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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:

•  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.

•  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.

•  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.

•  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.

•  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:

•  advanced combustion technology;

•  patented air-bearing technology; and

•  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:

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

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

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

•  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
Connect

Stand-
Alone

Grid
Connect

Stand-
Alone

Integrated
CHP

Low pressure natural gas X X X X X
High pressure natural gas X X X X X
Low BTU gas X X X
Sour gas X X X X X
Gaseous propane X X X X X
Compressed natural gas X X X X X
Diesel X X
Kerosene X X

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:

•  start the turbogenerator and manage its load;

•  coordinate the functioning of the microturbine with the grid;

•  manage the speed, fuel flow, and exhaust temperature of the microturbine;

•  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

•  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
a regulated 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
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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 margins in our current strategic plan. Our R&D costs are disclosed in our
Consolidated Statements of Operations.

As a result of our strategic planning efforts, we have developed a prioritized list of new and enhanced products to be developed and released
over the next two years. These products will directly support our strategic plan by providing new solutions to customers in selected markets and
by introducing new technologies that we believe will maintain Capstone�s leadership role in the industry.

R&D activities have historically also focused on development of related products and applications, including gas compressors that enhance the
microturbines� multi-fuel capability and integration with energy storage devices like battery packs for stand-alone applications. Current and
future development activities will be in support of our focused target markets.
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Protecting our Intellectual Property Rights and Patents

We rely on a combination of patent, trade secret, copyright and trademark law and nondisclosure agreements to establish and protect our
intellectual property rights in our products. In this regard, we have obtained 86 U.S. and 26 international patents (in certain cases covering the
same technology in multiple jurisdictions). The patents we have obtained will expire between 2014 and 2021.

We believe that a policy of protecting intellectual property is an important component of our strategy of being the leader in microturbine system
technology and will provide us with a long-term competitive advantage. In addition, we implement tight security procedures at our plants and
facilities and have confidentiality agreements with our suppliers, distributors, employees and visitors to our facilities.

Organization and Employees

We were organized in 1988. On June 22, 2000, we reincorporated as a Delaware corporation.

As of March 31, 2006 we employed 243 employees. No employees are covered by collective bargaining arrangements.

Available Information

This annual report on Form 10-K (�Annual Report�), as well as the Capstone Turbine Corporation�s (the �Company� or �Capstone�) quarterly reports
on Form 10-Q, current reports on Form 8-K, amendments to those reports and proxy statements are made available free of charge on the
Company�s Internet website (http://www.microturbine.com) as soon as reasonably practicable after such materials are electronically filed with or
furnished to the Securities and Exchange Commission (�SEC�). Such material may also be read and copied at the SEC�s Public Reference Room at
100 F Street, NE, Washington, DC 20549. Information on the operation of the Public Reference Room may be obtained by calling the SEC at
1-800-SEC-0330. The SEC also maintains an Internet web site (http://www.sec.gov) that contains reports, proxy and information statements, and
other information regarding issuers that file electronically with the SEC.

Item 1A.  Risk Factors.

This document contains certain forward-looking statements (as such term is defined in Section 27A of the Securities Act of 1933, as amended
(the �Securities Act�) and Section 21E of the Securities Exchange Act of 1934, as amended (the �Exchange Act�) pertaining to, among other
things, our future results of operations, profits and losses, R&D activities, sales expectations, our ability to develop markets for our products,
sources for parts, federal, state and local regulations, general business, industry and economic conditions applicable to us, the reliability of our
products and their need for maintenance, our ability to be cost-competitive and to outperform competition, customer satisfaction, the value of
using our products, our ability to achieve economies of scale, market advantage, return on investment and functionality of products, including
the potential use for emergency elevator power. These statements are based largely on our current expectations, estimates and forecasts and are
subject to a number of risks and uncertainties. Actual results could differ materially from those anticipated by these forward-looking statements.
Factors that can cause actual results to differ materially include, but are not limited to, those discussed below. Readers are cautioned not to
place undue reliance on these forward-looking statements, which speak only as of the date hereof. The following factors should be considered in
addition to the other information contained herein in evaluating Capstone and its business. We assume no obligation to update any of the
forward-looking statements after the filing of this Form 10-K to conform such statements to actual results or to changes in our expectations,
except as may be required by law.
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The following are certain risk factors that could affect our business, financial condition, results of operations, and cash flows. These risk factors
should be considered in connection with evaluating the forward-looking statements contained in this Annual Report on Form 10 K because these
factors could cause the actual results and conditions to differ materially from those projected in forward-looking statements. Before you invest
in our publicly traded securities, you should know that making such an investment involves some risks, including the risks described below. In
addition, these risks are not the only ones facing our Company. Additional risks of which we may not be aware or that we currently believe are
immaterial may also impair our business operations or our stock price If any of the risks actually occur, our business, financial condition or
results of operations could be negatively affected. In that case, the trading price of our common stock could decline, and you may lose all or part
of your investment. In assessing these risks, investors should also refer to the other information contained or incorporated by reference in this
report on Form 10 K, our quarterly reports on Form 10 Q and other documents filed by us from time to time.

Our operating history is characterized by net losses. We anticipate further losses and we may never become profitable.

Since inception, we have incurred annual operating losses. We expect this trend to continue until such time that we can sell a sufficient number
of units and achieve a cost structure to become profitable. Our business is such that we have relatively few customers and limited repeat
business. As a result, we may not maintain or increase net revenue. We may not have adequate cash resources to reach the point of profitability,
and we may never become profitable. Even if we do achieve profitability, we may be unable to increase our sales and sustain or increase our
profitability in the future.

A sustainable market for microturbines may never develop or may take longer to develop than we anticipate, which would adversely
affect our revenue and profitability.

Our products represent an emerging market, and we do not know whether our targeted customers will accept our technology or will purchase our
products in sufficient quantities to allow our business to grow. To succeed, demand for our products must increase significantly in existing
markets, and there must be strong demand for products that we introduce in the future. If a sustainable market fails to develop or develops more
slowly than we anticipate, we may be unable to recover the losses we have incurred to develop our products, we may have further impairment of
assets, and we may be unable to meet our operational expenses. The development of a sustainable market for our systems may be hindered by
many factors, including some that are out of our control. Examples include:

•  consumer reluctance to try a new product;

•  regulatory requirements;

•  the cost competitiveness of our microturbines;

•  costs associated with the installation and commissioning of our microturbines;

•  maintenance and repair costs associated with our microturbines;

•  the future costs and availability of fuels used by our microturbines;

•  economic downturns and reduction in capital spending;

•  consumer perceptions of our microturbines� safety and quality;

•  the emergence of newer, more competitive technologies and products; and

•  decrease in domestic and international incentives.
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We operate in a highly competitive market among competitors who have significantly greater resources than we have and we may not
be able to compete effectively.

Capstone MicroTurbines compete with several technologies, including reciprocating engines, fuel cells and solar power. Competing
technologies may receive certain benefits, like governmental subsidies or promotion, or be able to offer consumer rebates or other incentives that
we cannot receive or offer to the same extent. This could enhance our competitors� abilities to fund research, penetrate markets or increase sales.

Our competitors include several well-known companies with histories of providing power solutions. They have substantially greater resources
than we have and have established worldwide presence. Because of greater resources, some of our competitors may be able to adapt more
quickly to new or emerging technologies and changes in customer requirements, to devote greater resources to the promotion and sale of their
products than we can or they may introduce governmental regulations and policies to create competitive advantage vis-à-vis our products. We
believe that developing and maintaining a competitive advantage will require continued investment by us in product development and quality, as
well as attention to product performance, our product prices, our conformance to industry standards, manufacturing capability and sales and
marketing. In addition, current and potential competitors have established or may in the future establish collaborative relationships among
themselves or with third parties, including third parties with whom we have business relationships. Accordingly, new competitors or alliances
may emerge and rapidly acquire significant market share.

Overall, the market for our products is highly competitive and is changing rapidly. We believe that the primary competitive factors affecting the
market for our products, including some that are outside of our control, include:

•  name recognition, historical performance and market power of our competitors;

•  product quality and performance;

•  operating efficiency;

•  product price;

•  availability,  price and compatibility of fuel;

•  development of new products and features; and

•  emissions levels.

There is no assurance that we will be able to successfully compete against either current or potential competitors or that competition will not
have a material adverse effect on our business, operating results and financial condition.

If we do not effectively implement our sales, marketing and service plans, our sales will not grow and our profitability will suffer.

Our sales and marketing efforts may not achieve intended results and therefore may not generate the net revenue we anticipate. As a result of our
strategic plan, we have decided to focus our resources on selected vertical markets, such as cogeneration (CHP and CCHP), resource recovery
and secure power. We may change our focus to other markets or applications in the future. There can be no assurance that our focus or our near
term plans will be successful. If we are not able to successfully address markets for our products, we may not be able to grow our business,
compete effectively or achieve profitability.

As a result of our strategic planning process, we have begun offering direct sales and service in selected markets. We do not have extensive
experience in providing direct sales and service and may not be
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successful in executing this strategy. In addition, we may lose existing distributors or service providers or we may have more difficulty attracting
new distributors and service providers as a result of this strategy. Further we may incur new types of obligations, such as extended service
obligations, that could result in costs that exceed the related revenue. We may encounter new transaction types through providing direct sales
and service and these transactions may require changes to our historic business practices. For example, an arrangement with a third party leasing
company may require us to provide a residual value guarantee, which is not consistent with our past operating practice.

Also, as we expand in international markets, customers may have difficulty or be unable to integrate our products into their existing systems or
may have difficulty complying with foreign regulatory and commercial requirements. As a result, our products may require redesign. Any
redesign of the product may delay sales or cause quality issues. In addition, we may be subject to a variety of other risks associated with
international business, including import/export restrictions, fluctuations in currency exchange rates and global political and economic instability.

Approval of the New York City Department of Buildings� MEA application for listing our product on the MEA Index may not result in
an increase in sales.

Our sales efforts may not achieve our intended targets with regards to the New York market and therefore may not generate the net revenue we
anticipate. As a result of our strategic plan, we have decided to focus resources on the  New York market to support the sales that may result
from the approval of the New York City Department of Buildings� MEA application for listing our product on the MEA Index. Though we
received our MEA approval from the New York City Department of Buildings MEA Division and the New York Fire Department on May 24,
2006, certain applications of our products will require further approval and there can be no assurance that our focus on, or our near-term plans
for, the New York market will be successful.

Approval of Capstone-branded products for listing on the General Service Administration (�GSA�) Schedule does not ensure that we will
supply products to the federal government and may not result in an increase in sales.

We have publicly announced that our products have been approved by the GSA. The GSA approval provides the opportunity for federal
end-user customers to negotiate and acquire products and services from commercial suppliers. Although our products received such approval,
there is no assurance that we will achieve our intended targets with regards to the sale of our products to the federal government, and, therefore,
we may not generate the net revenue we anticipate.

We do not have a definitive agreement with Broad USA, Inc. to develop jointly fully integrated cogeneration (CCHP) systems, and this
strategic relationship is subject to negotiation and execution of a definitive agreement and may not result in an increase in sales.

We have publicly announced that we have negotiated and signed a Memorandum of Understanding (�MOU�) with Broad USA, Inc. to jointly
develop fully integrated cogeneration (CCHP) systems. The basis of the agreement will synchronize the two companies to follow our
�cookie-cutter� concept for market standardization of on-site power and CHP solutions. Although we have a signed MOU, we do not have a
definitive agreement with Broad USA, Inc., and no assurance can be given that we will reach such an agreement. If we enter into such an
agreement, our sales efforts may not achieve intended targets with regards to the anticipated strategic relationship with Broad USA, Inc. and
therefore may not generate the net revenue we anticipate.
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We may not be able to retain or develop distributors or dealers in our targeted markets, in which case our sales would not
increase as expected.

In order to serve certain of our targeted markets, we believe that we must ally ourselves with companies that have particular expertise or better
access to those markets. We believe that retaining or developing strong distributors or dealers in these targeted markets can improve the rate of
adoption as well as reduce the direct financial burden of introducing a new technology and creating a new market. Because of distributors� and
dealers� relationships in their respective markets, the loss of a distributor or dealer could adversely impact the ability to penetrate our target
market. We offer our distributors and dealers a stated discount from list price for the products they purchase. In the future, to attract and retain
distributors and dealers, we may provide volume price discounts or otherwise incur significant costs that may reduce the potential profitability of
these relationships. We may not be able to retain or develop appropriate distributors or dealers on a timely basis, and we cannot provide
assurance that the distributors or dealers will focus adequate resources on selling our products or will be successful in selling them. In addition,
some of the relationships may require that we grant exclusive distribution rights in defined territories. These exclusive distribution arrangements
could result in our being unable to enter into other arrangements at a time when the distributor or dealer with whom we form a relationship is not
successful in selling our products or has reduced its commitment to market our products. We cannot provide assurance you that we will be able
to negotiate collaborative relationships on favorable terms or at all. The inability of the Company to have appropriate distribution in our target
markets may adversely affect our financial condition and results of operations.

Our largest customer may not achieve its forecasted sales growth, and we have given it notice of certain breaches of contract that have
not been cured and could result in termination of our agreement with this customer.

Sales to UTC Power, LLC (�UTCP�), an affiliate of UTC, accounted for approximately 17% and 15% of our net revenue for the years ended
March 31, 2006 and 2005. Our OEM agreement with UTCP permits UTCP to package the Capstone MicroTurbine products with chillers and
heat exchange equipment manufactured by UTCP and to sell and service the integrated CCHP units.  UTCP�s performance as it relates to
engineering, installation and provision of after-market service could have a significant impact on our reputation and products. On September 11,
2005, we gave notice to UTCP, pursuant to our OEM agreement, of certain breaches of the OEM agreement by UTCP, including failure to meet
sales targets for the year. With respect to most of the breaches, UTCP had ninety (90) calendar days following its receipt of the notice in which
to cure the breaches. We could elect to terminate the OEM agreement if UTCP fails to cure the breaches. While we believe that UTCP has not
yet cured some key breaches of the agreement, we have continued to work with UTCP and have encouraged UTCP to resolve the underlying
causes of the breaches. Meanwhile, we are continuing to do business with UTCP under the OEM agreement, and we have not terminated the
agreement. If this relationship is terminated, we will honor sales orders committed to prior to the date of termination in accordance with the
OEM agreement; however, our near-term sales, cash flow and profitability could be adversely affected. Furthermore, while this relationship is
important to us, UTCP has not and may not achieve its forecasted sales growth, which could affect our ability to meet our sales, cash flow and
profitability targets.

We may not be able to develop sufficiently trained applications engineering, installation and service support to serve our targeted
markets.

Our ability to identify and develop business relationships with companies who can provide quality, cost-effective application engineering,
installations and service can significantly affect our success. The application engineering and proper installation of our microturbines, as well as
proper maintenance and service, are critical to the performance of the units. Additionally, we need to reduce the total installed cost
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of our microturbines to enhance market opportunities. Our inability to improve the quality of applications, installation and service while
reducing associated costs could affect the marketability of our products.

Changes in our product components may require us to replace parts held at distributors and ASCs.

We have entered into agreements with some of our distributors and ASCs that require that if we render parts obsolete in inventories they own
and hold in support of their obligations to serve fielded microturbines, then we are required to replace the affected stock at no cost to the
distributors or ASCs. While we have never incurred costs or obligations for these types of replacements, it is possible that future changes in our
product technology could result and yield costs that have a material adverse effect on our results of operations or financial position.

We operate in a highly regulated business environment, and changes in regulation could impose significant costs on us or make our
products less economical, thereby affecting demand for our microturbines.

Our products are subject to federal, state, local and foreign laws and regulations, governing, among other things, emissions to air and
occupational health and safety. Regulatory agencies may impose special requirements for implementation and operation of our products (e.g.,
connection with the electric grid) or may significantly affect or even eliminate some of our target markets. We may incur material costs or
liabilities in complying with government regulations. In addition, potentially significant expenditures could be required in order to comply with
evolving environmental and health and safety laws, regulations and requirements that may be adopted or imposed in the future. For example, our
current products do not comply with the 2007 proposed emission standards of the California Air Resources Board. Furthermore, our potential
utility customers must comply with numerous laws and regulations. The deregulation of the utility industry may also create challenges for our
marketing efforts. For example, as part of electric utility deregulation, federal, state and local governmental authorities may impose transitional
charges or exit fees, which would make it less economical for some potential customers to switch to our products. We can provide no assurances
that we will be able to obtain these approvals and changes in a timely manner, or at all.

The market for electricity and generation products is heavily influenced by federal and state government regulations and policies. The
deregulation and restructuring of the electric industry in the United States and elsewhere may aid the desirability of alternative power sources.
Problems associated with such deregulation and restructuring may cause rule changes that may reduce or eliminate advantages of such
deregulation and restructuring. We cannot determine how the deregulation and the restructuring of the electric utility industry will ultimately
affect the market for our microturbines. Changes in regulatory standards or policies could reduce the level of investment in the research and
development of alternative power sources, including microturbines. Any reduction or termination of such programs can increase the cost to our
potential customers, making our systems less desirable, and thereby adversely affect our revenue and potential profitability.

Utility companies or governmental entities could place barriers to our entry into the marketplace and we may not be able to effectively
sell our product.

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 generation, 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
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adverse effect on our operations. The cost of electric power generation is ultimately tied to the cost of natural gas. However, changes to electric
utility tariffs often require lengthy regulatory approval and include a mix of fuel types as well as customer categories. Potential customers may
perceive the resulting swings in gas and electric pricing as an increased risk of investing in on-site generation.

Product quality expectations may not be met causing slower market acceptance or warranty cost exposure.

As we continue to improve the quality and lower the total costs of ownership of our products, we may require engineering changes. Such
improvement initiatives may render existing inventories obsolete or excessive. Despite our continuous quality improvement initiatives, we may
not meet customer expectations. Any significant quality issues with our products could have a material adverse effect on our rate of product
adoption, results of operations and financial position. Moreover, as we develop new configurations for our microturbines or as our customers
place existing configurations in commercial use, our products may perform below expectations. Any significant performance below expectations
could adversely affect our operating results and financial position and affect the marketability of our products.

We sell our products with warranties. While management believes that the provision for estimated product warranty expenses is reasonable,
there can be no assurance that the provision will be sufficient to cover our warranty expenses in the future. Although we attempt to reduce our
risk of warranty claims through warranty disclaimers, we cannot ensure that our efforts will effectively limit our liability. Any significant
incurrence of warranty expense in excess of estimates could have a material adverse effect on our operating results and financial position.
Further, we have at times undertaken programs to enhance the performance of units previously sold. These enhancements have at times been
provided at no cost or below our cost. While we believe we have no obligations to offer such programs, we may choose to do so again in the
future and such actions could result in significant costs.

We depend upon the development of new products and enhancements of existing products.

Our operating results may depend on our ability to develop and introduce new products, or enhance existing products and to reduce the costs to
produce our products. The success of our products is dependent on several factors, including proper product definition, product cost, timely
completion and introduction of the products, differentiation of products from those of our competitors, meeting changing customer requirements,
emerging industry standards and market acceptance of these products. The development of new, technologically advanced products and
enhancements is a complex and uncertain process requiring high levels of innovation, as well as the accurate anticipation of technological and
market trends. There can be no assurance that we will successfully identify new product opportunities, develop and bring new or enhanced
products to market in a timely manner, successfully lower costs and achieve market acceptance of our products, or that products and
technologies developed by others will not render our products or technologies obsolete or noncompetitive.

Operational restructuring may result in asset impairment or other unanticipated charges.

As a result of our strategic plan, we have identified opportunities to outsource to third party suppliers certain functions which we currently
perform. We believe outsourcing can reduce product costs, improve product quality or increase operating efficiency. These actions may not yield
the expected results, and outsourcing may result in delay or lower quality products. Transitioning to outsourcing may cause certain affected
employees to leave the Company before the outsourcing is complete. This could result in a lack of the experienced in-house talent necessary to
successfully implement the outsourcing. Further, depending on the nature of operations outsourced and the structure of agreements we reach
with suppliers to perform these functions, we may experience impairment in the value of manufacturing assets related to the outsourced
functions or other unanticipated charges, which could have a material adverse effect on our operating results.
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We may not achieve production cost reductions necessary to competitively price our product, which would impair our sales.

We believe that we will need to reduce the unit production cost of our products over time to maintain our ability to offer competitively priced
products. Our ability to achieve cost reductions will depend on our ability to develop low cost design enhancements, to obtain necessary tooling
and favorable supplier contracts and to increase sales volumes so we can achieve economies of scale. We cannot provide assurance that we will
be able to achieve any such production cost reductions. Our failure to achieve such cost reductions could have a material adverse effect on our
business and results of operations.

Commodity market factors impact our costs and availability of materials.

Our products contain a number of commodity materials, from metals, which includes steel, special high temperature alloys, copper, nickel and
molybdenum, to computer components. The availability of these commodities could impact our ability to acquire the materials necessary to meet
our requirements. The cost of metals has historically fluctuated. The pricing could impact the costs to manufacture our product. If we are not
able to acquire commodity materials at prices and on terms satisfactory to us or at all, our operating results may be materially adversely affected.

Our suppliers may not supply us with a sufficient amount of components or components of adequate quality, and we may not be able to
produce our product.

Although we generally attempt to use standard parts and components for our products, some of our components are currently available only from
a single source or limited sources. We may experience delays in production if we fail to identify alternative suppliers, or if any parts supply is
interrupted, each of which could materially adversely affect our business and operations. In order to reduce manufacturing lead times and ensure
adequate component supply, we enter into agreements with certain suppliers that allow them to procure inventories based upon criteria defined
by us. If we fail to anticipate customer demand properly, an oversupply of parts could result in excess or obsolete inventories, which could
adversely affect our business. Our inability to meet volume commitments with suppliers could affect the availability or pricing of our parts and
components. A reduction or interruption in supply, a significant increase in price of one or more components or a decrease in demand of
products could materially adversely affect our business and operations and could materially damage our customer relationships. Financial
problems of suppliers on whom we rely could limit our supply or increase our costs. Also, we cannot guarantee that any of the parts or
components that we purchase will be of adequate quality or that the prices we pay for the parts or components will not increase. Inadequate
quality of products from suppliers could interrupt our ability to supply quality products to our customers in a timely manner. Additionally,
defects in materials or products supplied by our suppliers that are not identified before our products are placed in service by our customers could
result in higher warranty costs and damage to our reputation. We also outsource approximately 2% of our components internationally and expect
to increase international outsourcing of components. As a result of outsourcing internationally, we may be subject to delays in delivery due to
the timing or regulations associated with the import/export process, delays in transportation or regional instability.

Our products involve a lengthy sales cycle and we may not anticipate sales levels appropriately, which could impair our potential
profitability.

The sale of our products typically involves a significant commitment of capital by customers, with the attendant delays frequently associated
with large capital expenditures. For these and other reasons, the sales cycle associated with our products is typically lengthy and subject to a
number of significant risks over which we have little or no control. We expect to plan our production and inventory levels based on internal
forecasts of customer demand, which is highly unpredictable and can fluctuate substantially. If sales in any period fall significantly below
anticipated levels, our financial condition and results of operations could
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suffer. If demand in any period increases well above anticipated levels, we may have difficulties in responding, incur greater costs to respond, or
be unable to fulfill the demand in sufficient time to retain the order, which would negatively impact our operations. In addition, our operating
expenses are based on anticipated sales levels, and a high percentage of our expenses are generally fixed in the short term. As a result of these
factors, a small fluctuation in timing of sales can cause operating results to vary from period to period.

Potential intellectual property, shareholder or other litigation may adversely impact our business.

We may face litigation relating to intellectual property matters, labor matters, product liability, or other matters. An adverse judgment could
negatively impact our financial position and results of operations, the price of our common stock and our ability to obtain future financing on
favorable terms or at all. Any litigation could be costly, divert management attention or result in increased costs of doing business.

We may be unable to fund our future operating requirements, which could force us to curtail our operations.

To the extent that the funds we now have on hand are insufficient to fund our future operating requirements, we would need to raise additional
funds, through further public or private equity or debt financings depending upon prevailing market conditions. These financings may not be
available or, if available, may be on terms that are not favorable to us and could result in dilution to our stockholders and reduction of the price
of our stock. Downturns in worldwide capital markets could also impede our ability to raise additional capital on favorable terms or at all. If
adequate capital were not available to us, we would likely be required to significantly curtail or possibly even cease our operations.

We may not be able to effectively manage our growth, expand our production capabilities or improve our operational, financial and
management information systems, which would impair our sales and profitability.

If we are successful in executing our business plan, we will experience growth in our business that could place a significant strain on our
business operations, management and other resources. Our ability to manage our growth will require us to expand our production capabilities,
continue to improve our operational, financial and management information systems, and to motivate and effectively manage our employees.
We cannot provide assurance that our systems, procedures and controls or financial resources will be adequate, or that our management will
keep pace with this growth. We cannot provide assurance that our management will be able to manage this growth effectively.

Our success depends in significant part upon the continuing service of management and key employees.

Our success depends in significant part upon the continuing service of our executive officers, senior management and sales and technical
personnel. The failure of our personnel to execute our strategy, or our failure to retain management and personnel, could have a material adverse
effect on our business. Our success will be dependent on our continued ability to attract, retain and motivate highly skilled employees. There can
be no assurance that we can do so.

Our internal control systems rely on people trained in the execution of the controls. Loss of these people or our inability to replace them with
similarly skilled and trained individuals or new processes in a timely manner could adversely impact our internal control mechanisms.
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We cannot be certain of the future effectiveness of our internal controls over financial reporting or the impact thereof on our operations
or the market price of our common stock.

Pursuant to Section 404 of the Sarbanes-Oxley Act of 2002, we are required to include in this Annual Report on Form 10-K our assessment of
the effectiveness of our internal controls over financial reporting. Furthermore, our independent registered public accounting firm is required to
audit our assessment of the effectiveness of our internal controls over financial reporting and separately report on whether it believes we
maintain, in all material respects, effective internal controls over financial reporting. We identified three material weaknesses in our system of
internal controls as of March 31, 2005.

Since March 31, 2005, we have adequately addressed the three  material weaknesses. We cannot provide assurance that our system of internal
controls will be effective in the future as our operations and control environment change. If we cannot adequately maintain the effectiveness of
our internal controls over financial reporting, our financial reporting may be inaccurate. If reporting errors actually occur, we could be subject to
sanctions or investigation by regulatory authorities, such as the Securities and Exchange Commission. These results could adversely affect our
financial results or the market price of our common stock.

Our operations are vulnerable to interruption by fire, earthquake and other events beyond our control.

Our operations are vulnerable to interruption by fire, earthquake and other events beyond our control. Our executive offices and manufacturing
facilities are located in Southern California. Because the Southern California area is located in an earthquake-sensitive area, we are particularly
susceptible to the risk of damage to, or total destruction of, our facilities in Southern California and the surrounding transportation infrastructure,
which could affect our ability to make and transport our products. While the Company maintains personal property and business
interruption coverage, it does not maintain earthquake coverage for personal property or resulting business
interruption. If an earthquake, fire or other natural disaster occurs at or near our facilities, our business, financial
condition and operating results could be materially adversely affected.

The market price of our common stock has been and may continue to be highly volatile and an investment in our common stock could
suffer a decline in value.

An investment in our common stock is risky, and shareholders could suffer significant losses and wide fluctuations in the market value of their
investment. The market price of our common stock is highly volatile and is likely to continue to be volatile. As a result of the factors discussed
below, our operating results for a particular quarter are difficult to predict. Given the continued uncertainty surrounding many variables that may
affect the industry in which we operate, our ability to foresee results for future periods is limited. This variability could affect our operating
results and thereby adversely affect our stock price. Many factors that contribute to this volatility are beyond our control and may cause the
market price of our common stock to change, regardless of our operating performance. Factors that could cause fluctuation in our stock price
may include, among other things:

•  actual or anticipated variations in quarterly operating results;

•  market sentiment toward alternate energy stocks in general or toward Capstone;

•  changes in financial estimates or recommendations by securities analysts;

•  conditions or trends in our industry or the overall economy;

•  loss of one or more of our significant customers;

•  errors, omissions or failures by third parties in meeting commitments to the Company;
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•  changes in the market valuations or earnings of our competitors or other technology companies;

•  the trading of options on our common stock;

•  announcements by us or our competitors of significant acquisitions, strategic partnerships, divestitures, joint
ventures or other strategic initiatives;

•  announcements of significant market events, such as power outages, regulatory changes or technology changes;

•  changes in the estimation of the future size and growth rate of our market;

•  future equity financings;

•  the failure to achieve our near-term plans for the federal government despite receiving listing on the General
Service Administration Schedule;

•  the failure to achieve our near-term plans for the New York market despite receiving the New York MEA
approval;

•  failure to enter into a definitive agreement with Broad USA, Inc.;

•  litigation or disputes with customers or business partners;

•  capital commitments;

•  additions or departures of key personnel;

•  sales or purchases of the Company�s common stock;

•  the trading volume of our common stock;

•  developments relating to litigation or governmental investigations; and

•  decrease in oil and electricity prices.

In addition, the stock market in general, and the Nasdaq National Market and the market for technology companies in particular, have
experienced extreme price and volume fluctuations that have often been unrelated or disproportionate to the operating performance of particular
companies affected. The market prices of securities of technology companies and companies servicing the technology industries have been
particularly volatile. These broad market and industry factors may cause a material decline in the market price of our common stock, regardless
of our operating performance. In the past, following periods of volatility in the market price of a company�s securities, securities class-action
litigation has often been instituted against that company. This type of litigation, if instituted against us and regardless of whether we prevail on
the underlying claim, could result in substantial costs and a diversion of management�s attention and resources, which could materially harm our
financial condition and results of operations.

Provisions in our certificate of incorporation, bylaws and our stockholder rights plan, as well as Delaware law, may discourage, delay or
prevent a merger or acquisition at a premium price.

Provisions of our second amended and restated certificate of incorporation, amended and restated bylaws and our stockholder rights plan, as well
as provisions of the General Corporation Law of the State of Delaware, could discourage, delay or prevent unsolicited proposals to merge with
or acquire us, even though such proposals may be at a premium price or otherwise beneficial to you. These provisions include our board�s
authorization to issue shares of preferred stock, on terms the board determines in its
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discretion, without stockholder approval, and provisions of Delaware law that restrict many business combinations.

We are subject to the provisions of Section 203 of the General Corporation Law of the State of Delaware, which could prevent us from engaging
in a business combination with a 15% or greater stockholder for a period of three years from the date it acquired such status unless appropriate
board or stockholder approvals are obtained.

Our board of directors has adopted a stockholder rights plan, pursuant to which one preferred stock purchase right has been issued for each share
of our common stock authorized and outstanding at the close of business on July 18, 2005. The rights plan is intended to protect our stockholders
in the event of an unfair or coercive offer to acquire the Company. However, the existence of the rights plan may discourage, delay or prevent a
merger or acquisition of the Company that is not supported by the board of directors.

Item 1B.  Unresolved Staff Comments.

None.

Item 2.  Properties.

Our principal corporate offices, administrative, sales and marketing, R&D and support facilities consist of approximately 98,000 square feet of
leased office space, warehouse space and assembly and test space at 21211 Nordhoff Street in Chatsworth, California. Our lease for those
premises expires in May 2010. We also lease an approximately 79,000 square foot facility at 16640 Stagg Street in nearby Van Nuys, California
as an engineering test and manufacturing facility for our recuperator cores. This lease will expire in May 2010. Additionally, we lease an
approximately 7,500 square foot East Coast distribution facility in Brooklyn, New York at 10101-C Avenue D. We also lease space for sales
and/or service offices, but these leased facilities are not significant properties to us. We believe our facilities are adequate for our current needs.

Item 3.  Legal Proceedings.

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

A demand for arbitration was filed in March 2004 by Interstate Companies, Inc. (�Interstate�), a company that conducts business with us. Interstate
claimed damages for breach of contract in excess of
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$10 million. On December 30, 2005, we entered into a Confidential Settlement Agreement and Mutual Release (�Settlement Agreement�) with
Interstate, whereby all disputes between Interstate and the Company were amicably resolved. Pursuant to the Settlement Agreement, we paid
Interstate $2.3 million on December 30, 2005 and the parties agreed to release each other from any and all claims. We accrued $0.3 million of
the expense in a prior year and recorded $2.0 million of the expense in selling, general and administrative cost during the year ended March 31,
2006.

Item 4.  Submission of Matters to a Vote of Security Holders.

We did not submit any matters to a vote of our stockholders during the fourth quarter of the year ended March 31, 2006.
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PART II

Item 5.  Market for Registrant�s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities.

Price Range of Common Stock

Our common stock is publicly traded on the Nasdaq National Market under the symbol �CPST&#1
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