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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, DC 20549

FORM 10-Q

(Mark
One)

x QUARTERLY REPORT UNDER SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the quarterly period ended:  September 30, 2014

o TRANSITION REPORT UNDER SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the transition period from __________ to __________

Commission File Number: 000-17363

LIFEWAY FOODS, INC.
(Exact Name of Registrant as Specified in its Charter)

Illinois 36-3442829
(State or Other Jurisdiction of
Incorporation or Organization)

(I.R.S. Employer
Identification No.)

 6431 West Oakton, Morton Grove, IL 60053
(Address of Principal Executive Offices, Zip Code)

(847) 967-1010
(Registrant’s Telephone Number, Including Area Code) 

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by
Section 13 or 15(d) of the Securities Exchange Act of 1934 during the preceding 12 months
(or for such shorter period that the registrant was required to file such reports), and (2) has
been subject to such filing requirements for the past 90 days.   Yes  x   No  o
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Indicate by check mark whether the registrant has submitted electronically and posted on its
corporate Web site, if any, every Interactive Data file required to be submitted and posted
pursuant to Rule 405 of Regulation S-T (§232.405 of this chapter) during the preceding 12
months (or for such shorter period that the registrant was required to submit and post such
files).   Yes  x   No  o

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

Large accelerated filer
o Accelerated filer x Non-accelerated

filer  o
Smaller reporting

company o

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2
of the Exchange Act).   Yes  o   No  x

As of November 10, 2014, 16,346,017 shares of the registrant’s common stock, no par value,
were outstanding.
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Consolidated Statements of Financial Condition
September 30, 2014 and 2013 (Unaudited) and December 31, 2013

September 30, December 31,
2014 2013 2013

ASSETS

Current assets
Cash and cash equivalents $2,795,429 $1,240,730 $3,306,608
Investments 3,057,214 2,506,463 2,516,380
Certificates of deposits in financial institutions — 115,373 15,373
Inventories 7,134,857 8,382,287 6,899,008
Accounts receivable, net of allowance for doubtful
accounts and discounts ($1,300,000 and $1,350,000
and $1,050,000) 11,803,145 11,313,652 10,444,839
Prepaid expenses and other current assets 54,944 88,629 128,323
Other receivables 26,720 89,100 103,272
Deferred income taxes 360,765 394,277 322,071
Refundable income taxes 842,425 423,242 1,014,947
Total current assets 26,075,499 24,553,753 24,750,821

Property and equipment, net 21,874,520 21,637,492 20,824,448

Intangible assets
Goodwill 14,068,091 14,068,091 14,068,091
Other intangible assets, net of accumulated
amortization of $5,005,117, $4,376,640 and
$4,468,359 at September 30, 2014 and 2013 and at
December 31, 2013, respectively 3,238,683 3,929,360 3,750,441
Total intangible assets 17,306,774 17,997,451 17,818,532

Other Assets
Long-term accounts receivable, net of current portion 270,599 280,000 280,000
Total assets $65,527,392 $64,468,696 $63,673,801

LIABILITIES AND STOCKHOLDERS' EQUITY

Current liabilities
Current maturities of notes payable $877,038 $878,088 $875,002
Accounts payable 7,318,512 5,429,988 6,723,179
Accrued expenses 1,243,876 1,323,213 1,284,060
Accrued income taxes — 1,292,762 —
Total current liabilities 9,439,426 8,924,051 8,882,241

Notes payable 8,339,282 9,214,853 8,999,012

Deferred income taxes 2,065,221 2,917,213 2,843,426
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Total liabilities 19,843,929 21,056,117 20,724,679

Stockholders' equity
Common stock, no par value; 40,000,000 shares
authorized; 17,273,776 shares issued; 16,346,017
shares outstanding at September 30, 2014, September
30, 2013 and December 31, 2013 6,509,267 6,509,267 6,509,267
Paid-in-capital 2,032,516 2,032,516 2,032,516
Treasury stock, at cost ( 8,187,682 ) ( 8,187,682 ) ( 8,187,682 )
Retained earnings 45,367,487 43,056,422 42,587,214
Accumulated other comprehensive income (loss), net
of taxes ( 38,125 ) 2,056 7,807
Total stockholders' equity 45,683,463 43,412,579 42,949,122

Total liabilities and stockholders' equity $65,527,392 $64,468,696 $63,673,801

See accompanying notes to financial statements.
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Consolidated Statements of Income and Comprehensive Income
For the Three and Nine Months Ended September 30, 2014 and 2013 (Unaudited)

(Unaudited) (Unaudited)
Three Months Ended Nine Months Ended

September 30, September 30,
2014 2013 2014 2013

Sales $32,704,435 $26,601,341 $97,359,630 $80,030,021
Less: discounts and allowances ( 2,594,213) ( 2,808,811) ( 8,552,286) ( 8,772,576)
Net sales 30,110,222 30,110,222 23,792,530 23,792,530 88,807,344 88,807,344 71,257,445 71,257,445

Cost of goods sold 21,697,954 16,513,357 64,812,489 47,217,179
Depreciation expense 1,010,966 410,797 2,022,204 1,226,629

Total cost of goods sold 22,708,920 16,924,154 66,834,693 48,443,808

Gross profit 7,401,302 6,868,376 21,972,651 22,813,637

Selling expenses 2,804,127 2,815,126 9,977,636 8,291,960
General and administrative 2,627,566 1,671,080 7,115,393 5,567,649
Amortization expense 178,919 178,201 536,758 533,884

Total operating expenses 5,610,612 4,664,407 17,629,787 14,393,493

Income from operations 1,790,690 2,203,969 4,342,864 8,420,144

Other income (expense):
Interest and dividend income 22,739 36,535 86,664 82,166
Rental income 1,201 2,231 2,900 8,889
Interest expense ( 62,084 ) ( 59,887 ) ( 194,377 ) ( 133,610 )
Gain on sale of investments, net
reclassified from OCI ( 22,940 ) 161 39,190 121,441
Gain on sale of equipment 85,077 — 8,592 —
Other Income — 209,175 1,674 219,404
Total other income (expense) 23,993 188,215 (55,357 ) 298,290

Income before provision for
income taxes 1,814,683 2,392,184 4,287,507 8,718,434

Provision for income taxes 789,005 702,257 1,507,234 3,258,928

Net income $1,025,678 $1,689,927 $2,780,273 $5,459,506

Basic and diluted earnings per
common share 0.06 0.10 0.17 0.33

Weighted average number of
shares outstanding 16,346,017 16,346,017 16,346,017 16,346,017
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COMPREHENSIVE INCOME

Net income $1,025,678 $1,689,927 $2,780,273 $5,459,506

Other comprehensive income
    (loss), net of tax:
    Unrealized gains (losses) on
      investments (net of tax) ( 93,679 ) 29,356 ( 22,524 ) 17,079
    Less reclassification adjustment
      for (gains) losses included in
      net income (net of taxes) 13,702 ( 91 ) (23,408 ) ( 68,614 )

Comprehensive income $945,701 $1,719,192 $2,734,341 $5,407,971

See accompanying notes to financial statements.

- 4 -

Edgar Filing: LIFEWAY FOODS INC - Form 10-Q

7



LIFEWAY FOODS, INC. AND SUBSIDIARIES
Consolidated Statements of Changes in Stockholders' Equity
For the Nine Months Ended September 30, 2014 and 2013 (Unaudited) and For the Year Ended December 31, 2013

Common Stock, No Par
Value Accumulated

40,000,000 Shares
#

of Shares Other
Authorized of Comprehensive

# of Shares # of Shares Treasury Common Paid In Treasury Retained
Income
(Loss),

Issued Outstanding Stock Stock Capital Stock Earnings
Net of
Tax Total

Balances at
January 1, 2013 17,273,776 16,346,017 927,759 $6,509,267 $2,032,516 $(8,187,682) $38,904,777 $53,591 $39,312,469

Other
comprehensive
income (loss):
Unrealized
gains on
securities, net
of taxes — — — — — — — ( 45,784) (45,784 )

Net income for
the year ended
December 31,
2013 — — — — — — 4,990,298 — 4,990,298

Dividends
($.08) per share — — — — — — (1,307,861 ) — (1,307,861 )

Balances at
December 31,
2013 17,273,776 16,346,017 927,759 $6,509,267 $2,032,516 $(8,187,682) $42,587,214 $7,807 $42,949,122

Balances at
January 1, 2013 17,273,776 16,346,017 927,759 $6,509,267 $2,032,516 $(8,187,682) $38,904,777 $53,591 $39,312,469

Other
comprehensive
income (loss):
Unrealized
gains on
securities, net
of taxes — — — — — — — (51,535 ) (51,535 )

— — — — — — 5,459,506 — 5,459,506

Edgar Filing: LIFEWAY FOODS INC - Form 10-Q

8



Net income for
the nine months
ended
September 30,
2013

Dividends
($.08) per share — — — — — — (1,307,861 ) — (1,307,861 )

Balances at
September 30,
2013 17,273,776 16,346,017 927,759 $6,509,267 $2,032,516 $(8,187,682) $43,056,422 $2,056 $43,412,579

Balances at
January 1, 2014 17,273,776 16,346,017 927,759 $6,509,267 $2,032,516 $(8,187,682) $42,587,214 $7,807 $42,949,122

Other
comprehensive
income (loss):
Unrealized
gains on
securities, net
of taxes — — — — — — — (45,932 ) (45,932 )

Net income for
the nine months
ended
September 30,
2014 — — — — — — 2,780,273 — 2,780,273

Balances at
September 30,
2014 17,273,776 16,346,017 927,759 $6,509,267 $2,032,516 $(8,187,682) $45,367,487 $(38,125 ) $45,683,463

See accompanying notes to financial statements.
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Consolidated Statements of Cash Flows
For the Nine Months Ended September 30, 2014 and 2013 (Unaudited)

(Unaudited)
September 30,

2014 2013

Cash flows from operating activities:
Net income $2,780,273 $5,459,506
Adjustments to reconcile net income to net
cash flows from operating activities:
Depreciation and amortization 2,558,962 1,760,513
Gain on sale of investments, net ( 39,190 ) ( 121,441 )
Deferred income taxes ( 783,607 ) ( 231,218 )
Bad debt expense 76,049 26,819
Gain on sale of equipment (8,592 ) (209,175 )
(Increase) decrease in operating assets:
Accounts receivable ( 1,548,110 ) ( 2,612,905 )
Other receivables 76,552 ( 80,275 )
Inventories ( 235,849 ) ( 2,443,101 )
Refundable income taxes 172,522 (338,414 )
Prepaid expenses and other current assets 73,379 33,509
Increase (decrease) in operating liabilities:
Accounts payable 595,333 1,173,263
Accrued expenses ( 40,184 ) 167,536
Income taxes payable — 1,038,451
Net cash provided by operating activities 3,677,538 3,623,068

Cash flows from investing activities:
Purchases of investments ( 2,319,742 ) ( 2,877,968 )
Proceeds from sale of investments 1,736,946 2,281,792
Redemption of certificates of deposits 15,000 334,627
Purchases of property and equipment ( 3,052,303 ) ( 8,205,669 )
Proceeds from sale of equipment 89,076 537,500
Net cash used in investing activities (3,531,023 ) (7,929,718 )

Cash flows from financing activities:
Dividends paid — (1,307,861 )
Net proceeds from debt issuance — 4,975,000
Repayment of notes payable ( 657,694 ) ( 405,985 )
Net cash used in financing activities ( 657,694 ) 3,261,154

Net decrease in cash and cash equivalents (511,179 ) (1,045,496 )

Cash and cash equivalents at the beginning of the period 3,306,608 2,286,226

Cash and cash equivalents at the end of the period $2,795,429 $1,240,730
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See accompanying notes to financial statements.
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

September 30, 2014 and 2013 (Unaudited) and December 31, 2013

Note 1 – NATURE OF BUSINESS

Lifeway Foods, Inc. (the “Company” or “Lifeway”) commenced operations in February 1986 and incorporated under the
laws of the state of Illinois on May 19, 1986. The Company’s principal business activity is the production of dairy
products. Specifically, the Company produces Kefir, a drinkable product which is similar to but distinct from yogurt,
in several flavors sold under the name “Lifeway’s Kefir;” a plain farmer’s cheese sold under the name “Lifeway’s Farmer’s
Cheese;” a fruit sugar-flavored product similar in consistency to cream cheese sold under the name of “Sweet Kiss;” and
a dairy beverage, similar to Kefir, with increased protein and calcium, sold under the name “Basics Plus.” The Company
also produces a vegetable-based seasoning under the name “Golden Zesta.” The Company currently distributes its
products throughout the Chicago Metropolitan area and various cities on the East Coast through local food stores. In
addition, products are sold throughout the United States by distributors. The Company also distributes some of its
products in London.

Note 2 – SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

A summary of the significant accounting policies applied in the preparation of the accompanying consolidated
financial statements follows:

Basis of presentation
The accompanying unaudited financial statements of the Company have been prepared in accordance with the
instructions to Form 10-Q. Accordingly, they do not include all of the information and footnotes required by generally
accepted accounting principles for complete financial statements. However, such information reflects all adjustments
(consisting of normal recurring adjustments), which are, in the opinion of Management, necessary for fair presentation
of results for the interim periods.  The unaudited consolidated financial statements contained in this Quarterly Report
should be read in conjunction with the consolidated financial statements contained in our 2013 Annual Report on
Form 10-K.

Principles of consolidation
The consolidated financial statements include the accounts of the Company and its wholly-owned subsidiaries, Helios
Nutrition, Ltd., Pride of Main Street, L.L.C., Starfruit, L.L.C., Fresh Made, Inc. and Starfruit Franchisor, L.L.C.,
Lifeway First Juice, Inc. (IL), First Juice, Inc. (DE) and Lifeway Wisconsin, Inc. Lifeway Wisconsin, Inc. was created
to facilitate the operation of a production facility in Wisconsin. All significant intercompany accounts and transactions
have been eliminated.

Use of estimates
The preparation of financial statements in conformity with accounting principles generally accepted in the United
States of America requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and reported
amounts of revenues and expenses during the reporting period. Actual results could differ from those estimates.
Significant estimates made in preparing the consolidated financial statements include the allowance for doubtful
accounts, the valuation of investment securities, goodwill, intangible assets, and deferred taxes.

Revenue Recognition
Sales of Company produced dairy products are recorded at the time of shipment and the following four criteria have
been met: (i) The product has been shipped and the Company has no significant remaining obligations; (ii) Persuasive
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evidence of an agreement exists; (iii) The price to the buyer is fixed or determinable and (iv) Collection is probable. In
addition, shipping costs invoiced to the customers are included in net sales and the related cost in cost of sales.
Discounts and allowances are reported as a reduction of gross sales unless the allowance is attributable to an
identifiable benefit separable from the purchase of the product, the value of which can be reasonably estimated, which
would be charged to the appropriate expense account.

Customer Concentration
Sales are predominately to companies in the retail food industry, located within the United States of America. Two
major customers accounted for approximately __ percent and 35 percent of gross sales for the nine months ended
September 30, 2014 and 2013, respectively. These customers accounted for approximately __ percent, 30 percent and
22 percent of accounts receivable as of September 30, 2014, September 30, 2013 and December 31, 2013,
respectively.

- 7 -
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

September 30, 2014 and 2013 (Unaudited) and December 31, 2013

Note 2 – SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES – Continued

Cash and cash equivalents
All highly liquid investments purchased with an original maturity of three months or less are considered to be cash
equivalents.

The Company maintains cash deposits at several institutions located in the greater Chicago, Illinois and Philadelphia,
Pennsylvania metropolitan areas.

Investments
All investment securities are classified as available-for-sale and are carried at fair value. Unrealized gains and losses
on available-for-sale securities are reported as a separate component of stockholders’ equity. Amortization, accretion,
interest and dividends, realized gains and losses, and declines in value judged to be other-than-temporary on
available-for-sale securities are recorded in other income. All of the Company's securities are subject to a periodic
impairment evaluation. This evaluation depends on the specific facts and circumstances. Factors that we consider in
determining whether an other-than-temporary decline in value has occurred include: the market value of the security
in relation to its cost basis; the financial condition of the investee; and the intent and ability to retain the investment
for a sufficient period of time to allow for possible recovery in the market value of the investment.

Accounts receivable
Credit terms are extended to customers in the normal course of business. The Company performs ongoing credit
evaluations of its customers’ financial condition and generally requires no collateral. Balances expected to be paid
beyond one year are classified as long-term.

Accounts receivable are recorded at invoice amounts, and reduced to their estimated net realizable value by
recognition of an allowance for doubtful accounts and anticipated discounts. The Company’s estimate of the
allowances for doubtful accounts and anticipated discounts are based upon historical experience, its evaluation of the
current status and contract terms of specific receivables, and unusual circumstances, if any. Accounts are considered
past due if payment is not made on a timely basis in accordance with the Company’s credit terms. Accounts considered
uncollectible are charged against the allowance.

Inventories
Inventories are stated at the lower of cost or market.  Our products are valued using the first in, first out method.  The
costs of inventories include raw materials, direct labor and indirect production and overhead costs.

Property and equipment
Property and equipment are recorded at cost and depreciated using the straight-line method over the estimated useful
lives of the related assets. When assets are retired or otherwise disposed of, the cost and related accumulated
depreciation are removed from the accounts, and any resulting gain or loss is recognized in income for the period. The
cost of maintenance and repairs is charged to expense as incurred; significant renewals and betterments are
capitalized.

Property and equipment is being depreciated over the following useful lives:
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Category Years

Buildings and improvements 31 and 39

Machinery and equipment 5 – 12

Office equipment 5 – 7

Vehicles 5

Leasehold improvements Shorter of expected useful
life or lease term

- 8 -
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

September 30, 2014 and 2013 (Unaudited) and December 31, 2013

Note 2 – SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES – Continued

Intangible assets acquired in business combinations
The Company accounts for intangible assets at historical cost. Intangible assets acquired in a business combination are
recorded under the purchase method of accounting at their estimated fair values at the date of acquisition. Goodwill
represents the excess purchase price over the fair value of the net tangible and other identifiable intangible assets
acquired. Goodwill is not amortized, but is reviewed for impairment at least annually. Brand assets represent the fair
value of brands acquired. The Company amortizes other intangible assets over their estimated useful lives, as
disclosed in the table below.

The Company reviews intangible assets and their related useful lives at least once per year to determine if any adverse
conditions exist that would indicate the carrying value of these assets may not be recoverable. The Company conducts
more frequent impairment assessments if certain conditions exist, including: a change in the competitive landscape,
any internal decisions to pursue new or different strategies, a loss of a significant customer, or a significant change in
the market place including changes in the prices paid for the Company’s products or changes in the size of the market
for the Company’s products.

If the estimate of an intangible asset’s remaining useful life is changed, the remaining carrying amount of the
intangible asset is amortized prospectively over the revised remaining useful life.

Intangible assets are being amortized over the following useful lives:

Category Years

Recipes 4

Lease agreement 7

Trade names 8-15

Formula 10

Customer relationships 8-12

Income taxes
Deferred income taxes are the result of temporary differences that arise from income and expense items reported for
financial accounting and tax purposes in different periods. Deferred taxes are classified as current or non-current,
depending on the classification of the assets and liabilities to which they relate. Deferred taxes arising from temporary
differences that are not related to an asset or liability are classified as current or non-current depending on the periods
in which the temporary differences are expected to reverse.

The principal sources of temporary differences are different depreciation and amortization methods for financial
statement and tax purposes, unrealized gains or losses related to investments, capitalization of indirect costs for tax
purposes, purchase price adjustments, and the recognition of an allowance for doubtful accounts for financial
statement purposes.

The Company has analyzed filing positions in all of the federal and state jurisdictions where it is required to file
income tax returns, as well as all open tax years in these jurisdictions. The only periods subject to examination for the
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Company’s federal returns are the 2011, 2012 and 2013 tax years. The Company believes that its income tax filing
positions and deductions would be sustained on audit and does not anticipate any adjustments that would result in a
material change to its financial position. Therefore, no reserves for uncertain income tax positions have been recorded.

- 9 -
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

September 30, 2014 and 2013 (Unaudited) and December 31, 2013

Note 2 – SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES – Continued

Treasury stock
Treasury stock is recorded using the cost method.

Advertising and promotional costs
The Company expenses advertising costs as incurred. For the three and nine months ended September 30, 2014 and
2013 total advertising expenses were $643,127 and $2,462,313, $551,492 and $1,859,798, respectively.

Earnings per common share
Earnings per common share were computed by dividing net income available to common stockholders by the
weighted average number of common shares outstanding during the period. For the three and nine months ended
September 30, 2014 and 2013, the weighted average number of shares outstanding used in the calculation of diluted
and basic earnings per share were the same.

Segments
Currently, the Company has one segment with multiple dairy products. All such dairy products are produced using the
same process and materials, sold to consumers retail food sellers through direct delivery and distributors in the United
States of America.  The reportable segment has been determined based on how the Company’s chief operating decision
maker manages the business and in a manner consistent with the internal reporting provided to the chief operating
decision maker. The chief operating decision-maker, who is responsible for allocating resources and assessing
performance of the operating segments, has been identified as the Chief Financial Officer and the board of directors
that makes strategic decisions. The Company’s sales in foreign markets are considered not to be material and
accordingly the Company has not presented financial information by geography.

Note 3 – INTANGIBLE ASSETS

Intangible assets, and the related accumulated amortization, consist of the following:

September 30, 2014 September 30, 2013 December 31, 2013

Cost
Accumulated
Amortization Cost

Accumulated
Amortization Cost

Accumulated
Amortization

Recipes $ 43,600 $ 43,600 $ 43,600 $ 43,600 $ 43,600 $ 43,600
Customer lists
and other
customer related
intangibles 4,504,200 2,813,737 4,504,200 2,361,808 4,504,200 2,474,790
Customer
relationship 985,000 649,348 985,000 579,264 985,000 596,785
Trade names 2,248,000 1,140,732 2,248,000 990,868 2,248,000 1,028,334
Formula 438,000 357,700 438,000 313,900 438,000 324,850

$ 8,218,800 $ 5,005,117 $ 8,218,800 $ 4,289,440 $ 8,218,800 $ 4,468,359
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Amortization expense is expected to be approximately the following for the 12 months ending September 30:

2015 $ 715,677
2016 708,377
2017 671,877
2018 658,197
2019 293,156

Thereafter 166,399
$ 3,213,683

Amortization expense during the three and nine months ended September 30, 2014 and 2013 was $178,919 and
$536,758, $178,201 and $533,884, respectively.

- 10 -
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

September 30, 2014 and 2013 (Unaudited) and December 31, 2013

Note 4 – INVESTMENTS

The cost and fair value of investments classified as available for sale are as follows:

September 30, 2014 Cost
Unrealized
Gains

Unrealized
Losses

Fair
Value

Equities $ 1,023,998 $ 82,968 $ (53,441) $ 1,053,525
Mutual Funds 7,040 0 (633) 6,407
Preferred Securities 416,415 24,959 (4,330) 437,044
Corporate Bonds 1,673,591 2,397 (115,750) 1,560,238
Total $ 3,121,044 $ 110,324 $ (174,154) $ 3,057,214

September 30, 2013 Cost
Unrealized
Gains

Unrealized
Losses

Fair
Value

Equities $ 887,418 $ 115,298 $ (29,256) $ 973,460
Mutual Funds 69,849 0 (1,965) 67,884
Preferred Securities 528,306 3,684 (26,363) 505,627
Corporate Bonds 1,017,252 1 (57,761) 959,492
Total $ 2,502,825 $ 118,983 $ (115,345) $ 2,506,463

December 31, 2013 Cost
Unrealized
Gains

Unrealized
Losses

Fair
Value

Equities $ 1,006,169 $ 98,213 $ (32,181) $ 1,072,201
Mutual Funds 54,847 1,994 0 56,841
Preferred Securities 464,585 12,960 (15,449) 462,096
Corporate Bonds 973,333 1,329 (49,420) 925,242
Total $ 2,498,934 $ 114,496 $ (97,050) $ 2,516,380

Proceeds from the sale of investments were $317,584, $1,736,946 and $332,953, $2,281,792 for the three and nine
months ended September 30, 2014 and 2013, respectively.

Gross gains of $2,988, $83,810 and $161,421 and gross losses of $25,928, $44,620 and $39,980 were realized on
these sales during the three months ended September 30, 2014, nine months ended September 30, 2014 and 2013,
respectively.

The following table shows the gross unrealized losses and fair value of the Company's investments with unrealized
losses that are not deemed to be other-than-temporarily impaired, aggregated by investment category and length of
time that individual securities have been in a continuous unrealized loss position, at September 30, 2014 and 2013 and
at December 31, 2013:

Less Than 12 Months 12 Months or Greater Total
Fair Value Fair Value Fair Value
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September 30,
2014

Unrealized
Losses

Unrealized
Losses

Unrealized
Losses

Equities $ 326,673 $ (40,115) $ 83,996 $ (13,326) $ 410,669 $ (53,441)
Mutual Funds 6,407 (633) 0 0 6,407 (633)
Preferred
Securities 175,790 (4,330) 0 0 175,790 (4,330)
Corporate Bonds 910,520 (65,250) 522,316 (50,500) 1,432,836 (115,750)

$ 1,419,390 $ (110,328) $ 606,312 $ (63,826) $ 2,025,702 $ (174,154)

Less Than 12 Months 12 Months or Greater Total
September 30,
2013 Fair Value

Unrealized
Losses Fair Value

Unrealized
Losses Fair Value

Unrealized
Losses

Equities $ 292,456 $ (28,897) $ 21,409 $ (359) $ 313,865 $ (29,256)
Mutual Funds 50,080 (1,965) 0 0 50,080 (1,965)
Preferred
Securities 276,933 (26,363) 0 0 276,933 (26,363)
Corporate Bonds 868,294 (54,667) 80,994 (3,094) 949,288 (57,761)

$ 1,487,763 $ (111,892) $ 102,403 $ (3,453) $ 1,590,166 $ (115,345)

- 11 -
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

September 30, 2014 and 2013 (Unaudited) and December 31, 2013

Note 4 – INVESTMENTS - Continued

Less Than 12 Months 12 Months or Greater Total
December 31,
2013 Fair Value

Unrealized
Losses Fair Value

Unrealized
Losses Fair Value

Unrealized
Losses

Equities $ 213,222 $ (32,181) $ 0 $ 0 $ 213,222 $ (32,181)
Mutual Funds 0 0 0 0 0 0
Preferred
Securities 224,125 (15,449) 0 0 224,125 (15,449)
Corporate Bonds 615,986 (42,827) 96,726 (6,593) 712,712 (49,420)

$ 1,053,333 $ (90,457) $ 96,726 $ (6,593) $ 1,150,059 $ (97,050)

Equities, Mutual Funds, Preferred Securities, and Corporate Bonds - The Company's investments in equity securities,
mutual funds, preferred securities, and corporate bonds consist of investments in common stock, preferred stock and
debt securities of companies in various industries. As of September 30, 2014, there were three corporate bond
securities that had unrealized losses greater than twelve months. The Company evaluated the near-term prospects of
the issuer in relation to the severity and duration of the impairment. Based on that evaluation and the Company's
ability and intent to hold these investments for a reasonable period of time sufficient for a forecasted recovery of fair
value, the Company did not consider any material investments to be other-than-temporarily impaired at September 30,
2014.

Note 5 – INVENTORIES

Inventories consist of the following:

September 30, December 31,
2014 2013 2013

Finished goods $ 3,177,603 $ 3,106,557 $ 3,027,900
Production supplies 1,669,984 3,469,239 2,690,097
Raw materials 2,287,270 1,806,491 1,181,011
Total inventories $ 7,134,857 $ 8,382,287 $ 6,899,008

Note 6 – PROPERTY AND EQUIPMENT

Property and equipment consist of the following:

September 30, December 31,
2014 2013 2013

Land $ 1,856,370 $ 1,856,370 $ 1,856,370
Buildings and improvements 15,496,906 14,921,016 14,587,022
Machinery and equipment 20,999,223 19,921,064 19,633,164
Vehicles 1,244,560 1,350,608 1,244,560
Office equipment 433,679 433,346 433,679
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Construction in process 973,852 33,542 177,519
41,004,590 38,515,946 37,932,314

Less accumulated depreciation 19,130,070 16,878,454 17,107,866
Total property and equipment $ 21,874,520 $ 21,637,492 $ 20,824,448

Lifeway completed the purchase of Golden Guernsey’s assets on July 2, 2013. The cost was approximately $7.4
million.

Depreciation expense during the three and nine months ended September 30, 2014 and 2013 was $1,010,966 and
$2,022,204, $410,797 and $1,226,629 respectively.  Included in the depreciation expense for the three months ended
September 30, 2014 is an adjustment of approximately $470,000 related to the useful life of the Company’s Starfruit
leasehold improvements.

- 12 -
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

September 30, 2014 and 2013 (Unaudited) and December 31, 2013

Note 7 – ACCRUED EXPENSES

Accrued expenses consist of the following:

September 30, December 31,
2014 2013 2013

Accrued payroll and payroll taxes $ 231,612 $ 562,491 $ 477,312
Accrued property tax 251,228 244,028 306,608
Other 761,036 516,694 500,140

$ 1,243,876 $ 1,323,213 $ 1,284,060

Note 8 – NOTES PAYABLE

Notes payable consist of the following:

September 30, December 31,
2014 2013 2013

Note payable to Private Bank in monthly installments
of $42,222, plus variable interest rate, currently at
2.6677%, with a balloon payment for the remaining
balance. Collateralized by substantially all assets of
the Company. In May 2013, the Company refinanced
this note under similar terms which extended the
maturity date to May 31, 2018. $4,478,889 $4,985,556 $4,858,889

Note payable to Private Bank in monthly installments
of $27,778, plus variable interest rate, currently at
2.6677% with a balloon payment for the remaining
balance, maturing on May 31, 2019, collateralized by
substantially all assets of the Company. 4,666,667 5,000,000 4,916,667

Notes payable to Ford Credit Corp. payable in
monthly installments of $1,778 at 5.99%, due July
2015, secured by transportation equipment. 17,294 36,919 32,124

Note payable to Fletcher Jones of Chicago, Ltd LLC
in monthly installments of $1,769 at 6.653%, due
May 24, 2017, secured by transportation equipment. 53,470 70,466 66,334
Total notes payable 9,216,320 10,092,941 9,874,014
Less current maturities 877,038 878,088 875,002
Total long-term portion $8,339,282 $9,214,853 $8,999,012

In accordance with the Private Bank agreements referenced above, the Company is subject to minimum fixed charged
ratio and tangible net worth thresholds.   The Company was in compliance with the debt covenants at September 30,
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2014.

Maturities of notes payables are as follows:

For the 12 months ending September 30,

2015 $ 877,038
2016 859,546
2017 854,180
2018 3,292,233
2019 3,333,323
Total $ 9,216,320

- 13 -
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

September 30, 2014 and 2013 (Unaudited) and December 31, 2013

Note 9 – COMMITMENTS AND CONTINGENCIES

The Company leases three stores for its Starfruit subsidiary. Total expense for these leases was approximately $27,402
and $226,279, $46,441 and $165,849  for the three and nine months ended September 30, 2014 and 2013,
respectively. The Company is also responsible for additional rent equal to real estate taxes and other operating
expenses. Future annual minimum base rental payments for the leases as of September 30, 2014 are as follows:

For the 12 months ending September 30,
2015 $ 45,130
2016 46,484
2017 47,878
2018 49,314
2019 12,419
Total $ 201,225

Note 10 – PROVISION FOR INCOME TAXES

The provision for income taxes consists of the following:

For the Nine Months Ended
September 30,

2014 2013
Current:
Federal $ 1,697,412 $ 2,892,620
State and local 593,429 597,526
Total current 2,290,841 3,490,146
Deferred (783,607) (231,218)
Provision for income taxes $ 1,507,234 $ 3,258,928

A reconciliation of the provision for income taxes and the income tax computed at the statutory rate is as follows:

For the Nine Months Ended
September 30,

2014 2013
Amount Percentage Amount Percentage

Federal income tax
expense computed at
the statutory rate $ 1,457,752 34.0% $ 2,964,268 34.0%
State and local tax
expense, net 268,827 6.3% 828,251 9.5%
U.S. domestic
manufacturers’

(311,715) (7.3)% (444,711) (5.1)%
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deduction & other
permanent differences
Change in tax estimate 92,370 2.2% (88,880) (1.0)%
Provision for income
taxes $ 1,507,234 35.2% $ 3,258,928 37.4%
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

September 30, 2014 and 2013 (Unaudited) and December 31, 2013

Note 10 – PROVISION FOR INCOME TAXES - Continued

Amounts for deferred tax assets and liabilities are as follows:

September 30, December 31,
2014 2013 2013

Non-current deferred tax assets (liabilities) arising
from:
Temporary differences -
Accumulated depreciation and amortization
from purchase accounting adjustments $ (2,098,017) $ (3,002,058) $ (2,896,058)
Capital loss carry-forwards 32,796 84,845 52,632
Total non-current net deferred tax liabilities (2,065,221) (2,917,213) (2,843,426)
Current deferred tax assets arising from:
Unrealized losses (gain) on investments 25,704 (1,583) (7,589)
Inventory 294,791 374,110 307,910
Allowance for doubtful accounts and discounts 40,270 21,750 21,750
Total current deferred tax assets 360,765 394,277 322,071
Net deferred tax liability $ (1,704,456) $ (2,522,936) $ (2,521,355)

Note 11 – SUPPLEMENTAL CASH FLOW INFORMATION

Cash paid for interest and income taxes are as follows:

For the Nine Months Ended
September 30,

2014 2013
Interest $ 195,275 $ 140,068
Income taxes $ 2,131,658 $ 2,862,991

Note 12 – FAIR VALUE MEASUREMENTS

Financial Accounting Standards Board (“FASB”) Accounting Standards Codification (“ASC”) 820, Fair Value
Measurements and Disclosures, provides the framework for measuring fair value. That framework provides a fair
value hierarchy that prioritizes the inputs to valuation techniques used to measure fair value. The hierarchy gives the
highest priority to unadjusted quoted prices in active markets for identical assets or liabilities (level 1 measurement)
and the lowest priority to unobservable inputs (level 3 measurements). The three levels of the fair value hierarchy
under FASB ASC 820 are described as follows:

Level 1. Inputs to the valuation methodology are unadjusted quoted prices for identical assets or liabilities in active
markets that the Company has the ability to access.

Level 2. Inputs to the valuation methodology include the following:
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● Quoted prices for similar assets or liabilities in active markets;
● Quoted prices for identical or similar assets or liabilities in inactive markets;
● Inputs other than quoted prices that are observable for the asset or liability;
● Inputs that are derived principally from or corroborated by observable market

data by correlation or other means.

If the asset or liability has a specified (contractual) term, the level 2 input must be observable for substantially the full
term of the asset or liability.

- 15 -
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

September 30, 2014 and 2013 (Unaudited) and December 31, 2013

Note 12 – FAIR VALUE MEASUREMENTS - Continued

Level 3. Inputs to the valuation methodology are unobservable and significant to the fair value measurement.

The asset or liability's fair value measurement level within the fair value hierarchy is based on the lowest level of any
input that is significant to the fair value measurement. Valuation techniques used need to maximize the use of
observable inputs and minimize the use of unobservable inputs.

Following is a description of the valuation methodologies used for assets measured at fair value. There have been no
changes in the methodologies used as of September 30, 2014 and 2013.

The majority of the Company’s short-term investments are classified within Level 1 or Level 2 of the fair value
hierarchy. The Company’s valuation of its Level 1 investments, which include mutual funds, is based on quoted market
prices in active markets for identical securities. The Company’s valuation of its Level 2 investments, which include
certificates of deposits, is based on other observable inputs, specifically a valuation model which utilized vendor
pricing for similar securities.

The preceding methods described may produce a fair value calculation that may not be indicative of net realizable
value or reflective of future fair values. Furthermore, although the Company believes the valuation methods are
appropriate and consistent with other market participants, the use of different methodologies or assumptions to
determine the fair value of certain financial instruments could result in a different fair value measurement at the
reporting date.

The following table sets forth by level, within the fair value hierarchy, the Company’s financial assets at fair value as
of September 30, 2014 and 2013 and for the year ended December 31, 2013. Assets and liabilities are classified in
their entirety based on the lowest level of input that is significant to the fair value measurement:

Assets and Liabilities at Fair Value as of September 30, 2014
Level 1 Level 2 Level 3 Total

Cash $ 2,795,429 $ 0 $ 0 $ 2,795,429
Mutual Funds 6,407 0 0 6,407
Stocks 1,053,525 0 0 1,053,525
Preferred Securities 0 437,044 0 437,044
Corporate Bonds 0 1,560,238 0 1,560,238
Notes Payable 0 9,216,320 0 9,216,320

Assets and Liabilities at Fair Value as of September 30, 2013
Level 1 Level 2 Level 3 Total

Cash $ 1,240,730 $ 0 $ 0 $ 1,240,730
Certificate of Deposits 0 115,159 0 115,159
Mutual Funds 67,884 0 0 67,884
Stocks 973,460 0 0 973,460

Edgar Filing: LIFEWAY FOODS INC - Form 10-Q

30



Preferred Securities 0 505,627 0 505,627
Corporate Bonds 0 959,492 0 959,492
Notes Payable 0 10,092,941 0 10,092,941

Assets and Liabilities at Fair Value as of December 31, 2013
Level 1 Level 2 Level 3 Total

Cash $ 3,306,608 $ 0 $ 0 $ 3,306,608
Certificate of Deposits 0 15,378 0 15,378
Mutual Funds 56,841 0 0 56,841
Stocks 1,072,201 0 0 1,072,201
Preferred Securities 0 462,096 0 462,096
Corporate Bonds 0 925,242 0 925,242
Notes Payable 0 9,874,014 0 9,874,014
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LIFEWAY FOODS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

September 30, 2014 and 2013 (Unaudited) and December 31, 2013

Note 12 – FAIR VALUE MEASUREMENTS – Continued

The Company’s financial assets and liabilities also include accounts receivable, other receivables and, accounts
payable for which carrying value approximates fair value. All such assets are valued using level 2 inputs.

Note 13 – LITIGATION

The Company is named a party to lawsuits in the normal course of business. In the opinion of management, the
resolution of these lawsuits will not have a material adverse effect on the Company’s consolidated financial position or
results of operations.

Note 14 – RECENT ACCOUNTING PRONOUNCEMENTS

In February 2013, the Financial Accounting Standards Board (“FASB”) amended the disclosure requirements regarding
the reporting of amounts reclassified out of accumulated other comprehensive income. The amendment does not
change the current requirement for reporting net income or other comprehensive income, but requires additional
disclosures about items reclassified out of accumulated other comprehensive income, and the income statement line
items impacted by the reclassifications. We adopted this standard effective January 1, 2013. Other than the additional
disclosure requirements, the adoption of this standard did not have a material impact on our consolidated financial
statements.

In July 2013, the FASB issued an Accounting Standards Update (“ASU”) related to the presentation of unrecognized tax
benefits. The update requires presentation of an unrecognized tax benefit, or a portion of an unrecognized tax benefit,
as a reduction to a deferred tax asset for a net operating loss carryforward or a tax credit carryforward in the statement
of financial position. The guidance does not apply to the extent that a net operating loss carryforward or tax credit
carryforward at the reporting date is not available under the tax law of the applicable jurisdiction to settle any
additional income taxes that would result from the disallowance of a tax position. The guidance is effective for fiscal
years (and interim periods within those years) beginning after December 15, 2013.  This standard did not have a
material impact on the consolidated financial statements.  

In May 2014, the Financial Accounting Standards Board (“FASB”) issued Accounting Standards Update No. 2014-09,
“Revenue from Contracts with Customers (Topic 606)” (“ASU 2014-09”), which supersedes the revenue recognition
requirements in Topic 605, Revenue Recognition, including most industry-specific requirements.  ASU 2014-09
establishes a five-step revenue recognition process in which an entity will recognize revenue when it transfers
promised goods or services to customers in an amount that reflects the consideration to which the company expects to
be entitled in exchange for those goods or services.  ASU 2014-09 also requires enhanced disclosures regarding the
nature, amount, timing and uncertainty of revenues and cash flows from contracts with customers.  ASU 2014-09 will
be effective for the Company in the first quarter of 2017.  Management is currently evaluating the impact the adoption
of ASU 2014-09 will have on the Company’s condensed consolidated financial position, results of operations or cash
flows and the method of retrospective application, either full or modified.
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ITEM
2. 

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS.

The following discussion of the financial condition and results of operations of Lifeway Foods, Inc. for the three
months and nine months ended September 30, 2014 and 2013 should be read in conjunction with the unaudited
consolidated financial statements and the notes to those statements that are included elsewhere in this report on Form
10-Q and the audited financial statements and Management’s Discussion and Analysis contained in our Form 10-K. In
addition to historical information, the following discussion contains certain forward-looking statements within the “safe
harbor” provisions of the Private Securities Litigation Reform Act of 1995. These statements relate to our future plans,
objectives, expectations and intentions. These statements may be identified by the use of words such as “may”, “will”,
“could”, “expect”, “anticipate”, “intend”, “believe”, “estimate”, “plan”, “predict”, and similar terms or terminology, or the negative of
such terms or other comparable terminology. Although we believe the expectations expressed in these
forward-looking statements are based on reasonable assumptions within the bound of our knowledge of our business,
our actual results could differ materially from those discussed in these statements. Factors that could contribute to
such differences include, but are not limited to, those discussed in the “Risk Factors” section. We undertake no
obligation to update publicly any forward-looking statements for any reason even if new information becomes
available or other events occur in the future.

Results of Operations

Comparison of Quarter Ended September 30, 2014 to Quarter Ended September 30, 2013

Total consolidated net sales increased by $6,317,692 (approximately 27%) to $30,110,222 during the three-month
period ended September 30, 2014 from $23,792,530 during the same three-month period in 2013, primarily as a result
of a $6,103,094 (approximately 23%) increase in total consolidated gross sales to $32,704,435 during the three-month
period ended September 30, 2014 from $26,601,341 during the same three-month period in 2013, and to a lesser
extent, fewer discounts and allowances. The increase in total consolidated gross sales included approximately
$5,121,961 from an increase in volume of products sold and approximately $981,133 from an increase in prices of
products sold.

The following table summarizes our cost of goods sold, excluding depreciation expense:

Three Months Ended
September 30,

2014 2013

Purchases $ 14,514,267 $ 11,255,629

Testing 7,841 7,080

Supplies 330,409 196,059

Salaries production 2,350,648 1,838,909

Contract work 31,565 15,981

Freight 3,203,229 2,463,506

Delivery expense 131,495 74,008

Outside services 8,560 12,400

Uniform 13,906 23,297

Sales and use tax 2,613 35,505
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Labor and overhead 1,103,421 590,983

Cost of goods sold $ 21,697,954 $ 16,513,357

Cost of goods sold, excluding depreciation expense, increased by $5,184,597 (approximately 31%) to $21,697,954
during the three-month period ended September 30, 2014 from $16,513,357 during the same three-month period in
2013. This increase is  primarily a result of a  $3,258,638 (approximately 29%) increase in purchases primarily
resulting from an increase in  purchases of raw materials of $2,741,216 (approximately 26%) to $13,295,087 during
the three-month period ended September 30, 2014 from $10,553,871 during the same three-month period in 2013. The
increase in purchases included $2,731,109 from an increase in volume of purchases (which included $2,302,621
resulting from an increase in the volume of raw material purchased) and $520,211 from increases in prices of products
purchased (which included $438,595 from increases in prices of raw materials purchased).
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Depreciation expense increased by $600,169 (approximately 146%) to $1,010,966 during the three-month period
ended September 30, 2014 from $410,797 during the same three-month period in 2013. The increase is primarily
attributable to the increase in depreciation expense of $470,000 related to an adjustment of the useful life of  the
Starfruit leasehold improvements and the depreciation expense of $120,000 associated with assets placed in service at
the Lifeway Wisconsin location during July 2013.

The following table summarizes our general and administrative expenses.

Three Months Ended
September 30,

2014 2013

Employee expenses $ 968,616 $ 765,820

Rent 75,713 86,645

Equipment lease 2,576 1,168

Auto expense 25,430 19,920

Office supplies 100,577 130,057

Professional fees 1,009,070 395,415

Permits and licenses 21,905 65,702

Telephone expense 21,001 23,307

Facilities 320,029 132,303

Tax 21,948 21,421

Miscellaneous 60,701 29,322

General and administrative expense 2,627,566 1,671,080

General and administrative expense increased $956,486 (approximately 57.2%) to $2,627,566 during the three-month
period ended September 30, 2014 from $1,671,080 during the same period in 2013. The increase is primarily a result
of increases in professional fees and expenses related to facilities.  Professional fees, including  accounting  and legal
expenses and various other professional fees and expenses incurred in our business, increased by $613,655
(approximately 155%) to $1,009,070 during the three-month period ended September 30, 2014 from $395,415 during
the same period in 2013.  Expenses related to our facilities, mainly attributed to repairs and maintenance performed at
the Wisconsin facility purchased in July 2013, increased by $187,726 (approximately 142%) to $320,029 during the
three-month period ended September 30, 2014 from $132,303 during the same period in 2013.

Total operating expenses increased by $946,205 (approximately 20%) to $5,610,612 during the three-month period
ended September 30, 2014 from $4,664,407 during the same three-month period in 2013. Total operating expenses as
a percentage of net sales were approximately 19% during the three-month period ended September 30, 2014 compared
to approximately 20% during the same period in 2013. The increase was primarily attributable to increased general
and administrative expenses.

Income from operations decreased by $413,279 (approximately 19%) to $1,790,689 during the third quarter of 2014,
from $2,203,969 during the same period in 2013 primarily as a result of an increase in total operating expenses, which
included aforementioned one-time adjustment of the Starfruit leasehold improvements, offset by an increase in gross
profits.
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Total other income (expense) decreased by $164,222 (87%) to $23,993 during the three-month period ended
September 30, 2014 from $188,215 in the same three-month period in 2013 primarily as a result of non-recurring
other income earned during the three-month period ended September 30, 2013 and a decrease in interest and dividend
income, partially offset by a non-recurring gain on sale of equipment of approximately $85,076 during the
three-month period ended September 30, 2014.

Income tax expense was $789,005, or a 43% effective tax rate for the third quarter of 2014 compared to an income tax
expense of $702,257, or a 29% effective tax rate during the same period in 2013. A portion of the  increase in the
effective tax rate resulted from a provision reconciliation adjustment of $85,777 in the third quarter of 2014. The
provision reconciliation adjustment is the difference between the prior-year income tax expense recorded on the books
(which is estimated) and the actual income tax as shown on the Federal and State tax returns prepared and filed with
the appropriate taxing authorities in the third quarter.

Total net income was $1,025,678 or $0.06 per diluted share for the three-month period ended September 30, 2014
compared to $1,689,927 or $0.10 per diluted share in the same period in 2013.

- 19 -
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Comparison of Nine-Month Period Ended September 30, 2014 to Nine-Month Period Ended September 30, 2013

Total consolidated net sales increased by $17,549,899 (approximately 25%) to $88,807,344 during the nine-month
period ended September 30, 2014 from $71,257,445 during the same nine-month period in 2013, primarily as a result
of a $17,329,609 (approximately 22%) increase in total consolidated gross sales to $97,259,630 during the nine-month
period ended September 30, 2014 from $80,030,021 during the same nine-month period in 2013, and to a lesser
extent, fewer discounts and allowances. The increase in total consolidated gross sales included approximately
$15,280,655 from an increase in volume of products sold and approximately $2,048,954 from an increase in prices of
products sold.

The following table summarizes our cost of goods sold, excluding depreciation expense:

Nine Months Ended
September 30,

2014 2013

Purchases $ 44,629,835 $ 32,507,830

Testing 29,299 28,073

Supplies 990,254 525,969

Salaries 6,719,070 5,169,502

Contract work 122,121 100,887

Freight 8,984,409 6,785,868

Delivery expense 292,948 222,283

Outside services 43,873 9,387

Uniform 38,624 38,994

Sales and use tax 7,755 36,111

COS 73,289 —

Vendor payment discounts — (113)

Labor and overhead 2,881,012 1,792,388

     Cost of goods sold 64,812,489 47,217,179

Cost of goods sold, excluding depreciation expense, increased by $17,595,310 (approximately 37%) to $64,812,489
during the nine-month period ended September 30, 2014 from $47,217,179 during the same nine-month period in
2013. This increase is  primarily a result of a $12,122,005 (approximately 37%) increase in purchases primarily
resulting from an increase in  purchases of raw materials of $9,535,709 (approximately 30%) to $41,784,980 during
the nine-month period ended September 30, 2014 from $32,249,271 during the same nine-month period in 2013. The
increase in purchases included $10,182,484 from an increase in volume of purchases (which included $8,009,995
resulting from an increase in the volume of raw material purchased) and $1,939,521 from increases in prices of
products purchased (which included $1,525,714 from increases in prices of raw materials purchased).

Depreciation expense increased by $795,575 (approximately 65%) to $2,022,204 during the nine-month period ended
September 30, 2014 from $1,226,629 during the same nine-month period in 2013. The increase is primarily
attributable to the increase in depreciation expense of approximately $470,000 related to an adjustment of the useful
life of  the Starfruit leasehold improvements and the depreciation expense of $320,000 associated with assets placed in
service at the Lifeway Wisconsin location during July 2013.
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The following table summarizes our selling expenses:

Nine Months Ended
September 30,

2014 2013

Salesperson commissions $ 1,692,421 $ 1,299,932

Advertising 2,462,313 1,859,798

Salaries 4,301,159 3,844,410

Promotions payable 248,486 217,664

Travel 1,266,329 1,070,087

Freight out 508 —

Demos 6,420 —

Sponsorship — 69

     Selling expense $ 9,977,636 8,291,960
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Selling expenses increased by $1,685,676 (approximately 20%) to $9,977,636 during the nine-month period ended
September 30, 2014 from $8,291,960 during the same period in 2013.  This increase resulted primarily from increases
in salesperson commissions, advertising expenses and salaries. Selling expenses as a percentage of sales were 11 %
for the nine-month periods ended September 30, 2014 and September 30, 2013. Advertising expenses increased by
$602,515 (approximately 32%) to $2,462,313 during the nine-month period ended September 30, 2014 from
$1,859,798 during the same nine-month period in 2013 as a result of an increase in volume of advertising. Salaries
increased by $456,749 (approximately 12%) to $4,301,159 during the nine-month period ended September 30, 2014
from $3,844,410 during the same nine-month period in 2013 as a result of the employees hired after September 30,
2013 to staff the Lifeway Wisconsin facility purchased in July 2013.

The following table summarizes our general and administrative expenses.

Nine Months Ended
September 30,

2014 2013

Employee expenses $ 2,781,703 $ 2,338,144

Rent 226,279 261,854

Equipment lease 5,770 3,505

Auto expense 74,707 40,796

Office supplies 242,049 198,415

Professional fees 2,389,099 1,843,045

Permits and licenses 153,567 214,229

Telephone expense 77,893 62,642

Facilities 768,256 407,746

Tax 93,397 80,176

Miscellaneous 302,673 117,097

     General and administrative expense 7,115,393 5,567,649

General and administrative expenses increased $1,547,744 (approximately 28%) to $7,115,393 during the nine-month
period ended September 30, 2014 from $5,567,649 during the same period in 2013.  The increase is primarily a result
of increases in professional fees and expenses related to facilities.  Professional fees, including accountants and legal
expenses and various other professional fees and expenses increased by $546,054 (approximately 29.6%) to
$2,389,099 in the nine-month period ended September 30, 2014 from $1,843,045 during the same period in 2013. 
Expenses related to our facilities, mainly attributed to repairs and maintenance performed at the Wisconsin facility
purchased in July 2013 increased $360,510 to $768,256 during the nine-month period ended September 30, 2014 from
$407,746 during the same period in 2013.

Total operating expenses increased by $3,236,294 (approximately 22%) to $17,629,787 during the nine-month period
ended September 30, 2014, from $14,393,493 during the same period in 2013. Operating expenses as a percentage of
net sales were approximately 20% during each of the nine-month periods ended September 30, 2014 and September
30, 2013.  The increase was primarily attributable to an increase in selling expenses and general and administrative
expenses.

Income from operations decreased by $4,077,280 (approximately 48%) to $4,342,864 during the nine-month period
ended September 30, 2014 from $8,420,144 during the same period in 2013 primarily as a result of an increase in total
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operating expenses.

Total other income (expense) decreased $353,647 (approximately 119%) to an expense of $55,357 during the
nine-month period ended September 30, 2014 from income of $298,290 during the same nine-month period in 2013
primarily as a result of interest expense on the loans entered into by the Company in connection with the acquisition
of the Lifeway Wisconsin facility in July 2013.

The provision for income taxes was $1,507,233 or a 35% effective tax rate, for the nine-month period ended
September 30, 2014 compared with $3,258,928, or a 37% tax rate, during the same period in 2013. The amount of
taxes increased as a result of increased income to which the effective tax rate was applied.

Total net income was $2,780,273 or $0.17 per share for the nine-month period ended September 30, 2014 compared to
$5,459,506 or $0.33 per share in the same period in 2013.

Liquidity and Capital Resources

Sources and Uses of Cash

Net cash provided by operating activities was $3,677,538 during the nine-months ended September 30, 2014
compared to $3,623,068 during the same period in 2013.

Net cash used in investing activities of $3,531,023 during the nine-months ended September 30, 2014 was primarily
attributable to the Company’s purchase of equipment for use at the Lifeway Wisconsin facility for approximately
$3,000,000.  Net cash used in investing activities of $7,929,718 during the nine-months ended September 30, 2013
was primarily attributable to the Company’s purchase of the Lifeway Wisconsin facility for approximately $7,400,000.

- 21 -

Edgar Filing: LIFEWAY FOODS INC - Form 10-Q

41



The Company had a net decrease in cash and cash equivalents of $511,179 during the nine month period ended
September 30, 2014 compared to a net decrease in cash and cash equivalents of $1,045,496 during the same period in
2013. The Company had cash and cash equivalents of $2,795,429 as of September 30, 2014 compared to cash and
cash equivalents of $1,240,730 as of September 30, 2013.

Assets and Liabilities

Total current assets were $26,075,499 as of September 30, 2014, which is an increase of $1,521,746 when compared
to September 30, 2013. This is primarily due to an increase in cash and cash equivalents of $1,554,699 as of
September 30, 2014 when compared to September 30, 2013.

Total current liabilities were $9,439,426 as of September 30, 2014, which is a decrease of $515,375 when compared to
September 30, 2013.

Long-term portion of notes payable decreased by $875,571 as of September 30, 2014, when compared to September
30, 2013. The balance of the notes payable as of September 30, 2014 was $8,339,282. This is primarily due to the
purchase of the Golden Guernsey facility in Wisconsin in July 2013, and the related financing.

Total stockholder’s equity was $45,683,463 as of September 30, 2014, which is an increase of $2,270,884 when
compared to September 30, 2013. This is primarily due to an increase in retained earnings of $2,311,065 when
compared to September 30, 2013.

All of our marketable securities are classified as available-for-sale on our balance sheet. All of these securities are
stated thereon at market value as of the end of the applicable period. Gains and losses on the portfolio are determined
by the specific identification method.

We anticipate being able to fund the Company’s foreseeable liquidity requirements internally.

ITEM 3.  QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.

We do not undertake any specific actions to diminish our exposure to interest rate risk and we are not a party to any
interest rate risk management transactions.  We do not purchase or hold any derivative financial instruments.  Our
foreign sales are not material.  Accordingly, our currency rate risk is not currently material.

As of September 30, 2014, we had an outstanding balance under our term loans of approximately $9.15 million, and
we have the option to borrow an additional $5.0 million from our line of credit.  The term loans bear interest at
variable rates.  Based on the outstanding amount under such loan at September 30, 2014 of approximately $9.15
million (which remains outstanding as of the time of this filing) a 1.0 percent increase in interest rates would result in
additional annualized interest expense of approximately $92,725.  For a detailed discussion of our loans, including a
discussion of the applicable interest rate, please refer to Note 8, Notes payable under Part I, Item 1 in this Quarterly
Report on Form 10-Q.

ITEM 4.  CONTROLS AND PROCEDURES.

Evaluation of Disclosure Controls and Procedures

We maintain disclosure controls and procedures that are designed to ensure material information required to be
disclosed in our reports that we file or submit under the Exchange Act is recorded, processed, summarized, and
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reported within the time periods specified in the SEC’s rules and forms, and that such information is accumulated and
communicated to our management, including our principal executive officer and principal financial and accounting
officer, as appropriate, to allow timely decisions regarding required financial disclosure.  In designing and evaluating
the disclosure controls and procedures, we recognized that a control system, no matter how well designed and
operated, can provide only reasonable, not absolute, assurance that the objectives of the control system are met. 
Because of the inherent limitations in all control systems, no evaluation of controls can provide absolute assurance
that all control issues and instances of fraud, if any, within a company have been detected.

As of the end of the period covered by this report, we conducted an evaluation, under the supervision and with the
participation of our principal executive officer and principal financial officer, of the effectiveness of our disclosure
controls and procedures (as defined in Rules 13a-15 and 15d-15 of the Securities Exchange Act of 1934 (the “Exchange
Act”)).  Based on this evaluation, our principal executive officer and principal financial officer concluded that our
disclosure controls and procedures were not effective at the reasonable assurance level as of September 30, 2014 in
ensuring that information required to be disclosed by us under the Exchange Act is recorded, processed, summarized
and reported within the time periods specified under the Exchange Act rules and forms due to the material weaknesses
described below.  As a result, we performed additional analysis and other post-closing procedures to ensure our
consolidated financial statements were prepared in accordance with generally accepted accounting principles. 
Accordingly, management believes the consolidated financial statements included in this Form 10-Q fairly present, in
all material respects, our financial condition, results of operations and cash flows for the periods presented.
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Material Weaknesses

Management evaluated the effectiveness of our internal control over financial reporting as of December 31, 2013.  In
making the assessment, management used the framework in “1992 Internal Control–Integrated Framework” promulgated
by the Committee of Sponsoring Organizations of the Treadway Commission, commonly referred to as the “COSO”
criteria.  Based on that assessment, our principal executive officer and principal financial and accounting officer
concluded that our internal control over financial reporting was not effective as of December 31, 2013 because
pervasive material weaknesses existed in our internal control over financial reporting.  Specifically, we had material
weaknesses arising from a lack of segregation of duties in financial reporting, a fragmented financial statement
preparation process with various levels of input and control resulting from the use of external consultants for the
processing and preparation of our financial statements, inadequate systems used to identify, record and review period
end activity and calculations of inventory and inadequate entity level controls.

As a result, we performed additional analysis and other post-closing procedures to ensure our consolidated financial
statements were prepared in accordance with generally accepted accounting principles.  Accordingly, management
believes the consolidated financial statements included in this Form 10-Q fairly present, in all material respects, our
financial condition, results of operations and cash flows for the periods presented.

Remediation of Material Weaknesses

As previously reported, the Company has (1) reviewed the accessibility for the accounting and finance department and
updated the security clearance to provide for more robust segregation of duties, (2) updated its policies to require and
formalize a more robust and frequent review by the chief financial officer of the entire external financial statement
preparation process in order to minimize any fragmentation and ensure accuracy of financial statements, and (3)
updated its policies to include a formal checklist to be adhered to by the controller and accounting department which
the chief financial officer will review as well as undertake a post period closing internal audit which is used to
identify, record and review period end activity.

Additionally, in the beginning of the fiscal quarter ended September 30, 2014, we completed an update to our systems
information flow to automate the material pricing component of inventory to replace the manual input and calculation
of such information.

In conjunction with our automation of the material pricing component of inventory, we strengthened our segregation
of duties relating to inventory ensuring that no individual employee handles more than one of the custody of assets,
record keeping, authorization and reconciliation functions. Additionally, having removed the Chief Financial Officer
from the process relating to inventory by automating the input and calculation of the material pricing information, the
Company also established a monitoring control related to inventory fulfilled by the Chief Financial Officer.

Management is committed to continuous improvement of the Company’s internal control processes.  Under the
direction of the Audit Committee, management will continue to review and make changes it deems necessary to the
overall design of the Company’s internal control over financial reporting, including implementing further
improvements in policies and procedures and taking additional measures to address any control deficiencies.

Conclusion

The Company believes that these measures are addressing the internal control weaknesses over financial reporting as
the Company continues the process of remediation of  the material weaknesses. However, until these remediation
measures have been tested, we cannot assure or report that the remediation was successful. Due to high level of
involvement in the remediation process by upper management, hiring a consultant to assist with remediation process
has been postponed. We are committed to continually improving our internal control processes and will diligently and
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vigorously review our financial reporting controls and procedures.  As we continue to evaluate and work to improve
our internal controls over financial reporting, we may determine that additional measures are necessary to address
control deficiencies.  Moreover, we may decide to modify certain of the remediation measures we implement as we
continue to evaluate and work to improve our internal controls over financial reporting.

Changes in Internal Control over Financial Reporting

Except as discussed in this Item 4 there were no changes in our internal control over financial reporting that occurred
during the third quarter of 2014 that have materially affected, or are reasonably likely to materially affect, our internal
control over financial reporting.
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PART II – OTHER INFORMATION

ITEM 1.  LEGAL PROCEEDINGS.

Lifeway is not party to any material pending legal proceedings.  Lifeway is from time to time engaged in litigation
matters arising in the ordinary course of business none of which presently is expected to have a material adverse effect
on its business results or operations.

ITEM 1A.  RISK FACTORS.

In addition to the other information set forth in this report, you should carefully consider the factors discussed in Part
I, “Item 1A. Risk Factors” in Amendment No. 1 to our  Quarterly Report on Form 10-Q for the quarter ended June 30,
2014, which could materially affect our business, financial condition or future results. The risks described in this
report and in our Quarterly Report on Form 10-Q for the quarter ended June 30, 2014 are not the only risks facing our
Company. Additional risks and uncertainties not currently known to us or that we currently deem to be immaterial
also may materially adversely affect our business, financial condition or future results.

Of the risk factors disclosed in our Quarterly Report on Form 10-Q for the quarter ended June 30, 2014, we delete the
risk factor captioned “We are a “controlled company” within the meaning of the NASDAQ Marketplace rules and, as a
result, qualify for and rely on certain exemptions from certain corporate governance requirements” because the
Company has determined that it is no longer eligible to rely on the Nasdaq controlled company exemption. The
Company is currently establishing its compensation committee and nominating committee, after which time the
Company will have completed its transition from the limited corporate governance requirements required under the
controlled company exemption to compliance with the full NASDAQ Marketplace rules governing companies that do
not rely on that exemption.

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

None.

ITEM 3.  DEFAULTS UPON SENIOR SECURITIES.

None.

ITEM 4.  MINE SAFETY DISCLOSURE.

Not applicable.

ITEM 5.  OTHER INFORMATION.

None.

ITEM 6.  EXHIBITS.
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31.1Officer’s Certificate Pursuant to 15 U.S.C. 7241, as Adopted Pursuant to Section 302 of the Sarbanes-Oxley Act
of 2002.

31.2Officer’s Certificate Pursuant to 15 U.S.C. 7241, as Adopted Pursuant to Section 302 of the Sarbanes-Oxley Act
of 2002.

32.1Certification of Chief Executive Officer Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906
of the Sarbanes-Oxley Act of 2002.

32.2Certification of Chief Financial Officer Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906
of the Sarbanes-Oxley Act of 2002.

101 Interactive Data Files.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
signed on its behalf by the undersigned, thereunto duly authorized.

LIFEWAY FOODS, INC.

Date: November 17, 2014 By: /s/ Julie Smolyansky
Julie Smolyansky
Chief Executive Officer, President, and
Director
(Principal Executive Officer)

Date: November 17, 2014 By: /s/ Edward P. Smolyansky
Edward P. Smolyansky
Chief Financial and Accounting Officer,
Treasurer, Chief Operating Officer and
Secretary (Principal Financial and
Accounting Officer)
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