend yield at
the grant date. The risk-free interest rate assumption is based upon observed interest rates appropriate for the expected
term of the stock options. The expected volatility is based on the historical volatility of the Company s common stock
at consistent intervals. The Company has not paid any dividends on its common stock since its inception and does not
anticipate paying dividends on its common stock in the foreseeable future. The computation of the expected option
term is based on the simplified method, as the Company s stock options are plain vanilla options and the Company has
a limited history of exercise data. For common stock options and warrants with periodic vesting, the Company
recognizes the related compensation costs associated with these options and warrants on a straight-line basis over the
requisite service period.

U.S. GAAP requires forfeitures to be estimated at the time of grant and revised, if necessary, in subsequent periods if

actual forfeitures differ from those estimates. Based on limited historical experience of forfeitures, the Company
estimated future unvested option forfeitures at 0% for all periods presented.

Table of Contents 13
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Preferred Stock

As of November 30, 2014, the Company s Board of Directors is authorized to issue up to 5,000,000 shares of preferred
stock without shareholder approval. As of November 30, 2014, the Company has authorized the issuance of

400,000 shares of Series B convertible preferred stock. The remaining preferred shares authorized have no specified
rights other than the shares are non-voting.

Deferred Offering Costs

In connection with a stock rescission liability as discussed in Note 3, the Company has recorded approximately
$68,300 in deferred offering costs as of November 30, 2014 and May 31, 2014. These deferred offering costs have
been recorded as a current asset for the respective periods. The asset will be offset against equity and reduce equity at
the end of the applicable period during which the investors described in Note 3 do not assert their rescission rights and
retain their shares. Conversely, if the investors assert their rescission rights and forfeit their shares, the deferred
offering costs will be expensed at that time.

Stock for Services

The Company periodically issues common stock, warrants and common stock options to consultants for various
services. Costs of these transactions are measured at the fair value of the consideration received or the fair value of the
equity instruments issued, whichever is more reliably measurable. The value of the common stock is measured at the
earlier of (i) the date at which a firm commitment for performance by the counterparty to earn the equity instruments
is reached or (ii) the date at which the counterparty s performance is complete.

Loss Per Common Share

Basic loss per share is computed by dividing the net loss by the weighted average number of common shares
outstanding during the period. Diluted loss per share is computed by dividing net loss by the weighted average
common shares and potentially dilutive common share equivalents. The effects of potential common stock equivalents
are not included in computations when their effect is anti-dilutive. Because of the net losses for all periods presented,
the basic and diluted weighted average shares outstanding are the same since including the additional shares would
have an anti-dilutive effect on the loss per share calculation. Common stock options and warrants to purchase
23,753,170 and 34,366,833 shares of common stock were not included in the computation of basic and diluted
weighted average common shares outstanding for the six-months ended November 30, 2014 and November 30, 2013,
respectively, as inclusion would be anti-dilutive for these periods. Additionally, as of November 30, 2014,

95,100 shares of Series B convertible preferred stock can potentially convert into 951,000 shares of common stock,
and $5,096,250 of face amount convertible debt can potentially convert into 6,128,333 shares of common stock.

Fair Value of Financial Instruments

At November 30, 2014 and May 31, 2014 the carrying value of the Company s cash, accounts payable and accrued
liabilities approximate their fair value due to the short-term maturity of the instruments. The Company carries
derivative financial instruments at fair value as required by U.S. GAAP.

Derivative financial instruments consist of financial instruments that contain a notional amount and one or more
underlying variables (e.g., interest rate, security price, variable conversion rate or other variables), require no initial

net investment and permit net settlement. Derivative financial instruments may be free-standing or embedded in other
financial instruments. The Company follows the provisions of FASB ASC 815 Derivatives and Hedging ( ASC 815 ),
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as their instruments are recorded as a derivative liability, at fair value, with changes in fair value reflected in income.

Fair Value Hierarchy
The three levels of inputs that may be used to measure fair value are as follows:
Level 1. Quoted prices in active markets for identical assets or liabilities.

Level 2. Observable inputs other than Level 1 prices, such as quoted prices for similar assets or liabilities, quoted
prices in markets with insufficient volume or infrequent transactions (less active markets), or model-derived
valuations in which all significant inputs are observable or can be derived principally from or corroborated with
observable market data for substantially the full term of the assets or liabilities. Level 2 inputs also include
non-binding market consensus prices that can be corroborated with observable market data, as well as quoted prices
that were adjusted for security-specific restrictions.

Level 3. Unobservable inputs to the valuation methodology are significant to the measurement of the fair value of

assets or liabilities. Level 3 inputs also include non-binding market consensus prices or non-binding broker quotes that

we were unable to corroborate with observable market data.

Table of Contents

15



Edgar Filing: CYTODYN INC - Form 10-Q

Table of Conten

Liability measured at fair value on a recurring basis by level within the fair value hierarchy as of November 30, 2014
and May 31, 2014 is as follows:

Fair Value Measurement at Fair Value Measurement at

November 30, 2014 (1) May 31, 2014 (1)
Using
Using Level
Level 3 Total 3 Total
Liability:
Derivative liability $1,572,613 $1,572,613 $ $
Total liability $1,572,613 $1,572,613 $ $

(1) The Company did not have any assets or liabilities measured at fair value using Level 1 or 2 of the fair value
hierarchy as of November 30, 2014 and May 31, 2014.

A financial instrument s level within the fair value hierarchy is based on the lowest level of any input that is significant

to the fair value measurements. These instruments are not quoted on an active market, so the Company uses a

Binomial Lattice Model to estimate the value the derivative liability. A Binomial Lattice Model was used because

management believes it reflects all the assumptions that market participants would likely consider in negotiating the

transfer of the convertible note including the potential for early conversion or adjustment of the conversion price due

to a future dilutive issuance. The Company s derivative liability is classified within Level 3 of the fair value hierarchy

because certain unobservable inputs were used in the valuation model.

The following is a reconciliation of the beginning and ending balances for the liability measured at fair value on a
recurring basis using significant unobservable inputs (Level 3) during the six months ended November 30, 2014:

Balance at May 31, 2014 $

Note issuance, September 26, 2014 767,038
Fair value adjustments 805,575
Balance at November 30, 2014 $1,572,613

Income Taxes

Deferred taxes are provided on the asset and liability method whereby deferred tax assets are recognized for
deductible temporary differences and operating loss and tax credit carry forwards and deferred tax liabilities are
recognized for taxable temporary differences. Temporary differences are the differences between the reported amounts
of assets and liabilities and their tax bases. Future tax benefits for net operating loss carry forwards are recognized to
the extent that realization of these benefits is considered more likely than not. Deferred tax assets are reduced by a
valuation allowance when, in the opinion of management, it is more likely than not that some portion or all of the
deferred tax assets will not be realized.
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The Company follows the provisions of FASB ASC 740-10 Uncertainty in Income Taxes (ASC 740-10). A
reconciliation of the beginning and ending amount of unrecognized tax benefits has not been provided since there are
no unrecognized benefits for all periods presented. The Company has not recognized interest expense or penalties as a
result of the implementation of ASC 740-10. If there were an unrecognized tax benefit, the Company would recognize
interest accrued related to unrecognized tax benefit in interest expense and penalties in operating expenses. The
Company is subject to examination by the Internal Revenue Service and state tax authorities for tax years May 31,
2011 through 2013.

Note 3 Rescission Liabilities

The Company s board of directors (the Board ) was advised by outside legal counsel that compensation the Company
previously paid to an employee and certain other non-employees, who were acting as unlicensed, non-exempt
broker-dealers soliciting investors on behalf of the Company from April 15, 2008 to February 18, 2011, was a

violation of certain state and possibly federal securities laws. As a result, such investors and potentially others have
rescission or monetary claims ( Claims ) against the Company, and the Company s liability for these potential Claims is
reflected in the Company s financial statements. On March 16, 2011, the Company filed a Current Report on Form 8-K
disclosing the potential rescission liability (the Liability Disclosure ).

Rescission rights for individual investors and subscribers vary, based upon the laws of the states in which the investors
or subscribers reside. Investments and subscriptions that are subject to rescission are recorded separately in our
financial statements from shareholders equity in the Company s balance sheet. As the statutory periods for pursuing
such rights expire in the respective states, such amounts for those shares have been reclassified to shareholders equity.
Investors who have sold their shares of capital stock of the Company do not have rescission rights, but instead have
claims for damages, to the extent their shares were sold at a net loss, which is determined by subtracting the purchase
price plus statutory interest and costs, if any, from the sale price.

10
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The Company estimated an amount that is a probable indicator of the rescission liability and recorded rescission
liabilities for both November 30, 2014 and May 31, 2014 of $378,000. This amount represents the believed remaining
potential rescission liability as of the dates presented to investors who pursue their rescission rights and forfeit their
shares. For the purpose of calculating and disclosing rescission liability, the Company has assumed that portions of the
state Claims are barred by the statutes of limitations of certain states based upon a literal interpretation of the
applicable statute. Although the Company has assumed that affirmative defenses based upon the application of the
statutes of limitations in these states may be generally available to bar these state Claims, it has not had legal counsel
undertake a detailed analysis of case law that might apply to defer or avoid application of a bar to such claims; thus, if
rescission claims are made for those assumed to be barred by a statute of limitations and such claims are contested by
the Company, until such affirmative defenses are ruled upon in a proceeding adjudicating the rights at issue, no
assurances can be made that, if asserted, such defenses would actually bar the rescission claims in these states.

The Company considered methods to offer to rescind the previous investment purchase or subscription by persons
who acquired or subscribed for investments during the period April 15, 2008 to February 18, 2011, but did not pursue
any such methods.

Note 4 Convertible Instruments

During fiscal year 2010, the Company issued 400,000 shares of Series B Convertible Preferred Stock ( Series B ) at
$5.00 per share for cash proceeds totaling $2,009,000, of which 95,100 shares remain outstanding at November 30,
2014. Each share of the Series B is convertible into ten shares of the Company s common stock including any accrued
dividend, with an effective fixed conversion price of $.50 per share. The holders of the Series B can only convert their
shares to common shares if the Company has sufficient authorized common shares at the time of conversion.
Accordingly, the conversion option was contingent upon the Company increasing its authorized common shares,
which occurred in April 2010, when the Company s shareholders approved an increase to the authorized shares of
common stock to 100,000,000. At the commitment date, which occurred upon such shareholder approval, the
conversion option related to the Series B was beneficial. The intrinsic value of the conversion option at the
commitment date resulted in a constructive dividend to the Series B holders of approximately $6,000,000. The
constructive dividend increased and decreased additional paid-in capital by identical amounts. The Series B has
liquidation preferences over the common shares at $5.00 per share plus any accrued dividends. Dividends are payable
to the Series B holders when declared by the board of directors at the rate of $.25 per share per annum. Such dividends
are cumulative and accrue whether or not declared and whether or not there are any profits, surplus or other funds or
assets of the Company legally available. The Series B holders have no voting rights.

During the six months ended November 30, 2014 and the fiscal year ended May 31, 2014, the Company issued $0 and
$1,200,000, respectively, of unsecured convertible notes with a fixed conversion rate, (the Notes ) to investors for
cash. Each Note is convertible, at the election of the holder, at any time into common shares at a fixed conversion
price of the principal balance at November 30, 2014. As of such date, $3,096,250 of the face amount of the Notes was
convertible at $.75 per share. The Notes are payable in full between October 1, 2015 and December 31, 2015. The
Notes bear interest at rates that range from 5% to 10% per year, payable in cash semi-annually in arrears beginning on
April 1, 2013. In connection with the sale of the Notes, detachable common stock warrants, with terms of two or three
years, were issued to the investors to purchase a total of 9,451,056 common shares at exercise prices ranging from
$.50 to $2.00 per share. The unexpired portion of the warrants shares of 1,895,380 is currently exercisable in full. The
Company determined the fair value of the warrants using the Black-Scholes option pricing model utilizing certain
weighted average assumptions such as expected stock price volatility, term of the warrants, risk-free interest rates, and
expected dividend yield at the commitment date.

Table of Contents 18



Edgar Filing: CYTODYN INC - Form 10-Q

During the six months ended November 30, 2014, three holders of the Company s Notes elected to convert their Notes
into common stock, in the aggregate principal amount of $1,175,000 and accrued, but unpaid, interest of $4,702. The
aggregate principal converted included $1,000,000, held by a related party. The three conversions resulted in the
issuance of 1,567,639 shares of common stock and a cash interest payment of $3,973. In connection with the
conversion of the Notes, the Company agreed to reduce the exercise price of warrants held by such holders from $1.50
and $2.00 to $.55 and resulted in the issuance of 1,413,333 shares of common stock and receipt by the Company of
$777,333 of proceeds. Pursuant to U.S. GAAP, reducing the exercise price of the warrants to $.55 per share is
characterized as inducement to convert the debt and, as such, the Company recognized non-cash interest expense of
approximately $353,000 during the six months ended November 30, 2014, which was the fair value of the warrants at
the time of exercise.

Additionally, at the commitment date of the aforementioned Notes, the Company determined that the initial
conversion feature related to the Notes was beneficial to the investors. As a result, the Company determined the
intrinsic value of the conversion feature utilizing the fair value of the common stock at the commitment date and the
effective conversion price after discounting the Notes for the fair value of the warrants. The fair value of the warrants
and the intrinsic value of the conversion were recorded as a debt discount to the
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Notes, and a corresponding increase to additional paid-in capital. In general, the respective debt discounts, at the
commitment dates, exceeded the face amount of the Notes, and accordingly, the discounts were limited to the cash
proceeds received from the Notes. The debt discounts are being amortized over the life of the Notes. During the six
months ended November 30, 2014 and 2013, the Company recognized approximately $1,044,000 and $3,047,000 as
non-cash, interest expense related to amortization of the debt discount. The unamortized discounts are fully amortized
upon the conversion of the Notes before maturity. Activity related to the Notes was as follows:

May 31,
November 30, 2014 2014

Face amount of Notes $ 4,271,250 $ 7,221,250
Unamortized discount (888,226) (1,932,566)
Repayments (500,000)
Conversions (1,175,000) (2,450,000)
Total carrying value of Notes 2,208,024 2,338,684
Short-term portion of Notes (2,118,654)

Long-term portion of Notes $ 89,370 $ 2,338,684

During the six months ended November 30, 2014, the Company issued an unsecured convertible promissory note (the
AVCP Note ) in the aggregate principal amount of $2,000,000 to Alpha Venture Capital Partners, L.P. ( AVCP ). The

AVCP Note bears simple interest at the annual rate of 5%, payable quarterly. The principal balance of the AVCP Note

is due and payable in full on September 26, 2016, subject to acceleration of payment in the event of default.

Prepayment is permitted without penalty. The AVCP Note includes events of default for nonpayment of principal or

interest when due or other breaches of the AVCP Note, as well as for breach of any term of the AVCP Note and

related warrant agreement. The principal amount of the Note plus unpaid accrued interest is convertible at the election

of the holder into shares of the Company s common stock at any time prior to maturity at an initial conversion price of

$1.00 per share. The conversion price is subject to (i) adjustment for stock splits and similar corporate events and

(ii) reduction to a price per share that is 10% below the lowest sale price that is below $.9444 per share, for shares of

CytoDyn common stock sold in future securities offerings, including sales to AVCP and its designees subject to

certain exempt transactions. Without AVCP s prior written consent, the Company may not incur additional

indebtedness for borrowed money, other than up to an additional $6.0 million in convertible promissory notes that

may be issued to AVCP or related parties, unless such indebtedness is subordinated in right of payment to the

Company s obligations under the AVCP Note and any additional notes issued to AVCP or related parties.

As part of the AVCP investment, the Company issued a warrant to AVCP covering 250,000 shares of the Company s
common stock exercisable at a price of $0.50 per share. The warrants are currently exercisable in full, include a
cashless exercise feature, and will expire on December 31, 2019.

The Company accounted for the AVCP Note and warrant issued for cash as a financing transaction, wherein the
proceeds received were allocated to the financial instruments issued. Prior to making the accounting allocation, the
AVCP Note and warrant were evaluated for proper classification under FASB ASC 480 Distinguishing Liabilities
from Equity ( ASC 480 ) and FASB ASC 815. FASB ASC 815 generally requires embedded terms and features that
have characteristics of derivatives to be evaluated for bifurcation and separate accounting in instances where their
economic risks and characteristics are not clearly and closely related to the risks of the host contract. The embedded
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derivative features consist of the conversion price being subject to (i) adjustment for stock splits and similar corporate
events and (ii) reduction to a conversion price per share that is 10% below the lowest sale price that is below $.9444
per share for common stock sold in future securities offerings, subject to certain exempt transactions. The note
conversion round down (or anti-dilution) provision terms are not consistent with the definition for financial
instruments indexed to the Company s stock. As such, the conversion option and conversion reset price protection in
the AVCP Note require bifurcation as a derivative liability.

The aforementioned warrant has a term of five years from inception and an exercise price of $.50 per share and it
meets the conditions for equity classification per ASC 815. The fair value of the warrants was determined using a
Black Scholes option model using the following assumptions: risk free interest rate of 1.82%, expected life of 5 years,
expected volatility of 136% and a dividend yield of 0.00%. Based on the previous conclusions, the Company allocated
the cash proceeds first to the derivative liability at its fair value, then, to the warrant at its relative fair value, with the
residual allocated to the host AVCP Note agreement, as follows:
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For Quarter Ended
November 30, 2014
Amortization Change in
September 26, 2014 Debt Discount Fair Value = November 30, 2014

AVCP convertible note payable $ 1,074,617 $ 60,699 $ $ 1,135,316
De