Edgar Filing: MECHANICAL TECHNOLOGY INC - Form 10-Q

MECHANICAL TECHNOLOGY INC
Form 10-Q
November 09, 2006

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-Q
/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
/ / Transition report pursuant to Section 13 or 15 (d) of the Securities
Exchange Act of 1934
For the transition period from to ___
Commission File Number 0-6890

MECHANICAL TECHNOLOGY INCORPORATED

(Exact name of registrant as specified in its charter)

New York 14-1462255

(State or other jurisdiction of incorporation or (L.R.S. Employer Identification No.)
organization)

431 New Karner Road. Albany. New York 12205

(Address of principal executive offices) (Zip Code)

(518) 533-2200

(Registrant's telephone number, including area code)

Not Applicable



Edgar Filing: MECHANICAL TECHNOLOGY INC - Form 10-Q

(Former name, former address and former fiscal year, if changed since last report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15 (d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was

required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes X No

Indicate by check mark whether the registrant 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 Accelerated filer X =~ Non-accelerated filer

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

Indicate the number of shares outstanding of each of the issuer's classes of common stock, as of the latest practicable
date.

Class Outstanding at November 3. 2006
Common Stock, $.01 Par Value 31,675,622 Shares

MECHANICAL TECHNOLOGY INCORPORATED AND SUBSIDIARIES

INDEX

Part I. FINANCIAL INFORMATION Page No.

Item 1. Financial Statements

Financial Statements of Mechanical Technology Incorporated and Subsidiaries

Condensed Consolidated Balance Sheets - September 30, 2006 and December 31, 2005 3
(Unaudited)
Condensed Consolidated Statements of Operations - Three and nine months ended September 4

30, 2006 and 2005 (Unaudited)



Edgar Filing: MECHANICAL TECHNOLOGY INC - Form 10-Q

Condensed Consolidated Statements of Shareholders' Equity and Comprehensive Loss - Nine
months ended September 30, 2006 and 2005 (Unaudited)

Condensed Consolidated Statements of Cash Flows - Nine months ended September 30, 2006
and 2005 (Unaudited)

Notes to Condensed Consolidated Financial Statements (Unaudited)

Item 2. Management's Discussion and Analysis of Financial Condition and Results of
Operations

Item 3. Quantitative and Qualitative Disclosures About Market Risk

Item 4. Controls and Procedures

Part II. OTHER INFORMATION

Item 1. Legal Proceedings

Item 1A. Risk Factors

Item 6. Exhibits

Signatures

7-24

25-34

34

34-35

35

35

36

37



Edgar Filing: MECHANICAL TECHNOLOGY INC - Form 10-Q

2
PART I. FINANCIAL INFORMATION
Item 1. Financial Statements
MECHANICAL TECHNOLOGY INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS
As of September 30, 2006 and December 31, 2005 (Unaudited)

(Dollars in thousands)

September 30, December 31,

2006 2005

Assets

Current Assets:
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Cash and cash equivalents
Securities available for sale
Accounts receivable

Other receivables - related parties

Inventories, net

Prepaid expenses and other current assets

Total Current Assets

Property, plant and equipment, net
Deferred income taxes

Total Assets

Current Liabilities:

Accounts payable

Accrued liabilities

Accrued liabilities - related parties
Income taxes payable

Deferred income taxes

Total Current Liabilities
Long-Term Liabilities:

Total Liabilities

Commitments and Contingencies
Minority interests

Shareholders' Equity

Liabilities and Shareholders' Equity

Common stock, par value $.01 per share, authorized 75,000,000;

$ 6,939
11,355

1,109

1,213

N
N
\O

21,285

$ 443

2,502

$11,230
18,947
998

3

1,058

N
(n
—

$375

1,672
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39,716,358 issued in 2006 and 38,965,937 issued in 2005 397 390
Paid-in-capital 124,463 122,095
Accumulated deficit (92,049) (81,718)

Accumulated Other Comprehensive Income:

Unrealized gain on securities available for sale, net of tax 1,562 5,983

Restricted stock grants - unearned compensation - (80)

Common stock in treasury, at cost, 8,040,736 shares in 2006 and 2005 (13.754 (13.754
) )

Total Shareholders' Equity 20.619 32916

Total Liabilities and Shareholders' Equity $27.206 $41.267

The accompanying notes are an integral part of the condensed consolidated financial statements.
3
MECHANICAL TECHNOLOGY INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS (Unaudited)

(Dollars in thousands, except per share data)

Three months ended Nine months ended

September 30, September 30, September September

30, 30,
2006 2005 2006 2005
Product revenue $ 1,693 $ 1,428 $ 4,906 $4,116

—
o8]
<
\O
[\
s
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p—
—
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Funded research and development
revenue

Total revenue
Operating costs and expenses:
Cost of product revenue

Research and product development
expenses:

Funded research and product
development

Unfunded research and product
development

Total research and product development
expenses

Selling, general and administrative
expenses

Operating loss
Loss on derivatives

Gain on sale of securities available for
sale

Other income, net

Loss before income taxes and minority
interests

Income tax (expense) benefit

Minority interests in losses of
consolidated subsidiary

Net loss

Loss per Share (Basic and Diluted):

Loss per share

1,866

650

323

4,115)

o8]
(o]

$ (3.678

2,220

563

877

490

—
—
o)}

(2,017)

(145)

253

$ (1.909)

0.06

5,217

1,915

663

3,810

22

O8]

(9,729)

(1,544)

942

$(10.331)

0.33

5,612

1,682

(11,465)
(10,407)

10,125

$ (10.756)

0.35
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The accompanying notes are an integral part of the condensed consolidated financial statements.
4
MECHANICAL TECHNOLOGY INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY

AND COMPREHENSIVE LOSS (Unaudited)
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(Dollars in thousands)

Common Stock

Balance, beginning

Issuance of shares - options
Issuance of shares - restricted stock
Issuance of shares - private placement
Balance, ending

Paid-In Capital

Balance, beginning

Issuance of shares - options

MTI MicroFuel Cell investment
Private placement, net of expenses
Share-based compensation

Stock option exercises recognized differently for financial reporting and
tax purposes

Elimination of unearned compensation due to change in accounting
principle

Balance, ending
Accumulated Deficit
Balance, beginning
Net loss

Balance, ending

Accumulated Other Comprehensive Income (Loss):

Nine months ended

September 30,

2006

$ 390

$ 397

$ 122,095
1,155

(936)

2,229

(80)

$124.463

$ (81,718)

(10.331)
$(92.049

September 30,

2005

$ 387

=

$ 389

$121,033
251
155
(46)
428

81

$121.902

$ (66,624)
(10.756)
$ (77.380)
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Unrealized Gain (Loss) on Securities Available for Sale, Net of Taxes

Balance, beginning

Less reclassification adjustment for gains included in net income
(net of taxes of $1,566 in

J0O6 and $3,293 in 2005)

Change in unrealized gain on securities available for sale (net of
taxes of $0 in 2006
and $1,019 in 2005)
Balance, ending
Restricted Stock Grants - Unearned Compensation
Balance, beginning

Elimination of unearned compensation due to change in accounting
principle

Issuance of shares
Grants amortization
Balance, ending
Treasury Stock
Balance, beginning

Balance, ending

Total Shareholders' Equity
Balance, ending

Total Comprehensive (Loss)
Net loss

Other comprehensive (loss)

$5,983

(1,464)

(2.957)

$1.562

$ (80)

80

$ (13.754

$20.619

$(10,331)

$ 14,542

(4,939)

125)

111

13.754

$(13.754

$42.178

$ (10,756)

10
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Less reclassification adjustment for gains included in net income, net of (1,464) (4,939)
taxes

Change in unrealized gain on securities available for sale, net of taxes (2.957) 1.529
Total comprehensive loss $(14.752) $ (14.166)

The accompanying notes are an integral part of the condensed consolidated financial statements.

5
MECHANICAL TECHNOLOGY INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (Unaudited)

(Dollars in thousands)

Nine months ended

September 30,  September 30,

2006 2005

Operating Activities

Net loss $(10,331) $ (10,756)
Adjustments to reconcile net loss to net cash used by operations:

Loss on derivatives - 10,407
Minority interests in losses of consolidated subsidiary (942) (1,074)
Depreciation and amortization 837 947
Gain on sale of securities available for sale (3,810) (10,125)
Allowance for bad debts (D) (58)
Loss on disposal of fixed assets 34 8
Deferred income taxes 1,543 506
Stock based compensation 2,229 491

Changes in operating assets and liabilities:

Accounts receivable (110) 676
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Other receivables - related parties
Inventories

Prepaid expenses and other current assets
Accounts payable

Income taxes payable

Accrued liabilities - related parties
Accrued liabilities

Net cash used by operating activities

Investing Activities

Purchases of property, plant and equipment
Proceeds from sale of property plant equipment
Proceeds from sale of securities available for sale
Net cash provided by investing activities
Financing Activities

Costs of private placement

Proceeds from stock option exercises

Net cash provided by financing activities
Decrease in cash and cash equivalents

Cash and cash equivalents - beginning of period

Cash and cash equivalents - end of period

(155)
(218)
68
23
()

83

(10.002)

(867)

119
99)
164

(34)

n

(1.597)
(10418

(721)

12
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The accompanying notes are an integral part of the condensed consolidated financial statements.
6
MECHANICAL TECHNOLOGY INCORPORATED

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

® Basis of Presentation

In the opinion of management of Mechanical Technology Incorporated (the "Company"), the accompanying unaudited
condensed consolidated financial statements have been prepared in accordance with the rules and regulations of the
Securities and Exchange Commission ("SEC") and contain all adjustments, consisting of normal, recurring
adjustments, necessary for a fair statement of results for such periods. The results of operations for the interim periods
presented are not necessarily indicative of results for the full year.

Certain information and footnote disclosures normally included in the annual consolidated financial statements
prepared in accordance with accounting principles generally accepted in the United States of America ("U.S. GAAP")
have been condensed or omitted. These unaudited condensed consolidated financial statements should be read in
conjunction with the Company's audited consolidated financial statements and notes thereto included in the
Company's Annual Report on Form 10-K for the fiscal year ended December 31, 2005.

The information presented in the accompanying condensed consolidated balance sheet as of December 31, 2005 has
been derived from the Company's audited consolidated financial statements but does not include all disclosures
required by U.S. GAAP. All other information has been derived from the Company's unaudited condensed
consolidated financial statements for the periods as of and ended September 30, 2006 and 2005.

Liquidity

13
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The Company has incurred significant losses as it continues to fund its subsidiary MTI MicroFuel Cells Inc.'s ("MTI
Micro") Direct Methanol Fuel Cell ("DMFC") product development and commercialization programs. The Company
expects that losses will continue and fluctuate from year to year and that such fluctuations may be substantial as a
result of, among other factors, sales of securities available for sale, the operating results of MTI Instruments, Inc.
("MTT Instruments") and MTI Micro, and the availability, or lack thereof, of equity financing, including the additional
investment rights issued in connection with the 2004 private placement, and the ability to attract government funding
resources to fund research and development costs. The Company anticipates that it will continue incurring losses as it
seeks to develop and commercialize its DMFC systems. It expects to continue funding its operations from current cash
and cash equivalents, the sale of securities available for sale, government research program funding and the proceeds,
if any, from the exercise of the additional investment rights issued to Fletcher International Ltd. ("Fletcher") in
connection with the 2004 private placement. The Company may also seek to obtain additional resources through an
equity offering.

Fletcher's additional investment rights give it the opportunity, but not the obligation, to purchase (through single or
multiple transactions) up to an additional $20 million of our common stock at a per share price of $6.023 (as adjusted
from $6.34). Unless adjusted due to certain circumstances, this investment right shall expire on December 31, 2006.
Unless our stock price increases, it is unlikely that Fletcher will exercise these investment rights at their present
$6.023 price. Regardless of whether Fletcher exercises any or all of their investment rights, the Company anticipates
that it will have to attempt to raise additional equity capital to fund its long-term business plan.

During the nine months ended September 30, 2006, the Company sold 903,500 shares of Plug Power Inc.'s ("Plug
Power") common stock with proceeds totaling $5,415 thousand and gains totaling $3,810 thousand. These proceeds
reflect the Company's previously announced strategy to raise additional capital through the sale of Plug Power stock in
order to fund MTI Micro's operations.

At September 30, 2006, the Company had cash, cash equivalents and securities available for sale in the amount of
$18,294 thousand and working capital of $14,820 thousand. The failure to raise the funds necessary to finance our
future cash requirements could adversely affect the Company's ability to pursue its strategy and could negatively

affect the Company's operations in future periods.

Management believes it will have adequate resources to fund operations and capital expenditures through the third quarter of 2007 based on
current cash and cash equivalents, current cash flow requirements, revenue projections and the potential sale of securities available for sale at
current market values.

2. Significant Accounting Policies
Changes in significant accounting policies since December 31, 2005 are as follows:
Net (Loss) Income per Common Share

The Company reports net (loss) income per basic and diluted common share in accordance with Statement of
Financial

7
MECHANICAL TECHNOLOGY INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

Accounting Standards ("SFAS") No. 128, Earnings Per Share, which establishes standards for computing and
presenting (loss) income per share. Basic earnings per common share are computed by dividing net (loss) income by

14
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the weighted average number of common shares outstanding during the reporting period. Diluted (loss) income per
share reflects the potential dilution, if any, computed by dividing net (loss) income by the combination of dilutive
common share equivalents, comprised of shares issuable under outstanding investment rights, warrants and the
Company's share-based compensation plans, and the weighted average number of common shares outstanding during
the reporting period. Dilutive common share equivalents include the dilutive effect of in-the-money stock options,
which are calculated based on the average share price for each period using the treasury stock method. Under the
treasury stock method, the exercise price of a stock option, the amount of compensation cost, if any, for future service
that the Company has not yet recognized, and the amount of windfall tax benefits that would be recorded in additional
paid-in capital, if any, when the stock option is exercised are assumed to be used to repurchase shares in the current
period.

Share-Based Payments

The Company has three stock-based employee compensation plans and its majority-owned subsidiary, MTI Micro,
has one stock-based employee compensation plan, all of which are described more fully in Note 15, Stock Based
Compensation, in the consolidated financial statements for the year ended December 31, 2005 contained in the
Company's 2005 Annual Report on Form 10-K, and in the Company's 2006 Proxy Statement for the Company's 2006
Equity Incentive Plan.

In December 2004, the Financial Accounting Standards Board ("FASB") revised SFAS No. 123 ("FAS 123R"),
Share-Based Payment, which establishes accounting for share-based awards exchanged for employee services and
requires companies to expense the estimated fair value of these awards over the requisite employee service period.
During April 2005, the SEC adopted a rule amending the effective dates for FAS 123R. In accordance with this rule,
the accounting provisions of FAS 123R have been adopted by the Company as of January 1, 2006. In March 2005, the
SEC issued Staff Accounting Bulletin No. 107 ("SAB 107") to assist filers by simplifying some of the implementation
challenges of SFAS 123R. In particular, SAB 107 provides supplemental implementation guidance on FAS 123R,
including guidance on valuation methods, classification of compensation expense, inventory capitalization of
share-based compensation cost, income tax effects, disclosures in Management's Discussion and Analysis and several
other issues. The Company has applied the principles of SAB 107 in conjunction with its adoption of FAS 123R.

Under FAS 123R, share-based compensation cost is measured at the grant date, based on the estimated fair value of
the award, and is recognized as expense over the employee's requisite service period. The Company has awards with
performance conditions, but no awards with market conditions. The Company adopted the provisions of FAS 123R on
January 1, 2006, the first day of the Company's fiscal year, using the modified prospective application, which provides
for certain changes to the method for valuing share-based compensation. Under the modified prospective application,
prior periods are not revised for comparative purposes. The valuation provisions of FAS 123R apply to new awards
and to awards that are outstanding on the effective date and subsequently modified or cancelled. Estimated
compensation expense for awards outstanding at the effective date will be recognized over the remaining service
period using the compensation cost calculated for pro forma disclosure purposes under the original FASB Statement
No. 123, Accounting for Stock-Based Compensation ("FAS 123").

In November 2005, the FASB issued Staff Position No. FAS 123(R)-3, Transition Election Related to Accounting for
Tax Effects of Share-Based Payment Awards. The Company has elected to adopt the alternative transition method
provided in this FASB Staff Position for calculating the tax effects of share-based compensation pursuant to FAS
123R. This method includes a simplified method to establish the beginning balance of the additional paid-in capital
pool related to the tax effects of employee share-based compensation, which is available to absorb tax deficiencies
recognized subsequent to the adoption of FAS 123R.

Prior to the adoption of FAS 123R, the Company accounted for stock-based awards to employees and directors using

the intrinsic value method in accordance with Accounting Principles Board ("APB") Opinion No. 25, Accounting for
Stock Issued to Employees, and related Interpretations as permitted under FAS 123. Under the intrinsic value method,

15
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stock-based compensation was only recognized by the Company due to modifications in option provisions, since the
exercise price of the Company's and MTI Micro's common stock options granted to employees and directors usually
equaled the fair market value of the underlying stock at the date of grant.

Stock-based compensation represents the cost related to stock-based awards granted to employees and directors. The
Company measures stock-based compensation cost at grant date, based on the estimated fair value of the award, and
recognizes the cost as expense on a straight-line basis (net of estimated forfeitures) over the option's requisite service
period.

MECHANICAL TECHNOLOGY INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

The Company estimates the fair value of stock-based awards using a Black-Scholes valuation model. Stock-based
compensation expense is recorded in "Selling, general and administrative expenses" and "Unfunded research and

product development expenses"” in the Consolidated Statements of Operations based on the employees' respective
function.

The Company records deferred tax assets for awards that result in deductions on the Company's income tax returns,
unless the Company cannot recognize the deduction (i.e. the Company is in a net operating loss ("NOL") position),
based on the amount of compensation cost recognized and the Company's statutory tax rate. Differences between the
deferred tax assets recognized for financial reporting purposes and the actual tax deduction reported on the Company's
income tax return are recorded in Additional Paid-In Capital (if the tax deduction exceeds the deferred tax asset) or in
the Consolidated Statement of Operations (if the deferred tax asset exceeds the tax deduction and no additional paid-in
capital exists from previous awards). No tax benefit or expense for stock-based compensation has been recorded
during the three and nine months ended September 30, 2006 since the Company remains in a NOL position.

The Company continues to record the fair market value of stock options and warrants granted to non-employees and
non-directors in exchange for services in accordance with Emerging Issues Task Force ("EITF") Issue No. 96-18,
Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in Conjunction with
Selling, Goods or Services, in the Condensed Consolidated Statements of Operations.

Commercial Research and Prototype Agreement Income

The Company applies the guidance in SAB No. 104, Revenue Recognition, in the evaluation of commercially funded
fuel cell research and prototype agreements in order to determine when to properly recognize income. Payments
received in connection with commercial research and prototype agreements are deferred and recognized on a
straight-line basis over the term of the agreement for service-related payments, and for milestone and prototype
delivery payments, if and when achieved, revenue is deferred and recognized on a straight-line basis over the
remaining term of the agreement. Under this policy, when revenue qualifies for recognition it will be recorded in the
Consolidated Statements of Operations in the line "Funded research and development revenue." The costs associated
with research and prototype-producing activities are expensed as incurred. Expenses in an amount equal to revenues
recognized are reclassified from "Unfunded research and product development" to "Funded research and product
development" in the Consolidated Statements of Operations.

Reclassifications and Revisions

Certain 2005 amounts have been reclassified to conform to the 2006 presentation. The reclassifications have no effect
on total revenues, total expenses, net loss or shareholders' equity as previously reported.

16
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The reclassifications impact our Condensed Consolidated Statements of Shareholders' Equity and Comprehensive
Income in the following ways:

® Paid-In Capital MTI MicroFuel Cell investment now only includes the minority accounting impact for share-based compensation
charges related to MTI Micro.

® Paid-In Capital Share-based compensation now includes the total share-based compensation charges related to MTI Micro, previously
included in Paid-In Capital MTI MicroFuel Cell investment; and the effect of both stock option compensation and restricted stock
compensation which had previously been presented as separate items.

The reclassifications impact our Condensed Consolidated Statements of Cash Flows in the following way:

® Stock-based compensation now includes both stock based compensation and the minority interest portion of stock-based
compensation.

9
MECHANICAL TECHNOLOGY INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)
3. Accounts Receivable and Allowance for Doubtful Accounts

Receivables consist of the following at:

September 30,  December
31,
(Dollars in thousands) 2006 2005

U.S. and State Government:

17



Edgar Filing: MECHANICAL TECHNOLOGY INC - Form 10-Q

Amount billed

Amount billable

Retainage

Total U.S. and State Government
Commercial

Sub Total

Allowance for bad debts

Total

$241

188

$1.109

$998

The balances billed but not paid by customers pursuant to retainage provisions in contracts are due upon completion
of the contracts and acceptance by the customer. Based upon the Company's experience, most retainage amounts are
expected to be collected within the ensuing year.

4. Inventories

Inventories, net consist of the following at:

(Dollars in thousands)
Finished goods
Work-in-process

Raw materials, net

5. Securities Available for Sale

[\

o)

September

30,

$273
214

12

N

$1.213

December
31,

2005
$ 351
92

61

(N

$1.058

Securities available for sale are classified as current assets and accumulated net unrealized gains (losses) are charged

to other comprehensive income (loss).

The principal components of the Company's securities available for sale consist of the following at:

(Dollars in thousands, except stock price and share data)

Quoted

Market
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Book Unrealized Recorded Price Per
Security Basis Gain Fair Value NASDAQ Ownership Shares
September 30.
2006
Plug Power $4957 $6.398 $11.355 $4.07 3.22% 2.789.936
December 31
2005
Plug Power $6.562 $12.385 $ 18.947 $5.13 3.693.436
431%
10

MECHANICAL TECHNOLOGY INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)
The book basis roll forward of Plug Power securities is as follows:

Plug Power - Current

(Dollars in thousands) September  December 31,
30,
2006 2005
Securities available for sale, beginning of period $ 6,562 $5,141

19
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Sale of shares (1,605)

Transfer 900,209 shares from restricted on June 30, 2005 -

Securities book basis 4,957
Unrealized gain on securities available for sale 6.398
Securities available for sale, end of period $11.355

Plug Power - Restricted

(Dollars in thousands) September
30,
2006
Securities available for sale, beginning of period $-

Sale of shares -
Transfer 900,209 shares to current on June 30, 2005 -
Securities book basis -
Unrealized gain on securities available for sale -

Securities available for sale - restricted, end of period $-

Accumulated unrealized gains related to securities available for sale are as follows:

September
30,
(Dollars in thousands) 2006
Accumulated unrealized gains $ 6,398
Accumulated deferred tax expense on unrealized gains (4.836
)
Accumulated net unrealized gains $1.562

6. Income Taxes

December 31,

2005
$ 4,797
(3,198)

(1.599)

December 31,

2005

$ 12,385

6.402

$5.983

The Company's effective income tax (expense) benefit rate from operations differed from the Federal statutory rate as

follows:

20



Edgar Filing: MECHANICAL TECHNOLOGY INC - Form 10-Q

Three months ended

September 30, September 30,

006 05

Federal statutory tax rate K4.00% K4.00%
State taxes, net of federal tax effect 0.10 13.04
Change in valuation allowance (36.99) (52.80)
Disproportionate tax effect of
reclassification

adjustment for gains included in

net income (loss) -
Adjustment for projected annual - .19
effective tax rate
Other expense, net (2.45) (2.62)
Tax rate L66% 7.19%

11

Nine months ended

September 30,
2006
K4.00%
N.00

(38.49)

(16.11)

1.27

MECHANICAL TECHNOLOGY INCORPORATED

September 30,
2005
K4.00%
N.96

(45.53)

.52

0.52

35N %

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

Income tax (expense) benefit consists of the following:

Three months ended

(Dollars in thousands) September
30,

2006
Operations before minority interest

Federal $-

State 69

Nine months ended

September September

30,

2005

149

30,

2006

()

September
30,

2005

98

21
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Deferred - 294 (1.543) 506
Total $69 145 $ (1.544) 408

Income tax benefit (expense) allocated directly to
shareholders' equity:

Change in unrealized (gain) loss on securities
available for sale:

Deferred tax benefit (expense) $ - $277 $- $2,273

Tax effect of reclassification adjustment for gains
included in net income

(loss) - - 1,566 -

Expenses for employee stock options recognized
differently for financial

reporting/tax purposes-Federal tax benefit - 41 - 81
$- _$318 $ 1.566 $2.354

The valuation allowance at September 30, 2006 and December 31, 2005 was $17,072 thousand and $10,923 thousand,
respectively, and represents a full valuation allowance. The valuation allowance reflects the estimate that it is more
likely than not that the net deferred tax assets in excess of deferred tax liabilities may not be realized.

7. Shareholders' Equity

Common Shares

Changes in common shares issued are as follows:

Nine Months Ended Year Ended
September 30, December 31,
2006 2005
Balance, beginning 38,965,937 38,650,949
Issuance of shares for stock option exercises 674,341 148,575
Issuance of shares for restricted stock grant 76,080 50,000
Issuance of shares for stock grant - 50,000
Issuance of shares for private placement A - 66.413
Balance, ending 39.716.358 38.965.937
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Shares totaling 66,413 were issued on April 20, 2005 as a result of a registration penalty.

Treasury Stock

Changes in treasury stock shares are as follows:

Nine Months Ended Year Ended
September 30, December 31,
2006 2005
Balance, beginning 8.040.736 8.040.736
Balance, ending 8.040.736 8.040.736

Warrants Issued

On February 5, 2004, the Company issued to Chicago Investment Group, L.L.C. a warrant to purchase 28,377 shares
of the Company's common stock at an exercise price of $10.572 per share. The estimated fair value of this warrant at
the date issued was $1.39 per share, using a Black-Scholes option-pricing model and assumptions similar to those

used for valuing the Company's employee shared-based compensation. The warrant could not be exercised until
February 5, 2005 and expired unexercised on February 5, 2006.
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Reservation of Shares

The Company has reserved common shares for future issuance as of September 30, 2006 as follows:

Stock options outstanding 5,571,628
Stock options available for issuance 2,089,067
Additional investment rights as required by the amended private placement agreement 4.150.756
Number of common shares reserved 11.811.451

8. Loss per Share

The following table sets forth the reconciliation of the numerators and denominators of the basic and diluted per share

computations:
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(Dollars in thousands, except shares)

Three months ended

Nine months ended

September September September September
30, 30, 30, 30,
2006 2005 2006 2005
Numerator
Net loss $ (3.678) $ (1.909) $ 10.331) $ (10.756)
Denominator:
Basic EPS:
Common shares outstanding, beginning of period 31,526,435 30,754,126 30,925,201 30,610,213
Weighted average common shares issued during 61,669 53,123 404,250 90,699
the period
Less: Non-vested restricted stock (5.000) (23.370) (2.491) (7.875)
Denominator for basic earnings per common
share -
Weighted average common shares 1 104 30.783.879 31.326.960 30.693.037
Diluted EPS:
Common shares outstanding, beginning of period 31,526,435 30,754,126 30,925,201 30,610,213
Weighted average common shares issued during 61,669 53,123 404,250 90,699
the period
Less: Non-vested restricted stock due to (5.000) (23.370) (2.491) (7.875)
anti-dilutive effect (net loss)
Denominator for diluted earnings per common
share -
Weighted average common shares 31.583.104 30.783.879 31.326.960 30.693.037

At September 30, 2006, options to purchase 5,571,628 shares of the Company's common stock at prices ranging from
$0.54 to $20.92 per share, additional investment rights to purchase approximately 3,320,604 shares ($20 million
divided by $6.023 per share) of common stock with an exercise price of $6.023 per share, unvested restricted common
shares, and options to purchase 36,668 shares of MTI Micro common stock at prices from $2.39 to $4.66 per share
were outstanding but were not included in the computation of earnings per share-assuming dilution because the
Company incurred a net loss during this period and their inclusion would be anti-dilutive. Investment rights issued to
Fletcher expire on December 31, 2006, subject to extension in certain instances.
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At September 30, 2005, options to purchase 3,994,925 shares of the Company's common stock at prices ranging from
$0.54 to $20.92 per share, additional investment rights to purchase approximately 3,320,604 shares ($20 million
divided by $6.023 per share) of common stock with an exercise price of $6.023 per share, 50,000 unvested restricted
common shares, warrants to purchase 28,377 shares of common stock with an exercise price of $10.572 per share, and
options to purchase 2,572,682 shares of MTI Micro common stock at prices from $2.39 to $4.66 per share were
outstanding but were not included in the computation of earnings per share-assuming dilution because the Company
incurred a net loss during this period and their inclusion would have been anti-dilutive. Warrants for the purchase of
28,377 shares expired unexercised on February 5, 2006 and investment rights issued to Fletcher expire on December
31, 2006, subject to extension in certain instances.

9. Gain on Sale of Securities Available for Sale

The Company sold shares of the following securities and recognized gains and proceeds as follows:
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Three months ended

Nine months ended

September 30, September 30, September 30, September 30,
(Dollars in thousands, except 2006 2005 2006 2005
shares)
Plug Power
Shares sold - 100,000 903,500 1,899,791
Proceeds $- $ 668 $5415 $ 1,969
Gain on sales $- $ 490 $ 3,810 $ 10,125

10. Cash Flows - Supplemental Information
Nine months ended
September 30, September 30,

(Dollars in thousands) 2006 2005
Non-cash Operating, Investing and Financing Activities:
Additional paid-in-capital resulting from stock option exercises
treated differently for
financial reporting and tax purposes $ - $ 81
Change in investment and paid-in-capital resulting from other
investors' activity in MTI
Micro stock (936) 155

11. Segment Information

The Company operates in two business segments, New Energy and Test and Measurement Instrumentation. The New
Energy segment is focused on commercializing DMFCs. The Test and Measurement Instrumentation segment designs,
manufactures, markets and services high performance test and measurement instruments and systems, wafer
characterization tools for the semiconductor industry, and computer-based balancing systems for aircraft engines. The
Company's principal operations are located in North America.

The accounting policies of the New Energy and Test and Measurement Instrumentation segments are consistent with
those described in the summary of significant accounting policies (See Note 1). The Company evaluates performance
based on profit or loss from operations before income taxes, accounting changes, other items management does not
deem related to reportable segment performance, including interest income and expense. Inter-segment sales and
expenses are not significant.
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Summarized financial information concerning the Company's reportable segments is shown in the following table.
The "Other" column includes corporate-related items and items such as income taxes or unusual items, which are not
allocated to reportable segments. The "Reconciling Items" column includes minority interests in a consolidated
subsidiary. In addition, segments' non-cash items include any depreciation and amortization in reported profit or loss.
The New Energy segment figures include the Company's micro fuel cell operations, equity securities of Plug Power,
gains on the sale of these securities and losses related to the embedded derivative for the purchase of Plug Power
common stock.
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(Dollars in thousands) Test and Condensed

Measurement Reconciling  Consolidated
New Instrumentation Other Items Totals
Energy

Three months ended September

30, 2006

Product revenue $- $1,693 $- $- $1,693

Funded research and development 173 - - - 173

revenue

Research and product 3,261 296 - - 3,557

development expenses

Selling, general and 325 604 930 - 1,859
administrative expenses
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Gain on sale of securities
available for sale

Segment loss from operations
before income

taxes and minority interests
Segment (loss) profit

Total assets

Securities available for sale
Capital expenditures

Depreciation and amortization

Three months ended September
30. 2005

Product revenue

Funded research and development
revenue

Research and product
development expenses

Selling, general and
administrative expenses

Loss on derivatives

Gain on sale of securities
available for sale

Segment loss from operations
before income

taxes and minority interests
Segment (loss) profit
Total assets

Securities available for sale

(4,350)
(4,350)
14,474
11,355

256

157

792

1,818

643

490

(1,862)
(1,862)
27,855

25,115

64
64

2,135

85

24

$1,428

275

506

2
2

2,042

171
240

10,597

13

91

1,038

(153)
(298)

22,799

368

253

(4,115)
(3,678)
27,206
11,355

354

272

$ 1,428

792

2,093

2,187

490

(2,017)
(1,909)
52,696

25,115
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Capital expenditures 203 62 4

Depreciation and amortization 155 17 156

269

328
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(Dollars in thousands) Test and
Measurement Reconciling
New Instrumentation Other Items
Energy
Nine months ended September
30. 2006
Product revenue $- $ 4,906 $ - $-
Funded research and development 311 - - -
revenue
Research and product 8,394 975 - -

development expenses

Selling, general and 2,321 1,744 3,630 -
administrative expenses

Gain on sale of securities 3,810 - - -
available for sale

Segment loss from operations
before income

taxes and minority interests (9,131) 36 (634) -
(9,131) 36 .

Segment (loss) profit (9,131) 36 (2,178) 942
(9,131)

Total assets 14,474 2,135 10,597 -

Securities available for sale 11,355 - - -

Capital expenditures 678 139 50 -

Depreciation and amortization 446 69 322 -

Condensed
Consolidated

Totals

$ 4,906

311

9,369

7,695

3,810

(9,729)

(10,331)

27,206

11,355

867

837
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Nine months ended September
30,2005

Product revenue
Funded research and development

revenue

Research and product
development expenses

Selling, general and
administrative expenses
Loss on derivatives

Gain on sale of securities
available for sale

Segment loss from operations
before income

income taxes and minority
interests

taxes and minority interests
Segment (loss) profit

Total assets

Securities available for sale
Capital expenditures

Depreciation and amortization

$ -
1,496
1,496
6,815

6,815

2,687

(10,407)

10,125

(10,283)
(10,283)
27,855
25,115
555

436

$4,116

851

1,551

(258)
(258)

2,042

99

49

3,491

(881)
(1,289)

22,799

67

462

1,074

$4,116

1,496

7,666

7,129

(10,407)

10,125

(11,422)
(10,756)
52,696
25,115
721

947
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The following table presents the details of "Other" segment (loss) profit:

(Dollars in thousands)

Corporate and other (expenses)
income:

Depreciation and amortization
Interest income
Income tax (expense) benefit

Other income expense, net

Three months ended

September 30, September 30,
2006 2005
$ 1) $ (156)
91 88
69 (145)
171 85

Nine months ended

September 30, September 30,
2006 2005
$(322) $(462)
296 207
(1,544) (408)
608 (626
)
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Total corporate and other (expenses) $240 298 $(2.178) $ (1.289)
income

12. Related Party Transactions

The Company purchases materials from E.I. du Pont de Nemours and Company ("DuPont"), a shareholder in MTI
Micro. Such purchases totaled $95 thousand for the nine months ended September 30, 2005. The Company had a
liability to DuPont for materials purchases totaling $2 thousand as of December 31, 2005. Liabilities to DuPont are
included in the financial statement line "Accrued liabilities - related parties."
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13. Effect of Recent Accounting Pronouncements

In September 2006, the FASB issued SFAS No. 158, Employers' Accounting for Defined Benefit Pension and Other
Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106, and 132(R) ("SFAS No. 158"). Among
other items, SFAS No. 158 requires recognition of the overfunded or underfunded status of an entity's defined benefit
postretirement plan as an asset or liability in the financial statements, requires the measurement of defined benefit
postretirement plan assets and obligations as of the end of the employer's fiscal year, and requires recognition of the
funded status of defined benefit postretirement plans in other comprehensive income. This Statement is effective for
fiscal years ending after December 15, 2006. Since the Company does not maintain any defined benefit or other
postretirement plans, the adoption of this Statement is not expected to have a material effect on the Company's
Consolidated Financial Statements.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements ("SFAS No. 157"). SFAS No. 157
establishes a common definition for fair value to be applied to U.S. GAAP guidance requiring use of fair value,
establishes a framework for measur