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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C.  20549

FORM 10-Q

(Mark One)

(X)QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934

For the quarterly period ended March 31, 2010

OR

(  )TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934

For the transition period from ____________ to ____________

Commission file number 1-4324

ANDREA ELECTRONICS CORPORATION
(Exact name of registrant as specified in its charter)

New York 11-0482020
(State or other jurisdiction of
incorporation or organization)

(I.R.S. employer identification no.)

65 Orville Drive, Bohemia, New York 11716
(Address of principal executive offices) (Zip Code)

Registrant’s telephone number (including area code): 631-719-1800

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

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

Large Accelerated Filer  ¨ Accelerated Filer                     ¨

Non-Accelerated Filer  ¨ Smaller Reporting Company  x
(Do not check if a smaller reporting company)

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

Indicate the number of shares outstanding of each of the issuer's classes of common equity, as of the latest practicable
date:  As of May 4, 2010, there were 63,538,029 common shares outstanding.
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PART I.           FINANCIAL INFORMATION

ITEM 1.           FINANCIAL STATEMENTS

ANDREA ELECTRONICS CORPORATION AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS

March 31,
December

31,
2010 2009

(unaudited)
ASSETS

Current assets:
Cash $1,892,896 $1,805,091
Accounts receivable, net of allowance for doubtful accounts of $8,416 and $6,262,
respectively 513,475 514,327
Inventories, net 678,278 842,428
Short term customer deposits 79,632 93,168
Deferred income taxes, net 134,901 143,130
Prepaid expenses and other current assets 147,589 93,552
Total current assets 3,446,771 3,491,696

Property and equipment, net 225,468 215,974
Intangible assets, net 1,987,356 2,106,507
Other assets, net 12,864 12,864
Total assets $5,672,459 $5,827,041

LIABILITIES AND SHAREHOLDERS’ EQUITY

Current liabilities:
Trade accounts payable $190,289 $392,128
Current portion of long-term debt 21,562 21,214
Accrued Series C Preferred Stock Dividends 80,606 80,606
Short-term deferred revenue 109,632 123,168
Other current liabilities 192,889 156,503
Total current liabilities 594,978 773,619

Long term debt, net of current portion 94,153 99,786

Series B Redeemable Convertible Preferred Stock, $.01 par value; authorized: 1,000
shares;
issued and outstanding: 0 shares - -

Commitments and contingencies

Shareholders’ equity:
Preferred stock, $.01 par value; authorized: 2,497,500 shares; none issued and
outstanding - -
Series C Convertible Preferred Stock, net, $.01 par value; authorized: 1,500 shares;
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issued and outstanding: 48.2 shares; liquidation value: $482,314 1 1
Series D Convertible Preferred Stock, net, $.01 par value; authorized: 2,500,000
shares;
issued and outstanding: 907,144 shares; liquidation value:  $907,144 9,072 9,072
Common stock, $.01 par value; authorized:  200,000,000 shares; issued and
outstanding:
63,538,029 shares 635,380 635,380
Additional paid-in capital 77,147,012 77,096,177
Accumulated deficit (72,808,137) (72,786,994)

Total shareholders’ equity 4,983,328 4,953,636

Total liabilities and shareholders’ equity $5,672,459 $5,827,041

See Notes to Condensed Consolidated Financial Statements.

2
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ANDREA ELECTRONICS CORPORATION AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(UNAUDITED)

For the Three Months
Ended

March 31,
2010

March 31,
2009

Revenues
Net Product revenues $808,988 $622,739
License revenues 433,252 198,841
Revenues 1,242,240 821,580

Cost of revenues 446,984 322,745

Gross margin 795,256 498,835

Research and development expenses 171,655 149,513

General, administrative and selling expenses 638,265 634,421

Loss from operations (14,664 ) (285,099 )

Interest income, net 1,806 2,492

Loss before provision for income taxes (12,858 ) (282,607 )

Provision for income taxes 8,285 1,257

Net loss $(21,143 ) $(283,864 )

Basic and diluted weighted average shares 63,538,029 60,978,373

Basic and diluted net loss per share $(0.00 ) $(0.00 )

See Notes to Condensed Consolidated Financial Statements.

3
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ANDREA ELECTRONICS CORPORATION AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY
FOR THE THREE MONTHS ENDED MARCH 31, 2010
(UNAUDITED)

Series C
Convertible

Preferred
Stock

Outstanding

Series
C

Convertible
Preferred

Stock

Series D
Convertible

Preferred
Stock

Outstanding

Series
D

Convertible
Preferred

Stock

Common
Stock
Shares

Outstanding
Common

Stock

Additional
Paid-In
Capital

Accumulated
Deficit

Total
Shareholders’

Equity

Balance,
January 1,
2010 48.231432 $1 907,144 $9,072 63,538,029 $635,380 $77,096,177 $(72,786,994) $4,953,636

Stock-based
Compensation
Expense
related to
Stock Option
Grants  -  - - - - - 50,835 - 50,835

Net loss - - - - - - - (21,143 ) (21,143 )

Balance,
March 31,
2010 48.231432 $1 907,144 $9,072 63,538,029 $635,380 $77,147,012 $(72,808,137) $4,983,328

See Notes to Condensed Consolidated Financial Statements.

4
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ANDREA ELECTRONICS CORPORATION AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(UNAUDITED)

For the Three Months
Ended

March 31,
2010

March 31,
2009

Cash flows from operating activities:
Net loss $(21,143 ) $(283,864 )
Adjustments to reconcile net loss to net cash provided by operating activities:
Depreciation and amortization 136,054 127,641
Stock based compensation expense 50,835 59,890
Bad debt expense 2,153 -
Inventory reserve (3,548 ) (1,379 )
Deferred income taxes 8,229 -
Change in:
Accounts receivable (1,301 ) 571,461
Inventories 167,698 168,859
Short term customer deposit 13,536 (150,000 )
Prepaid expenses and other current assets (54,037 ) 40,081
Trade accounts payable (201,839 ) 8,443
Short-term deferred revenue (13,536 ) 150,000
Other current liabilities 36,386 18,333
Net cash provided by operating activities 119,487 709,465

Cash flows from investing activities:
Purchases of property and equipment (26,246 ) (21,619 )
Purchases of patents and trademarks (151 ) (13,577 )
Net cash used in investing activities (26,397 ) (35,196 )

Cash flows from financing activities:
Principal repayments of long term debt (5,285 ) -
Net cash used in financing activities (5,285 ) -

Net increase in cash 87,805 674,269

Cash, beginning of year 1,805,091 1,006,951
Cash, end of period $1,892,896 $1,681,220

Supplemental disclosures of cash flow information:

Cash paid for:
Income Taxes $2,656 $5,613
Interest $1,800 $-

See Notes to Condensed Consolidated Financial Statements.

Edgar Filing: ANDREA ELECTRONICS CORP - Form 10-Q

7



5

Edgar Filing: ANDREA ELECTRONICS CORP - Form 10-Q

8



ANDREA ELECTRONICS CORPORATION AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

Note 1.         Basis of Presentation and Management’s Liquidity Plans

Basis of Presentation - The accompanying unaudited condensed consolidated interim financial statements include the
accounts of Andrea Electronics Corporation and its subsidiaries ("Andrea" or the “Company”). All intercompany
balances and transactions have been eliminated in consolidation.

These unaudited, condensed consolidated interim financial statements have been prepared in accordance with
accounting principles generally accepted in the United States of America (“GAAP”) for interim financial information
and with the instructions to Form 10-Q.  Accordingly, they do not include all of the information and footnotes
required by GAAP for complete financial statements.  In addition, the December 31, 2009 balance sheet data was
derived from the audited consolidated financial statements, but does not include all disclosures required by GAAP.  In
the opinion of management, all adjustments (consisting of normal recurring accruals) considered necessary for a fair
presentation have been included. The results of operations of any interim period are not necessarily indicative of the
results of operations to be expected for any other interim period or for the fiscal year.

These unaudited condensed consolidated interim financial statements should be read in conjunction with the audited
consolidated financial statements and notes thereto for the fiscal year ended December 31, 2009 included in the
Company's Form 10-K for the fiscal year ended December 31, 2009, filed on March 16, 2010.  The accounting
policies used in preparing these unaudited condensed consolidated interim financial statements are consistent with
those described in the December 31, 2009 audited consolidated financial statements.

Management's Liquidity Plans - As of March 31, 2010, Andrea had working capital of $2,851,793 and cash on hand of
$1,892,896.  Andrea’s loss from operations was $14,664 for the three months ended March 31, 2010.  Andrea plans to
continue to improve its cash flows during 2010 by aggressively pursuing additional licensing opportunities related to
Andrea DSP Audio Software and increasing its Andrea Anti-Noise Headset Products sales through new products that
are currently being offered and that are under development, as well as the increased efforts of the Company to its sales
and marketing efforts.  However, there can be no assurance that Andrea will be able to successfully execute the
aforementioned plans.

As of May 4, 2010, Andrea had approximately $1,900,000 of cash. Management projects that Andrea has sufficient
liquidity available to operate through at least March 2011.  While Andrea explores opportunities to increase revenues
in new business areas, the Company also continues to examine additional opportunities for cost reduction and further
diversification of its business.  Since the third quarter of 2006, Andrea has generated cash flows from operations.  If
Andrea fails to develop additional revenues from sales of its products and licensing of its technology or to generate
adequate funding from operations, or if Andrea fails to obtain additional financing through a capital transaction or
other type of financing, Andrea will be required to continue to significantly reduce its operating expenses and/or
operations or Andrea may have to relinquish its products, technologies or markets which could have a materially
adverse effect on revenue and operations. Andrea has no commitment for additional financing and may experience
difficulty in obtaining additional financing on favorable terms, if at all.

Note 2.         Summary of Significant Accounting Policies

(Loss) earnings Per Share - Basic (loss) earnings per share is computed by dividing the net (loss) income by the
weighted average number of common shares outstanding during the period.  Diluted (loss) earnings adjusts basic
(loss) earnings per share for the effects of convertible securities, stock options and other potentially dilutive financial

Edgar Filing: ANDREA ELECTRONICS CORP - Form 10-Q

9



instruments, only in the periods in which such effect is dilutive.  Securities that could potentially dilute basic earnings
per share (“EPS”) in the future that were not included in the computation of the diluted EPS because to do so would
have been anti-dilutive for the periods presented, consist of the following:

Total potential common shares as of:
March 31,

2010
March 31,

2009

Options to purchase common stock (Note 8) 16,116,821 14,536,820
Series C Convertible Preferred Stock and related accrued dividends (Note 3) 2,206,664 4,103,984
Series D Convertible Preferred Stock (Note 4) 3,628,576 6,481,254

Total potential common shares 21,952,061 25,122,058

Cash - Cash includes cash and highly liquid investments with original maturities of three months or less.  At times
during the periods ended March 31, 2010 and December 31, 2009, the Company had cash deposits in excess of the
maximum amounts insured by the Federal Deposit Insurance Corporation insurance limits.  At March 31, 2010, the
Company’s cash is held at three financial institutions.

6
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ANDREA ELECTRONICS CORPORATION AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

Concentration of Credit Risk - The following customers accounted for 10% or more of Andrea’s consolidated net
revenues during at least one of the periods presented below:

For the Three Months
Ended

March 31,
2010

March 31,
2009

Customer A 31 %   19 %  
Customer B 11 %   *
_________________

* Amounts are less than 10%

As of March 31, 2010, Customer A and Customer B accounted for approximately 15% and 26% of account
receivable, respectively.  As of December 31, 2009, there was no account receivable outstanding for Customer A or
Customer B.

The following suppliers accounted for 10% or more of Andrea’s purchases during the periods presented below:

For the Three Months
Ended

March 31,
2010

March 31,
2009

Supplier A 95 %   25 %  
Supplier B * 75 %  

At March 31, 2010, Supplier A accounted for approximately 12% of accounts payable.  At December 31, 2009,
Supplier A accounted for approximately 63% of accounts payable.

Allowance for Doubtful Accounts - The Company performs on-going credit evaluations of its customers and adjusts
credit limits based upon payment history and the customer’s current credit worthiness, as determined by the review of
their current credit information.  Collections and payments from customers are continuously monitored.  The
Company maintains an allowance for doubtful accounts, which is based upon historical experience as well as specific
customer collection issues that have been identified.  While such bad debt expenses have historically been within
expectations and allowances established, the Company cannot guarantee that it will continue to experience the same
credit loss rates that it has in the past.  If the financial condition of customers were to deteriorate, resulting in an
impairment of their ability to make payments, additional allowances may be required.

Inventories - Inventories are stated at the lower of cost (on a first-in, first-out) or market basis.  The cost of inventory
is based on the respective cost of materials.  Andrea reviews its inventory reserve for obsolescence on a quarterly basis
and establishes reserves on inventories based on the specific identification method as well as a general
reserve.  Andrea records changes in inventory reserves as part of cost of revenues.
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March 31,
December

31,
2010 2009

Raw materials $47,916 $54,351
Finished goods 1,279,822 1,441,085

1,327,738 1,495,436
Less: reserve for obsolescence (649,460 ) (653,008 )

$678,278 $842,428

Intangible and Lived Assets - Andrea accounts for its long-lived assets in accordance with Statement of Financial
Accounting Standards Board (“FASB”) Accounting Standard Codification (“ASC”) 360 “Plant, Property and Equipment, ”
for purposes of determining and measuring impairment of its long-lived assets (primarily intangible assets) other than
goodwill. Andrea’s policy is to review the value assigned to its long lived assets to determine if they have been
permanently impaired by adverse conditions which may affect Andrea whenever events or changes in circumstances
indicate that the carrying amount may not be recoverable.  If Andrea identifies a permanent impairment such that the
carrying amount of Andrea’s long lived assets is not recoverable using the sum of an undiscounted cash flow
projection (gross margin dollars from product sales), the impaired asset is adjusted to its estimated fair value, based on
an estimate of future discounted cash flows which becomes the new cost basis for the impaired asset.  Considerable
management judgment is necessary to estimate undiscounted future operating cash flows and fair values and,
accordingly, actual results could vary significantly from such estimates.  No impairment charges were recognized
during the three month period ended March 31, 2010 and 2009.

Revenue Recognition - Non software-related revenue, which is generally comprised of microphones and microphone
connectivity product revenues, is recognized when title and risk of loss pass to the customer, which is generally upon
shipment.  With respect to licensing revenues, Andrea recognizes revenue in accordance with ASC 985, “Software” and
ASC 605 “Revenue Recognition.”  License revenue is recognized based on the terms and conditions of individual
contracts.  In addition, fee based services, which are short-term in nature, are generally performed on a
time-and-material basis under separate service arrangements and the corresponding revenue is generally recognized as
the services are performed.

7
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ANDREA ELECTRONICS CORPORATION AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

Income Taxes - The provision for income taxes is a result of certain licensing revenues that are subject to withholding
of income tax as mandated by the foreign jurisdiction in which the revenues are earned.  For all other income taxes,
Andrea accounts for income taxes in accordance with ASC 740, “Income Taxes” (“ASC 740”).  ASC 740 requires an asset
and liability approach for financial accounting and reporting for income taxes and establishes for all entities a
minimum threshold for financial statement recognition of the benefit of tax positions, and requires certain expanded
disclosures.  The provision for income taxes is based upon income or loss after adjustment for those permanent items
that are not considered in the determination of taxable income. Deferred income taxes represent the tax effects of
differences between the financial reporting and tax bases of the Company’s assets and liabilities at the enacted tax rates
in effect for the years in which the differences are expected to reverse.  The Company evaluates the recoverability of
deferred tax assets and establishes a valuation allowance when it is more likely than not that some portion or all of the
deferred tax assets will not be realized.  Accordingly, and after considering changes in previously existing positive
evidence, the Company reduced its valuation allowance to recognize a deferred tax asset of approximately $143,000
for the year ending December 31, 2009.  In addition, Andrea expects it will reduce its valuation in future periods to
the extent that it can demonstrate its ability to utilize the assets.  Management makes judgments as to the interpretation
of the tax laws that might be challenged upon an audit and cause changes to previous estimates of tax liability.  In
management’s opinion, adequate provisions for income taxes have been made for all years.  If actual taxable income by
tax jurisdiction varies from estimates, additional allowances or reversals of reserves may be necessary.  Income tax
expense consists of the tax payable for the period and the change during the period in deferred tax assets and
liabilities.  The Company has identified its federal tax return and its state tax return in New York as "major" tax
jurisdictions.  Based on the Company's evaluation, it has been concluded that there are no significant uncertain tax
positions requiring recognition in the Company's condensed consolidated financial statements.  The Company's
evaluation was performed for tax years ended 2006 through 2009.  The Company believes that its income tax
positions and deductions will be sustained on audit and does not anticipate any adjustments that will result in a
material change to its financial position.

Stock-Based Compensation -At March 31, 2010, Andrea had three stock-based employee compensation plans, which
are described more fully in Note 8.  Andrea accounts for stock-based compensation in accordance with ASC 718,
“Compensation – Stock Compensation” (“ASC 718”).  ASC 718 establishes accounting for stock-based awards exchanged
for employee services.  Under the provisions of ASC 718, stock-based compensation cost is measured at the grant
date, based on the fair value of the award, and is recognized as expense over the employee’s requisite service period
(generally the vesting period of the equity grant).  The fair value of the Company’s common stock options are
estimated using the Black Scholes option-pricing model with the following assumptions:  expected volatility, dividend
rate, risk free interest rate and the expected life.  The Company expenses stock-based compensation by using the
straight-line method.  In accordance with ASC 718, excess tax benefits realized from the exercise of stock-based
awards are classified in cash flows from financing activities.  The future realization of the reserved deferred tax assets
related to these tax benefits associated with the exercise of stock options will result in a credit to additional paid in
capital if the related tax deduction reduces taxes payable.  The Company has elected the “with and without approach”
regarding ordering of windfall tax benefits to determine whether the windfall tax benefit did reduce taxes payable in
the current year.   Under this approach, the windfall tax benefit would be recognized in additional paid-in-capital only
if an incremental tax benefit is realized after considering all other benefits presently available.

Recently Issued Accounting Pronouncements

In October 2009, the FASB issued new accounting guidance, under FASB Accounting Standard Update (“ASU”) No.
2009-13 “Revenue Recognition,” which amends revenue recognition policies for arrangements with multiple
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deliverables. This guidance eliminates the residual method of revenue recognition and allows the use of management’s
best estimate of selling price for individual elements of an arrangement when vendor specific objective evidence,
vendor objective evidence or third-party evidence is unavailable. This guidance is effective for all new or materially
modified arrangements entered into on or after January 1, 2011 with earlier application permitted as of the beginning
of a fiscal year. Full retrospective application of the new guidance is optional.  The Company has not completed their
assessment of this new guidance on their financial condition, results of operations or cash flows.

In October 2009, the FASB issued new accounting guidance, under ASU No. 2009-14 “Software”, which amends the
scope of existing software revenue recognition accounting. Tangible products containing software components and
non-software components that function together to deliver the product’s essential functionality would be scoped out of
the accounting guidance on software and accounted for based on other appropriate revenue recognition guidance.  For
the Company, this guidance is effective for all new or materially modified arrangements entered into on or after
January 1, 2011 with earlier application permitted as of the beginning of a fiscal year. Full retrospective application of
this new guidance is optional. This guidance must be adopted in the same period that the Company adopts the
amended accounting for arrangements with multiple deliverables described in the preceding paragraph. The Company
has not completed their assessment of this new guidance on their financial condition, results of operations or cash
flows.

8
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ANDREA ELECTRONICS CORPORATION AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

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,
liabilities and disclosures of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period.

Management bases its estimates on historical experience and on various assumptions that are believed to be
reasonable under the circumstances, the results of which form the basis for making judgments about the carrying value
of assets and liabilities that are not readily apparent from other sources.  The most significant estimates, among other
things, are used in accounting for allowances for bad debts, inventory valuation and obsolescence, product warranty,
depreciation, deferred income taxes, expected realizable values for assets (primarily intangible assets), contingencies,
revenue recognition as well as the recording and presentation of the Company’s convertible preferred stock. Estimates
and assumptions are periodically reviewed and the effects of any material revisions are reflected in the consolidated
financial statements in the period that they are determined to be necessary. Actual results could differ from those
estimates and assumptions.

Reclassifications - Certain prior year amounts have been reclassified to conform to the current year presentation.

Subsequent Events - The Company evaluates events that occurred after the balance sheet date but before the financial
statements are issued.  Based upon the evaluation, the Company did not identify any recognized or non-recognized
subsequent events that would have required adjustment or disclosure in the consolidated financial statements.

Note 3.         Series C Redeemable Convertible Preferred Stock

On October 10, 2000, Andrea issued and sold in a private placement $7,500,000 of Series C Redeemable Convertible
Preferred Stock (the “Series C Preferred Stock”).  Each of these shares of Series C Preferred Stock had a stated value of
$10,000 plus a $1,671 increase in the stated value, which sum is convertible into Common Stock at a conversion price
of $0.2551.  On February 17, 2004, Andrea announced that it had entered into an Exchange and Termination
Agreement and an Acknowledgment and Waiver Agreement, which eliminated the dividend of 5% per annum on the
stated value.  The additional amount of $1,671 represents the 5% per annum from October 10, 2000 through February
17, 2004.  The shares of Series C Preferred Stock are subject to antidilution provisions, which are triggered in the
event of certain stock splits, recapitalizations, or other dilutive transactions.  In addition, issuances of common stock at
a price below the conversion price then in effect (currently $0.2551), or the issuance of warrants, options, rights, or
convertible securities which have an exercise price or conversion price less than that conversion price, other than for
certain previously outstanding securities and certain “excluded securities” (as defined in the certificate of amendment),
require the adjustment of the conversion price to that lower price at which shares of common stock have been issued
or may be acquired.  In the event that Andrea issues securities in the future which have a conversion price or exercise
price which varies with the market price and the terms of such variable price are more favorable than the conversion
price in the Series C Preferred Stock, the purchasers may elect to substitute the more favorable variable price when
making conversions of the Series C Preferred Stock.

In accordance with Sub Topic 815-40, Andrea evaluated the Series C Preferred Stock and concluded that it is not
indexed to the Company’s stock because of the conversion price adjustment feature described above.  Accordingly,
under the provisions of ASC 815, “Derivatives and Hedging” (“ASC 815”), Andrea evaluated the Series C Preferred Stock
embedded conversion feature.  The Company has concluded that the embedded conversion feature would be classified
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in stockholders’ equity if it were a freestanding instrument as the Series C Preferred Stock is more akin to equity and as
such it should not be bifurcated from the Series C instrument and accounted for separately.

As of March 31, 2010, there were 48.231432 shares of Series C Preferred Stock outstanding, which were convertible
into 2,206,664 shares of Common Stock and remaining accrued dividends of $80,606.

Note 4.         Series D Redeemable Convertible Preferred Stock

On February 17, 2004, Andrea entered into a Securities Purchase Agreement (including a Registration Rights
Agreement) with certain holders of the Series C Preferred Stock and other investors (collectively, the “Buyers”)
pursuant to which the Buyers agreed to invest a total of $2,500,000.  In connection with this agreement, on February
23, 2004, the Buyers purchased, for a purchase price of $1,250,000, an aggregate of 1,250,000 shares of a new class of
preferred stock, the Series D Preferred Stock, convertible into 5,000,000 shares of Common Stock (an effective
conversion price of $0.25 per share) and Common Stock warrants exercisable for an aggregate of 2,500,000 shares of
Common Stock.  These warrants were exercisable at any time after August 17, 2004, at an exercise price of $0.38 per
share.  On February 23, 2009, these warrants expired without being exercised.

9
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ANDREA ELECTRONICS CORPORATION AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

In addition, on June 4, 2004, the Buyers purchased for an additional $1,250,000, an additional 1,250,000 shares of
Series D Preferred Stock convertible into 5,000,000 shares of Common Stock (an effective conversion price of $0.25
per share) and Common Stock warrants exercisable for an aggregate of 2,500,000 shares of Common Stock.  The
warrants were exercisable at any time after December 4, 2004 and before June 4, 2009 at an exercise price of $0.17
per share.  On June 4, 2009, these warrants expired without being exercised.

The shares of Series D Preferred Stock are also subject to antidilution provisions, which are triggered in the event of
certain stock splits, recapitalizations, or other dilutive transactions. In addition, issuances of common stock at a price
below the conversion price then in effect (currently $0.25), or the issuance of warrants, options, rights, or convertible
securities which have an exercise price or conversion price less than that conversion price, other than for certain
previously outstanding securities and certain “excluded securities” (as defined in the certificate of amendment), require
the adjustment of the conversion price to that lower price at which shares of common stock have been issued or may
be acquired. In the event that Andrea issues securities in the future which have a conversion price or exercise price
which varies with the market price and the terms of such variable price are more favorable than the conversion price in
the Series D Preferred Stock, the purchasers may elect to substitute the more favorable variable price when making
conversions of the Series D Preferred Stock.  The Company is required to maintain an effective registration statement
from the time of issuance until the earlier of (i) the date as of which the investors may sell all of the securities for the
common stock issuable under the Series D Preferred Stock covered by the registration statement without restriction
under SEC rules or (ii) the date on which the investors shall have sold all the securities covered by the registration
statement.  In addition, the Company is required to use its best efforts to secure the inclusion for quotation on the Over
the Counter Bulletin Board for the common stock issuable under the Series D Preferred Stock and to arrange for at
least two market makers to register with the Financial Industry Regulatory Authority.  In the event that the holder of
the Series D Preferred Stock and related warrants is unable to convert these securities into Andrea Common Stock, the
Company shall pay to each such holder of such registrable securities a Registration Delay Payment.  This payment is
to be paid in cash and is equal to the product of (i) the stated value of such Preferred Shares multiplied by (ii) the
product of (1) .0005 multiplied by (2) the number of days that sales cannot be made pursuant to the Registration
Statement (excluding any days during that may be considered grace periods as defined by the Registration Rights
Agreement).

In accordance with Sub Topic 815-40, Andrea evaluated the Series D Preferred Stock and concluded that it is not
considered to be indexed to the Company’s stock because of the conversion price adjustment feature described
above.  Accordingly, under the provisions of ASC 815, Andrea evaluated the Series D Preferred Stock embedded
conversion feature.  The Company has concluded that the embedded conversion feature would be classified in
stockholders’ equity if it were a freestanding instrument as the Series D Preferred Stock is more akin to equity and as
such it should not be bifurcated from the Series D instrument and accounted for separately.

Additionally, Andrea reviewed the Series D Preferred Stock warrants and concluded that they are considered to be
indexed to the Company’s stock within the provisions of ASC 815-40 and were properly classified.

Prior to December 31, 2009, 281,250 shares of common stock have been issued as a result of exercises of the Series D
Preferred Stock Warrants.

As of March 31, 2010, there were 907,144 shares of Series D Preferred Stock outstanding which were convertible into
3,628,576 shares of Common Stock.
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Note 5.         Licensing Agreements

The Company has entered into various licensing, production and distribution agreements with manufacturers of PC
and related components.  These agreements provide for revenues based on the terms of each individual
agreement.  The Company's two largest licensing customers accounted for $383,199 and $40,528 of revenues for the
three months ended March 31, 2010 and $156,053 and $20,816 of revenues for the three months ended March 31,
2009.

Note 6.         Long Term Debt

Long-term debt consists of the following:

March 31,
December

31,
2010 2009

Long-term debt $115,715 $121,000

Less: Current Maturities of Long-Term Debt 21,562 21,214

Long-Term Debt, net of Current Maturities $94,153 $99,786

10
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ANDREA ELECTRONICS CORPORATION AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

HSBC unsecured bank loan, dated December 9, 2009, is due in 60 monthly installments of $2,362 including principal
and interest at 6.4%.

As of March 31, 2010, maturities of long term debt are as follows:

Apri1, 2010 – March 31, 2011 $21,562
Apri1, 2011 – March 31, 2012 22,983
Apri1, 2012 – March 31, 2013 24,498
Apri1, 2013 – March 31, 2014 26,112
Apri1, 2014 – March 31, 2015 20,560
Total $115,715

Note 7.         Commitments And Contingencies

Leases

Andrea leases its corporate headquarters located in Bohemia, New York.  The lease from an unrelated party, which
currently expires in April 2015, is for approximately 11,000 square feet and houses Andrea’s warehousing, sales and
executive offices.  Rent expense under this operating lease was approximately $21,715 and $21,083 for the three
months ended March 31, 2010 and 2009, respectively.

As of March 31, 2010, the minimum annual future lease payments, under this lease and all other noncancellable
operating leases, are as follows:

2010 (April 1 – December 31) $80,389
2011 108,974
2012 105,728
2013 96,814
2014 99,718
Thereafter 33,565
Total $525,188

Employment Agreements

In November 2008, the Company entered into an employment agreement with the Chairman of the Board, Douglas J
Andrea.  The effective date of the employment agreement is August 1, 2008 and expires July 31, 2010 and is subject
to renewal as approved by the Compensation Committee of the Board of Directors.  Pursuant to his employment
agreement, Mr. Andrea will receive an annual base salary of $312,500 through July 31, 2009 and for the period of
August 1, 2009 through July 31, 2010 Mr. Andrea will receive an annual base salary of $325,000.  The employment
agreement provides for quarterly bonuses equal to 25% of the Company’s pre-bonus net after tax quarterly earnings in
excess of $25,000 for a total quarterly bonus amount not to exceed $12,500; and annual bonuses equal to 10% of the
Company’s annual pre-bonus net after tax earnings in excess of $300,000.  All bonuses shall be payable as soon as the
Company's cash flow permits.  All bonus determinations or any additional bonus in excess of the above will be made
in the sole discretion of the Compensation Committee. On August 8, 2008, the Board granted Mr. Andrea 2,000,000
stock options and 1,000,000 stock options with an aggregate fair value of $120,000 (fair value was estimated using the
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Black-Scholes option-pricing model).  The 2,000,000 grant vests in three equal annual installments over a three year
period commencing August 1, 2009.  The 1,000,000 grant vests in three equal annual installments over a three year
period commencing August 1, 2010.  These 3,000,000 stock options have an exercise price of $0.04 per share, which
was the fair market value of the Company’s common stock at the date of grant, and a term of 10 years.  Pursuant to the
employment agreement, on July 24, 2009, the Board of Directors granted Mr. Andrea 1,000,000 stock options with an
aggregate fair value of $110,000 (fair value was estimated using the Black-Scholes option-pricing model).  The
1,000,000 grant vests in three equal annual installments over a three year period commencing August 1, 2010.  These
1,000,000 stock options have an exercise price of $0.11 per share, which was the fair market value of the Company’s
common stock at the date of grant, and a term of 10 years.  Mr. Andrea is also entitled to a change in control payment
equal to two times his salary with continuation of health and medical benefits for two years in the event of a change in
control, as defined in the agreement.  At March 31, 2010, the future minimum cash commitments under this
agreement aggregate $108,333.

In November 1999, as amended August 2008, the Company entered into a change in control agreement with the Chief
Financial Officer, Corisa L. Guiffre.  This agreement provides for a change in control payment equal to three times her
average annual compensation for the five preceding taxable years, with continuation of health and medical benefits for
three years in the event of a change in control of the Company, as defined in the agreement, and subsequent
termination of employment other than for cause.

11
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Legal Proceedings
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