Edgar Filing: CAPSTONE TURBINE CORP - Form 10-K

CAPSTONE TURBINE CORP
Form 10-K
June 14, 2006

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-K

X ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE

SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended March 31, 2006
OR

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

Commission file number 001-15957

CAPSTONE TURBINE CORPORATION
(Exact name of registrant as specified in its charter)

Delaware 95-4180883
(State or other jurisdiction of (IR.S. Employer
incorporation or organization) Identification No.)

21211 Nordhoff Street, Chatsworth, California 91311

(Address of principal executive offices) (Zip code)

818-734-5300

(Registrant s telephone number, including area code)

Securities registered pursuant to Section 12(b) of the Act: None
Securities registered pursuant to Section 12(g) of the Act:

Title of Class Common Stock, par value $.001 per share
Series A Preferred Stock Purchase Rights

Name of Exchange on which Registered NASDAQ
Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. Yeso Nox
Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. Yeso No x

Indicate by check mark whether the Registrant: (1) has filed all reports required to be filed by Sections 13 or 15(d) of the Securities Exchange Act of 1934 during
the preceding 12 months (or for 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.

Yesx Noo



Edgar Filing: CAPSTONE TURBINE CORP - Form 10-K

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be contained, to the best of
the Registrant s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this Form 10-K or an amendment to this
Form 10-K. o

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of accelerated filer and large
accelerated filer in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer o Accelerated filer x Non-accelerated filer 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

The aggregate market value of the shares of Common Stock of the Registrant held by non-affiliates on September 30, 2005 was $258.1 million.
As of June 7, 2006, 103,404,175 shares of the Registrant s Common Stock were issued and outstanding.

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the definitive proxy statement relating to the Registrant s 2006 Annual Meeting of stockholders are incorporated by reference into Part III of this report
to the extent described therein.




Edgar Filing: CAPSTONE TURBINE CORP - Form 10-K

CAPSTONE TURBINE CORPORATION

FORM 10-K
TABLE OF CONTENTS
Page
PART I
Item 1. Business 2
Item 1A. Risk Factors 16
Item 1B. Unresolved Staff Comments 27
Item 2. Properties 27
Item 3. Legal Proceedings 27
Item 4. Submission of Matters to a Vote of Security Holders 28
PART II
Item 5. Market for the Registrant s Common Equity. Related Stockholder Matters and
Issuer Purchases of Equity Securities 29
Item 6. Selected Financial Data 29
Item 7. Management s Discussion and Analysis of Financial Condition and Results of
Operations 31
Item 7A. Quantitative and Qualitative Disclosures About Market Risk 42
Item 8. Financial Statements and Supplementary Data 42
Item 9. Changes in and Disagreements with Accountants on Accounting and Financial
Disclosure 43
Item 9A. Controls and Procedures 43
Item 9B. Other Information 45
PART III
Item 10. Directors and Executive Officers of the Registrant 45
Item 11. Executive Compensation 45
Item 12. Security Ownership of Certain Beneficial Owners and Management and
Related Stockholder Matters 45
Item 13. Certain Relationships and Related Transactions 45
Item 14. Principal Accountant Fees and Services 45
PART IV
Item 15. Exhibits and Financial Statement Schedules 46

Signatures




Edgar Filing: CAPSTONE TURBINE CORP - Form 10-K

PART I

Item 1. Business.
Overview

We develop, manufacture, market and service 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, our microturbines can be used as generators for hybrid electric vehicle applications. Microturbines allow customers to produce

power on-site. There are several technologies which are used to provide on-site power generation , also called distributed generation, such as
reciprocating engines, solar power, wind powered systems and fuel cells. For customers who do not have access to the electric utility grid,
microturbines can provide clean, on-site power with lower scheduled maintenance intervals and greater fuel flexibility than competing
technologies. For customers with access to the electric grid, microturbines can provide an additional source of continuous duty power, thereby
providing additional reliability and in some instances, cost savings. With our stand-alone feature, customers can produce their own energy in the
event of a power outage and can use the microturbines as their primary source of power for extended periods. Because our microturbines also
produce clean, usable heat energy, they can provide economic advantages to customers who can benefit from the use of hot water, air

conditioning and direct hot air. Our microturbines are sold primarily through our distributors and dealers. We, along with our Authorized Service
Companies ( ASCs ), provide installation and service. Successful implementation of the microturbine relies on the quality of the microturbine, the
ability to sell into appropriate applications, and the quality of the installation and support.

We believe we were the first company to offer a commercially available power source using microturbine technology. Our 30- kilowatt ( Model
C30 ) and 60 and 65 kilowatt ( C60 Series ) products are designed to produce electricity for commercial and small industrial users. A Model C30
product can produce enough electricity to power a small convenience store. The C60 Series products can produce enough heat to provide hot

water to a 100-room hotel while also providing about one-third of its electrical requirements. Our microturbines combine patented air-bearing
technology, advanced combustion technology and sophisticated power electronics to form efficient electricity and heat production systems.
Because of our air-bearing technology, our microturbines do not require liquid lubricants. This means they do not require routine maintenance to
change oil or other lubrications, as do the most common competing products. The Model C30 product can be fueled by various sources including
natural gas, propane, sour gas, renewable fuels such as landfill or digester gas, kerosene and diesel. The C60 Series can be fueled by natural gas

or renewable fuels such as landfill or digester gas. The C60 Series products are available with an integrated heat exchanger, making it efficient

to install in applications where hot water is used. Our products produce exceptionally clean power. In terms of nitrogen oxides ( NOx ) emissions,
our microturbines have been shown to consistently produce less NOx than conventional reciprocating engines including those designed for

natural gas.

Stationary applications for our microturbines, either independent of or connected to the electric utility grid, are extremely broad. The primary
stationary markets that we have sold products to include:

e Cogeneration CHP and CCHP Cogeneration maximizes the use of energy produced by the microturbines and
enhances the economic advantage for customers. Cogeneration is a market that seeks to use both the heat energy and
electric energy produced in the power generation process. Using the heat and electricity created from a single
combustion process increases the efficiency of the system from approximately 30% to 70%, or more. The increased
operating efficiency often reduces overall emissions and, through displacement of other separate systems, can reduce
variable production costs. The most prominent uses of heat energy include space heating and air conditioning, heating
and cooling water, as well as drying and other applications. For example, we
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have used the heat generated by the microturbines to supply hot water solutions for hotels and schools. When our microturbine exhaust fuels an
absorption chiller, the chiller produces chilled water for air conditioning and other uses. These systems have also been implemented to supply
solutions in grocery stores and manufacturing applications.

There are potential markets for CHP and CCHP applications in North America, Europe, Japan and parts of Asia. Many governments have
encouraged more efficient use of the power generation process to reduce pollution and the cost of locally produced goods. Japan, which has
some of the highest electric power costs in the world, has been particularly active in exploring innovative ways to improve the efficiency of
generating electricity. To access this market, we have entered into agreements with distributors, which have engineered CHP packages that
utilize the hot exhaust air of the microturbine for heating water and also use the hot exhaust to run an absorption chiller for air conditioning.
Further, we have developed our own integrated CHP product where the heat exchanger is placed on top of the C60 Series product. This provides
a pre-engineered solution for hot water applications.

e Resource recovery On a worldwide basis, there are thousands of locations where the production of fossil fuels
and other extraction and production processes create fuel byproducts, which traditionally have been released or burned
into the atmosphere. Our microturbines can burn these waste gases with minimal emissions, thereby, in some cases,
avoiding the imposition of penalties incurred for pollution, while simultaneously producing electricity for use at the
site or in the surrounding community. Our Model C30 has demonstrated effectiveness in this application and
outperforms conventional combustion engines in a number of situations, including when the gas contains a high
amount of sulfur. These gases are considered renewable resources or other anaerobic digestion processes. We have
recently released the C65 model, which is able to operate on these renewable fuels. First shipments of over twenty
units occurred during the quarter ended March 31, 2006.

Our units can use methane gas from landfills and wastewater treatment facilities.

e Secure power The need for secure power is becoming more apparent with recent world events. On May 24, 2006
we received our first Materials Equipment Acceptance (MEA) approval from the New York City Department of
Buildings MEA Division and the New York Fire Department.

Because of the potentially catastrophic consequences of even momentary system failure, certain power users, such as high technology and
information systems companies, require particularly high levels of reliability in their power service. Our microturbines can follow levels of
demand, providing power when other sources fail. Our products can be configured in multiple unit arrays and used in combination to provide a
highly reliable electricity generating system. We believe that customers with particularly low tolerances for power service interruptions, such as
high technology and information systems companies, represent a growing and long-term potential market for our microturbine products.

With opportunities created by deregulation in the electric utility industry and increased reliance on sensitive digital electronics in day-to-day life,
industrialized societies are increasingly demanding high quality, highly reliable power. End customers with greater freedom of choice are
investigating alternative power sources to protect their business operations and equipment from costly interruptions. Customers who are charged
peak rates by utilities can use microturbines to peak shave or self-generate electricity to manage their electric consumption to avoid costly peak
demand charges.

Utilities also can take advantage of Capstone MicroTurbines® to avoid costly transmission and distribution system expansion or upgrades in
uncertain growth or weak areas in the electric utility
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grid. These companies can place our microturbines where the electrical power is needed. The microturbines can supply power in conjunction
with the power provided by the utility s standard generation and transmission equipment. In the alternative, the utility can use the microturbines
to provide power during times when demand for power is at its highest, potentially reducing the need for expensive expansions to the central
power plant. Rural electric cooperatives and electric utilities may use our microturbines as a stand-alone system to provide temporary or back-up
power for specific applications or to provide primary power for remote needs.

e Vehicular Application Our technology is also used in vehicular applications. Our customers have applied our
products in hybrid electric vehicles such as buses and railcars. While not a focus market at this time, we have
continued to explore development of vehicular applications, such as the Spinner vehicle, an advanced military
application and auxiliary power systems for naval vessels. Vehicular applications could become a focused area for
development if a significant market demand for a vehicular application emerges.

e Sales Channels We sell complete microturbine units, subassemblies, components and various accessories. We
also perform engine overhauls and other services, and provide parts. Our microturbines are sold primarily through
distributors and dealers, although we also have a direct sales effort in portions of the United States. Our distributors
purchase our products for sale to end users. The distributors are also required to provide a variety of additional
services, including engineering the applications in which the microturbines will be used, installing the products at the
end users sites, commissioning the installed applications and providing post-commissioning service. Our distributors
perform like value-added resellers. Some distributors, that we call Original Equipment Manufacturers ( OEMs ),
integrate Capstone s products into their own product solutions. Dealers are like distributors in that they purchase our
products for sale to end users and also provide application engineering and installation. However, dealers are different
from distributors in that dealers do not perform commissioning or provide post-commissioning service. Capstone has
also established some outside sales representatives who qualify and close customer orders. The order is then booked
directly by Capstone. Capstone has a factory direct service offering for commissioning and post-commissioning
service in selected areas of the United States. All of our distributors are ASCs. We also have ASCs who do not sell
our products, but only offer service for them. Successful implementation of the microturbine depends upon the quality
of the microturbine, the ability of the distributors and dealers to sell into appropriate applications, and the quality of
installation, commissioning service and support provided.

Our Products

We began commercial sales of our Model C30 products in 1998, targeting the emerging distributed generation industry that was being driven by
fundamental changes in power requirements. In September 2000, we shipped the first commercial unit of our C60 Series microturbine. We
began shipping the C60 Integrated CHP solution in 2003. First shipments of the C65 models occurred during the quarter ended March 31, 2006.
Our total installed microturbines have logged more than 11 million operating hours. We are still in the early phases of commercializing this
technology and, to date, have not been profitable or generated positive cash flow.

Our backlog as of March 31, 2006 was approximately $7.1 million for 7.6 megawatts. As of March 31, 2005 our backlog was approximately
$8.2 million for 10.8 megawatts. The backlog reflects orders that we considered firm, however, cancellations may occur and will be reflected in
our backlog when known.

Capstone MicroTurbines are compact, environmentally friendly generators of electricity and heat. They operate on the same principle as a jet

engine with the added capability of using a variety of commercially available fuels, such as natural gas, diesel, kerosene and propane, as well as
previously
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unusable or underutilized fuels. For example, our microturbines can operate on low British Thermal Unit ( BTU ) gas, which is gas with lower
energy content, and can also operate on gas with a high amount of sulfur, known in the industry as sour gas. Examples of these fuel sources
include methane from facilities such as wastewater treatment plants, landfills or agrodigesters. The compact and light-weight, modular design
provides for flexibility in installing our microturbines in applications that are not suitable for other distributed energy devices.

Our microturbines incorporate three major design features:
e advanced combustion technology;
e patented air-bearing technology; and

e digital power electronics.

Our advanced combustion technology allows the Capstone MicroTurbines to achieve low emissions capability with a design that is simple to
manufacture. These low emission levels not only provide an environmentally friendly product, but also eliminate permitting requirements in
several municipalities for continuously operated onsite power generation. The air-bearing system allows the microturbine s single moving
assembly to produce power without the need for typical petroleum-based lubrication. Air-bearings use a high-pressure field of air rather than
petroleum lubricants. This improves reliability and reduces maintenance, such as oil changes. The electronic controls manage critical functions
and monitor operations of the microturbine. For instance, our electronics control the microturbine s speed, temperature and fuel flow and
communicate with external computers and modems. The power electronics coordinate with the demand signals provided by customers, with the
grid when the units are operated in a grid-connect mode and with the on-board battery when equipped for stand-alone mode. All control
functions are performed digitally. Performance is optimized, resulting in lower emissions, higher reliability and high efficiency over a variable
power range.

Our Model C30 and C60 Series products are approximately the size of a large refrigerator. Our Model C30 generates approximately 30 kilowatts
of electric power, which is enough to power a typical convenience store, and approximately 300,000 kilojoules per hour of heat, which provides
enough energy to heat 20 gallons of water per minute with a 20-degree Fahrenheit temperature rise. Our C60 Series products are designed to
similar criteria, and generate approximately 60 to 65 kilowatts of electric power. Our units can be connected in a multipack configuration to
serve larger loads for heat or electrical requirements.

Our products can operate:

e connected to the electric utility grid as a current source;

e on a stand-alone basis as a voltage source;

e multipacked to support larger loads as a virtual single unit; and

e in dual mode, where the microturbine operates connected to the grid or, when the grid is unavailable, the
microturbine automatically disconnects itself from the grid and operates on a stand-alone basis.

We also offer C60 Series Integrated CHP systems. These systems combine the standard C60 Series microturbine unit with a Heat Recovery
Module that provides electricity and heats water in a single package.
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Our family of products is currently available ( X ) in the following configurations:

Product Configurations

[Model C30 [C60 Series
Grid Stand- Grid Stand- Integrated
Connect jAlone [Connect |Alone CHP
oW pressure natural gas X IX X X IX
IHigh pressure natural gas X IX X X IX
ow BTU gas X X IX
Sour gas X IX X X X
aseous propane X IX X X IX
Compressed natural gas X IX X X IX
iesel X IX
Kerosene X IX

We offer various accessories for our products including rotary gas compressors with digital controls, heat recovery modules for CHP
applications, dual mode controllers that allow automatic transition between grid connect and stand-alone modes, batteries with digital controls
for stand-alone or dual-mode operations, power servers for large multipacked installations, protocol converters for Internet access, packaging
options and miscellaneous parts such as frames, exhaust ducting and installation hardware. We also sell microturbine components and
subassemblies to OEMs.

The Capstone MicroTurbine consists of a turbogenerator and our patented electronic controls, combined with ancillary systems such as a fuel
system. The turbogenerator includes a mechanical combustor system and a single moving assembly rotating on our patented air-bearings at up to
96,000 revolutions per minute. The combustor system operates on a variety of fuels and, at full power, achieves NOx emissions levels in the
exhaust of less than nine parts per million per volume with natural gas and less than 35 parts per million per volume when operating with diesel.
The emissions from the diesel turbogenerator combustion system are up to 10 times lower than emissions standard for a reciprocating diesel fuel
generator set. As a result of our patented air-bearings, our microturbines do not require liquid lubrication. In addition, our microturbines do not
utilize liquid cooling, keeping scheduled maintenance costs extremely low throughout their useful life.

Our electronic controls include an air cooled, insulated gate bipolar transistor (commonly known as IGBT) based inverter with advanced digital
signal processor based microelectronics. These electronics control and manage the microturbine using proprietary software and advanced
algorithms. The controls:

e start the turbogenerator and manage its load;
e coordinate the functioning of the microturbine with the grid;
e manage the speed, fuel flow, and exhaust temperature of the microturbine;

e convert the variable frequency, up to a maximum of 1,600 Hertz, and variable voltage power produced by the
generator into a usable output of either 50/60 Hertz AC or optionally DC for HEV applications; and

e provide digital communications to externally maintain and control the equipment.
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In addition, our Capstone Remote Monitoring Software ( CRMS ) provides an advantage to end-users by allowing them to remotely operate and
manage the microturbine. Unlike the technology of other power sources that require manual monitoring and maintenance, the microturbine

allows end-users to remotely and efficiently monitor performance, fuel input, power generation and time of operation using our proprietary
communications software, CRMS, which can interface with standard personal computers. This remote capability can provide end-users with

power generation flexibility and cost savings. During the fiscal year ended March 31, 2006, referred to herein as Fiscal 2006, we also initiated an
internet based communication system, the Capstone Service Network to provide continuous remote monitoring and diagnostics. If the Capstone
Service Network detects an out-of-limit condition or alarm, it automatically notifies the responsible ASC for immediate follow up action. This is
expected to result in even higher levels of power availability and customer satisfaction.

The Model C30 was initially designed to operate connected to an electric utility grid and using a high pressure, natural gas fuel source. We have
expanded its functionality to operate with different fuels including a variety of carbon-based fuels such as propane, sour gas, kerosene and
diesel. The combustor system remains the same for all fuels, except for the fuel injectors, which currently vary between liquid and gaseous fuels.
The Capstone MicroTurbine s multi-fuel capability provides significant competitive advantages with respect to some of our selected vertical
markets.

Our Model C30 and C60 Series grid-connect and stand-alone microturbine power systems meet the Underwriters Laboratories certification for
the UL2200 stationary engine generator standards and the UL1741 utility interconnection requirements. Our products are manufactured by
processes that are ISO9001 certified.

In 2002, the California Energy Commission certified our 30-kilowatt and 60-kilowatt microturbine power systems as the first products to comply
with the requirements of its Rule 21 grid interconnection standard. This standard streamlines the process for connecting distributed generation
systems to the grid in California. The benefits of achieving this standard include avoiding both costly external equipment procurement
requirements and extensive site-by-site and utility-by-utility analysis. Our protective relay functionality has also been recognized by the State of
New York which has pre-cleared our microturbines for connection to New York s electric utility grid.

Our 60-kilowatt microturbine power system was the first mechanical power generation product to be certified by the State of California as
meeting its stringent distributed generation emissions standards that went into effect in 2003.

During Fiscal 2006, we became the first microturbine manufacturer to achieve Underwriter s Laboratories Class I, Division 2 certification for
operation in hazardous-area oil and gas applications. These specially packed systems are applied in oil and gas production areas with potentially
explosive environments.

Applications

Worldwide, stationary power generation applications vary from huge central stationary generating facilities, above 1,000 megawatts, down to
back-up uses below ten kilowatts. Historically, power generation in most developed countries, such as the United States ( U.S. ), has been part of
aregulated system. A number of developments related primarily to the deregulation of the industry, as well as significant technology advances,
have broadened the range of power supply choices available to customers. We believe that our microturbines will be used in a variety of
innovative electric power applications requiring less than two megawatts and, more immediately, in those requiring less than 300 kilowatts.
Within the distributed generation markets served, we focus on vertical markets that we have identified as having the greatest near-term potential.
In the markets we are focusing on (secure power, CHP, CCHP and resource

7




Edgar Filing: CAPSTONE TURBINE CORP - Form 10-K

recovery), we have identified specific targeted vertical market segments. Within each of these markets, we have identified the critical factors to
penetrating these markets and have built plans around those factors.

Cogeneration CHP / CCHP

Cogeneration is a market that seeks to use both the heat energy and electric energy produced in the power generation process. Using the heat and
electricity created from a single combustion process increases the efficiency of the system from approximately 30% to 70%, or more. The
increased operating efficiency often reduces overall emissions and, through displacement of other separate systems, can reduce variable
production costs. The most prominent uses of heat energy include space heating and air conditioning, heating and cooling water, as well as
drying and other applications.

There are potential markets for CHP and CCHP applications in North America, Europe, Japan and parts of Asia. Many governments have
encouraged more efficient use of the power generation process to reduce pollution and the cost of locally produced goods. Japan, which has
some of the highest electric power costs in the world, has been particularly active in exploring innovative ways to improve the efficiency of
generating electricity. To access this market, we have entered into agreements with distributors, which have engineered CHP packages that
utilize the hot exhaust air of the microturbine for heating water and also use the hot exhaust to run an absorption chiller for air conditioning.
Further, we have developed our own integrated CHP product where the heat exchanger is placed on top of the C60 Series product. This provides
a pre-engineered solution for hot water applications.

Resource Recovery/Renewable Fuels

On a worldwide basis, there are thousands of locations where the production of fossil fuels and other extraction and production processes creates
fuel byproducts, which traditionally have been released or burned into the atmosphere. Our microturbines can burn these waste gases with
minimal emissions, thereby, in some cases, avoiding the imposition of penalties incurred for pollution, while simultaneously producing
electricity for use at the site or in the surrounding community. Our Model C30 has demonstrated effectiveness in this application and
outperforms conventional combustion engines in a number of situations, including when the gas contains a high amount of sulfur. We have sold
systems that were installed in the resource recovery market to be used at oil and gas exploration and production sites. We have also sold systems
to be used to burn gases released from landfills and wastewater treatment facilities. These gases are considered renewable resources.

Secure Power

The need for secure power is becoming more apparent with recent world events. On May 24, 2006 we received our first MEA approval from the
New York City Department of Buildings MEA Division and the New York Fire Department.

Because of the potentially catastrophic consequences of even momentary system failure, certain power users, such as high technology and
information systems companies, require particularly high levels of reliability in their power service. Our microturbines can follow levels of
demand, providing power when other sources fail. Our products can be configured in multiple unit arrays and used in combination to provide a
highly reliable electricity generating system. We believe that customers with particularly low tolerances for power service interruptions, such as
high technology and information systems companies, represent a growing and long-term potential market for our microturbine products.

With opportunities created by deregulation in the electric utility industry and increased reliance on sensitive digital electronics in day-to-day life,
industrialized societies are increasingly demanding high quality, highly reliable power. End customers with greater freedom of choice are
investigating alternative power sources to protect their business operations and equipment from costly interruptions. Customers
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who are charged peak rates by utilities can use microturbines to peak shave or self-generate electricity to manage their electric consumption to
avoid costly peak demand charges.

Utilities also can take advantage of Capstone MicroTurbines to avoid costly transmission and distribution system expansion or upgrades in
uncertain growth or weak areas in the electric utility grid. These companies can place our microturbines where the electrical power is needed.
The microturbines can supply power in conjunction with the power provided by the utility s standard generation and transmission equipment. In
the alternative, the utility can use the microturbines to provide power during times when demand for power is at its highest, potentially reducing
the need for expensive expansions to the central power plant. Rural electric cooperatives and electric utilities may use our microturbines as a
stand-alone system to provide temporary or back-up power for specific applications or to provide primary power for remote needs.

While Capstone MicroTurbines have been deployed solely for the power reliability applications noted above, the highest economic benefits

come from combining CHP or CCHP applications with the customer s need for secure power using a Dual-Mode microturbine. Our Dual-Mode
microturbines are able to operate connected to a utility grid, but can switch over to stand-alone operation in less than 10 seconds. This provides

end users with a backup system with a short return on investment. About half of our microturbine sales are the Dual-Mode versions.

The ability of our microturbines to use a location s fuel of choice, including, for example, kerosene, diesel or propane, allows customers to use

their available fuel source infrastructure more efficiently. We also have designed our microturbines to be a competitive primary power source
alternative compared to diesel generators and other technologies that currently provide power to remote areas or areas with unreliable central
generation. This is due to our microturbines  load following characteristic, which means that our microturbines are able to match power output to
the served facility s need for power. Remote commercial and industrial applications, including oil and gas, can also benefit from use of our
microturbines. The less frequent scheduled maintenance intervals mean fewer trips are required to provide routine maintenance to remotely

located units, and the remote management and monitoring functions provide greater ease of interface with the units.

Capstone MicroTurbine Benefits
Multi-Fuel Capability

The Capstone MicroTurbine design provides flexibility for use with a variety of possible fuels, including both gaseous and liquid fuels. This
multi-fuel capability increases the number of applications and geographic locations in which our microturbines may be used. The Model C30 is
currently capable of being configured for low pressure natural gas, high pressure natural gas, low BTU gas such as methane, high sulfur content
(sour) gas, gaseous propane and compressed natural gas, as well as liquid fuels such as diesel and kerosene. Our Model C60 currently uses

natural gas, low BTU gas such as methane from landfills or digesters, sour gas up to 400ppm H2S, and gaseous propane.
Cost Competitive

We believe our microturbines have the potential to be cost competitive in our target markets. The value proposition for our microturbine depends
upon a variety of cost elements, including capital cost of the microturbine itself, the cost to engineer and install a complete system at a user s
facility, expected maintenance costs over the life of the project, fuel costs, the type of application, the value of the microturbine s electrical
output, and other costs that may be offset by deploying a given microturbine solution. The Capstone MicroTurbine value proposition must then
be compared with other competing solutions, such as reciprocating engine generators or fuel cells.
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One of our best value propositions is CHP. We have experienced examples of customer return on investment of less than five years, with many
facilities falling below three years. There are often local financial incentives that are offered to customers. For example, in California there is an
$800 per kilowatt self-generation incentive available for microturbines in CHP applications that meet at least 60% total system efficiency in the
customer s installation. Similar incentives exist for reciprocating engines, at $600 per kilowatt, giving microturbines an economic advantage. The
United States Energy Policy Act of 2005 also includes a 10% investment tax credit for microturbines, providing future advantage for our

product. Recently published data for the California self-generation incentive program indicate that microturbines are the preferred technology for
installations below 200 kilowatts. With continued product cost reduction and more standardized and less costly installations, we believe that the
Capstone value proposition will improve.

In the exploration and production markets, environmental penalties incurred for flaring or venting gas can be avoided by using our
microturbines. Our microturbines can burn wellhead gas directly off the casing head, avoiding any intermediary sulfur scrubbing devices, while
competing devices require extra maintenance and additional intermediary devices. In the landfill gas digestion market, the microturbine can burn
low BTU and sour gas while requiring minimal routine maintenance relative to competing technologies such as reciprocating engines. The
ability of the microturbine to operate on a stand-alone basis allows for less capital expenditures compared to the electric utility grid, which
requires up-front capital expenditures for additional distribution and transmission lines.

Environmentally Friendly

In stationary power generation configurations, our digitally controlled combustion system produces less than nine parts per million per volume
of emissions of NOx and unburned hydrocarbons at full power when burning natural gas or propane, and less than 35 parts per million per
volume of emissions of NOx when using diesel fuel. We believe that these emissions levels are among the lowest emissions of any fossil fuel
combustor without catalytic combustion or other emissions reduction equipment, which results in a high quality exhaust. Because of our
patented air-bearing technology, our microturbines require no petroleum-based lubricants, and avoid potential ground contamination caused by
petroleum-based lubricants used by conventional reciprocating engines, turbines and other microturbines. Because our system is air cooled, we
avoid the use of toxic liquid coolants, such as glycol.

Availability and Reliability

Our microturbines can provide both high availability and reliability when compared to other power generation alternatives. We designed the
microturbine for a minimum target availability of 98%. Certain of our microturbines have achieved this availability target when using
high-pressure natural gas, and we are working to achieve this availability target across all of our units and for other fuel sources. Many Capstone
customers have started our microturbines, set them for full power output 24 hours a day for an entire year, and only shut down at the end of the
year for scheduled maintenance to change the filters.

Minimal Scheduled Maintenance

Our patented air-bearing system, solid state electronic controls and air-cooled design reduce the scheduled maintenance cost of our
microturbines as compared to alternative products. The air bearings eliminate the need for liquid lubrication, avoiding the need to change oil and
individually lubricate ball bearings or other similar devices. Our product s ability to continuously and remotely monitor our microturbine
performance avoids regularly scheduled diagnostic maintenance costs. The air-cooled design eliminates all of the maintenance related to liquid
cooling systems utilized with conventional power electronics technology and generator cooling. Currently, the scheduled maintenance interval
for both the Model C30 and C60 is periodic cleaning or changing of the intake air filter, fuel filters and other
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consumable items every 8,000 hours of operation, with maintenance intervals dependent upon operation, environment, duty cycle and other
operational variables.

Remote Monitoring and Operating

Our electronic controls allow users to efficiently monitor our microturbines performance, fuel input, power generation and time of operation in
the field from off-site locations. In addition, the operator can remotely turn the microturbine on and off, control the fuel flow and vary the power
output.

Flexible Configuration

Our microturbines can be customized to serve a wide variety of operating requirements. They can be connected to the electric utility grid or
operate on a stand-alone or dual mode basis. They can use a variety of fuel sources and can be readily integrated into combined heating and
power applications. The microturbine can be sold either as a ready-to-use unit or in component and subassembly form for repackaging to the
ultimate end-user. The microturbine can be operated as a single unit or several units can be installed together and operated in parallel.

Scalable Power System

Our microturbines are designed to allow multiple units to run together to meet each customer s specific needs. This feature enables users to meet
more precisely their growing demand requirements and thereby manage their capital costs more efficiently. All of the synchronizing and load
sharing capabilities are built into our digital control system, thereby eliminating the cost and space for traditional external equipment to provide
these functions.

Relative Ease of Transportation and Minimal Site Requirements

Our microturbines are easy to transport and relocate. Their small size allows great flexibility in siting. Our stationary systems in enclosures are
approximately six feet tall and weigh between 900 and 3,000 pounds, depending upon model and optional equipment. Our microturbines require
a fuel source connection, a connection for the power generated, and proper venting or utilization of exhaust. Larger multipack microturbine
configurations may require concrete pads to support the additional weight, but the connections are similar.

Protective Relay Functionality

Our microturbines have protective relay functions built into them such that in grid-connect mode, the microturbine will not send power out over
the electric utility grid if the utility is not supplying voltage. This circuit protection function minimizes the potential damage to the local electric
grid, which is one of the electric utilities major concerns about the interconnection of distributed generation technologies. The microturbines
have similar built-in protective relay functions to protect against faulty conditions when operating in stand-alone mode.
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Sales, Marketing and Distribution

We sell microturbines in the worldwide stationary markets. We anticipate that our microturbines will be used in a variety of stationary power
applications requiring less than two megawatts and more immediately in those requiring less than 300 kilowatts.

We sell our products through distributors and dealers, and in some areas of the United States, we sell our products directly. Our parts are sold to
distributors, ASCs and to end users. Our typical terms of sale include shipments of the products with title, care, custody and control transferring
at our dock, payment due anywhere from in advance of shipment to 60-days from shipment, and warranty periods of approximately 15 to 18
months from shipment. We have not had customer acceptance provisions in our agreements.

Sales by Geographical Location
The Americas

We have distribution agreements with a number of companies throughout the Americas for the resale of our products. Many of these distributors
serve multiple markets in their select geographic regions. The primary markets served in this region have been CHP and resource recovery.

In addition to our distributors, we are initiating actions to expand our presence in our targeted markets by utilizing dealers, manufacturer s
representatives and packagers as well as direct sales in selected markets in North America. Manufacturer s representatives act as sales agents and
earn commissions.

In developing our direct sales opportunities we have identified the need to address various requirements present in our target localities. These
requirements include electric grid interconnection standards, gas utility connection requirements, building and fire safety codes and various
inspections and approvals. The costs and schedule ramifications of these various approvals can be significant to the completion of an installation.
Our goal is to work with the applicable regulating entities to establish standards for the installation of our microturbines so that the costs and
schedule impacts of compliance are minimized. To date, we have received pre-approval by the New York State Public Services Commission for
installation and interconnection to the electric utilities in New York, and we meet the California interconnection requirements. We believe that
we can create market advantages for our products through enhancing the ease of deploying our distributed generation solutions.

Asia

Our sales and marketing strategy in Asia has been to develop several distributor relationships in Japan and subsequently enter other selected
markets along the Pacific Rim. In order to meet the service needs in Japan, we established a parts warehouse and a customer support office in
Tokyo.

Our primary market focus in Japan is CHP applications. Within Japan, there is great demand for economic energy solutions that will lower both
the existing high cost of electricity and meet the greenhouse gas emissions guidelines of the Kyoto accords. Our Japanese distributors recognize
the quickest and most practical way to accomplish this is through CHP applications, which raise efficiencies from approximately 30% for pure
electrical generation to approximately 70% or more. Our Japanese distributors mainly act as packagers. They seek to design applications using
our microturbines and/or subassemblies and components for their particular target CHP market, as well as the free fuel biogas market. The
Japanese market tends to prefer systems that burn liquid fuels because of the lower costs and greater availability of the fuel.

Other areas in Asia offer attractive opportunities as well. South Korea, China and Australia are areas where resource recovery applications and
CHP and CCHP solutions are expected to experience market growth.
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Europe, Africa and the Middle East

To address the European market, we are strengthening our relationship with existing distributors and supporting them and, expanding our
distribution base by placing direct sales and service resources in the region. We have an office in Europe for the purpose of working with our
distributors there on a daily basis to realize growth opportunities. Our plans also call for establishing a spare parts distribution center in Europe
to make parts readily available to our distributors. In the past, we have had limited direct presence in Europe, Africa and the Middle East and
few sales and service channels in these areas. However, resource recovery applications have been growing in Europe based on attractive
incentives established in several countries. Further, Europe has a history of extensive use of distributed generation technologies.

Revenue
For geographic and segment revenue information, please see Notes to Consolidated Financial Statements Segment Reporting.
Customers

Sales to United Technologies Corporation ( UTC ) accounted for 17% and 15% of our net revenue for the years ended March 31, 2006 and 2005,
respectively. No customer accounted for 10% or more of our net revenue for the year ended March 31, 2004. As of March 31, 2006, we had two
individual customers who represented 27% and 25% of accounts receivable, respectively. To date, we have sold to a relatively few number of
customers and have limited repeat business.

Competition

The market for our products is highly competitive and is changing rapidly. Our microturbines compete with existing technologies such as
reciprocating engines and may also compete with emerging distributed generation technologies, including solar power, wind powered systems,
fuel cells and other microturbines. Many companies who could be our customers today rely on the utility grid for their electrical power. As many
of our distributed generation competitors are large, well-established companies, they derive advantages from production economies of scale,
worldwide presence and greater resources, which they can devote to product development or promotion.

Generally, power purchased from the electric utility grid is less costly than power produced by distributed generation technologies, such as fuel
cells or microturbines. Utilities may also charge fees to interconnect to their power grids. However, we can provide economic benefits to end
users in instances where the waste heat from our microturbine has value (CHP and CCHP), where fuel costs are low (resource
recovery/renewable fuels), where the costs of connecting to the grid from locations are high, where reliability and power quality are of critical
importance, or in situations where peak shaving could be economically advantageous because of highly variable electricity prices. Because the
Capstone MicroTurbine can provide a reliable source of power and can operate on multiple fuel sources, we believe it offers a level of flexibility
not currently offered by other current technologies such as reciprocating engines.

Our competitors that produce reciprocating engines have products and markets that are well developed and technologies that have been proven
for some time. A reciprocating engine is similar in design to an internal combustion engine used in automobiles. Reciprocating engines are
popular for back-up power applications but are not typically intended for primary power use because of high levels of emissions, noise and
maintenance. These technologies, which typically have a lower up-front cost than microturbines, are currently produced by, among others,
Caterpillar, Cummins, Waukesha, Jenbacher, Yanmar and Kohler.
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Our microturbines may also compete with other distributed generation technologies, including solar power and wind-powered systems. Solar
powered and wind powered systems produce no emissions. The main drawbacks to solar powered and wind powered systems are their
dependence on weather conditions and high capital costs.

Although the market for fuel cells is still developing, a number of companies are focused on the residential and vehicle fuel cell markets,
including Plug Power, Avista Labs and Ballard Power Systems. Fuel cells have lower levels of NOx atmospheric emissions than our
microturbines. We believe that none of these fuel cell technologies will compete directly with our microturbines in the short-term. However,
over the medium-to-long term, fuel cell technologies that compete directly with our products may be introduced.

We also compete with several companies who have microturbine products, many of which have significantly greater resources and market
presence than us, including Ingersoll-Rand, Elliott Energy Systems and Toyota.

Overall, we compete with end users other options for electrical power and heat generation on the basis of the ability of our microturbines to
provide power when utility grid power is not available or goes out of service, total cost of ownership, power quality, the ability to run certain of
our microturbines on multiple fuel types and ease of maintenance.

Governmental and Regulatory Impact

Our market can be positively or negatively impacted by the effects of governmental and regulatory matters. We are affected not only by energy
policy, laws, regulations and incentives of governments in the markets into which we sell, but also by rules, regulations and costs imposed by
utilities. Utility companies or governmental entities could place barriers on the installation of our product or the interconnection of the product
with the electric grid. Further, they may charge additional fees to customers who install on-site power generation, thereby reducing the
electricity they take from the utility, or for having the capacity to use power from the grid for back-up or standby purposes. These types of
restrictions, fees or charges could hamper the ability to install or effectively use our product or increase the cost to our potential customers for
using our systems. This could make our systems less desirable, thereby adversely affecting our revenue and profitability potential. In addition,
utility rate reductions can make our products less competitive which would have a material adverse effect on our operations. These costs,
incentives and rules are not always the same as those faced by technologies with which we compete. However, rules, regulations, laws and
incentives could also provide an advantage to our distributed generation solutions as compared with competing technologies if we are able to
achieve required compliance in a lower cost, more efficient manner.

Government funding can impact the rate of development of new technologies. While we have, and continue to receive some development
funding, committed amounts remaining are relatively low. See Research and Development. Competing new technologies generally receive
larger incentives and development funding than do microturbines.

Sourcing and Manufacturing

Our microturbines are designed to achieve high volume, low-cost production objectives. Our manufacturing designs include the use of
conventional technology, which has been proven in high volume automotive and turbocharger production for many years. The microturbines are
designed for simple assembly and testing and to facilitate automated production techniques using less-skilled labor.

Our strategy of out-sourcing the manufacturing and assembly of our nonproprietary product components allows for more attractive pricing,
quick ramp-up and the use of just-in-time inventory
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management techniques. While the current variability in our demand volumes and resulting imprecise demand forecasting affect our ability to
leverage these capabilities, we believe that we can realize economies of scale related to our product manufacturing costs as unit volume
increases. We manufacture the air-bearings and certain combustion system components at our facility in Chatsworth, California. We also
assemble and test the units at that location. We manufacture recuperator cores at our facility in Van Nuys, California. We have primary and
secondary sources for other critical components. As part of our strategic plan, we evaluated our core competencies and identified additional
outsourcing opportunities which we are now actively pursuing.

Although many of the components and subassemblies included in our system products are standard products, a significant portion of the
mechanical parts and subassemblies are custom made by a small number of suppliers. In addition, we obtain a significant portion of our
component parts from a limited number of suppliers. Some of the subcomponents that make up the components and subassemblies supplied to us
are provided to our suppliers only from single sources. We monitor those parts subject to a single or a limited source supply to minimize factory
down time due to unavailability of such parts, which could impact our ability to meet manufacturing schedules.

Solar Turbines Incorporated, a wholly owned subsidiary of Caterpillar Inc., had been our sole supplier of recuperator cores prior to 2001. In
2000, we exercised an option to license Solar s technology, which allows us to manufacture cores ourselves. In June 2001, we started to
manufacture recuperator cores. Recuperator cores using the Solar technology, which we make and sell, are subject to a per-unit royalty fee. As
of March 31, 2006, cumulative royalties of $77,000 have been paid under the terms of the agreement.

Research and Development ( R&D )

For fiscal years ended March 31, 2006, 2005 and 2004, R&D expense was $11.0 million, $11.8 million, and $11.2 million and was 46%, 69%
and 89% of total revenue, respectively. Our R&D activities enabled us to become one of the first companies to develop a commercially available
microturbine that operates in parallel with the grid. We were the first company to successfully demonstrate a commercially available
microturbine that operates on a stand-alone basis.

Our most recent significant R&D activity has been the C200 microturbine a 200-kilowatt, higher efficiency product. We have worked with the
Department of Energy ( DOE ) on the Advanced Microturbine System concept behind the C200 product and have received funding for some of
the associated development efforts. To date, the C200 beta testing has demonstrated performance to design objectives without significant failure
incidents. The commercial launch for this product will be determined following the results of that testing. Because of the timing for beta testing

and commercialization, the C200 is not critical to generating sales or margi