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Important Information Regarding Forward-Looking Statements

Portions of this Quarterly Report on Form 10-Q (including information incorporated by reference) include
“forward-looking statements” based on our current beliefs, expectations, and projections regarding our business

strategies, market potential, future financial performance, industry, and other matters. This includes, in particular, “Item

2 — Management’s Discussion and Analysis of Financial Condition and Results of Operations” of this Quarterly Report

on Form 10-Q, as well as other portions of this Quarterly Report on Form 10-Q. The words “believe,” “expect,” “anticipate,”
“project,” “could,” “would,” and similar expressions, among others, generally identify "forward-looking statements," which
speak only as of the date the statements were made. The matters discussed in these forward-looking statements are

subject to risks, uncertainties, and other factors that could cause our actual results to differ materially from those

projected, anticipated, or implied in the forward-looking statements. The most significant of these risks, uncertainties,

and other factors are described in “Item 1A — Risk Factors” of this Quarterly Report on Form 10-Q and in our Annual
Report on Form 10-K for the fiscal year ended December 31, 2015 filed with the Securities and Exchange

Commission on March 1, 2016. Except to the limited extent required by applicable law, we undertake no obligation to
update or revise any forward-looking statements, whether as a result of new information, future events, or otherwise.
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PART I. FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

DIGIRAD CORPORATION

CONDENSED CONSOLIDATED STATEMENTS
OF COMPREHENSIVE INCOME (LOSS)
(Unaudited)

(in thousands, except per share data)
Revenues:

Services

Product and product-related

Total revenues

Cost of revenues:

Services

Product and product-related
Total cost of revenues

Gross profit

Operating expenses:

Marketing and sales

General and administrative
Amortization of intangible assets
Total operating expenses

Income from operations

Other expense:
Other expense, net
Interest expense, net
Total other expense

(Loss) income before income taxes
Income tax (expense) benefit
Net (loss) income

Net (loss) income per share:
Basic
Diluted

Shares used in per share computations:
Weighted average shares outstanding — basic

Weighted average shares outstanding — diluted

Dividends declared per common share

Three Months Ended
September 30,
2016 2015
$23,825 $11,982
7,261 3,880
31,086 15,862
19,110 9,201
3,675 1,859
22,785 11,060
8,301 4,802
2,426 1,212
4,608 2,508
578 134
7,612 3,854
689 948
(428 ) —

(342 ) (11
(770 ) (11

(81 ) 937
(202 ) 18,183
$(283 ) $19,120
$(0.01 ) $0.99
$(0.01 ) $0.97
19,618 19,356
19,618 19,798
$0.05 $0.05

Nine Months
Ended September
30,

2016 2015
$72,496 $34,724
21,837 10,525
94,333 45,249
56,795 26,920
10,407 5,112
67,202 32,032
27,131 13,217
7,888 3,689
15,900 6,880
1,735 372
25,523 10,941
1,608 2,276
414 ) —
(1,092 ) (12
(1,506 ) (12
102 2,264
12,222 18,698
$12,324 $20,962
$0.63 $1.09
$0.62 $1.07
19,532 19,145
20,026 19,608
$0.15 $0.15

)
)



Edgar Filing: DIGIRAD CORP - Form 10-Q

Net (loss) income $(283 ) $19,120 $12,324 $20,962
Other comprehensive income:
Unrealized gain on marketable securities — 3 10 16
Reclassification of other-than-temporary losses on available-for-sale

e . . 263 — 230 —
securities included in net income
Total other comprehensive income 263 3 240 16
Comprehensive (loss) income $Q20 ) $19,123 $12,564 $20,978

See accompanying notes to the unaudited condensed consolidated financial statements.
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DIGIRAD CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS
(Unaudited)

(in thousands, except share data)

Assets

Current assets:

Cash and cash equivalents
Securities available-for-sale
Accounts receivable, net
Inventories, net

Restricted cash

Other current assets

Total current assets
Property and equipment, net
Intangible assets, net
Goodwill

Deferred tax assets
Restricted cash

Other assets

Total assets

Liabilities and stockholders’ equity
Current liabilities:

Accounts payable

Accrued compensation

Accrued warranty

Deferred revenue

Current portion of long-term debt
Other current liabilities

Total current liabilities

Long-term debt, net of current portion
Other liabilities

Total liabilities

Commitments and contingencies (Note 9)

Stockholders’ equity:

Preferred stock, $0.0001 par value: 10,000,000 shares authorized; no shares issued or

outstanding

Common stock, $0.0001 par value: 80,000,000 shares authorized; 19,679,640 and
19,416,070 shares issued and outstanding (net of treasury shares) at September 30, 2016

and December 31, 2015, respectively

Treasury stock, at cost; 2,588,484 shares at September 30, 2016 and December 31, 2015

Additional paid-in capital

Accumulated other comprehensive loss
Accumulated deficit

Total stockholders’ equity

Total liabilities and stockholders’ equity

September 30, December 31,

2016

$2,353
1,313
13,637
5,909
233
3,649
27,094
31,119
12,206
6,819
26,100
2,845
903

$ 107,086

$ 6,466
4,232
153
3,317
5,358
4,237
23,763
17,340
1,163
42,266

2

(5,728
151,961
(81,415
64,820

$ 107,086

2015

$ 15,868
3,227
7,274
4,381
233

764
31,747
6,252
3,079
2,897
18,578
1,560

$ 64,113

$ 1,369
2,453
213
1,673

2,998
8,706

1,252
9,958

2

(5,728 )
153,860
(240 )
(93,739 )
54,155

$ 64,113
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See accompanying notes to the unaudited condensed consolidated financial statements.
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DIGIRAD CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited)

(in thousands)
Operating activities
Net income

Adjustments to reconcile net income to net cash provided by operating activities:

Depreciation

Amortization of intangible assets
Provision for bad debt

Stock-based compensation

Amortization of loan fees

(Gain) loss on sale of assets

Impairment of investment

Amortization of premiums on investments
Deferred income taxes

Changes in operating assets and liabilities, net of effect of acquisitions:
Accounts receivable

Inventories

Other assets

Accounts payable

Accrued compensation

Deferred revenue

Other liabilities

Change in restricted cash

Net cash provided by operating activities

Investing activities

Purchases of property and equipment

Proceeds from sale of property and equipment
Maturities of securities available-for-sale
Investment in stock

Cash paid for acquisitions, net of cash acquired
Net cash used in investing activities

Financing activities

Proceeds from long-term borrowings

Repayment of long-term debt

Change in restricted cash

Loan issuance costs

Dividends paid

Issuances of common stock

Taxes paid related to net share settlement of equity awards
Cash paid for contingent consideration for acquisitions
Repayment of obligations under capital leases

Net cash provided by (used in) financing activities

Nine Months
Ended September
30,

2016 2015
$12,324 $20,962
5,602 1,379
1,735 372
525 162
754 450
280 —

(14 )9

413 —

28 96

(11,806 ) (18,167 )

201 ) (2,171
(1,331 ) (730
(227 ) 227
431 1,167
(830 ) 470
(148 ) (166
(719 ) (399
— 244
6,816 2,965

(3,962 ) (1,181
171 18
1,896 1,869
— (1,000
(25,482 ) 3
(27,377 ) (291

34,257
(20,705 ) —
(2,745 ) —
504 ) —
(2,927 ) (2,862
371 432
o7 ) —
@7 ) —
(577 ) (400
7,046 (2,830

)
)

)
)
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Net decrease in cash and cash equivalents (13,515) (156 )
Cash and cash equivalents at beginning of period 15,868 14,051
Cash and cash equivalents at end of period $2,353 $13,895
Non-Cash Investing Activities

Assets acquired by entering into capital leases $269 $1,340
Issuance of common stock for acquisition $— $2,684

See accompanying notes to the unaudited condensed consolidated financial statements.
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DIGIRAD CORPORATION

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(Unaudited)

Note 1. The Company

Digirad delivers convenient, effective, and efficient healthcare solutions on an as needed, when needed, and where
needed basis. Digirad's diverse portfolio of mobile healthcare solutions and medical equipment and services, including
diagnostic imaging and patient monitoring, provides hospitals, physician practices, and imaging centers

throughout the United States access to technology and services necessary to provide exceptional patient care in the
rapidly changing healthcare environment.

On January 1, 2016, we acquired Project Rendezvous Holding Corporation, the holding company of DMS Health
Technologies. DMS Health Technologies (“DMS Health”) offers mobile diagnostic imaging across multiple imaging
modalities, including Positron Emission Tomography (“PET”’), Computed Tomography (“CT"”), Magnetic Resonance
Imaging (“MRI”) as well as other imaging and healthcare services. These services are provided to regional and rural
hospitals and institutions throughout the United States. In addition, DMS Health, through an exclusive relationship
with Philips Healthcare, sells and services Philips' imaging and patient monitoring equipment within a defined region
of the upper Midwest region of the United States.

With the acquisition of DMS Health, we now operate the Company in four reportable segments:

1.Diagnostic Services

2.Diagnostic Imaging

3.Mobile Healthcare

4.Medical Device Sales and Service

These four reportable segments are collectively referred to herein as the “Company.” See Note 11 to the unaudited
condensed consolidated financial statements for more information related to the Company's segments. The
accompanying condensed consolidated financial statements include the operations of all reportable segments.
Intercompany accounts and transactions are accounted for at cost and have been eliminated in consolidation. All our
long-lived assets are located in the United States and substantially all of our revenues arise from sales in the United
States.

Basis of Presentation

The unaudited condensed consolidated financial statements included in this Form 10-Q have been prepared in
accordance with the U.S. Securities and Exchange Commission ("SEC") instructions for Quarterly Reports on Form
10-Q. Accordingly, the condensed consolidated financial statements are unaudited and do not contain all the
information required by U.S. generally accepted accounting principles ("GAAP") to be included in a full set of
financial statements. The unaudited condensed consolidated balance sheet at December 31, 2015 has been derived
from the audited consolidated financial statements at that date but does not include all of the information and
footnotes required by GAAP for a complete set of financial statements. The audited consolidated financial statements
for our fiscal year ended December 31, 2015, filed with the SEC on Form 10-K on March 1, 2016, include a summary
of our significant accounting policies and should be read in conjunction with this Form 10-Q. In the opinion of
management, all material adjustments necessary to present fairly the results of operations, cash flows, and balance
sheets for such periods have been included in this Form 10-Q. All such adjustments are of a normal recurring nature.
The results of operations for interim periods are not necessarily indicative of the results of operations for the entire
year.

Preparation of financial statements requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities, the disclosure of contingent assets and liabilities, and the reported amounts of
revenues and expenses. By their nature, estimates are subject to an inherent degree of uncertainty. Actual results could
differ from management’s estimates.

The financial results for the three and nine months ended September 30, 2016 include the financial results of DMS
Health. See Note 3 to the unaudited condensed consolidated financial statements for more information related to the
acquisition of DMS Health.

Recent Accounting Pronouncements
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In August 2016, the Financial Accounting Standards Board (the "FASB") issued new guidance related to the
classification of certain cash receipts and cash payments on the statement of cash flows. The pronouncement provides
clarification guidance on eight specific cash flow presentation issues that have developed due to diversity in practice.
The issues include, but are not limited to, debt prepayment or extinguishment costs, settlement of zero-coupon debt,
proceeds from the settlement of insurance claims, and cash receipts from payments on beneficial interests in
securitization transactions. The pronouncement is effective for fiscal years, and for interim periods within those fiscal
years, beginning after December 15, 2017, with early adoption permitted. We are currently evaluating the impact, if
any, of adopting this guidance on our financial statements.

In June 2016, the FASB issued new guidance that changes the accounting for recognizing impairments of financial
assets. Under the new guidance, credit losses for certain types of financial instruments will be estimated based on
expected losses. The new guidance also modifies the impairment models for available-for-sale debt securities and for
purchased financial assets with

7
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credit deterioration since their origination. This guidance will be effective for annual and interim periods beginning
after December 15, 2019 with early adoption permitted beginning for periods after December 15, 2018. We are
currently evaluating the impact of the guidance on our financial statements.

In March 2016, the FASB amended the existing accounting standards for how companies account for certain aspects
of share-based payment awards to employees, including the accounting for income taxes, forfeitures, and statutory tax
withholding requirements, as well as classification in the statement of cash flows. This update is effective for annual
and interim periods beginning after December 15, 2016. This guidance will be applied either prospectively,
retrospectively, or using a modified retrospective transition method, depending on the area covered in this update.
Early adoption is permitted. We are currently evaluating the alternative transition methods and the potential effects of
the adoption of this guidance on our financial statements.

In February 2016, the FASB amended the existing accounting standards for the accounting for leases. The
amendments are based on the principle that assets and liabilities arising from leases should be recognized within the
financial statements. The Company is required to adopt the amendments beginning in 2019. Early adoption is
permitted. The amendments must be applied using a modified retrospective transition approach and the FASB decided
not to permit a full retrospective transition approach. We are currently evaluating the impact these amendments will
have on our consolidated financial statements.

In January 2016, the FASB amended the existing accounting standards for the accounting for financial instruments.
The amendments require equity investments, with certain exceptions, to be measured at fair value with changes in fair
value recognized in net income. The new standard is effective prospectively for fiscal years beginning after December
15,2017. We are currently evaluating the impact, if any, of adopting this guidance on our financial statements.

In September 2015, the FASB issued guidance which eliminates the requirement for an acquirer to retrospectively
adjust provisional amounts recorded in a business combination to reflect new information about the facts and
circumstances that existed as of the acquisition date and that, if known, would have affected measurement or
recognition of amounts initially recognized. As an alternative, the amendment requires that an acquirer recognize
adjustments to provisional amounts that are identified during the measurement period in the reporting period in which
the adjustment amounts are determined. The amendments require that the acquirer record, in the financial statements
of the period in which adjustments to provisional amounts are determined, the effect on earnings of changes in
depreciation, amortization, or other income effects, if any, as a result of the change to the provisional amounts,
calculated as if the accounting had been completed at the acquisition date. The new standard is effective prospectively
for fiscal years beginning after December 15, 2015, including interim periods within those fiscal years. We adopted
this standard in the first quarter of 2016 and this guidance was applied to the manner in which adjustments to
provisional amounts in the DMS Health acquisition have been recognized (See Note 3).

In July 2015, the FASB issued guidance that amends the guidelines for the measurement of inventory from lower of
cost or market to the lower of cost and net realizable value ("NRV"). NRV is defined as the estimated selling prices in
the ordinary course of business less reasonably predictable costs of completion, disposal, and transportation. Under
existing standards, inventory is measured at lower of cost or market, which requires the consideration of replacement
cost, NRV, and NRV less an amount that approximates a normal profit margin. This ASU eliminates the requirement
to determine and consider replacement cost or NRV less an approximately normal profit margin for inventory
measurement. The new standard is effective prospectively for fiscal years beginning after December 15, 2016. We are
currently evaluating the impact, if any, of adopting this guidance on our financial statements.

In April 2015, the FASB issued guidance that requires debt issuance costs to be presented in the balance sheet as a
direct deduction from the debt liability rather than as an asset. The update requires retrospective application and
represents a change in accounting principle. The guidance does not specifically address requirements for the
presentation or subsequent measurement of debt issuance costs related to line-of-credit arrangements. In August 2015,
the FASB issued guidance clarifying that debt issuance costs related to line-of-credit arrangements could be presented
as an asset and amortized over the term of the line-of-credit arrangement, regardless of whether there are any
outstanding borrowings on the line-of-credit arrangement. The standard is effective for annual periods beginning after
December 15, 2015, including interim periods within those fiscal years. We adopted this guidance in the first quarter
of 2016 for the presentation of our debt issuance costs incurred in connection with our new credit facility entered into

12
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on January 1, 2016 (See Note 8).

In May 2014, the FASB issued guidance that outlines a single comprehensive model for entities to use in accounting
for revenue arising from contracts with customers which supersedes most current revenue recognition guidance,
including industry-specific guidance. The guidance provides that an entity recognize revenue when it transfers
promised goods or services to customers in an amount that reflects the consideration to which the entity expects to be
entitled in exchange for those goods or services. This guidance also requires additional disclosure about the nature,
amount, timing, and uncertainty of revenue and cash flows arising from customer contracts, including significant
judgments and changes in judgments, and assets recognized from costs incurred to obtain or fulfill a contract. The
guidance allows for either full retrospective or modified retrospective adoption and is currently scheduled to become
effective for us in the first quarter of 2018. We are currently evaluating the alternative transition methods and the
potential effects of the adoption of this guidance on our financial statements.

Note 2. Basic and Diluted Net Income Per Share

For the three and nine months ended September 30, 2016 and 2015, basic net income per common share is computed
by dividing net income by the weighted average number of common shares and vested restricted stock units
outstanding during the period. Diluted net income per common share is calculated to give effect to all dilutive
securities, if applicable, using the treasury stock method.

The following table sets forth the reconciliation of shares used to compute basic and diluted net income per share for
the periods indicated:

Three Months Ended Nine Months
September 30 Ended
’ ’ September 30,
(shares in thousands) 2016 2015 2016 2015

Weighted average shares outstanding - basic 19,618 19,356 19,532 19,145

Dilutive potential common stock outstanding:

Stock options — 418 419 444

Restricted stock units — 24 75 19

Weighted average shares outstanding - diluted 19,618 19,798 20,026 19,608

The following weighted average outstanding common stock equivalents were not included in the calculation of diluted
net income per share because their effect was anti-dilutive:

Nine Months
Three Months Ended Ended
September 30, September
30,
(shares in thousands) 2016 2015 2016 2015
Stock options 418 1 14 2
Restricted stock units 73 —_ — —
Total 491 1 14 2

Note 3. Acquisitions

DMS Health Technologies (2016)

On January 1, 2016, pursuant to the Stock Purchase Agreement, dated as of October 13, 2015 and as amended on
December 31, 2015 and June 7, 2016 (the “Purchase Agreement”), we completed the acquisition of all issued and
outstanding stock of Project Rendezvous Holding Corporation ("PRHC"), the ultimate parent company of DMS
Health Technologies (collectively referred to hereinafter as "DMS Health Technologies" or "DMS Health"). DMS
Health Technologies offers mobile diagnostic imaging across multiple imaging modalities as well as other imaging
and healthcare services. These services are provided to regional and rural hospitals and institutions throughout the
United States. In addition, DMS Health, through an exclusive relationship with Philips Healthcare, sells and services
Philips' imaging and patient monitoring equipment within a defined region of the upper Midwest region of the United
States. With the addition of DMS Health, we added two new reportable segments to Digirad: Mobile Healthcare and
Medical Device Sales and Service.

13
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The preliminary aggregate purchase price paid at closing was approximately $32.9 million, which included
adjustments for pre-existing debt, cash and preliminary working capital adjustments. In June 2016, we agreed on the
final working capital adjustment as outlined in the Purchase Agreement. As a result of the settlement, we received
proceeds of $0.6 million which was recorded as a reduction to goodwill in the second quarter of 2016. The adjusted
preliminary purchase price after settlement of the working capital adjustment was $32.3 million as of September 30,
2016, which consisted of the following:

(in thousands)

Cash paid to DMS Health stockholders $31,368
Cash paid in settlement of share-based compensation awards 1,556
Working capital settlement (600 )
Total purchase price 32,324
Less: cash and cash equivalents acquired (6,842 )
Total purchase price, net of cash acquired $25,482
8
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Under the terms of the Purchase Agreement, the Company paid $1.6 million to settle DMS Health's pre-existing
employee stock award plan which included a provision for the acceleration of vesting of awards under certain
circumstances in connection with a change in control. The amount paid was associated with pre-combination services
and included as a component of the purchase price reflected in the table above.

The acquisition was funded with a combination of cash-on-hand and the financing made available under the credit
facility with Wells Fargo Bank, National Association as further described in Note 8 of the unaudited condensed
consolidated financial statements. At closing, we also paid $9.4 million for long-term debt outstanding on DMS
Health's balance sheet, which was recognized separately from the business combination and presented as a financing
activity in the statement of cash flows for the nine months ended September 30, 2016. During the nine months ended
September 30, 2016 and 2015, we incurred transaction and integration related costs of $1.7 million and $0.7 million,
respectively, and $3.1 million cumulative to date. These costs are classified as general and administrative expenses in
the unaudited condensed consolidated statements of comprehensive income (loss).

The acquisition was accounted for under the acquisition method of accounting for business combinations. The
allocations of the purchase price below represent the estimated fair values of assets acquired and liabilities assumed,
based upon the information available as of September 30, 2016. These estimates could be adjusted during the
measurement period of up to twelve months based on further information regarding events or circumstances which
existed at the acquisition date. Such changes could be significant.

The following table summarizes the allocation of the purchase price to the fair values of the assets acquired and
liabilities assumed on the closing date:

As Measurement As
(in thousands) originally period .
. adjusted
reported  adjustments
Cash and cash equivalents $6,842 $6,842
Accounts receivable 6,686 6,686
Inventories 324 324
Income taxes receivable 2,062 2,062
Other current and non-current assets 706 706
Property and equipment 26,199 (200 ) 25,999
Intangible assets 10,862 10,862
Goodwill 4,307 (385 ) 3,922
Accounts payable 4,514 ) 4,514 )
Accrued expenses (2,946 ) (2,946 )
Payable to former stockholders (1) (2,062 ) (2,062 )
Deferred revenue (1,677 ) (1,677 )
Debt (9,350 ) (9,350 )
Income taxes payable, noncurrent (949 ) 949 )
Deferred tax liabilities, noncurrent (3,566 ) (15 ) (3,581 )
Total net assets acquired $32,924 $ (600 ) $32,324

() Includes amounts payable to former PRHC stockholders related to tax refund receivables under the terms of the
Purchase Agreement.

During the second quarter of 2016, in addition to the working capital settlement adjustment of $0.6 million recorded
as a reduction to goodwill, the Company adjusted amounts related to the valuation of property and equipment that was
recognized at the acquisition date to reflect new information about the facts and circumstances that existed as of the
acquisition date that, if known, would have affected the measurement of the amounts recognized as of that date. Such
adjustments resulted in a net decrease of $0.2 million in property and equipment. Depreciation expense for the nine
months ended September 30, 2016 was decreased by less than $0.1 million to reflect the effect on earnings as a result
of the change to the provisional amounts recognized.

Intangible assets are recorded at estimated fair value, as determined by management based on available information
which includes a preliminary valuation prepared by an independent third party. The fair values assigned to identifiable
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intangible assets were determined through the use of the income approach. The major assumptions used in arriving at
the estimated identifiable intangible asset values included management’s preliminary estimates of future cash flows,
discounted at an appropriate rate of return as well as projected customer attrition rates. The useful lives for intangible
assets were determined based upon the remaining useful economic lives of the intangible assets that are expected to
contribute directly or indirectly to future cash flows.
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The following table summarizes the fair value of acquired identifiable intangible assets as of the acquisition date:

Weighted
. Average .
(in thousands) UsefulgLives Fair Value
(in years)
Philips Contract 33 $ 2,165
Trademarks 6.0 3,823
Customer relationships 10.0 4,874
Total intangible assets acquired, excluding goodwill 7.3 $ 10,862

The goodwill arising from the acquisition relates to the synergies and economies of scale expected from combining
the operations of Digirad and DMS Health. The goodwill will be allocated to our Mobile Healthcare and Medical
Device Sales and Service segments upon finalization of the purchase price allocation and will not be deductible for
federal and state tax reporting purposes.
DMS Health's operating results were included in the Company's consolidated results of operations beginning on
January 1, 2016. Revenues and operating income for the nine months ended September 30, 2016 include revenues and
operating income attributable to DMS Health of $48.1 million and $2.0 million, respectively.
The following table represents the unaudited pro forma consolidated results of operations for the three and nine
months ended September 30, 2016 and 2015 as if the acquisition of DMS Health operations had occurred as of
January 1, 2015.

Three Months Nine Months

Ended September Ended September

30, 30,

(in thousands, except per share data) 2016 2015 2016 2015
Revenues $31,086 $32,674 $94,333 $96,157
Net income $29 $21,148 $1,147 $23,182
Net income per share:

Basic $— $1.10 $0.06 $1.21

Diluted $— $1.08 $0.06 $1.18

The pro forma information has been adjusted to eliminate acquisition-related costs of $1.7 million and $0.7 million,
respectively, during the nine months ended September 30, 2016 and 2015. The income tax benefit of $12.1 million
related to the release of valuation allowance as a result of the acquisition (See Note 10) has also been excluded to give
effect to pro forma results that are expected to have a continuing impact on the combined results.

The pro forma information for the three and nine months ended September 30, 2015 also include primarily
adjustments for depreciation related to the fair value of property and equipment acquired, amortization expense related
to acquired intangibles, and additional interest expense associated with the Company's financing arrangements relating
to this acquisition.

The pro forma supplemental information is for informational purposes only, and is not necessarily indicative of what
the combined company’s results actually would have been had the acquisition been completed as of the beginning of
the periods as indicated. In addition, the pro forma supplemental information does not purport to project the future
results of the combined company.

MD Office Solutions (2015)

On March 5, 2015, we entered into an Agreement of Merger and Plan of Reorganization (the "Merger Agreement") to
acquire MD Office Solutions ("MD Office"). MD Office is a provider of in-office nuclear cardiology imaging in the
northern and central California regions. The acquisition expands the geographical region in which we are able to
provide our in-office nuclear cardiology imaging services.

Total consideration related to the Merger Agreement paid to the sellers was 610,000 shares of common stock of
Digirad Corporation, with a total value at closing of $2.7 million. The Company issued new shares for the
consideration. In addition, there is an earn-out opportunity of up to $0.4 million in cash over approximately three
years based on the MD Office business meeting certain earnings before interest, taxes, depreciation, and amortization
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("EBITDA") milestones. The sellers will receive fifty percent of the EBITDA generated by the MD Office business in
excess of the EBITDA milestone amounts, which are $0.7 million for each of the annual periods ending December 31,
2015, 2016, and 2017, with the target for 2015 being prorated based on the close date.

At September 30, 2016, we have estimated the fair value of the contingent earn-out opportunity to be $0.1 million.
The earn-out opportunity is estimated based on the expected performance of the business over the period from the
acquisition date through

10
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December 31, 2017, utilizing an income approach. It is reasonably possible that our estimate of the earn-out potential
could change in the near term. Any adjustment in the estimated earn-out opportunity until settled will be recorded as a
gain or loss to current operations in the period the estimate changes.

The below tables display estimated pro forma results for the three and nine months ended September 30, 2015 had the
business acquisition been completed as of January 1, 2014. In deriving the pro forma results, we utilized the historical
operating results of MD Office and adjusted for the impact of the purchase accounting and transaction costs as if the
acquisition occurred on January 1, 2014.

Three Nine
Months Months
(in thousands) Ended Ended
September September
30,2015 30,2015
Revenues $ 15,862 $45815
Net income  $ 19,127 $ 21,172

Included within our consolidated operating results for the three and nine months ended September 30, 2015 are MD
Office operations for the period March 6, 2015 through September 30, 2015 as follows:

Three Nine
Months Months
(in thousands) Ended Ended
September September
30,2015 30,2015
Revenues 776 $ 1,757
Net income 151 $ 74

Included within the results for MD Office for the nine months ended September 30, 2015 is approximately $0.2
million of transaction costs related to the acquisition. These costs are classified as general and administrative expenses
in the consolidated statements of comprehensive income (loss).

Note 4. Inventories

Our inventories are stated at the lower of cost (first-in, first-out) or market (net realizable value) and we review
inventory balances for excess and obsolete inventory levels on a quarterly basis. The components of inventory are as

follows:

(in thousands)

September 30, December 31,

2016 2015
Inventories:
Raw materials $ 2,872 $ 2,600
Work-in-process 1,447 1,649
Finished goods 2,031 851
Total inventories 6,350 5,100
Less reserve for excess and obsolete inventories (441 ) (719 )
Total inventories, net $ 5,909 $ 4,381

Note 5. Property and Equipment

Property and equipment consists of the following:

(in thousands)

September 30, December 31,

2016 2015
Property and equipment:
Land $ 1,170 $ —
Buildings and leasehold improvements 2,938 583
Machinery and equipment 49,053 25,254
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Computer hardware and software
Total property and equipment
Less accumulated depreciation
Total property and equipment, net
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4,733 3,555
57,894 29,392
(26,775 ) (23,140 )
$ 31,119 $ 6,252
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Note 6. Intangibles and Goodwill
Intangibles and goodwill consists of the following:
September 30, 2016

. Weighted Average Useful Life Gross' Accumulated Intangible
(in thousands) Carrying .. Assets,
(years) Amount Amortization Net (1)
Intangible assets with indefinite useful
lives:
Goodwill (2) Indefinite $6,819 $ — $6,819
Intangible assets with finite useful lives:
Customer relationships (2) 9.5 $10,363 $ (3,903 ) $6,460
Trademarks (2) 6.3 4,610 (706 ) 3,904
Distribution agreement (2) 33 2,165 (493 ) 1,672
Patents 15.0 141 (129 ) 12
Covenants not to compete 5.0 251 93 ) 158
Total intangible assets, net $17,530 $ (5,324 ) $12,206
December 31, 2015
. . Gross Intangible
Weighted Average Useful Life . Accumulated
Carrying .. Assets,
(years) Amount Amortization Net (1)
Intangible assets with indefinite useful
lives:
Goodwill Indefinite $2,897 $ — $ 2,897
Intangible assets with finite useful lives:
Customer relationships 8.2 $5489 $ (3,259 ) $2,230
Trademarks 8.0 787 (150 ) 637
Patents 14.6 141 (125 ) 16
Covenants not to compete 5.0 251 (55 ) 196
Total intangible assets, net $6,668 $ (3,589 ) $3,079

Amortization expense for intangible assets, net was $1.7 million for the nine months ended September 30, 2016
and $0.4 million for the nine months ended September 30, 2015. Estimated amortization expense for intangible
assets for the remainder of 2016 is $.6 million, for 2017 is $2.3 million, for 2018 is $2.2 million, for 2019 is $1.8
million, for 2020 is $1.5 million, for 2021 is $1.5 million, and thereafter is $2.3 million.

As a result of our acquisition of DMS Health Technologies on January 1, 2016, we recorded certain intangible
assets (See Note 3).

ey
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Note 7. Financial Instruments
Assets and Liabilities Measured at Fair Value on a Recurring Basis.
The following table presents information about our financial assets and liabilities that are measured at fair value on a
recurring basis, and indicates the fair value hierarchy of the valuation techniques we utilize to determine such fair
value at September 30, 2016 and December 31, 2015.

Fair Value as of

September 30, 2016

(in thousands) Lelgglvfl Level 3 Total

Assets:

Corporate debt securities $-$1313 $— $1,313
Equity securities —308 — 308
Total $-$1,621 $ — $1,621

Liabilities:

Acquisition related contingent consideration $-$—  $ 140 $140

Fair Value as of December

31,2015

(in thousands) Lekelvél 2 Level 3 Total

Assets:

Corporate debt securities $-$3,227 $ —  $3,227
Equity securities —491 — 491
Total $-$3,718 $ —  $3,718

Liabilities:

Acquisition related contingent consideration $-$—  $ 175 $175

The fair value of our corporate debt securities is determined using proprietary valuation models and analytical tools.
These valuation models and analytical tools use market pricing or prices for similar instruments that are both objective
and publicly available, including matrix pricing or reported trades, benchmark yields, broker/dealer quotes, issuer
spreads, two-sided markets, benchmark securities, bids, and/or offers. We did not reclassify any investments between
levels in the fair value hierarchy during the nine months ended September 30, 2016.

Equity securities consist of shares of Perma-Fix Medical S.A. ("Perma-Fix Medical") a publicly traded company listed
on the NewConnect market of the Warsaw Stock Exchange. Fair value of the Perma-Fix Medical investment is based
on the closing price observed on September 30, 2016.

The acquisition related contingent consideration is related to our acquisition of Telerhythmics on March 13, 2014 and
acquisition of MD Office on March 5, 2015 (See Note 3). We reassess the fair value of the contingent consideration
to be settled in cash related to our acquisitions of Telerhythmics and MD Office on a quarterly basis using the income
approach, which is a Level 3 measurement. Significant assumptions used in the measurement include probabilities of
achieving the EBITDA milestones.

Changes in estimated fair value of contingent consideration liabilities from December 31, 2015 to September 30, 2016
are as follows (in thousands):

Telerhythmics MD folce Total
. Solutions .
Contingent . Contingent
. . Contingent . .
Consideration . . Consideration
Consideration
Balance at December 31, 2015 $ 22 $ 153 $ 175
Contingent consideration payments — 27 ) (27 )
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Change in estimated fair value (22 ) 14 (8 )
Balance at September 30, 2016 $ — $ 140 $ 140

The fair values of the Company's term loans and revolving credit facility approximate carrying value due to the
variable rate nature of these instruments.

13
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Securities Available-for-Sale

Securities available-for-sale primarily consist of investment grade corporate debt securities. In addition, we own
shares of common stock issued by Perma-Fix Medical, a publicly traded company on the NewConnect market of the
Warsaw Stock Exchange. We classify all debt securities as available-for-sale and as current assets, as the sale of such
securities may be required prior to maturity to execute management strategies. The Perma-Fix Medical equity
securities are classified as an other asset (non-current), as the investment is strategic in nature and our current intent is
to hold the investment over a several year period. Securities available-for-sale are carried at fair value, with the
unrealized gains and losses reported as a component of accumulated other comprehensive loss in stockholders' equity
until realized. Realized gains and losses from the sale of available-for-sale securities, if any, are determined on a
specific identification basis.

It is not more likely than not that we will be required to sell investments before recovery of their amortized costs.
Premiums and discounts are amortized or accreted over the life of the related security as an adjustment to yield using
the straight-line method and included in interest income. Interest income is recognized when earned. Realized gains
and losses on investments in securities are included in other expense, net within the unaudited condensed consolidated
statements of comprehensive income (loss). The realized gains and losses on these sales were minimal for the three
and nine months ended September 30, 2016 and 2015.

A decline in the market value of any available-for-sale security below cost that is determined to be other than
temporary will result in an impairment charge to earnings and a new cost basis for the security is established. During
the three months ended September 30, 2016, the Company recognized an other-than-temporary impairment charge of
$0.4 million, reflecting the write-down of this investment to its fair market value of approximately $0.3 million at
September 30, 2016. The Company reviewed various factors in making its determination, including the duration in the
decline of value and volatility of the Perma-Fix Medical stock price. While the Company has the intent and ability to
hold this investment, there is no indication that the Perma-Fix Medical stock price will rise above the Company's
adjusted cost basis within the foreseeable future. The loss is included as a component in other expense, net in the
unaudited consolidated statements of comprehensive income (loss).

The following table sets forth the composition of securities available-for-sale as of September 30, 2016 and
December 31, 2015.

Maturity in Cost Unrealized Fair Value
As of September 30, 2016 (in thousands) Years Galnssses
Corporate debt securities Less than 1 year $1,313 $-$— $ 1,313
Corporate debt securities 1-3 years — —_— —
Equity securities - 308 @ —— 308
$1,621 $-$— $ 1,621
Maturity in Unrealized _ .
As of December 31, 2015 (in thousands) Years ’ Cost Galnssses Fair Value
Corporate debt securities Less than 1 year $2,311 $-$(5 ) $ 2,306
Corporate debt securities 1-3 years 926 —(5 ) 921
Equity securities - 721 — (230 ) 491

$3,958 $-$(240) $ 3,718

Note 8. Debt

On January 1, 2016, the Company entered into a Credit Agreement (the “Credit Agreement”) by and among the
Company, and the subsidiaries of the Company, and the lenders party thereto (the “Lenders”), with Wells Fargo Bank,
National Association (“Wells Fargo™) as administrative agent. The Credit Agreement is a five-year credit facility,
maturing on January 1, 2021, with a maximum credit amount of $40.0 million (the “Credit Facility”). It consisted of a
term loan of $20.0 million (“Term Loan A”), a second term loan of $7.5 million (“Term Loan B”), and a revolving credit
facility with a maximum commitment of $12.5 million (the “Revolver”’). Commitments under Term Loan A and the
Revolver are subject to underlying eligible assets of the Company. In the case of the Term Loan A, underlying
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property, plant and equipment, and in the case of the Revolver, eligible accounts receivable and inventory, all as
defined in the Credit Agreement. As of September 30, 2016, we had $5.3 million available under our revolving credit
facility.

At the Company’s option, the Credit Facility will bear interest at a floating rate of either (i) the LIBOR Rate, as defined
in the Credit Agreement, plus an applicable margin depending on the borrowing type as follows: 2.5% for Term Loan
A; 5.0% for

14
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Term Loan B; and 2.0% for the Revolver; or (ii) the Base Rate, as defined in the Credit Agreement, plus an applicable
margin depending on the borrowing type as follows: 1.5% for Term Loan A; 4.0% for Term Loan B; and 1.0% for the
Revolver. As further defined in the Credit Agreement, “Base Rate” means the greatest of (a) the Federal Funds Rate (as
defined in the Credit Agreement) plus 0.5%, (b) the LIBOR Rate (which rate will be calculated based upon an interest
period of one month and will be determined on a daily basis), plus 1.0%, and (c) the rate of interest announced, from
time to time, within Wells Fargo at its principal office in San Francisco as its “prime rate.” In addition to interest on
outstanding borrowings under the Credit Facility, the Revolver bears an unused line fee of 0.25%, which is presented
as interest expense.

At September 30, 2016, the total outstanding borrowings on the Credit Agreement, net of associated deferred

financing costs, was as follows:

ggll)tg:mber 3O’Interest Rate at September 30, 2016
Term A $ 18,096 3.02%
Term B 5,207 5.52%
Revolver — 2.52%
Total borrowing 23,303
Less: net unamortized debt issuance cost (605 )
Less: current portion (5,358 )
Long-term portion $ 17,340

Total interest expense associated with the Credit Facility for the three and nine months ended September 30, 2016 was
$0.3 million and $1.1 million, respectively.

The Credit Agreement contains certain representations, warranties, events of default, mandatory prepayment
requirements, as well as certain affirmative and negative covenants customary for Credit Agreements of this type.
These covenants include restrictions on borrowings, investments, and divestitures, as well as limitations on the
Company’s ability to make certain restricted payments, including payment of dividends. These restrictions do not
prevent or prohibit the payment of dividends by the Company consistent with past practice, subject to satisfaction of
certain conditions. Further, the Credit Agreement requires the Company to maintain certain restricted cash, cash
equivalents, and securities available-for-sale balances, at various decreasing levels through January 1, 2018, as cash
collateral under the agreement. As of September 30, 2016, the Company was required to maintain $4.0 million as cash
collateral, consisting of $2.7 million which has been classified as long-term restricted cash and $1.3 million as
available for-sale securities in the accompanying unaudited condensed consolidated balance sheets.

The Company is permitted to make voluntary prepayments on amounts borrowed under the Credit Agreement at any
time, in whole or in part, without penalty unless in connection with the full repayment of all amounts owed under the
Credit Agreement. In the event that the Company fully repays all obligations and terminates the Credit Agreement
prior to January 1, 2017, the Company shall be required to pay a prepayment penalty in the amount equal to 1.0%
times the maximum credit amount of the Credit Agreement. After January 2, 2017, the Company shall not be required
to pay a prepayment penalty. Furthermore, the Company shall be required to prepay amounts borrowed under the
Credit Agreement in the event that the Company receives cash flows in excess of specified percentages upon the
occurrence of certain events, such as the sale or disposition of assets or other property, legal judgments or settlements,
sale of equity, and other payments received not in the ordinary course of business.

Upon the occurrence and during the continuation of an event of default under the Credit Agreement, the Lenders may,
among other things, declare the loans and all other obligations under the Credit Agreement immediately due and
payable and increase the interest rate at which loans and obligations under the Credit Agreement bear interest. If an
event of default occurs related to the insolvency or bankruptcy of the Company, the loans and all other obligations
under the Credit Agreement shall automatically become due and payable. The Company was in compliance with all
covenants as of September 30, 2016.

Pursuant to a separate Guaranty and Security Agreement dated January 1, 2016, between the Company, its
subsidiaries and Wells Fargo, the Credit Facility is secured by a first-priority security interest on substantially all of
the assets of the Company and its subsidiaries and a pledge of all shares and membership interests of the Company’s
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Debt maturities. As of September 30, 2016, maturities of long-term obligations for the next five years and thereafter
are as follows:

Debt

Maturities
October 1 - December 31, 2016 $ 1,340
2017 5,358
2018 4,935
2019 2,856
2020 2,856
January 1, 2021 5,958
Total $ 23,303

Note 9. Commitments and Contingencies

Leases

We currently lease facilities and certain automotive equipment under non-cancelable operating leases expiring from
December 14, 2016 through November 30, 2021. Rent expense is recognized on a straight-line basis over the initial
lease term and those renewal periods that are reasonably assured as determined at lease inception. The difference
between rent expense and rent paid is recorded as deferred rent and is included in other liabilities. Rent expense was
approximately $0.9 million for each of the nine months ended September 30, 2016 and 2015.

As of September 30, 2016, we financed certain information technology and medical equipment and vehicles under
capital leases. These obligations are secured by the specific equipment financed under each lease and will be repaid
monthly over the remaining lease terms through July 31, 2020.

The future minimum lease payments due under both non-cancelable operating leases and capital leases having initial
or remaining lease terms in excess of one year as of September 30, 2016 are as follows (in thousands):

Operating Capital Leases
Leases
October 1 -
December 31, $ 1,286 $ 197
2016
2017 1,361 665
2018 1,053 308
2019 846 122
2020 636 29
2021 201 —
Thereafter — —
Total future
minimum lease $ 5,383 1,321
payments
Less amounts
representing (73 )
interest
Pre'sent. value of 1,248
obligations
Less: current
capital lease (675 )
obligation
Total $ 573
long-terms

capital lease
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obligations

Other matters. In the normal course of business, we have been, and will likely continue to be, subject to litigation or
administrative proceedings incidental to our business, such as claims related to customer disputes, employment
practices, wage and hour disputes, product liability, professional liability, commercial disputes, licensure restrictions
or denials, and warranty or patent infringement. Responding to litigation or administrative proceedings, regardless of
whether they have merit, can be expensive and disruptive to normal business operations. We are not able to predict the
timing or outcome of these matters.

Note 10. Income Taxes

We provide for income taxes under the asset and liability method. This approach requires the recognition of deferred
tax assets and liabilities for the expected future tax consequences of differences between the tax basis of assets or
liabilities and their carrying
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amounts in the financial statements. We provide a valuation allowance for deferred tax assets if it is more likely than
not that these items will expire before we are able to realize their benefit. We calculate the valuation allowance in
accordance with the authoritative guidance relating to income taxes, which requires an assessment of both positive and
negative evidence regarding the realizability of these deferred tax assets, when measuring the need for a valuation
allowance. Significant judgment is required in determining any valuation allowance against deferred tax

assets. Previously, as of December 31, 2015, we had established a valuation allowance against a portion of our
deferred tax assets. The valuation allowance was provided against deferred tax assets that were projected to expire
before being utilized. As a result of the acquisition of DMS Health Technologies on January 1, 2016 (See Note 3), the
Company has determined that it is more likely than not that additional deferred tax assets will be realized due to the
increases in the Company's forecasted taxable income.

The Company projects to realize approximately $13.0 million of additional deferred tax assets as a result of forecasted
future income and the reversal of existing deferred tax liabilities. Approximately $12.1 million of the valuation
allowance release was recorded as a discrete income tax benefit in the nine months ended September 30, 2016. The
remaining $0.9 million of income tax benefit associated with the valuation allowance release will be recorded in 2016
ratably as income is generated throughout the year. The release of the valuation allowance will not affect the amount
of cash paid for income taxes. We will continue to maintain a valuation allowance related to deferred tax assets that
are projected to expire before being utilized. We will reassess the ability to realize the deferred tax assets on a
quarterly basis. If it is more likely than not that we will not realize the recognized deferred tax assets, then all or a
portion of the valuation allowance may need to be re-established, which would result in a charge to tax

expense. Conversely if new events indicate that it is more likely than not that we will realize additional deferred tax
assets, then all or a portion of the remaining valuation allowance may be released, which would result in a tax benefit.

As of September 30, 2016, we had unrecognized tax benefits of approximately $4.1 million related to uncertain tax
positions. Included in the unrecognized tax benefits were $3.4 million of tax benefits that, if recognized, would reduce
our annual effective tax rate, subject to the valuation allowance.

We file income tax returns in the US and in various state jurisdictions with varying statutes of limitations. We are no
longer subject to income tax examination by tax authorities for years prior to 2011; however, our net operating loss
and research credit carryovers arising prior to that year are subject to adjustment. It is our policy to recognize interest
expense and penalties related to uncertain income tax matters as a component of income tax expense.

Note 11. Segments

On January 1, 2016, we acquired DMS Health. With the acquisition of DMS Health, we now operate the Company in
four reportable segments:

1.Diagnostic Services

2.Diagnostic Imaging

3.Mobile Healthcare

4.Medical Device Sales and Service

Diagnostic Services. Through Diagnostic Services, we offer a convenient and economically efficient imaging and
monitoring services program as an alternative to purchasing equipment or outsourcing the procedures to another
physician or imaging center. For physicians who wish to perform nuclear imaging, echocardiography, vascular or
general ultrasound tests, we provide the ability for them to engage our services, which includes the use of our imaging
system, qualified personnel, and related items required to perform imaging in their own offices and bill Medicare,
Medicaid, or one of the third-party healthcare insurers directly for those services. These services are primarily
provided to smaller cardiology and related physician practice customers, though we do provide some services to
hospital systems.

Diagnostic Imaging. Through Diagnostic Imaging, we sell our internally developed solid-state gamma cameras and
camera maintenance contracts. Our systems include nuclear cardiac imaging and general purposes nuclear imaging as
well. We sell our imaging systems to physician offices and hospitals primarily in the United States, although we have
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sold a small number of imaging systems internationally.

Mobile Healthcare. Through our Mobile Healthcare business unit, we provide outsourced diagnostic imaging,
including PET, CT, MRI, and healthcare expertise to hospitals, integrated delivery networks (“IDNs”), and federal
institutions on a long-term contract basis, but can also provide provisional services to institutions that are in transition.
These services are provided primarily when there is a cost, ease and efficiency component of providing the services
directly rather than owning and operating the related services and equipment directly by our customers.

Medical Device Sales and Service. Through Medical Device Sales and Service, we provide outsourced sales and
service efforts with our exclusive contract with Philips Healthcare within a defined region in the upper Midwest
region of the United States. We primarily sell Philips branded imaging and patient monitoring systems, and collect a
commission on these sales, though we never
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take title to the underlying equipment. We also warranty and service certain Philips equipment within this territory
related to equipment we have sold or other equipment sold in the territory.

Our reporting segments have been determined based on the nature of the products and/or services offered to customers
or the nature of their function in the organization. We evaluate performance based on the gross profit and operating
income (loss) by each segment. Beginning in the first quarter of 2016, the definition of our segment operating income
excludes transaction and integration costs of DMS Health Technologies. Prior periods have been recast to
retroactively reflect this change. The Company does not identify or allocate its assets by operating segments.

Three Months Ended Nine Months
Ended September

September 30, 30,
(in thousands) 2016 2015 2016 2015
Revenue by segment:
Diagnostic Services $12,070 $11,982 $36,551 $34,724
Diagnostic Imaging 2,703 3,880 9,703 10,525
Mobile Healthcare 11,755 — 35,945 —
Medical Device Sales and Service 4,558 — 12,134 —
Condensed consolidated revenue $31,086 $15,862 $94,333 $45,249
Gross profit by segment:
Diagnostic Services $2,479 $2,781 $7,934 $7.804
Diagnostic Imaging 1,177 2,021 4,743 5,413
Mobile Healthcare 2,236 — 7,768 —
Medical Device Sales and Service 2,409 — 6,686 —
Condensed consolidated gross profit $8,301 $4,802 $27,131 $13,217
Income from operations by segment:
Diagnostic Services $47 $299 $43 $371
Diagnostic Imaging 40 1,084 1,298 2,648
Mobile Healthcare 18 — 221 —
Medical Device Sales and Service 711 — 1,794 —
Segment income from operations 816 1,383 3,356 3,019
Unallocated Items (D (127 ) (435 ) (1,748 ) (743 )
Condensed consolidated income from operations $689 $948 $1,608 $2,276

() Includes transaction and integration costs associated with the DMS Health acquisition.

Note 12. Subsequent Events

On October 28, 2016, the Company announced a cash dividend of $0.05 per share payable on November 28, 2016 to

shareholders of record on November 17, 2016.
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ITEM 2.MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS
This management’s discussion and analysis of financial condition and results of operations (“MD&A”), contains
forward-looking statements that involve risks and uncertainties. Please see “Important Information Regarding
Forward-Looking Statements” for a discussion of the uncertainties, risks, and assumptions that may cause our actual
results to differ materially from those discussed in the forward-looking statements. This discussion should be read in
conjunction with our unaudited condensed consolidated financial statements and related notes thereto and the other
disclosures contained elsewhere in this Quarterly Report on Form 10-Q, and the audited consolidated financial
statements and related notes thereto for the fiscal year ended December 31, 2015, which were included in our Form
10-K, filed with the U.S. Securities and Exchange Commission (“SEC”) on March 1, 2016.
The results of operations for the periods reflected herein are not necessarily indicative of results that may be expected
for future periods.
Overview
Digirad delivers convenient, effective, and efficient healthcare solutions on an as needed, when needed, and where
needed basis. Digirad's diverse portfolio of mobile healthcare solutions and medical equipment and services, including
diagnostic imaging and patient monitoring, provides hospitals, physician practices, and imaging centers
throughout the United States access to technology and services necessary to provide exceptional patient care in the
rapidly changing healthcare environment.
Strategy
For many years since our Initial Public Offering in 2004, we focused significant efforts on research and development
activities to develop and further enhance our nuclear imaging cameras, primarily for alternative uses within the
healthcare environment. These efforts, along with a fixed infrastructure that was sized for a much higher volume of
manufacturing and sales of our nuclear imaging cameras than we had experienced, resulted in several years of
financial losses. On February 28, 2013, we announced a plan to restructure our Diagnostic Imaging business to
significantly reduce costs and improve profitability (the "Diagnostic Imaging restructuring initiative"). The Diagnostic
Imaging restructuring initiative involved a reduction in force focused on manufacturing, research and development,
and administrative personnel. In addition, we entered into an agreement in September 2013 with a third party to
outsource the majority of the manufacturing associated with our cameras. All restructuring efforts associated with this
initiative were complete as of June 30, 2014. Further, on January 27, 2014, we entered into a termination agreement to
end the lease on our 47,000 square foot former headquarters facility in Poway, California (the “Facilities restructuring
initiative”) and moved our Diagnostic Imaging operations into a separate 21,300 square foot facility. All restructuring
efforts associated with the Facilities restructuring initiative were complete as of December 31, 2014. We believe that
our cameras have underlying technology and related patents that make them relevant for many years into the future,
negating the need for a fixed cost research and development infrastructure.
Our main strategic focus as the Company moves into the future is to grow the Company into an integrated healthcare
services company that addresses the rapidly changing healthcare environment. We believe that there are many
opportunities to provide outsourced and mobile healthcare services and solutions in the current healthcare
environment. We believe this strategy will be accomplished by:
1.Focused organic growth on our core businesses;
2.Introducing new service offerings through our existing businesses or through acquisition; and
3.Acquisition of similar or complimentary healthcare service companies.
Recent Acquisitions
On March 13, 2014, we acquired Telerhythmics, LLC ("Telerhythmics"), which broadened our suite of service
offerings provided through the Diagnostic Services segment, enabling the provision of outsourced cardiac event
monitoring services. Providing these services offers flexibility and convenience to our customers who do not have to
incur the costs of staffing, equipment, and logistics to monitor patients as part of their standard of care. Our cardiac
event monitoring services are provided primarily through an independent diagnostic testing facility model which
allows us to bill Medicare, Medicaid, or one of the third-party healthcare insurers directly for services provided. As
such, our cardiac event monitoring services are subject to reimbursements from Medicare, Medicaid, and third-party
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insurers which are subject to change on a periodic basis. Our cardiac event monitoring services are mainly provided to
physician practices and hospitals.

On March 5, 2015, we acquired MD Office Solutions ("MD Office"), a provider of in-office nuclear cardiology
imaging in the northern and central California regions, which broadened our footprint in California and was
incorporated into our Diagnostic Services segment.
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On January 1, 2016, we acquired Project Rendezvous Holding Corporation, the holding company of DMS Health
Technologies. DMS Health Technologies (“DMS Health”) offers mobile diagnostic imaging across multiple imaging
modalities, including Positron Emission Tomography (“PET”’), Computed Tomography (“CT”), Magnetic Resonance
Imaging (“MRI”) as well as other imaging and healthcare services. These services are provided to regional and rural
hospitals and institutions throughout the United States. In addition, DMS Health, through an exclusive relationship
with Philips Healthcare, services and sells Philips' imaging and patient monitoring equipment within a defined region
of the upper Midwest region of the United States. With the addition of DMS Health, we added two new reportable
segments to Digirad: Mobile Healthcare and Medical Device Sales and Service. Further, the addition of DMS is
expected to approximately double the revenue of the Company from the 2015 levels, as well as have a significant
impact on all major categories of our financial statements.

Business Segments

With the acquisition of DMS Health, we now operate the Company in four reportable segments:

1.Diagnostic Services

2.Diagnostic Imaging

3.Mobile Healthcare

4.Medical Device Sales and Service

Diagnostic Services. Through Diagnostic Services, we offer a convenient and economically efficient imaging and
monitoring services program as an alternative to purchasing equipment or outsourcing the procedures to another
physician or imaging center. For physicians who wish to perform nuclear imaging, echocardiography, vascular or
general ultrasound tests, we provide the ability for them to engage our services, which includes the use of our imaging
system, qualified personnel, and related items required to perform imaging in their own offices and bill Medicare,
Medicaid, or one of the third-party healthcare insurers directly for those services. These services are primarily
provided to smaller cardiology and related physician practice customers, though we do provide some services to
hospital systems.

Diagnostic Imaging. Through Diagnostic Imaging, we sell our internally developed solid-state gamma cameras and
camera maintenance contracts. Our systems include nuclear cardiac imaging and general purposes nuclear imaging as
well. We sell our imaging systems to physician offices and hospitals primarily in the United States, although we have
sold a small number of imaging systems internationally.

Mobile Healthcare. Through our Mobile Healthcare business unit, we provide outsourced diagnostic imaging,
including PET, CT, MRI, and healthcare expertise to hospitals, integrated delivery networks (“IDNs”), and federal
institutions on a long-term contract basis, but can also provide provisional services to institutions that are in transition.
These services are provided primarily when there is a cost, ease and efficiency component of providing the services
directly rather than owning and operating the related services and equipment directly by our customers.

Medical Device Sales and Service. Through Medical Device Sales and Service, we provide outsourced sales and
service efforts with our exclusive contract with Philips Healthcare within a defined region in the upper Midwest
region of the United States. We primarily sell Philips branded imaging and patient monitoring systems, and collect a
commission on these sales, though we never take title to the underlying equipment. We also warranty and service
certain Philips equipment within this territory related to equipment we have sold or other equipment sold in the
territory.

Critical Accounting Policies and Estimates

In preparing our financial statements, we make estimates, assumptions and judgments that can have a significant
impact on our revenue and net income or loss, as well as on the value of certain assets and liabilities on our balance
sheet. We believe that the estimates, assumptions, and judgments involved in the accounting policies described in
Management’s Discussion and Analysis of Financial Condition and Results of Operations in Item 7 of our Annual
Report on Form 10-K for the fiscal year ended December 31, 2015 have the greatest potential impact on our financial
statements, so we consider them to be our critical accounting policies and estimates. We believe that there were no
significant changes in those critical accounting policies and estimates during the nine months ended September 30,
2016.
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Results of Operations
The following tables set forth our results from operations for the three and nine months ended September 30, 2016 and
2015:

Three Months Ended September 30,

Percent Percent Change from

2016 of 2016 2015 of 2015  Prior Year
(in thousands) Revenues Revenues Dollars  Percent
Revenues:
Services $23.825 76.6 % $11982 755 % $11,843 988 %
Product and product-related 7,261 234 % 3,880 245 % 3,381 87.1 %
Total revenues 31,086 100.0 % 15,862 100.0 % 15,224 96.0 %
Cost of revenues:
Services 19,110 61.5 % 9,201 580 % 9,909 107.7 %
Product and product-related 3,675 11.8 % 1,859 11.7 % 1,816 97.7 %
Total cost of revenues 22,785 733 % 11,060 69.7 % 11,725 106.0 %
Gross profit 8,301 267 % 4,802 303 % 3,499 729 %
Services gross profit percentage 198 % 232 % B4 )%
Product and product-related gross profit percentage49.4 % 52.1 % 27 )%
Operating expenses:
Marketing and sales 2,426 7.8 % 1,212 76 % 1,214 100.2 %
General and administrative 4,608 148 % 2,508 15.8 % 2,100 83.7 %
Amortization of intangible assets 578 1.9 % 134 0.8 % 444 3313 %
Total operating expenses 7,612 245 % 3,854 243 % 3,758 97.5 %
Income from operations 689 22 % 948 60 % (259 ) 273 )%
Other expense, net 428 ) (14 Yo — — % (428 ) (100.0 )%
Interest expense, net 342 ) (1.1 )Y (11 ) (0.1 Y% (331 ) 3,009.1 %
Total other expense 770 ) 2.5 Y (11 ) (0.1 Y% (759 ) 6,900.0 %
Income (loss) before income taxes (81 ) (0.3 )% 937 59 % (1,018 ) (108.6 Y%
Income tax expense (benefit) 202 ) (0.6 Y% 18,183 114.6 % (18,385 ) (101.1 Y%
Net income (loss) $(283 ) (0.9 Y% $19,120 120.5 % $(19,403) (101.5 Y%
21
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Nine Months Ended September 30,

Percent Percent Change from

2016 of 2016 2015 of 2015  Prior Year
(in thousands) Revenues Revenues Dollars Percent
Revenues:
Services $72,496 769 % $34,724 767 % $37,772 1088 %
Product and product-related 21,837 23.1 % 10,525 233 % 11,312 107.5 %
Total revenues 94,333 100.0 % 45,249 100.0 % 49,084 108.5 %
Cost of revenues:
Services 56,795 60.2 % 26,920 595 % 29,875 111.0 %
Product and product-related 10,407 11.0 % 5,112 11.3 % 5,295 103.6 %
Total cost of revenues 67,202 712 % 32,032 70.8 % 35,170 109.8 %
Gross profit 27,131 28.8 % 13,217 292 % 13914 1053 %
Services gross profit percentage 217 % 225 % 0.8 )%
Product and product-related gross profit 93 g 514 @ 0.9 %
percentage
Operating expenses:
Marketing and sales 7,888 84 % 3,689 8.2 % 4,199 113.8 %
General and administrative 15,900 169 % 6,880 152 % 9,020 131.1 %
Amortization of intangible assets 1,735 1.8 % 372 0.8 % 1,363 366.4 %
Total operating expenses 25,523 27.1 % 10,941 242 % 14,582 1333 %
Income from operations 1,608 1.7 % 2,276 5.0 % (668 ) (293 )%
Other expense, net 414 ) 04 Yo — — % (414 ) (100.0 )%
Interest expense, net (1,092 ) (1.2 )% (12 ) — % (1,080 ) 9,000.0 %
Total other expense (1,506 ) (1.6 )% (12 ) — % (1,494 ) 12,450.0 %
Income before income taxes 102 0.1 % 2,264 5.0 % (2,162 ) (955 )%
Income tax benefit 12,222 13.0 % 18,698 413 % (6,476 ) 34.6 )%
Net income $12,324  13.1 % $20962 463 % $(8,638) (41.2 )%

In the context of results of operations discussions, the reportable segments Diagnostic Services and Mobile Healthcare
are considered "Services," and Diagnostic Imaging and Medical Device Sales and Service are considered "Product and
Product-Related." All results for the three and nine months ended September 30, 2016 include the associated revenues
and expenses related to the DMS Health acquisition since January 1, 2016.

Comparison of the Three Months Ended September 30, 2016 and 2015

Revenues

Consolidated. Consolidated revenue was $31.1 million for the three months ended September 30, 2016, an increase of
$15.2 million, or 96.0% compared to the prior year quarter, primarily due to the acquisition of DMS Health, which
occurred on January 1, 2016. Excluding the impact of the acquisition, revenue decreased $1.1 million due to a
decrease in revenue in our Diagnostic Imaging segment compared to the prior year quarter. Our Diagnostic Imaging
revenue decreased primarily due to a decrease in the number of cameras sold and lower revenue associated with
camera maintenance contracts. The decrease in our Diagnostic Imaging segment was partially offset by an increase in
our Diagnostic Services segment revenue. In the three months ended September 30, 2016, our Diagnostic Services
segment experienced higher volume of imaging days ran from both new and existing customers as compared to the
prior year quarter, partially offset by a decrease in revenue from our Telerhythmics business.

Including the acquisition of DMS Health, services revenue accounted for 76.6% of total revenues for the three months
ended September 30, 2016, compared to 75.5% for the prior year quarter. We expect our Services revenue to continue
to represent the larger percentage of our consolidated revenue; however, the percentage will fluctuate quarter by
quarter given the significant variability in the timing and volume of product sales associated with our Diagnostic
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Imaging and Medical Device Sales and Service segments.
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Cost of Revenue and Gross Profit

Consolidated. Consolidated gross profit was $8.3 million for the three months ended September 30, 2016, an increase
of $3.5 million, or 72.9%, compared to the prior year quarter primarily due to the acquisition of DMS Health.
Excluding the impact of the acquisition, consolidated gross profit decreased $1.1 million driven by a fewer number of
cameras sold, lower revenue associated with camera maintenance contracts, and a decrease in the average mobile
imaging rate per day, partially offset by a greater number of imaging days provided. Consolidated gross profit as a
percentage of revenue decreased to 26.7% for the three months ended September 30, 2016, from 30.3% for the prior
year quarter. This decrease in gross profit percentage was primarily due to the relative lower gross profit percentage
associated with our new Mobile Healthcare segment from the acquisition of DMS Health, as well as unfavorability in
our Diagnostic Services and Diagnostic Imaging segments.

Services. Cost of Services revenue primarily consists of labor, equipment depreciation, radiopharmaceuticals, and
other costs associated with the provision of services within our Diagnostic Services and Mobile Healthcare segments.
Cost of Services revenue was $19.1 million for the three months ended September 30, 2016, an increase of $9.9
million, or 107.7%, compared to the prior year quarter, primarily due to the acquisition of DMS Health. Excluding the
impact of the acquisition, cost of Services revenue increased $0.4 million for the three months ended September 30,
2016 compared to the prior year quarter, primarily as a result of the increased amount of imaging days provided.
Services gross profit was $4.7 million for the three months ended September 30, 2016, an increase of $1.9 million, or
69.5%, compared to the prior year quarter, primarily as a result of the DMS Health acquisition, as well as increased
revenue volume. Services gross profit as a percentage of revenue decreased to 19.8% for the three months ended
September 30, 2016 from 23.2% for the prior year quarter primarily due to the acquisition of DMS Health and its
relative contribution to gross profit, as well as slight unfavorability in our Diagnostic Services segment gross profit
percentage due to the decrease in the average mobile imaging rate per day and an unfavorable mix of services
provided in our Telerhythmics business.

Product and Product-Related. Cost of Product revenue primarily consists of labor, parts, materials, and overhead costs
associated with our product and services contract offerings. Cost of Product revenue was $3.7 million for the three
months ended September 30, 2016, an increase of $1.8 million, or 97.7%, compared to the prior year quarter,
primarily as a result of the acquisition of DMS Health. Excluding the impact of the acquisition, cost of Product
revenue decreased $0.3 million primarily due to a fewer number of cameras sold and lower revenue associated with
camera maintenance contracts, partially offset by an increase of $0.3 million due to a lower benefit from the release of
excess inventory reserves due to the sale of previously reserved inventory compared to the prior year quarter. Product
gross profit was $3.6 million for the three months ended September 30, 2016, an increase of $1.6 million, or 77.4%,
compared to the prior year quarter primarily as a result of the DMS Health acquisition. Product gross profit as a
percentage of revenue was 49.4% for the three months ended September 30, 2016, compared to 52.1% for the prior
year quarter, primarily due to a lower benefit from the release of excess inventory reserves due to the sale of
previously reserved inventory in the prior year quarter and higher service part costs in our product-related services
businesses.

Operating Expenses

Marketing and Sales. Marketing and sales expenses consist primarily of salaries, commissions, bonuses, recruiting
costs, travel, marketing and collateral materials, and trade show costs. Marketing and sales expenses were $2.4 million
for the three months ended September 30, 2016, an increase of $1.2 million, or 100.2%, compared to the prior year
quarter, primarily as a result of the acquisition of DMS Health. On a go forward basis, we expect marketing and sales
expense to generally approximate the level of expense noted in the three months ended September 30, 2016 on an
annualized basis.

General and Administrative. General and administrative expenses consist primarily of salaries and other related costs
for accounting, human resources, information technology, executive personnel, legal related costs, professional fees,
outside services, insurance, and costs related to our board of directors. General and administrative expenses were $4.6
million for the three months ended September 30, 2016, an increase of $2.1 million, or 83.7%, compared to the prior
year quarter primarily as a result of the acquisition of DMS Health; partially offset by a decrease of $0.3 million as a
result of lower legal and professional fees related to the acquisition and integration of DMS Health. On a go forward
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basis, we expect general and administrative expense to generally approximate the level of expense noted in the three
months ended September 30, 2016 on an annualized basis, notwithstanding any one-time initiatives or costs associated
with the integration of DMS Health. For the remainder of 2016, we expect to incur approximately $0.2 million in
additional integration-related costs associated with DMS Health.

Amortization of Intangible Assets. The amortization of intangible assets resulted in $0.6 million of expense for the
three months ended September 30, 2016, an increase of $0.4 million, or 331.3%, compared to the prior year quarter,
primarily as a result of intangibles acquired as part of the acquisition of DMS Health.
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Other Expense

Other Expense, net. Other expense, net was $0.4 million during the three months ended September 30, 2016, an
increase of $0.4 million compared to the prior year quarter. The increase was primarily due to a non-cash impairment
charge recognized during the three months ended September 30, 2016 on our investment in Perma-Fix Medical, S.A.
See Note 7 to the unaudited condensed consolidated financial statements for further information.

Interest Expense, net. Interest expense was $0.3 million during the three months ended September 30, 2016, an
increase of $0.3 million compared to the prior year quarter, due to the interest and amortization of debt issuance costs
related to our Credit Facility entered into on January 1, 2016. See "Liquidity and Capital Resources" for a more
detailed description of our current outstanding debt.

Income Tax Expense

Consolidated. Income tax expense was $0.2 million for the three months ended September 30, 2016, compared to a
benefit of $18.2 million during the three months ended September 30, 2015. During the three months ended
September 30, 2015, we concluded that it was more likely than not that a portion of our deferred tax assets would be
realized through future taxable income. This conclusion was based on our restructuring efforts in 2013 and 2014 and
resulting sustained profitability for the second half of 2013, 2014, and 2015, as well as our projections of positive
future earnings and other key operating factors. As of September 30, 2015, we had generated cumulative pretax
income over the preceding twelve quarter period, and therefore the objective negative evidence of a history of
operating losses was no longer present. The release of the associated valuation allowance resulted in an income tax
benefit of $18.2 million, which was recorded as a discrete item in the three months ended September 30, 2015.

See Note 10 to the unaudited condensed consolidated financial statements for further information related to the
Company's income taxes.

Comparison of the Nine Months Ended September 30, 2016 and 2015

Revenues

Consolidated. Consolidated revenue was $94.3 million for the nine months ended September 30, 2016, an increase of
$49.1 million, or 108.5% compared to the prior year quarter, primarily due to the acquisition of DMS Health, as well
as $0.6 million of incremental revenue associated with the MD Office acquisition, which occurred on March 5, 2015.
Excluding the impact of acquisitions, revenue increased $0.4 million due to increases in revenue in our Diagnostic
Services segment, partially offset by a decrease in revenue in our Diagnostic Imaging segment, compared to the prior
year period. In our Diagnostic Services segment, excluding the impact of the MD Office acquisition, revenue
increased by $0.6 million compared to the prior year period due to a greater number of imaging days provided and
increased revenue from our Telerhythmics business, partially offset by a decrease in the average mobile imaging rate
per day. In the nine months ended September 30, 2016, we experienced higher volume of imaging days ran from both
new and existing customers as compared to the prior year period. In addition, in the prior year period we experienced
a high rate of cancellations that did not occur during the same period in the nine months ended September 30, 2016. In
our Diagnostic Imaging segment, revenue decreased $0.8 million for the nine months ended September 30, 2016
compared to the prior year period due to a decrease in the number of cameras sold and lower revenue associated with
camera maintenance contracts, partially offset by a more favorable product mix.

Cost of Revenue and Gross Profit

Consolidated. Consolidated gross profit was $27.1 million for the nine months ended September 30, 2016, an increase
of $13.9 million, or 105.3%, compared to the prior year period primarily due to the acquisitions of DMS Health and
MD Office. Excluding the impact of these acquisitions, consolidated gross profit decreased $0.8 million as a result of
fewer camera sales and lower revenue associated with camera maintenance contracts, a decrease in the average mobile
imaging rate per day, and a lower benefit from a release of excess inventory reserves compared to the prior year
period. Consolidated gross profit as a percentage of revenue decreased to 28.8% for the nine months ended
September 30, 2016, from 29.2% for the prior year period. This decrease in gross profit was primarily due to a lower
benefit from the release of excess inventory reserves due to the sale of previously reserved inventory compared to the
prior year period.

Services. Cost of Services revenue was $56.8 million for the nine months ended September 30, 2016, an increase of
$29.9 million, or 111.0%, compared to the prior year period, primarily due to the acquisitions of DMS Health and MD
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Office. Excluding the impact of acquisitions, cost of Services revenue increased $1.3 million for the nine months
ended September 30, 2016 compared to the prior year period, primarily as a result the increased amount of imaging
days provided. Services gross profit was $15.7 million for the nine months ended September 30, 2016, an increase of
$7.9 million, or 101.2%, compared to the prior year period, primarily as a result of the DMS Health acquisition.
Services gross profit as a percentage of revenue decreased to 21.7% for the nine months ended September 30, 2016
from 22.5% for the prior year period due to the decrease in the average mobile imaging rate per day and the
acquisition of DMS Health. Excluding the acquisition of DMS Health, Services gross profit as a percentage
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of revenue for the nine months ended September 30, 2016 decreased slightly due to the decrease in the average mobile
imaging rate per day and from an unfavorable mix of services provided in our Telerhythmics business.
Product and Product-Related. Cost of Product revenue was $10.4 million for the nine months ended September 30,
2016, an increase of $5.3 million, or 103.6%, compared to the prior year period, primarily as a result of the acquisition
of DMS Health. Excluding the impact of the acquisition, cost of Product revenue decreased $0.2 million due to fewer
camera sales and lower revenue associated with camera maintenance contracts, partially offset by a decrease in release
of excess inventory reserves in the nine months ended September 30, 2016 as compared to the prior year period. In the
nine months ended September 30, 2016 and September 30, 2015, we benefited from a release of $0.2 million and $0.7
million, respectively, of excess inventory reserves due to the sale of previously reserved inventory. Product gross
profit was $11.4 million for the nine months ended September 30, 2016, an increase of $6.0 million, or 111.2%,
compared to the prior year period primarily as a result of the DMS Health acquisition. Product gross profit as a
percentage of revenue was 52.3% for the nine months ended September 30, 2016, compared to 51.4% for the prior
year period, due to the acquisition of DMS Health. Excluding the acquisition of DMS Health, Product gross profit as a
percentage of revenue for the nine months ended September 30, 2016 decreased to 48.9% from 51.4% primarily due
to a lower benefit from the release of excess inventory reserves due to the sale of previously reserved inventory
compared to the prior year period.
Operating Expenses
Marketing and Sales. Marketing and sales expenses were $7.9 million for the nine months ended September 30, 2016,
an increase of $4.2 million, or 113.8%, compared to the prior year period, primarily as a result of the acquisition of
DMS Health.
General and Administrative. General and administrative expenses were $15.9 million for the nine months ended
September 30, 2016, an increase of $9.0 million, or 131.1%, compared to the prior year period primarily as a result of
the acquisition of DMS Health, an increase in legal and professional fees related to the acquisition and integration of
DMS Health acquisition, and an increase in variable compensation compared to the prior year period. During the nine
months ended September 30, 2016 we incurred transaction and integration related costs of $1.7 million, compared to
$0.7 million in the prior year period.
Amortization of Intangible Assets. The amortization of intangible assets resulted in $1.7 million of expense for the
nine months ended September 30, 2016, an increase of $1.4 million, or 366.4%, compared to the prior year period,
primarily as a result of intangibles acquired as part of the acquisition of DMS Health.
Other Expense
Other Expense, net. Other expense, net was $0.4 million for the nine months ended September 30, 2016, an increase
of $0.4 million compared to the prior year period. The increase was due to an impairment charge recognized during
the nine months ended September 30, 2016 on our investment in Perma-Fix Medical, S.A. See Note 7 to the unaudited
condensed consolidated financial statements for further information.
Interest Expense, net. Interest expense was $1.1 million during the nine months ended September 30, 2016, an
increase of $1.1 million compared to the prior year period, due to interest and amortization of debt issuance costs
related to our Credit Facility entered into on January 1, 2016. See "Liquidity and Capital Resources" for a more
detailed description of our current outstanding debt.
Income Tax Benefit

Consolidated. Income tax benefit was $12.2 million for the nine months ended September 30, 2016, a decrease of
$6.5 million compared to the prior year period. During the nine months ended September 30, 2016, as a result of the
DMS Health acquisition on January 1, 2016, we determined that it is more likely than not that additional deferred tax
assets will be realized due to increases in the Company's projected taxable income. The release of the associated
valuation allowance resulted in an income tax benefit of approximately $13.0 million, of which $12.1 million was
recorded as a discrete item in the nine months ended September 30, 2016. The remaining benefit of approximately
$0.9 million will be recorded in 2016 ratably as income is generated throughout the year. During the nine months
ended September 30, 2015, we concluded that it was more likely than not that a portion of our deferred tax assets
would be realized through future taxable income. This conclusion was based on our restructuring efforts in 2013 and
2014 and resulting sustained profitability for the second half of 2013, 2014, and 2015, as well as our projections of
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positive future earnings and other key operating factors. As of September 30, 2015, we had generated cumulative
pretax income over the preceding twelve quarter period, and therefore the objective negative evidence of a history of
operating losses was no longer present. The release of the associated valuation allowance resulted in an income tax
benefit of $18.2 million, which was recorded as a discrete item in the nine months ended September 30, 2015.

See Note 10 to the unaudited condensed consolidated financial statements for further information related to the
Company's income taxes.
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Liquidity and Capital Resources

We generated $6.8 million of positive cash flow from operations during the nine months ended September 30, 2016,
and expect to continue to generate positive cash flow from operations on an annual basis in the future. Cash flows
from operations primarily represent inflows from net income (adjusted for depreciation, amortization, and other
non-cash items), as well as the net effect of changes in working capital. Cash flows from investing activities primarily
represent our investment in capital equipment required to maintain and grow our business, as well as acquisitions.
Cash flows from financing activities primarily represent net proceeds from borrowings under our Credit Agreement
and receipt of cash related to the exercise of stock options, offset by outflows related to dividend payments and
repayments of long-term borrowings.

Our principal sources of liquidity are our existing cash and cash equivalents, short-term investments, cash generated
from operations and availability on our revolving line of credit from our Credit Agreement. As of September 30, 2016,
we had $3.7 million of cash, cash equivalents, and securities available-for-sale and $5.3 million available under our
revolving line of credit. Though we had $3.7 million of cash and securities available-for-sale as of September 30,
2016, we expect in future periods to utilize most of our available cash and securities available-for-sale to reduce our
outstanding balances under our Credit Agreement in order to minimize interest expense. If we have excess cash
balances beyond any outstanding balances on our line of credit, we may generally invest these cash reserves in
short-term money market funds, U.S. treasury, and corporate debt securities. We also have available a shelf
registration statement that provides us with increased capital flexibility to pursue corporate objectives by allowing us
to offer and sell up to $20.0 million of securities.

We require capital principally for capital expenditures, acquisition activity, dividend payments, and to finance
accounts receivable and inventory. Our working capital requirements vary from period to period depending on
inventory requirements, the timing of deliveries, and the payment cycles of our customers. Our capital expenditures
consist primarily of medical imaging and diagnostic devices utilized in the provision of our services, as well as
vehicles and information technology hardware and software. Based upon our current level of expenditures, we believe
our current working capital, together with cash flows from operating activities, will be more than adequate to meet our
anticipated cash requirements for at least the next 12 months.

Sources and Uses of Cash

The following table shows cash flow information for the nine months ended September 30, 2016 and 2015:

Nine Months

Ended

September 30,
(in thousands) 2016 2015
Net cash provided by operating activities $6,816 $2,965
Net cash used in investing activities (27,377 (291 )

Net cash provided by (used in) financing activities 7,046 (2,830 )

Operating Activities

Net cash provided by operating activities was $6.8 million for the nine months ended September 30, 2016 compared
to $3.0 million in the prior year period. The increase in cash was primarily related to an increase of net income
adjusted for non-cash items, partially offset by unfavorable working capital changes.

Investing Activities

Net cash used in investing activities was $27.4 million for the nine months ended September 30, 2016 compared to net
cash provided by investing activities of $0.3 million in the prior year period. The increase in cash used in investing
activities in the nine months ended September 30, 2016 was primarily attributable to the outlay of cash to acquire
DMS Health, as well as an increase in purchases of capital equipment. See Note 3 to the unaudited condensed
consolidated financial statements for further information related to the acquisition of DMS Health. We expect to spend
an additional $1.0 to $3.0 million on capital asset purchases during the year ended December 31, 2016 related to the
acquisition of DMS Health.

Financing Activities
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Net cash provided by financing activities was $7.0 million for the nine months ended September 30, 2016 compared
to net cash used in financing activities of $2.8 million in the prior year period. The increase in cash provided by
financing activities was primarily attributable to proceeds, net of issuance costs, of $33.8 million received to finance
the acquisition of DMS Health, partially offset by $20.7 million of repayments of long-term borrowings (including
approximately $9.4 million for the repayment of outstanding debt acquired in the DMS Health acquisition), an
increase of restricted cash of $2.7 million associated with the maintenance of cash collateral requirements under our
new credit facility, and $2.9 million of dividend payments. In future periods, we expect our financing activities to
primarily consist of payments of long-term borrowings and dividend payments.
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Financing Transactions

On January 1, 2016, in connection with the acquisition of DMS Health, the Company entered into a Credit Agreement
by and among the Company, and the subsidiaries of the Company, and the lenders party thereto, with Wells Fargo
Bank as administrative agent. The Credit Agreement is a five-year credit facility, maturing on January 1, 2021, with a
maximum credit amount of $40.0 million. It consisted of a term loan of $20.0 million (Term Loan A), a second term
loan of $7.5 million (Term Loan B), and a revolving credit facility with a maximum commitment of $12.5 million (the
Revolver). Commitments under Term Loan A and the Revolver are subject to underlying eligible assets of the
Company. In the case of the Term Loan A, underlying property, plant and equipment, and in the case of the Revolver,
eligible accounts receivable and inventory, all as defined in the Credit Agreement.

At our option, the Credit Facility will bear interest at a floating rate of either (i) the LIBOR Rate, as defined in the
Credit Agreement, plus an applicable margin depending on the borrowing type as follows: 2.5% for Term Loan

A; 5.0% for Term Loan B; and 2.0% for the Revolver; or (ii) the Base Rate, as defined in the Credit Agreement, plus
an applicable margin depending on the borrowing type as follows: 1.5% for Term Loan A; 4.0% for Term Loan B;
and 1.0% for the Revolver. As of September 30, 2016, we had $23.3 million of outstanding borrowings under the
Credit Agreement at a weighted average interest rate of 3.6%.

We are permitted to make voluntary prepayments on amounts borrowed under the Credit Agreement at any time, in
whole or in part, without penalty unless in connection with the full repayment of all amounts owed under the Credit
Agreement. In the event that we fully repay all obligations and terminate the Credit Agreement prior to January 1,
2017, we will be required to pay a prepayment penalty in the amount equal to 1.0% times the maximum credit amount
of the Credit Agreement. Furthermore, we will be required to prepay amounts borrowed under the Credit Agreement
in the event that we receive cash flows in excess of specified percentages upon the occurrence of certain events, such
as the sale or disposition of assets or other property, legal judgments or settlements, of the sale of equity, and other
payments received not in the ordinary course of business.

Debt Covenants

The Credit Agreement contains certain representations, warranties, events of default, mandatory prepayment
requirements, as well as certain affirmative and negative covenants customary for Credit Agreements of this type.
These covenants include restrictions on borrowings, investments, and divestitures, as well as limitations on our ability
to make certain restricted payments, including payment of dividends. These restrictions do not prevent or prohibit our
payment of dividends consistent with past practice, subject to satisfaction of certain conditions. Further, the Credit
Agreement requires us to maintain certain restricted cash balances through January 1, 2018. Finally, the Credit
Agreement requires us to comply with certain financial covenants, including minimum liquidity and fixed charge
coverage and leverage ratios. The fixed charge coverage ratio is calculated as the ratio of EBITDA less any
unfinanced capital expenditures made or incurred during the period to fixed charges for such period (as defined in the
credit agreement), measured on a month-end basis. Per the Credit Agreement, the fixed charge coverage ratio must be
at least 1:00 to 1:00 for each trailing twelve month period ending as of the end of a month. The leverage ratio is
calculated as the ratio of consolidated debt to EBITDA for the twelve month period ended as of such date.

The leverage ratio requirements, as defined in the Credit Agreement, are set forth in the table below:

Period Leverage Ratio

January 31, 2016 through February 28, 2017 2:50 to 1:00

March 31, 2017 through September 30, 2017 2:25 to 1:00

October 31, 2017 through May 31, 2018 2:00 to 1:00

June 30, 2018 through January 1, 2021 1:75 to 1:00

Upon the occurrence and during the continuation of an event of default under the Credit Agreement, the Lenders may,
among other things, declare the loans and all other obligations under the Credit Agreement immediately due and
payable and increase the interest rate at which loans and obligations under the Credit Agreement bear interest. If an
event of default occurs related to the insolvency or bankruptcy of the Company, the loans and all other obligations
under the Credit Agreement shall automatically become due and payable.

We were in compliance with all covenants as of September 30, 2016.

Off-Balance Sheet Arrangements
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As part of our ongoing business, we do not participate in transactions that generate relationships with unconsolidated
entities or financial partnerships, such as entities often referred to as structured finance or special purpose entities, or
SPEs, which would have been established for the purpose of facilitating off-balance sheet arrangements or other
contractually narrow or limited purposes. As of September 30, 2016, we were not involved in any unconsolidated SPE
transactions.
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Contractual Obligations
Due to our acquisition of DMS Health and related financing arrangements entered into during the nine months ended
September 30, 2016, there have been significant changes to our contractual obligations from those disclosed within
"Management's Discussion and Analysis of Financial Condition and Results of Operations," as contained in our
Annual Report on Form 10-K filed with the SEC on March 1, 2016. The following table summarizes our contractual
obligations as of September 30, 2016 (amounts in thousands):

Payments Due by Period (1)

October 1
Contractual Obligations Total 2017 2018 2019 2020 Thereafter

December

31,2016
Long-term debt $23,302% 1,339  $5,358 $4,935$2,856$2,856$% 5,958
Interest on long-term debt @ 1,912 209 684 457 317 230 15
Operating lease obligations 5,383 1,286 1,361 1,053 846 636 201
Capital lease obligations @ 1,321 197 665 308 122 29 —
Purchase obligations () 10,038 1,121 4,456 2,383 1,722 356

Total Contractual Obligations $41,956$ 4,152  $12,524$9,136$5,863%$4,107$ 6,174

(1) The table excludes $0.1 million of contingent consideration related to the acquisition of MD Office.
(@) Interest on variable rate debt was estimated using rates in effect as of September 30, 2016.

() Capital lease obligations include related interest obligations.

4 Amounts include noncancellable service agreements to maintain portions of the fleet of imaging machines in our
DMS Health business.

In the schedule of estimated future payments related to our contractual obligations, we excluded unrecognized tax
benefits due to the uncertainty of the amount and the period of payment. As of September 30, 2016, we had
unrecognized tax benefits of approximately $4.1 million.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Our exposure to market risk due to changes in interest rates relates primarily to the increase or decrease in the value of
debt securities in our investment portfolio, as well as interest expense under our credit facility. Under our current
policies, we do not use interest rate derivative instruments to manage exposure to interest rate changes on our
investments or debt.

For our investments, our risk associated with fluctuating interest rates is limited to investments in interest rate
sensitive financial instruments. We attempt to increase the safety and preservation of our invested principal funds by
limiting default risk, market risk, and reinvestment risk. We mitigate default risk by investing in investment grade
securities. A 100 basis point adverse move in interest rates along the entire interest rate yield curve would not
materially affect the fair value of our interest sensitive financial instruments. Changes in interest rates over time will
increase or decrease our interest income.

Borrowings under the Company's credit facility bear interest at floating rates plus an applicable margin, based on
LIBOR or the base or prime rate. Accordingly, we are exposed to market risk for fluctuations in interest rates. The
effect of a 100 basis point change in current interest rates on interest expense would be approximately $0.2 million for
the nine months ended September 30, 2016.

ITEM 4. CONTROLS AND PROCEDURES

Disclosure Controls and Procedures

We maintain disclosure controls and procedures that are designed to ensure that information required to be disclosed
in our Securities and Exchange Commission Act of 1934 reports is recorded, processed, summarized, and reported
within the time periods specified in the Securities and Exchange Commission’s rules and forms and that such
information is accumulated and communicated to our management, including our chief executive officer and chief
financial officer, as appropriate, to allow for timely decisions regarding required disclosure. In designing and

50



Edgar Filing: DIGIRAD CORP - Form 10-Q

evaluating the disclosure controls and procedures, we recognize that any controls and procedures, no matter how well
designed and operated, can provide only reasonable assurance of achieving the desired control objectives, and
management is required to apply its judgment in evaluating the cost-benefit relationship of possible controls and
procedures.

As required by Securities and Exchange Commission Rule 13a-15(e) and 15d-15(e), we carried out an evaluation,
under the supervision and with the participation of our management, including our chief executive officer and chief
financial officer, of the effectiveness of the design and operation of our disclosure controls and procedures as of the
end of the period covered by this report. Based on that evaluation, our chief executive officer and chief financial
officer concluded that our disclosure controls and procedures were effective at the reasonable assurance level as of
September 30, 2016.

Our disclosure controls and procedures are designed to provide reasonable assurance of achieving their objectives as
specified above. Management does not expect, however, that our disclosure controls and procedures will prevent or
detect all errors and fraud. Any control system, no matter how well designed and operated, is based upon certain
assumptions and can provide only reasonable, not absolute, assurance that its objectives will be met. Further, no
evaluation of controls can provide absolute assurance
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that misstatements due to error or fraud will not occur or that all control issues and instances of fraud, if any, within
the Company have been detected.

Changes in Internal Control over Financial Reporting

Except as described below, there has been no change in our internal control over financial reporting identified in
connection with the evaluation required by paragraph (d) of Rules 13a-15 or 15d-15 under the Securities Exchange
Act of 1934 that occurred during our most recent fiscal quarter that has materially affected, or is reasonably likely to
materially affect, our internal control over financial reporting.

On January 1, 2016, we completed the acquisition of DMS Health. We are in the process of integrating the operations
of DMS Health into our overall internal control over financial reporting process.
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PART II. OTHER INFORMATION

ITEM 1. LEGAL PROCEEDINGS

See Note 9 to the unaudited condensed consolidated financial statements for a summary of legal proceedings.

ITEM 1A.RISK FACTORS

In evaluating us and our common stock, we urge you to carefully consider the risks and other information in this
Quarterly Report on Form 10-Q, as well as the risk factors disclosed in Item 1A to Part I of our Annual Report on
Form 10-K for the fiscal year ended December 31, 2015, which we filed with the SEC on March 1, 2016. Beyond
what is described below, the risks and uncertainties described in “Item 1A - Risk Factors” of our Annual Report on
Form 10-K have not materially changed. Any of the risks discussed in this Quarterly Report on Form 10-Q or any of
the risks disclosed in Item 1A to Part I of our Annual Report on Form 10-K for the fiscal year ended December 31,
2015, as well as additional risks and uncertainties not currently known to us or that we currently deem immaterial,
could materially and adversely affect our results of operations or financial condition.

Our relationship with Philips North America could be canceled with a short notice period, severely impacting our
revenues and costs.

Through our recent acquisition of DMS Health Technologies, we enjoy a long-standing relationship with Philips
Healthcare to sell and service certain imaging and patient monitoring devices in defined region in the upper-Midwest
area of the United States. Commissions and servicing revenues from this relationship are a substantial component of
our revenues. Though our current agreement with Philips Healthcare continues into 2019, the contract can be canceled
for various reasons with a 90-day notice period. If this contract was canceled, we would likely experience revenue
declines and increased costs associated with personnel and infrastructure changes related to the contract termination,
and we likely would not be able to replace this lost revenue in the near term.

Our Mobile Healthcare mobile fleet is highly utilized; any downtime in our assets can have a material impact on our
revenues and costs.

Our Mobile Healthcare business unit utilizes a fleet of highly sophisticated imaging and related transportation assets
that require nearly 100% uptime to service our customer needs. Though we utilize an array of highly competent
service providers to support our imaging fleet, imaging and related transportation machines can experience
unproductive downtime. Any downtime of our imaging fleet can have near term impacts on our revenues and
underlying costs.

ITEM 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS

None.

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 Description

Number

31.1% Certification of the Principal Executive Officer pursuant to Rules 13a-14(a) and 15d-14(a) promulgated
' pursuant to the Securities Exchange Act of 1934, as amended.

31.2% Certification of the Principal Financial Officer pursuant to Rules 13a-14(a) and 15d-14(a) promulgated
' pursuant to the Securities Exchange Act of 1934, as amended.

30 [ Certification of the Principal Executive Officer pursuant to Section 906 of the Sarbanes-Oxley Act of

2002.
32.2%%* Certification of the Principal Financial Officer pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.
101.INS* XBRL Instance Document
101.SCH* XBRL Taxonomy Extension Schema
101.CAL* XBRL Taxonomy Extension Calculation Linkbase
101.LAB* XBRL Taxonomy Extension Labels Linkbase
101.PRE* XBRL Taxonomy Extension Presentation Linkbase
101.DEF* XBRL Taxonomy Extension Definition Linkbase

*Filed herewith.
This certification is being furnished solely to accompany this quarterly report pursuant to 18 U.S.C. § 1350, and is
s not being filed for purposes of Section 18 of the Securities Exchange Act of 1934, as amended, and is not to be
incorporated by reference into any filing of Digirad Corporation, 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 and Exchange Act of 1934, the registrant has duly caused this report to

be signed on its behalf by the undersigned thereunto duly authorized.
DIGIRAD CORPORATION

Date: October 31, 2016 By: /s/ MATTHEW G. MOLCHAN
Matthew G. Molchan
President and Chief Executive Officer
(Principal Executive Officer)

Date: October 31, 2016 By: /s/ JEFFRY R. KEYES
Jeffry R. Keyes
Chief Financial Officer
(Principal Financial and Accounting Officer)
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