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(Mark One)

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

For the quarterly period ended September 30, 2006

or

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

For the transition period from to
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PARTI FINANCIAL INFORMATION

Item 1. Financial Statements

CAPSTONE TURBINE CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS
(In thousands, except share amounts)

(Unaudited)

ASSETS
Current Assets:
Cash and cash equivalents
Accounts receivable, net of allowance for doubtful accounts and sales returns of $805 at
September 30, 2006 and $858 at March 31, 2006
Inventories
Prepaid expenses and other current assets
Total current assets
Property, plant and equipment, net
Non-current portion of inventories
Intangible asset, net and other long-term assets
Total

LIABILITIES AND STOCKHOLDERS EQUITY

Current Liabilities:

Accounts payable and accrued expenses

Accrued salaries and wages

Accrued warranty reserve

Deferred revenue

Current portion of notes payable

Total current liabilities

Long-term portion of notes payable

Other long-term liabilities

Stockholders Equity:

Preferred stock, $.001 par value; 10,000,000 shares authorized; none issued

Common stock, $.001 par value; 415,000,000 shares authorized; 104,765,257 shares issued and
104,214,049 shares outstanding at September 30, 2006; 103,521,829 shares issued and
102,970,621 shares outstanding at March 31, 2006

Additional paid-in capital

Accumulated deficit

Deferred stock compensation

Treasury stock, at cost; 551,208 shares

Total stockholders equity

Total

See accompanying notes to condensed consolidated financial statements.
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September 30,
2006

$ 39,329

2,532

18,968

1,695

62,524

6,762

2,569

1,139

$ 72,994

$ 8,445
1,376
6,876

688

19

17,404

37

592

104
575,663
(520,293

(513
54,961
$ 72,994

March 31,
2006

$ 58,051

5,869

12,545

1,050
77,515
7,816

3,113

1,273

$ 89,717

$ 8,144
1,623

6,998

632

19

17,416

47

626

104

572,187
(500,542
(208

(513

71,628

$ 89,717
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CAPSTONE TURBINE CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(In thousands, except per share data)

(Unaudited)
Three Months Ended
September 30,
2006

Revenue $ 2946

Cost of goods sold (includes stock-based compensation of $23, $0,

$51 and $0, for the periods presented, respectively) 5,282

Gross loss (2,336 )

Operating expenses:

Research and development (includes stock-based compensation of

$56, $0, $112 and $0, for the periods presented, respectively) 2,592
Selling, general and administrative (includes stock-based

compensation of $591, $449, $1,266 and $577, for the periods

presented, respectively) 6,061

Total operating expenses 8,653

Loss from operations (10,989 )
Interest income 571

Interest expense (1 )
Other income

Loss before income taxes (10,419 )
Provision for income taxes

Net loss $ (10,419 )
Net loss per share of common stock Basic and Diluted $ 0.10 )
Weighted average shares used to calculate Basic and Diluted net

loss per share 103,901

See accompanying notes to condensed consolidated financial statements.
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2005
$ 5,705

6,768
(1,063

2,728

6,788
9,516
(10,579
377
(19

22
(10,199

$ (10,199
$ (012

84,955

)

Six Months Ended

September 30,
2006

$ 9512

13,084
(3,572

5,398

11,976
17,374
(20,946
1,198

Q@

1

(19,749

2

$ (19,751
$ (019

103,612

)

)

2005
$ 9512

13,992
(4,480

4,833

12,525
17,358
(21,838

773

1

24

(21,062

2

$ (21,064
$ (025

84,673

)

)

)

)
)
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CAPSTONE TURBINE CORPORATION

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)

(Unaudited)

Cash Flows from Operating Activities:

Net loss

Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization

Provision (benefit) for allowance for doubtful accounts and sales returns
Inventory write-downs

Provision for warranty expenses

Loss on disposal of equipment

Stock-based compensation

Changes in operating assets and liabilities:

Accounts receivable

Inventories

Prepaid expenses and other assets

Accounts payable and accrued expenses

Accrued salaries and wages and long-term liabilities
Accrued warranty reserve

Deferred revenue

Net cash used in operating activities

Cash Flows from Investing Activities:

Acquisition of and deposits on equipment and leasehold improvements
Proceeds from disposal of equipment

Net cash used in investing activities

Cash Flows from Financing Activities:

Repayment of notes payable and capital lease obligations
Exercise of stock options and employee stock purchases
Net cash provided by financing activities

Net Decrease in Cash and Cash Equivalents

Cash and Cash Equivalents, Beginning of Period

Cash and Cash Equivalents, End of Period
Supplemental Disclosures of Cash Flow Information:
Cash paid during the period for:

Interest

Income taxes

Supplemental Disclosures of Non-Cash Information:

During the six months ended September 30, 2006 and 2005, the Company purchased on account $196

and $53 of fixed assets, respectively.

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

2006
$

1,665
(53
989
1,354
203
1,429

3,390

(19,751

(6,868

(645
212
(281

(1,476

56

(19,776

(607
16
(591

(10
1,655
1,645

(18,722

58,05
$

@

1
39,329

[\

)

)
)
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2005

$ (21,064 )

2,184
166
716
645

5717

1,455
(4,029
(697
1,846
(217
(1,327
(118
(19,863

(548
1
(547

@8
876

868

(19,542
63,593

$ 44,051
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CAPSTONE TURBINE CORPORATION

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

1. Business and Organization

Capstone Turbine Corporation (the Company ) develops, manufactures, markets and services microturbine technology solutions for use in
stationary distributed power generation applications, including cogeneration (combined heat and power ( CHP ) and combined cooling, heat and
power ( CCHP )), resource recovery and secure power. In addition, the Company s microturbines can be used as generators for hybrid electric
vehicle applications. The Company was organized in 1988 and has been commercially producing its microturbine generators since 1998.

The Company has incurred significant operating losses since its inception. Management anticipates incurring additional losses until the
Company can produce sufficient revenue to cover its operating costs. To date, the Company has funded its activities primarily through private
and public equity offerings.

2. Basis of Presentation

The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with accounting principles
generally accepted in the United States of America ( generally accepted accounting principles ) for interim financial information and with the
instructions to Form 10-Q and Regulation S-X promulgated under the Securities Exchange Act of 1934, as amended (the Exchange Act ). They
do not include all of the information and footnotes required by generally accepted accounting principles for complete financial statements. The
condensed consolidated balance sheet at March 31, 2006 was derived from audited financial statements included in the Company s annual report
on Form 10-K for the year ended March 31, 2006. In the opinion of management, the interim condensed consolidated financial statements
include all adjustments (consisting of normal recurring adjustments) necessary for a fair presentation of the financial condition, results of
operations and cash flows for such periods. Results of operations for any interim period are not necessarily indicative of results for any other
interim period or for the full year. These condensed consolidated financial statements should be read in conjunction with the consolidated
financial statements and notes thereto included in the Company s annual report on Form 10-K for the year ended March 31, 2006. This quarterly

report on Form 10-Q refers to the Company s fiscal years ending March 31st as its  Fiscal year.

The condensed consolidated financial statements include the accounts of the Company and Capstone Turbine International, Inc., its wholly
owned subsidiary that was formed in June 2004, after elimination of inter-company transactions.

Certain reclassifications have been made to some prior years balances to conform to the current year s presentation.
Stock-Based Compensation

On April 1, 2006, the Company adopted Statement of Financial Accounting Standards ( SFAS ) No. 123 (revised 2004), Share-Based Payment,

( SFAS 123(R) ), which requires the measurement and recognition of compensation expense for all stock options issued to employees and

directors based on estimated fair values. SFAS 123(R) supersedes the Company s previous accounting under Accounting Principles Board

Opinion No. 25, Accounting for Stock Issued to Employees ( APB 25 ). In March 2005, the Securities and Exchange Commission (  SEC ) issued
Staff Accounting Bulletin No. 107 ( SAB 107 ) relating to SFAS 123(R). The Company has applied the provisions of SAB 107 in its adoption of
SFAS 123(R).

The Company adopted SFAS 123(R) using the modified prospective transition method. The Company s condensed consolidated financial
statements as of and for the three months and six months ended September 30, 2006 reflect the impact of SFAS 123(R). In accordance with the
modified prospective transition method, the Company s condensed consolidated financial statements for prior periods have not been restated to
reflect, and do not include, the impact of SFAS 123(R). Stock-based compensation expense for the three months and six months ended
September 30, 2006 was $0.7 million and $1.4 million, respectively. If not for the adoption of SFAS 123(R) in the first quarter of Fiscal 2007,
stock-based compensation expense under existing guidance would have been approximately $72,000 and $0.2 million for the three months and
six months ended September 30, 2006.

As noted above, prior to the adoption of SFAS 123(R), the Company accounted for stock-based awards to employees and directors using the
intrinsic value method in accordance with APB 25. The Company also accounted for equity



Edgar Filing: CAPSTONE TURBINE CORP - Form 10-Q




Edgar Filing: CAPSTONE TURBINE CORP - Form 10-Q

instruments issued to non-employees using the fair value at the date of grant as prescribed by SFAS No. 123, Accounting for Stock-Based
Compensation and Emerging Issues Task Force No. 96-18, Accounting for Equity Instruments That Are Issued to Other Than Employees for
Acquiring, or in Conjunction with Selling, Goods or Service. The following table illustrates the effect on stock-based compensation expense and
net loss per common share if the Company had applied the fair value recognition provisions of SFAS 123 to its employee and director stock
option grants, stock purchases, restricted stock and stock awards during the three months and six months ended September 30, 2005 (in
thousands, except per share data):

Three Months Six Months

Ended Ended

September 30, September 30,

2005 2005
Net loss, as reported $ (10,199 ) $ (21,064 )
Add: Stock-based employee and director compensation included in reported net
loss 76 152
Deduct: Total stock-based employee and director compensation expense
determined under fair value based method (679 ) (1,584 )
Pro forma net loss $ (10,802 ) $ (22,496 )
Net loss per share  Basic and Diluted:
As reported $ (0.12 ) $ (0.25 )
Pro forma $ (0.13 ) $ (0.27 )

On November 10, 2005, the Financial Accounting Standards Board ( FASB ) issued FASB Staff Position No. SFAS 123(R)-3, Transition Election
Related to Accounting for Tax Effects of Share-Based Payment Awards. The alternative transition method includes simplified methods to

establish the beginning balance of the additional paid-in capital pool ( APIC pool ) related to the tax effects of employee share-based
compensation, and to determine the subsequent impact on the APIC pool and consolidated statements of cash flows of the tax effects of

employee share-based compensation awards that are outstanding upon adoption of SFAS 123(R). We are currently in the process of evaluating
whether to adopt the provisions of SFAS 123(R)-3.

Prior to the adoption of SFAS 123(R), the Company would have presented all tax benefits resulting from the exercise of stock options as
operating cash inflows in the consolidated statements of cash flows, in accordance with the provisions of the Emerging Issues Task Force Issue
No 00-15, Classification in the Statement of Cash Flows of the Income Tax Benefit Received by a Company upon Exercise of a Nonqualified
Employee Stock Option. However, the Company has not recorded tax benefits associated with the exercise of stock options based on the losses
incurred to date. SFAS 123(R) requires the benefits of tax deductions in excess of the compensation cost recognized for those options to be
classified as financing cash inflows rather than operating cash inflows, on a prospective basis.

3. Customer Concentrations and Accounts Receivable

Individually, two customers accounted for 11% and 10% of revenue, respectively, for the three months ended September 30, 2006, totaling
approximately 21% of revenue. For the three months ended September 30, 2005, four customers each accounted for 16%, 14%, 13% and 10% of
revenues, respectively. For the three months ended September 30, 2006 and 2005, United Technologies Corporation ( UTC ) accounted for
approximately 11% and 6% of revenues, respectively (see Note 10).

Individually, two customers accounted for 22% and 11% of revenues, respectively, for the six months ended September 30, 2006, totaling
approximately 33% of revenue. For the same period last year, individually, two customers each accounted for 21% and 10% of revenues,
respectively. UTC accounted for approximately 4% and 21% of revenues for the six months ended September 30, 2006 and 2005, respectively.

Accounts receivable included $0.3 million and $1.6 million for unpaid billings to the U.S. government under cost-sharing programs at
September 30 and March 31, 2006, respectively. Individually, three additional customers accounted

7

10
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for 27%, 13% and 10% of net accounts receivable, respectively, as of September 30, 2006, totaling approximately 50% of net accounts
receivable and one customer accounted for 27% of net accounts receivable as of March 31, 2006.

While the Company has individual customers who, in any given period, may represent a significant portion of the Company s business, overall,
the Company is not dependent on any single customer or particular group of customers.

4. Inventories

Inventories are stated at the lower of standard cost (which approximates actual cost on the first-in, first-out method) or market and consisted of
the following:

September 30, March 31,
2006 2006
(In thousands)
Raw materials $ 17,181 $ 13,237
Work in process 829 705
Finished goods 3,527 1,716
Total 21,537 15,658
Less non-current portion 2,569 3,113
Current portion $ 18,968 $ 12,545

The non-current portion of inventories represents that portion of the inventories in excess of amounts expected to be sold or used in the next
twelve months.

5. Property, Plant and Equipment

Property, plant and equipment consisted of the following:

September 30, March 31,
2006 2006
(In thousands)
Machinery, equipment and furniture $ 17,648 $ 18,493
Leasehold improvements 8,730 8,656
Molds and tooling 3,708 3,538
30,086 30,687
Less, accumulated depreciation and amortization (23,324 (22,871
Total property, plant and equipment, net $ 6,762 $ 7,816

6. Intangible Asset

The Company s sole intangible asset is a manufacturing license. The gross carrying amount is $3.7 million. The balance of the intangible asset
was $1.0 million and $1.2 million as of September 30 and March 31, 2006, respectively. The intangible asset is being amortized over its
estimated useful life of ten years. The Company recorded $67,000 and $0.1 million of amortization expense for each of the three months and six
months ended September 30, 2006 and 2005, respectively. The manufacturing license is scheduled to be fully amortized by Fiscal 2011 with
corresponding amortization estimated to be $0.1 million for the remainder of Fiscal 2007, $0.3 million for each of the fiscal years 2008, 2009
and 2010, and $92,000 for Fiscal 2011.

The manufacturing license provides the Company with the ability to manufacture recuperator cores previously purchased from the supplier. The
Company is required to pay a per-unit royalty fee over a seventeen-year period for cores manufactured and sold by the Company using the
technology. Royalties of $3,000 and $15,000 were earned by the supplier for the three months ended September 30, 2006 and 2005, respectively.
Royalties of $12,000 and $23,000 were earned by the supplier for the six months ended September 30, 2006 and 2003, respectively. As of
September 30, 2006, a total of $89,000 was earned under the terms of the agreement. Earned royalties of $2,900 were unpaid as of September
30, 2006.

11
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7. Stock-Based Compensation
1993 Incentive Stock Plan and 2000 Stock Incentive Plan

In 1993, the Board of Directors adopted and the stockholders approved the 1993 Incentive Stock Plan ( 1993 Plan ). A total of 7,800,000 shares
of common stock were initially reserved for issuance under the 1993 Plan. In June 2000, the Company adopted the 2000 Equity Incentive Plan

( 2000 Plan ) as a successor plan to the 1993 Plan. A total of 3,300,000 shares of common stock were initially reserved for issuance under the
2000 Plan. The 2000 Plan was amended in May 2002 to add 400,000 shares of common stock to the total available for issuance, amended in
January 2004 to update certain administrative provisions, amended in September 2004 to add 2,380,000 shares of common stock to the total
available for issuance under awards, and amended again on January 31, 2005 and March 17, 2005 so that the provisions for change in control are
coordinated with the Company s change in control agreements and programs. The 2000 Plan provides for awards of up to 6,080,000 shares of
common stock, plus 7,800,000 shares previously authorized under the 1993 Plan; provided, however, that the maximum aggregate number of
shares which may be issued upon exercise of incentive stock options is 13,880,000 shares. The 2000 Plan is administered by the Compensation
Committee as designated by the Board of Directors. The Compensation Committee s authority includes determining the number of options
granted and vesting provisions. As of September 30, 2006, 2,518,521 shares were available for future grant.

As of September 30, 2006, the Company had outstanding 4,045,000 non-qualified common stock options issued outside of the 2000 Plan. These
stock options were originally granted at exercise prices equal to the fair market value of its common stock on the grant date, as inducement

grants to new executive officers and employees of the Company. Included in the 4,045,000 options were 1,500,000 options to the Company s

then President and Chief Executive Officer, 1,000,000 options to the Company s Executive Vice President and Chief Financial Officer, 800,000
options to the Company s then Senior Vice President of Sales and Service, 500,000 options to the Company s Vice President of Operations and an
aggregate of 245,000 options to two employees. Although the options were not granted under the 2000 Plan, they were governed by terms and
conditions identical to those under the 2000 Plan. All options granted are subject to the following vesting provision: one-fourth vests one year

after the issuance date and 1/48th vests on the first day of each full month thereafter, so that all shall be vested on the first day of the 48th month
after the issuance date. All outstanding options have a contractual term of ten years.

Valuation and Expense Information under SFAS 123(R)

In the three months ended September 30, 2006 and 2005, the Company recognized stock-based compensation expense of $0.7 million and $0.4
million, respectively. In the six months ended September 30, 2006 and 2005, the Company recognized stock-based compensation expense of
$1.4 million and $0.6 million, respectively. The Company has not capitalized as an asset any stock-based compensation costs.

The Company calculated the estimated fair value of each stock option on the date of grant using the Black-Scholes option-pricing model and the
following weighted-average assumptions:

Three Months Ended Six Months Ended

September 30, September 30,

2006 2005 2006 2005
Risk-free interest rates 5.1 % 4.0 % 5.0 % 4.0 %
Expected lives (in years) 6.1 5.5 6.1 54
Dividend yield % % % o
Expected volatility 102.6 % 104.3 % 103.4 Y% 104.3 %

The Company s computation of expected volatility for the three months and six months ended September 30, 2006 and 2005 was based on
historical volatility. The Company estimated the expected life of each stock option granted in the three months and six months ended September
30, 2006 using the short-cut method permissible under SAB 107, which utilizes the weighted average expected life of each tranche of the stock
option, determined based on the sum of each

9
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tranche s vesting period plus one-half of the period from the vesting date of each tranche to the stock option s expiration. The risk-free interest
rate is based on the implied yield available on U.S. Treasury securities with an equivalent remaining term. Included in the calculation is the
Company s forfeiture rate. SFAS 123(R) requires that equity-based compensation expense be based on awards that are ultimately expected to
vest and accordingly, equity-based compensation recognized in the three months and six months ended September 30, 2006, has been reduced
by estimated forfeitures. Our estimate of forfeitures is based on historical option forfeiture behavior.

A summary of employee and non-employee stock option activity for the six months ended September 30, 2006 is as follows:

Options outstanding at March 31, 2006

Granted
Exercised
Forfeited
Expired

Options outstanding at September 30, 2006
Options exercisable at September 30, 2006

Options fully vested at September 30, 2006 and those expected to vest

beyond September 30, 2006

Shares

10,372,018
981,600
(1,026,991
(1,696,688
(883,970
7,745,969

3,687,903

6,890,867

Weighted
Average
Exercise
Price

$ 2.58
2.53

) 1.58

) 179

) 7.44
$ 2.32

$ 2.13

$ 2.29

Weighted
Average
Remaining
Contractual
Term (years)

7.95

6.91

7.82

Aggregate
Intrinsic
Value

$ 428,410

$ 416,077

$ 425,789

The weighted average per share grant date fair value of options granted during the three months ended September 30, 2006 and 2005 was $1.67
and $1.87, respectively. The weighted average per share grant date fair value of options granted during the six months ended September 30,
2006 and 2005 was $2.09 and $1.71, respectively. The total intrinsic value of options exercised by the Company from option exercises during
the three months ended September 30, 2006 and 2005, was approximately $0.3 million and $1.1 million, respectively. The total intrinsic value of
options exercised by the Company from option exercises during the six months ended September 30, 2006 and 2005, was approximately $1.4
million and $1.1 million, respectively. As of September 30, 2006, there was approximately $6.8 million of unrecognized compensation cost
related to stock option awards that is expected to be recognized as expense over a weighted average period of 1.37 years.

Effective July 31, 2006, 500,000 stock options were forfeited in accordance with the consulting agreement between the Company and its former
Chief Executive Officer. A summary of restricted stock activity for the six months ended September 30, 2006 is as follows:

Nonvested restricted stock outstanding at March 31, 2006

Granted
Vested
Forfeited

Nonvested restricted stock outstanding at September 30, 2006

10

Shares
177,083

335,933
(68,140 )
(135,000 )

309,876

Weighted
Average Grant
Date Fair
Value

$ 1.23
1.94

1.53

1.28

$ 1.92

14
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The restricted stock awards vest in equal installments over a period of two to four years. The restricted stock awards were valued based on the
closing price of the Company s common stock on the date of grant, and compensation cost is recorded on a straight-line basis over the share
vesting period. The Company recorded expense of approximately $65,000 and $0.1 million associated with its restricted stock awards in the
three and six months ended September 30, 2006, respectively, and approximately $37,000 and $74,000 associated with its restricted stock
awards in the three and six months ended September 30, 2005, respectively. As of September 30, 2006, there was approximately $0.6 million of
unrecognized compensation cost related to restricted stock awards that would be recognized as expense over a weighted average period of 1.59
years.

Effective July 31, 2006, 125,000 unvested shares of restricted stock were repurchased for $125 by the Company in accordance with the
consulting agreement between the Company and its former Chief Executive Officer.

8. Accrued Warranty Reserve

The Company provides for the estimated costs of warranties at the time revenue is recognized. The specific terms and conditions of those
warranties vary depending upon the product sold, geography of sale and the length of extended warranties sold. The Company s product
warranties generally start from the delivery date and continue for up to eighteen months. Factors that affect the Company s warranty obligation
include product failure rates, anticipated hours of product operations and costs of repair or replacement in correcting product failures. These
factors are estimates that change based on new information that becomes available each period. Similarly, the Company also accrues the
estimated costs to address reliability repairs on products no longer in warranty when, in the Company s judgment, and in accordance with a
specific plan developed by the Company, it is prudent to provide such repairs. The Company assesses the adequacy of recorded warranty
liabilities quarterly and makes adjustments to the liability as necessary. When the Company has statistically valid evidence that product changes
are altering the historical failure occurrence rates, the impact of such changes is then taken into account in estimating future warranty liabilities.

Changes in accrued warranty reserve during the six months ended September 30, 2006 are as follows:

(In thousands)
Balance, March 31, 2006 $ 6,998
Warranty provision relating to products shipped during the period 220
Deduction for performance on warranty claims (1,476 )
Changes for accruals related to preexisting warranties or reliability repairs programs 1,134
Balance, September 30, 2006 $ 6,876

9. Commitments and Contingencies
As of September 30, 2006, the Company had firm commitments to purchase inventories of approximately $9.9 million.

The Company leases offices and manufacturing facilities under various non-cancelable operating leases expiring at various times through the
year ending March 31, 2011. All of the leases require the Company to pay maintenance, insurance and property taxes. The material lease
agreements provide for rent escalation over the lease term and renewal options for five year periods. Rent expense is recognized on a
straight-line basis over the term of the lease. The difference between rent expense recorded and the amount paid is credited or charged to
deferred rent which is included in Other Long-Term Liabilities in the accompanying condensed consolidated balance sheets. Deferred rent
amounted to $0.6 million as of both September 30, 2006 and March 31, 2006.

In December 2001, a purported shareholder class action lawsuit was filed against the Company, two of its then officers, and the underwriters of
the Company s initial public offering. The suit purports to be a class action filed on behalf of purchasers of the Company s common stock during
the period from June 28, 2000 to December 6, 2000. An amended complaint was filed on April 19, 2002. Plaintiffs allege that the underwriter
defendants agreed to allocate stock in the Company s June 28, 2000 initial public offering and November 16, 2000 secondary offering to certain
investors in exchange for excessive and undisclosed commissions and agreements by those investors to make additional purchases of stock in the
aftermarket at pre-determined prices. Plaintiffs allege that the prospectuses for these two public offerings
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were false and misleading in violation of the securities laws because they did not disclose these arrangements. A committee of the Company s
board of directors conditionally approved a proposed partial settlement with the plaintiffs in this matter. The settlement would include, among
other things, a release of the Company and of the individual defendants for liability associated with the conduct alleged in the action to be
wrongful in the amended complaint. The Company would agree to undertake other responsibilities under the proposed settlement, including
agreeing to assign away, not assert, or release certain potential claims the Company may have against its underwriters. Any direct financial
impact of the proposed settlement is expected to be borne by the Company s insurers. The proposed settlement is pending final approval by
parties to the action and the United States District Court for the Southern District of New York.

From time to time, the Company may become subject to additional legal proceedings, claims and litigation arising in the ordinary course of
business. Other than the matters discussed above, the Company is not a party to any other material legal proceedings, nor is the Company aware
of any other pending or threatened litigation that would have a material adverse effect on the Company s business, operating results, cash flows
or financial condition should such litigation be resolved unfavorably.

10. Related Party Transactions

In October 2002, the Company entered into a strategic alliance with UTC, a stockholder, through its UTC power division. In March 2005, the
Company and UTC replaced the strategic alliance agreement with an original equipment manufacturer agreement (the OEM Agreement )
between the Company and UTC Power LLC ( UTCP ). The OEM Agreement involves the integration, marketing, sales and service of CCHP
solutions worldwide. Sales to UTC s affiliated companies were approximately $0.3 million for each of the three-month periods ended September
30, 2006 and 2005, respectively. Sales for the six months ended September 30, 2006 and 2005 were $0.4 million and $2.0 million, respectively.
Related accounts receivable were $0.3 million at both September 30, 2006 and March 31, 2006. In December 2003, the Company engaged
United Technologies Research Center ( UTRC ) to be a subcontractor of the Company in relation to one of the awards that the Company received
from the Department of Energy (the DOE ). UTRC is the research and development branch of UTC. UTRC billed the Company $0 and $8,000
under this subcontract for the three months ended September 30, 2006 and 2005, respectively, and the Company had no unpaid balances with
UTRC at September 30, 2006 or March 31, 2006. For the six months ended September 30, 2006 and 2005, there were approximately $0 and
$26,000 in billings from UTRC, respectively.

On September 11, 2005, the Company gave notice to UTCP, pursuant to the OEM Agreement, of certain breaches of the OEM agreement by
UTCP, including failure to meet sales targets for the year. With respect to most of the breaches, UTCP had 90 calendar days following its receipt
of the notice in which to cure the breaches. The Company could elect to terminate the OEM Agreement if UTCP fails to cure the breaches.
While management believes that UTCP has not yet cured some key breaches of the agreement, the Company has not terminated the agreement.
Additionally, as the Company continues to work with UTCP under the existing OEM Agreement, it has encouraged UTCP to resolve the
underlying causes of the breaches. If this relationship is terminated, the Company will honor sales orders committed to prior to the date of
termination in accordance with the OEM Agreement.

11. Net Loss Per Common Share

Basic loss per share of common stock is computed using the weighted average number of common shares outstanding for the period. For
purposes of computing basic loss per share and diluted loss per share, shares of restricted common stock which are contingently returnable and
subject to repurchase if the purchaser s status as an employee terminates are not considered outstanding until they are vested. Diluted loss per
share is also computed without consideration to potentially dilutive instruments because the Company incurred losses in the period covered by
this Form 10-Q which would make these instruments antidilutive. As of September 30, 2006 and 2005, the number of antidilutive stock options
excluded from diluted net loss per common share computations was approximately 7,746,000 and 9,236,000 shares, respectively. As of
September 30, 2006, 309,876 shares of restricted common stock were contingently returnable.

12. Recent Accounting Pronouncements

New Accounting Pronouncements In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements.
SFAS No. 157 defines fair value, establishes a framework for measuring fair value in generally
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accepted accounting principles, and expands disclosures about fair value measurements. SFAS No. 157 applies under other accounting
pronouncements that require or permit fair value measurements, the FSAB having previously concluded in those accounting pronouncements
that fair value is the relevant measurement attribute. Accordingly, SFAS No. 157 does not require any new fair value measurements. This
statement is effective for financial statements issued for fiscal years beginning after November 15, 2007, and interim periods within those fiscal
years. The Company is evaluating any impact that the adoption of this pronouncement may have on the Company s consolidated financial
position or results of operations.

In September 2006, the SEC issued Staff Accounting Bulletin No. 108 ( SAB 108 ), Considering the Effects of Prior Year Misstatements When
Quantifying Misstatements in Current Year Financial Statement. Due to diversity in practice among registrants, SAB 108 expresses SEC staff
views regarding the process by which misstatements in financial statements are evaluated for purposes of determining whether financial

statement restatement is necessary. SAB 108 is effective for fiscal years ending after November 15, 2006, and early application is encouraged.
The Company does not believe SAB 108 will have a material impact on our results of operations or financial position.

In June 2006, the FASB issued Interpretation No. 48 ( FIN 48 ), Accounting for Uncertainty in Income Taxes. FIN 48 clarifies the accounting for
uncertainty in income taxes recognized in an enterprise s financial statements in accordance with FASB Statement No. 109, Accounting for

Income Taxes. This interpretation prescribes a recognition threshold and measurement attribute for the financial statement recognition and
measurement of a tax position taken or expected to be taken in a tax return. This interpretation is effective for fiscal years beginning after

December 15, 2006. The Company is evaluating any impact that the adoption of this interpretation may have on the Company s consolidated
financial position or results of operations.

13. Subsequent Events

On September 27, 2006, the Company entered into a lease agreement Addendum 1 (the Lease Addendum ) in connection with the property
located at 10101-C Avenue D, Brooklyn, New York 11236 (the Facility ). The Lease Addendum amends the lease agreement between Capstone
and CapGen CHP, Inc. ( CapGen ), dated October 15, 2005 (the Lease ). Under the terms of the Lease Addendum, the Company leased an
additional 41,500 square feet of space to accommodate additional office, warehousing and manufacturing and light component assembly work.
Prior to the Lease Addendum, the existing leased square footage of the Facility was approximately 6,000 square feet and was used primarily for
warehousing. The aggregate total leased space in the Facility is now approximately 47,500 square feet (the Leased Premises ). CapGen, a dealer
of the Company, also currently performs consulting services under a five-year consulting agreement dated August 1, 2006.

The initial term of the Lease is five years and the Company has three one-year renewal options. The ini