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PART I - FINANCIAL INFORMATION
Item 1. Financial Statements
FINANCIAL STATEMENTS
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Condensed Consolidated Balance Sheets as of June 30, 2014 (unaudited) and December 31, 2013

4
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6

Notes to Unaudited Condensed Consolidated Financial Statements
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Ener-Core, Inc.
Condensed Consolidated Balance Sheets
December
31,
2013

June 30,
2014
(unaudited)
Assets
Current assets:
Cash and cash equivalents
Accounts receivable
Restricted cash
Costs in excess of billings on uncompleted contracts
Inventory
Prepaid expenses and other current assets
Total current assets
Property and equipment, net
Intangibles, net
Deposits
Total assets
Liabilities and Stockholders’ Equity (Deficit)
Current liabilities:
Accounts payable
Accrued expenses
Unearned revenue
Warranty liability
Provision for contract loss
Convertible secured notes payable, net of discounts – short term
Capital leases payable – short term
Total current liabilities
Long term liabilities:
Other
Derivative liabilities
Capital lease payable – long term
Convertible secured notes payable, net of discounts - long term
Total liabilities
Commitments and contingencies (Note 14)
Stockholders’ equity (deficit):
Preferred stock, $0.0001 par value. Authorized 50,000,000 shares; no shares issued and outstanding
at June 30, 2014 and December 31, 2013
Common stock, $0.0001 par value. Authorized 200,000,000 shares; 72,462,000 and 72,554,000 shares
issued and outstanding at June 30, 2014 and December 31, 2013, respectively
Additional paid-in capital
Accumulated deficit
Total stockholders’ (deficit) equity
Total liabilities and stockholders’ (deficit) equity
See accompanying notes to condensed consolidated financial statements.
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$

$

446,000
157,000
2,338,000
29,000
100,000
3,070,000
690,000
37,000
28,000
3,825,000

$

$

1,201,000
16,000
50,000
801,000
29,000
46,000
2,143,000
764,000
41,000
28,000
2,976,000

414,000
391,000
46,000
22,000
15,000
738,000
18,000
1,644,000

419,000
266,000
701,000
100,000
8,000
1,494,000

27,000
1,948,000
42,000
1,141,000
4,802,000

6,000
29,000
1,529,000

-

-

7,000
7,000
11,468,000
8,945,000
(12,452,000)
(7,505,000)
(977,000)
1,447,000
$ 3,825,000 $ 2,976,000

Ener-Core, Inc.
Condensed Consolidated Statements of Operations
(unaudited)
Three Months Ended
June 30,
2014
2013
Revenues:
Revenues
Revenues – related party
Total revenues
Cost of good sold:
Cost of goods sold
Cost of goods sold – related party
Total costs of goods sold
Gross Profit

$

810,000 $
810,000
803,000
803,000
7,000

Six Months Ended
June 30,
2014
2013

3,000 $
9,000
12,000

810,000
810,000

2,000
6,000
8,000
4,000

803,000
803,000
7,000

$

7,000
9,000
16,000
6,000
6,000
12,000
4,000

Operating expenses:
Selling, general, and administrative
Research and development
Total operating expenses
Operating loss

1,607,000
953,000
2,560,000
(2,553,000)

Other income (expenses):
Interest expense
Amortization of debt discount
Interest expense – related party
Gain on derivative liabilities
Total other income (expenses), net
Loss before provision for income taxes
Provision for income taxes
Net loss

(5,000)
(540,000)
130,000
(415,000)
(2,968,000)
(2,968,000)

(7,000)
(540,000)
(10,000)
130,000
(417,000)
(10,000)
(1,830,000)
(4,946,000)
(2,623,000)
1,000
(1,830,000) $ (4,947,000) $ (2,623,000)

Loss per share – basic and diluted
Weighted average common shares – basic and diluted

(0.04)
72,462,000

(0.03) $
(0.07) $
(0.04)
65,450,000
72,508,000
64,257,000

1,440,000
394,000
1,834,000
(1,830,000)

1,947,000
670,000
2,617,000
(2,613,000)

-

See accompanying notes to condensed consolidated financial statements.
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2,791,000
1,745,000
4,536,000
(4,529,000)

Ener-Core, Inc.
Condensed Consolidated Statements of Cash Flows
(unaudited)
Six Months Ended
June 30,
2014
2013
Cash flows used in operating activities:
Net loss
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization
Amortization of debt discount
Fair value of derivative liability
Stock-based compensation
Changes in assets and liabilities:
Accounts and other receivables
Payments on contract loss
Prepaid expenses and other current assets
Deferred revenue
Accounts payable
Accrued expenses
Other liabilities
Costs in excess of billings of uncompleted contracts
Net cash used in operating activities
Cash flows used in investing activities:
Restricted cash
Purchases of property and equipment
Net cash used in investing activities
Cash flows from financing activities:
Proceeds from issuance of common stock
Advance from related party
Proceeds from related party notes payable and advance
Proceeds from note payable
Proceeds from exercise of stock options
Repayment of capital leases payable
Net cash provided by financing activities
Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of period
Cash and cash equivalents at end of period
See accompanying notes to condensed consolidated financial statements.
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$ (4,947,000) $ (2,623,000)

$

120,000
540,000
(130,000)
2,369,000

105,000
45,000

(141,000)
(63,000)
(54,000)
(655,000)
(5,000)
(61,000)
21,000
801,000
(2,205,000)

(68,000)
691,000
500,000
(1,350,000)

(2,288,000)
(13,000)
(2,301,000)

(3,000)
(3,000)

3,757,000
(6,000)
3,751,000
(755,000)
1,201,000
446,000 $

728,000
184,000
560,000
3,000
1,475,000
122,000
93,000
216,000

Ener-Core, Inc. (Successor)
Condensed Consolidated Statements of Cash Flows (continued)
(unaudited)
Six Months Ended
June 30,
2014
2013
Supplemental disclosure of cash flow information:
Cash paid during the period for:
Income taxes
Interest
Supplemental disclosure of non-cash activities:
Conversion of accounts payable into common stock
Conversion of advances from related party into common stock
Conversion of notes payable into common stock
Capital leases for purchase of equipment
Debt discount and derivative liabilities recorded upon issuance of warrants and convertible secured
notes
Original issue discount of convertible secured note issued
Debt discount and accrued broker fees upon issuance of convertible secured note
Debt discount for warrants issued for broker fee in convertible secured note
Warranty liability recorded for product commissioned
See accompanying notes to condensed consolidated financial statements.
7

$
$

1,000
4,000

$
$

-

$
$
$
$

29,000

$
$
$
$

227,000
184,000
260,000
-

$
$
$
$
$

2,078,000
572,000
186,000
154,000
22,000

$
$

-

$
$

-

Ener-Core, Inc.
Notes to Condensed Consolidated Financial Statements
(unaudited)
Note 1 - Description of Business
Organization
Ener-Core, Inc. (the “Company”, “we”, “us”, “our”), a Nevada corporation, was formed on April 29, 2010 as Inventtech, Inc. As further
described under “Reverse Merger” below, on July 1, 2013, we acquired our wholly owned subsidiary, Ener-Core Power, Inc., (formerly Flex
Power Generation, Inc.), a Delaware corporation (“Ener-Core Power” or “Successor”). The shareholders of Ener-Core Power are now our
majority shareholders and its management is now our management. Therefore the acquisition is treated as a “reverse merger” and our
financial statements are those of Ener-Core Power. All equity amounts presented have been retroactively restated to reflect the reverse
merger as if it had occurred November 12, 2012.
Reverse Merger
We entered into an Agreement and Plan of Merger (the “Merger Agreement”) with Ener-Core Power and Flex Merger Acquisition Sub, Inc.,
a Delaware corporation and our wholly owned subsidiary (“Merger Sub”), pursuant to which the Merger Sub would merge with and into
Ener-Core Power, with Ener-Core Power as the surviving entity (the “Merger”). Prior to the Merger, we were a public reporting “shell
company,” as defined in Rule 12b-2 of the Securities Exchange Act of 1934, as amended. The Merger Agreement was approved by the
boards of directors of each of the parties to the Merger Agreement. In April 2013, the pre-merger public shell company effected a 30-for-1
forward split of its common stock. All share amounts have been retroactively restated to reflect the effect of the stock split.
As provided in the Contribution Agreement dated November 12, 2012 (the “Contribution Agreement”) by and among FlexEnergy, Inc.
(“FlexEnergy” or “Parent”), FlexEnergy Energy Systems, Inc. (“FEES”), and Ener-Core Power, Ener-Core Power was spun-off from
FlexEnergy as a separate corporation. As a part of that transaction, Ener-Core Power received all assets (including intellectual property) and
certain liabilities pertaining to the Gradual Oxidizer business (Predecessor), the business carved out of Parent. The owners of Predecessor
did not distribute ownership of Successor entity pro rata. The assets and liabilities were transferred to us and recorded at their historical
carrying amounts since the transaction was a transfer of net assets between entities under common control.
On July 1, 2013, Ener-Core Power completed the Merger with us. The Merger was accounted for as a “reverse merger” and recapitalization.
As part of the Merger, the pre-Merger public shell company shareholders cancelled 120,520,000 of common stock which were then
outstanding. This cancellation has been retroactively accounted for as of the inception of Ener-Core Power on November 12, 2012.
Accordingly, Ener-Core Power was deemed to be the accounting acquirer in the transaction and, consequently, the transaction was treated as
a recapitalization of Ener-Core Power. Accordingly, the assets and liabilities and the historical operations that are reflected in the financial
statements are those of Ener-Core Power and are recorded at the historical cost basis of Ener-Core Power. Our assets, liabilities and results
of operations were de minimis at the time of the Merger.
Description of the Business
We design, develop, and manufacture products based on proprietary technologies that aim to expand the operating range of gaseous fuel
while improving emissions, which technologies we refer to collectively as “Gradual Oxidization” or “Gradual Oxidizer.” Our products aim
to expand power generation into previously uneconomical markets while, at the same time, reduce gaseous emissions from industrial
processes that contribute to air pollution and climate change. The Gradual Oxidizer integrates with a gas turbine and generator to create a
power station.
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Ener-Core, Inc.
Notes to Condensed Consolidated Financial Statements (continued)
(unaudited)
Our product, the FP250, is a complete system consisting of our designed and patented gradual oxidizer, integrated with a gas turbine and
generator. The FP250 has been designed to operate on fuels from 100% combustible gas down to concentrations of 5% or less combustible
gas content. The FP250 has applications in landfill, oil production, coal mining, and other operations, and offers our customers two distinct
value propositions: the destruction of low quality waste gases with no harmful emissions and the generation of energy from a renewable fuel
source.
We are currently developing our second commercial product, the Ener-Core Powerstation KG2-3G/GO (“KG2”), which will combine our
Gradual Oxidizer with a two megawatt gas turbine developed by Dresser-Rand a.s., a subsidiary of Dresser-Rand Group Inc. (“Dresser
Rand”). We have completed system layout and analytic models integrating our Gradual Oxidizer with the turbine and have initiated design
and development of the KG2. We expect to field test units in late 2014 or 2015, with initial commercial shipments shortly thereafter.
We sell our products directly and through distributors currently in two countries, the United States and Netherlands.
Going Concern
Our condensed consolidated financial statements are prepared using the accrual method of accounting in accordance with accounting
principles generally accepted in the United States of America (“GAAP”) and have been prepared on a going concern basis, which
contemplates the realization of assets and settlement of liabilities in the normal course of business. Since our inception, we have made a
substantial investment in research and development to develop the Gradual Oxidizer, have successfully deployed a FP250 field test unit at
the U.S. Army base at Fort Benning, Georgia, and shipped our first commercial product in November 2013.
We have sustained recurring net losses and negative cash flows since inception and have not yet established an ongoing source of revenues
sufficient to cover our operating costs and allow us to continue as a going concern. As of August 18, 2014, we have a substantial working
capital deficit and require significant additional capital immediately to continue operations. We must secure additional funding to pay our
current liabilities, continue as a going concern and execute our business plan.
Management’s plan is to obtain such resources by obtaining capital sufficient to meet our operating expenses by seeking additional equity
and/or debt financing. The cash and cash equivalents balance (including restricted cash) on June 30, 2014 and August 18, 2014, was $2.8
million and $0.4 million (including restricted cash of $2.3 million and $50,000), respectively. On April 16, 2014, we issued $4.6 million of
senior secured convertible notes (see Note 8), with net proceeds of $3.8 million, of which $2.3 million was held in a control account subject
to be released at the option of the lender representative when we are not in default and certain equity conditions are satisfied, and to the
extent such restricted funds exceed the aggregate principal amount then outstanding. On August 15, 2014, we converted $2.7 million of the
notes into shares of our common stock (see Note 15), and on August 18, 2014, we received proceeds of $0.4 million from the control
account. The remaining $1.9 million in the control account was redeemed by the lenders. We project that our unrestricted cash balance of
$0.4 million as of August 18, 2014, will continue to meet our working capital needs, general corporate purposes, and related obligations for
the next 30 days. However, as of August 18, 2014, our short term liabilities totaled $0.9 million. Currently, we do not have adequate funds
to satisfy these liabilities. If we are unable to secure financing immediately, then we may be forced to cease or curtail operations
immediately.
Management’s plan is to obtain capital sufficient to meet our operating expenses by seeking additional equity and/or debt financing, although
no definitive agreement has been entered into in connection therewith as of August 18, 2014. We will need to obtain additional financing to
continue operations beyond the next 30 days. We cannot guaranty that we will be able to complete a financing on a timely basis, with
favorable terms or at all. Even if we are able to secure financing, we may still have to significantly reduce costs and delay projects, which
would adversely affect our business, customers and program development.
We will pursue raising additional debt or equity financing to fund our operations and product development. If future funds are raised
through issuance of equity or debt, these securities could have rights, privileges, or preferences senior to those of common stock and debt
covenants that could impose restrictions on the Company’s operations. The sale of additional equity securities or debt financing will likely
result in additional dilution to the Company’s current shareholders. Management’s inability to successfully complete any other financing
will adversely impact our ability to continue as a going concern. If our business fails or we are unable to seek immediate financing, our
investors may face a complete loss of their investment.
The accompanying consolidated financial statements do not give effect to any adjustments that might be necessary if we were unable to
meet our obligations or continue operations as a going concern.
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Ener-Core, Inc.
Notes to Condensed Consolidated Financial Statements (continued)
(unaudited)
Note 2 - Summary of Significant Accounting Policies
Basis of Presentation
The Company has prepared the accompanying unaudited condensed consolidated financial statements pursuant to the rules and regulations
of the Securities and Exchange Commission (the “SEC”) for interim reporting. We have condensed or omitted certain information and
footnote disclosures normally included in our annual financial statements prepared in accordance with GAAP pursuant to such rules and
regulations. The unaudited condensed financial statements reflect all adjustments, which are normal and recurring, that are, in the opinion of
management, necessary to fairly state the financial position as of June 30, 2014 and the results of operations for the related three and six
months ended June 30, 2014 and 2013, respectively, and results of cash flows for the six months ended June 30, 2014 and 2013,
respectively. The results of operations for the three and six months ended June 30, 2014 are not necessarily indicative of the results that may
be expected for the year ending December 31, 2014 or for any future periods. The unaudited condensed consolidated financial statements
should be read in conjunction with our audited consolidated financial statements for the year ended December 31, 2013, that have been
included in the Company's annual report on Form 10-K filed on April 15, 2014.
The accompanying condensed consolidated financial statements include our accounts and our wholly-owned subsidiary, Ener-Core
Power. All significant intercompany transactions and accounts have been eliminated in consolidation. All amounts are rounded to the
nearest $000, except certain per share amounts within the footnotes.
The accompanying financial statements have been prepared in accordance with GAAP.
Segments
We operate in one segment. All of our operations are located domestically.
Use of Estimates
The preparation of financial statements in conformity with GAAP requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the
reported amounts of expenses during the reporting period. Significant items subject to such estimates and assumptions include but are not
limited to: collectability of receivables; the valuation of certain assets, useful lives, and carrying amounts of property and equipment, equity
instruments and share-based compensation; provision for contract losses; valuation allowances for deferred income tax assets; valuation of
derivative liabilities; and exposure to warranty and other contingent liabilities. We base our estimates on historical experience and on
various other assumptions that are believed to be reasonable under the circumstances, the results of which form the basis for making
judgments about the carrying values of assets and liabilities that are not readily apparent from other sources. Actual results may differ from
these estimates.
Foreign Currency Adjustments
Our functional currency for all operations worldwide is the U.S. dollar. Nonmonetary assets and liabilities are translated at historical rates
and monetary assets and liabilities are translated at exchange rates in effect at the end of the year. Income statement accounts are translated
at average rates for the year. At June 30, 2014 and December 31, 2013, we did not hold any foreign currency asset or liability amounts.
Gains and losses resulting from foreign currency transactions are reported as other income in the period they occurred.
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Ener-Core, Inc.
Notes to Condensed Consolidated Financial Statements (continued)
(unaudited)
Concentrations of Credit Risk
Cash and Cash Equivalents
We maintain our non-interest bearing transactional cash accounts at financial institutions for which the Federal Deposit Insurance
Corporation (“FDIC”) provides insurance coverage of up to $250,000. For interest bearing cash accounts, from time to time, balances exceed
the amount insured by the FDIC. We have not experienced any losses in such accounts and believe we are not exposed to any significant
credit risk related to these deposits. At June 30, 2014, we had $2.3 million in excess of the FDIC limit.
We consider all highly liquid investments available for current use with an initial maturity of three months or less and are not restricted to be
cash equivalents. We invest our cash in short-term money market accounts.
Restricted Cash
The Special Deposit Account Control Agreement
In conjunction with our convertible secured notes payable dated April 16, 2014 (see Note 8), we entered into a Special Deposit Account
Control Agreement whereby $2.3 million of the proceeds from the convertible secured notes was placed in a control account that the lender
representative controls, with the funds to be released at the lender representative’s option, or when the outstanding convertible secured
notes payable are less than the balance in the control account, at which time the lender representative would release the funds.
Collateral Account
Under a credit card processing agreement with a financial institution that was entered in 2013, we are required to maintain funds on deposit
with the financial institution as collateral. The amount of the deposit is at the discretion of the financial institution, and was $50,000 on June
30, 2014 and December 31, 2013.
Accounts Receivable
Our accounts receivable are typically from credit worthy customers or, for international customers, are supported by guarantees or letters of
credit. For those customers to whom we extend credit, we perform periodic evaluations of them and maintain allowances for potential credit
losses as deemed necessary. We generally do not require collateral to secure accounts receivable. We have a policy of reserving for
uncollectible accounts based on our best estimate of the amount of probable credit losses in existing accounts receivable. We periodically
review our accounts receivable to determine whether an allowance is necessary based on an analysis of past due accounts and other factors
that may indicate that the realization of an account may be in doubt. Account balances deemed to be uncollectible are charged to the
allowance after all means of collection have been exhausted and the potential for recovery is considered remote.
At June 30, 2014 and December 31, 2013, we did not have any allowance for doubtful accounts. Although we expect to collect amounts due,
actual collections may differ from the recorded amounts.
As of June 30, 2014 and December 31, 2013, two customers accounted for 98% of total accounts receivable. One customer accounted for
100% of net revenues for the three and six months ended June 30, 2014. A different customer accounted for 99.7% of net revenues for the
three and six months ended June 30, 2013.
Accounts Payable
As of June 30, 2014 and December 31, 2013, two vendors collectively accounted for approximately 46% and 48% of total accounts payable.
There were no purchases made for the six months ended June 30, 2014. For the six months ended June 30, 2013, one vendor accounted for
100% of our purchases. There were no purchases made for the three months ended June 30, 2013 and 2014.
Inventory
Inventory, which consists of raw materials, is stated at the lower of cost or net realizable value, with cost being determined by the averagecost method, which approximates the first-in, first-out method. At each balance sheet date, we evaluate our ending inventory for excess
quantities and obsolescence. This evaluation primarily includes an analysis of forecasted demand in relation to the inventory on hand,
among consideration of other factors. Based upon the evaluation, provisions are made to reduce excess or obsolete inventories to their
estimated net realizable values. Once established, write-downs are considered permanent adjustments to the cost basis of the respective
inventories. At June 30, 2014 and December 31, 2013, we did not have a reserve for slow-moving or obsolete inventory.
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Ener-Core, Inc.
Notes to Condensed Consolidated Financial Statements (continued)
(unaudited)
Costs in Excess of Billings on Uncompleted Contracts
Costs in excess of billings on uncompleted contracts in the accompanying consolidated balance sheets represents accumulation of costs for
labor, materials, overhead and other costs that have been incurred. These costs will be recognized as costs of goods sold when the contract is
considered complete in accordance with the completed-contract method. Costs in excess of billings on uncompleted contracts were $0 and
$801,000 at June 30, 2014 and December 31, 2013, respectively. In June 2014, our contract with Efficient Energy Conversion Turbo
Machinery, B.V. (“EECT”) was completed (see Note 14), resulting in the recognition of revenue related to the contract plus change orders
and all associated costs.
Property and Equipment
Property and equipment are stated at cost, and are being depreciated using the straight-line method over the estimated useful lives of the
related assets, ranging from three to ten years. Maintenance and repairs that do not improve or extend the lives of the respective assets are
expensed. At the time property and equipment are retired or otherwise disposed of, the cost and related accumulated depreciation accounts
are relieved of the applicable amounts. Gains or losses from retirements or sales are reflected in the consolidated statements of operations.
Deposits
Deposits primarily consist of amounts incurred or paid in advance of the receipt of fixed assets or are deposits for rent and insurance.
Deferred Rent
We record deferred rent expense, which represents the temporary differences between the reporting of rental expense on the financial
statements and the actual amounts remitted to the landlord. The deferred rent portion of lease agreements are leasing inducements provided
by the landlord. Also, tenant improvement allowances provided are recorded as a deferred rent liability and recognized ratably as a reduction
to rent expense over the lease term.
Intangible Assets
We amortize our intangible assets with finite lives over their estimated useful lives. See Note 6 for additional details regarding the
components and estimated useful lives of intangible assets.
Impairment of Long-Lived Assets
We account for our long-lived assets in accordance with the accounting standards which require that long-lived assets be reviewed for
impairment whenever events or changes in circumstances indicate that the historical carrying value of an asset may no longer be
appropriate. We consider the carrying value of assets may not be recoverable based upon its review of the following events or changes in
circumstances: the asset’s ability to continue to generate income from operations and positive cash flow in future periods; loss of legal
ownership or title to the assets; significant changes in our strategic business objectives and utilization of the asset; or significant negative
industry or economic trends. An impairment loss would be recognized when estimated future cash flows expected to result from the use of
the asset are less than its carrying amount. As of June 30, 2014 and December 31, 2013, we do not believe there have been any other
impairments of our long-lived assets. There can be no assurance, however, that market conditions will not change or demand for our
products will continue, which could result in impairment of long-lived assets in the future.
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Ener-Core, Inc.
Notes to Condensed Consolidated Financial Statements (continued)
(unaudited)
Fair Value of Financial Instruments
Our financial instruments consist primarily of cash and cash equivalents, restricted cash, accounts receivable, accounts payable, derivative
liabilities, Secured Notes payable and related debt discounts and capital lease liabilities. Fair value estimates discussed herein are based
upon certain market assumptions and pertinent information available to management as of June 30, 2014 and December 31, 2013. The
carrying amounts of short-term financial instruments are reasonable estimates of their fair values due to their short-term nature or proximity
to market rates for similar items. See Note 9 for additional fair value disclosure.
Derivative Financial Instruments
The Company’s objectives in using derivative financial instruments are to obtain the lowest cash cost-source of funds. Derivative liabilities
are recognized in the condensed consolidated balance sheets at fair value based on the criteria specified in Financial Accounting Standards
Board (“FASB”) Accounting Standards Codification (“ASC”) topic 815-40 “ Derivatives and Hedging – Contracts in Entity’s own Equity.”
The estimated fair value of the derivative liabilities is calculated using either the Black-Scholes-Merton or Monte Carlo simulation model
method. The Company’s common stock warrants issued in April 2014 along with the convertible secured notes payable and embedded
derivatives have been bifurcated from the debt host and are classified as liabilities on the condensed consolidated balance sheet. The
Company records the warrants and embedded derivative liabilities at fair value and adjusts the carrying value of the common stock warrants
and embedded derivatives to their estimated fair value at each reporting date with the increases or decreases in the fair value of such warrants
and derivatives at each reporting date, recorded as a gain or (loss) in the condensed consolidated statements of operations (See Notes 8 and
9).
Revenue Recognition
We generate revenue from the sale of our clean power energy systems and from consulting services. Revenue is recognized when there is
persuasive evidence of an arrangement, product delivery and acceptance have occurred, the sales price is fixed or determinable and
collectability of the resulting receivable is reasonable assured. Amounts billed to clients for shipping and handling are classified as sales of
product with related costs incurred included in cost of sales.
Provisions for discounts and rebates to customers, estimated returns and allowances, and other adjustments are provided for in the same
period the related revenue is recorded. We defer any revenue for which the services have not been performed or which is subject to refund
until such time that we and our customer jointly determine that the services have been performed or no refund will be required.
Revenues under long-term construction contracts are generally recognized using the completed-contract method of accounting. Long-term
construction-type contracts for which reasonably dependable estimates cannot be made or for which inherent hazards make estimates
difficult are accounted for under the completed-contract method. Revenues under the completed-contract method are recognized upon
substantial completion – that is acceptance by the customer, compliance with performance specifications demonstrated in a factory
acceptance test or similar event. Accordingly, during the period of contract performance, billings and costs are accumulated on the balance
sheet, but no profit or income is recorded before completion or substantial completion of the work. Anticipated losses on contracts are
recognized in full in the period in which losses become probable and estimable. Changes in estimate of profit or loss on contracts are
included in earnings on a cumulative basis in the period the estimate is changed. We had deferred all amounts received on our contract with
EECT until the contract was substantially completed, which occurred in June 2014, at which time the entire contract, including change
orders, was recorded as revenue. As of June 30, 2014 and December 31, 2013, we had a provision for contract loss of approximately
$15,000 and $100,000, respectively, related to our contract with EECT.
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Research and Development Costs
Research and development costs are expensed as incurred. Research and development was $1.0 million and $0.4 million for the three
months ended June 30, 2014 and 2013, respectively, and $1.7 million and $0.7 million for the six months ended June 30, 2014 and 2013,
respectively.
Share-Based Compensation
We maintain a stock option plan (see Note 12) and record expenses attributable to the stock option plan. We amortize share-based
compensation from the date of grant on a weighted average basis over the requisite service (vesting) period for the entire award.
We account for equity instruments issued to consultants and vendors in exchange for goods and services at fair value. The measurement date
for the fair value of the equity instruments issued is determined at the earlier of (i) the date at which a commitment for performance by the
consultant or vendor is reached or (ii) the date at which the consultant’s or vendor’s performance is complete. In the case of equity
instruments issued to consultants, the fair value of the equity instrument is recognized over the term of the consulting agreement.
In accordance with the accounting standards, an asset acquired in exchange for the issuance of fully vested, non-forfeitable equity
instruments should not be presented or classified as an offset to equity on the grantor’s balance sheet once the equity instrument is granted
for accounting purposes. Accordingly, we record the fair value of the fully vested, non-forfeitable common stock issued for future
consulting services as prepaid expense in our consolidated balance sheets.
Income Taxes
We account for income taxes under FASB ASC 740 “ Income Taxes.” Under the asset and liability method of FASB ASC 740, deferred tax
assets and liabilities are recognized for the future tax consequences attributable to differences between the financial statements carrying
amounts of existing assets and liabilities and their respective tax bases. Deferred tax assets and liabilities are measured using enacted tax
rates expected to apply to taxable income in the years in which those temporary differences are expected to be recovered or settled. Under
FASB ASC 740, the effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period the enactment
occurs. A valuation allowance is provided for certain deferred tax assets if it is more likely than not that we will not realize tax assets
through future operations.
Earnings (Loss) per Share
Basic earnings (loss) per share is computed by dividing net loss attributable to common stockholders by the weighted average number of
common shares assumed to be outstanding during the period of computation. Diluted earnings (loss) per share is computed similar to basic
earnings (loss) per share except that the denominator is increased to include the number of additional common shares that would have been
outstanding if the potential shares had been issued and if the additional common shares were dilutive. Approximately 23.6 million shares of
common stock are issuable upon the exercise of outstanding options and warrants, and the conversion of debt, at June 30, 2014. There were
no options and warrants outstanding at June 30, 2013. Dilutive equivalents were excluded from the computation of diluted loss per share due
to the anti-dilutive effect on net loss per share.
Three Months Ended
June 30,
2014
2013
Net loss
Weighted average number of common shares outstanding:
Basic and diluted
Net loss attributable to common stockholders per share:
Basic and diluted

Six Months Ended
June 30,
2014
2013

$ (2,968,000) $ (1,830,000) $ (4,947,000) $ (2,623,000)
72,462,000
$
14

(0.04) $

65,450,000
(0.03) $

72,508,000
(0.07) $

64,257,000
(0.04)
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Comprehensive Income (Loss)
We have no items of other comprehensive income (loss) in any period presented. Therefore, net loss as presented in our Condensed
Consolidated Statements of Operations equals comprehensive loss.
Recently Issued Accounting Pronouncements
Effective January 1, 2014, we adopted FASB Accounting Standards Update (“ASU”) 2013-07, Presentation of Financial Statements (Topic
205): Liquidation Basis of Accounting (“ASU 2013-07”). The amendments in ASU 2013-07 clarify when an entity should apply the
liquidation basis of accounting and provide principles for the recognition and measurement of associated assets and liabilities. In accordance
with the amendments, the liquidation basis is used when liquidation is imminent. Liquidation is considered imminent when the likelihood is
remote that the organization will return from liquidation and either: (a) a plan for liquidation is approved by the person or persons with the
authority to make such a plan effective and the likelihood is remote that the execution of the plan will be blocked by other parties; or (b) a
plan for liquidation is being imposed by other forces. The adoption of ASU 2013-07 did not have a material impact on our condensed
consolidated financial statements.
Effective January 1, 2014, we adopted FASB ASU 2013-11, Income Taxes (Topic 740): Presentation of an Unrecognized Tax Benefit When
a Net Operating Loss Carryforward, a Similar Tax Loss, or a Tax Credit Carryforward Exists (“ASU 2013-11”). The amendments in ASU
2013-11 clarify that an unrecognized tax benefit, or a portion of an unrecognized tax benefit, should be presented in the financial statements
as a reduction to a deferred tax asset for a net operating loss carryforward, a similar tax loss, or a tax credit carryforward if such settlement is
required or expected in the event the uncertain tax position is disallowed. In situations where a net operating loss carryforward, a similar tax
loss, or a tax credit carryforward is not available at the reporting date under the tax law of the applicable jurisdiction or the tax law of the
jurisdiction does not require, and the entity does not intend to use the deferred tax asset for such purpose, the unrecognized tax benefit should
be presented in the financial statements as a liability and should not be combined with deferred tax assets. The adoption of ASU 2013-11 did
not have a material impact on our condensed consolidated financial statements.
Note 3 - Inventory
Inventory consists of the following:
June 30,
2014
(unaudited)
$
29,000
—
—
—
$
29,000

Raw materials
Work-in-process
Finished goods
Less: inventory reserve
Total inventory
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December
31,
2013
$

$

29,000
—
—
—
29,000
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Note 4 - Prepaid expenses and other current assets
Prepaid expenses and other current assets consisted of the following:
June 30,
2014
(unaudited)
$
26,000
2,000
4,000
5,000
8,000
55,000
$
100,000

Prepaid rent
Prepaid insurance
Prepaid licenses
Prepaid fees
Prepaid deposit
Prepaid professional fees
Total

December
31,
2013
$

$

26,000
11,000
6,000
3,000
46,000

Note 5 - Property and Equipment, Net
Property and equipment, net consisted of the following:
June 30,
2014
(unaudited)
$
862,000 $
198,000
126,000
1,186,000
(496,000)
$
690,000 $

Machinery and equipment
Office furniture and fixtures
Computer equipment and software
Total cost
Less accumulated depreciation
Net

December
31,
2013
849,000
198,000
97,000
1,144,000
(380,000)
764,000

Assets recorded under capital leases and included in property and equipment in our balance sheets consist of the following:
June 30,
2014
(unaudited)
$
27,000 $
46,000
73,000
(11,000)
$
62,000 $

Machinery and equipment
Computer equipment and software
Total assets under capital lease
Less accumulated depreciation
Net assets under capital lease

December
31,
2013
27,000
17,000
44,000
(1,000)
43,000

Depreciation expense consisted of the following:

Research and development
General and administrative

$
$

Three Months Ended
June 30,
2014
2013
29,000 $
25,000
29,000
26,000
58,000 $
51,000

$
$

Six Months Ended
June 30,
2014
2013
58,000 $
51,000
58,000
51,000
116,000 $
102,000

Amortization of assets under capital lease was $5,000 and $0 for the three months ended June 30, 2014 and 2013, respectively, and $10,000
and $0 for the six months ended June 30, 2014 and 2013, respectively.
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Note 6 - Intangibles, Net
Intangibles, net consisted of the following:

June 30,
2014
(unaudited)
$
80,000 $
(43,000)
$
37,000 $

Patents
Less accumulated amortization
Net

December
31,
2013
80,000
(39,000)
41,000

Our patents are amortized over their remaining life. Amortization expense related to these intangible assets was $2,000 for the three months
ended June 30, 2014 and 2013, and $4,000 for the six months ended June 30, 2014 and 2013.
Amortization expense on intangible assets is $3,000 for the remainder of 2014, $7,000 per year for the years ending December 31, 2015
through December 31, 2018, and $6,000 for the year ending December 31, 2019.
We continue to invest in our intellectually property portfolio and are actively filing for patent protection for our technology in both the
United States and abroad. The costs, including legal, associated with compiling and filing patent applications are expensed in selling, general
and administrative expenses as incurred.
Note 7 - Accrued Expenses
Accrued expenses consisted of the following:

Accrued professional fees
Accrued interest
Accrued payroll
Accrued vacation
Accrued expense reports
Accrued board fees
Accrued taxes
Accrued other
Accrued liabilities owed by Parent - reimbursable under Contribution Agreement
Total accrued expenses
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June 30,
2014
(unaudited)
$
213,000
3,000
26,000
87,000
10,000
10,000
7,000
35,000
$
391,000

December
31,
2013
$

$

81,000
26,000
76,000
29,000
7,000
12,000
35,000
266,000
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NOTE 8 – Convertible Secured Promissory Notes Payable
Secured Notes
On April 16, 2014, the Company sold $4.6 million of convertible secured promissory notes (“Secured Notes”) with an original issue discount
of $0.6 million along with warrants to purchase up to 4.1 million shares of its common stock in a private placement to five institutional
investors. The Company received gross proceeds of $4.0 million, less transaction expenses of approximately $0.2 million, of which $2.3
million has been placed in a control account pursuant the Control Agreement. In connection with the issuance of the Secured Notes, the
Company agreed to pay the placement agent 6.5% of the total principal amount of the Secured Notes, of which $0.2 million will be paid as
the funds are released from the control account. The placement agent was granted warrants to purchase up to 0.7 million shares of common
stock. The warrants are exercisable at $0.78 per share (subject to future anti-dilution adjustments) and expire on April 15, 2019. The
Company intends to use the proceeds for general corporate purposes.
The Secured Notes bear interest at a rate of 0.28% per year, subject to certain adjustments, and were originally set to mature in October 2015.
The Secured Notes are convertible, at the holders’ option, into shares of the Company's common stock at $0.67 per share, subject to
customary adjustments. Interest on the Secured Notes is payable quarterly and the principal amount of the Secured Notes will amortize
monthly with payments originally set to begin on July 16, 2014. On each of the principal installment dates, the Company’s scheduled
principal amortization payment will be an amount equal to $286,000. Monthly installment payments may be settled, at the Company’s
option, in cash or shares of common stock, subject to certain conditions including: (i) the daily dollar trading volume of the Company's
common stock during the thirty (30) trading days prior to the applicable date of determination shall be at least $50,000 commencing August
9, 2014; and (ii) the daily weighted average price of the Company's common stock for each trading day during the thirty (30) trading days
ending on the trading day immediately prior to the applicable date of determination was initially set to be at least $0.50. Also subject to
certain conditions, at any time, the holder may accelerate a limited amount of scheduled amortization payments. On July 11, 2014, the
Company and the holders of the Secured Notes amended certain of these terms of the Secured Notes (see Note 15).
In connection with the sale of the Secured Notes, the Company issued warrants to purchase up to 4.1 million shares of its common stock.
The warrants are exercisable at $0.78 per share, subject to potential future anti-dilution adjustments. The warrants are exercisable
immediately through April 15, 2019. In addition, the exercise price is also subject to a “full ratchet” pricing anti-dilution adjustment, subject
to customary exceptions, in the event that the Company issues or is deemed to have issued securities at a price lower than the then applicable
exercise price.
The Secured Notes were initially recorded net of a discount of $3.2 million, reflecting the fair value of the warrants and embedded
derivatives within the Secured Notes on the issuance date and costs related to the issuance of the Secured Notes. See Note 9 for further
detail on the fair value of the warrants and derivatives. The $3.2 million debt discount will be amortized through Other Expense on the
condensed consolidated statements of operations, using the effective interest method, over the term of the Secured Notes.
Secured Notes payable consisted of the following:

Original Value - April 16, 2014
Installation of payments
Amortization of debt discount
Ending balance - June 30, 2013

Secured
Notes
$ 4,575,000
4,575,000

Less: Current Portion
Long Term Portion

$

Debt
Discount
Net Total
$ (3,236,000) $ 1,339,000
540,000
540,000
(2,696,000)
1,879,000

(3,145,000)
1,430,000 $

2,407,000
(289,000) $

(738,000)
1,141,000

Derivative Liabilities
We apply the accounting standard that provides guidance for determining whether an equity-linked financial instrument, or embedded
feature, is indexed to an entity’s own stock. The standard applies to any freestanding financial instruments or embedded features that have
the characteristics of a derivative, and to any freestanding financial instruments that are potentially settled in an entity’s own common stock.
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The common stock purchase warrants were not issued with the intent of effectively hedging any future cash flow, fair value of any asset,
liability or any net investment in a foreign operation. The warrants do not qualify for hedge accounting, and as such, all future changes in the
fair value of these warrants will be recognized currently in earnings until such time as the warrants are exercised or expire. These common
stock purchase warrants do not trade in an active securities market, and as such, we estimate the fair value of these warrants and embedded
conversion features using the Binomial Lattice model using the following assumptions:
2014
—
1.5-5.0
0.08%0.63%
47.48%52.22%

Annual dividend yield
Expected life (years)
Risk-free interest rate
Expected volatility

Expected volatility is based primarily on historical volatility of us and our peer group. Historical volatility was computed using weekly
pricing observations for us and daily pricing observations for our peer group for recent periods that correspond to the expected term. We
believe this method produces an estimate that is representative of our expectations of future volatility over the expected term of these
warrants.
We currently have no reason to believe future volatility over the expected remaining life of these warrants is likely to differ materially from
historical volatility. The expected life is based on the remaining term of the warrants. The risk-free interest rate is based on one-year to
five-year U.S. Treasury securities consistent with the remaining term of the warrants.
The $2.1 million fair values of the warrants and embedded derivatives, which require bifurcation from the debt host, were recorded within
long-term liabilities on the condensed consolidated balance sheets. The embedded derivatives relate to the conversion option, redemption in
the case of an event of default and redemption in the case of a change in control features of the convertible secured note. The warrants and
embedded derivatives will be marked to market quarterly, with any change recorded as an adjustment to the carrying value of these liabilities
and the gain or (loss) on warrants and derivatives liabilities recorded in the consolidated statements of operations. The fair value of the
warrants and embedded derivatives from the issuance date to the end of the quarter declined $0.1 million. Accordingly, this amount was
recorded as a gain on derivative liabilities in the condensed consolidated statements of operations (see Note 9).
Derivative liabilities consisted of the following:
Embedded
Note
Warrants
Conversion
Liability
Feature
$ 1,250,000 $
828,000 $
(26,000)
(104,000)
$ 1,224,000 $
724,000 $

Original Value - April 16, 2014
Adjustment to fair value
Ending balance - June 30, 2014

Total
2,078,000
(130,000)
1,948,000

Note 9 – Fair Value Measurements and Disclosures
Fair value is defined as the price that would be received upon sale of an asset or paid upon transfer of a liability in an orderly transaction
between market participants at the measurement date and in the principal or most advantageous market for that asset or liability. The fair
value should be calculated based on assumptions that market participants would use in pricing the asset or liability, not on assumptions
specific to the entity. In addition, the fair value of liabilities should include consideration of non-performance risk, including the Company's
own credit risk.
Inputs used in measuring fair value are prioritized into a three-level hierarchy based on whether the inputs to those measurements are
observable or unobservable. Observable inputs reflect market data obtained from independent sources, while unobservable inputs reflect the
Company's market assumptions. The fair-value hierarchy requires the use of observable market data when available and consists of the
following levels:
●

Level 1 – Quoted prices for identical instruments in active markets;

●

Level 2 – Quoted prices for similar instruments in active markets; quoted prices for identical or similar instruments in markets that
are not active; and model-derived valuations in which all significant inputs are observable in active markets; and

●

Level 3 – Valuations derived from valuation techniques in which one or more significant inputs are unobservable.
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The following tables present information on the Company’s financial instruments:
Fair Value
Derivative liabilities
Embedded note conversion feature
Warrant liability

724,000
1,224,000

Level 1

Level 2
-

Level 3
-

724,000
1,224,000

Note 10 - Notes and Capital Leases Payable
Notes Payable
On October 24, 2013, we entered into a Loan, Security and Guarantee agreement with the Export-Import Bank of the United States (“Ex-Im
Bank”). Under this agreement, pursuant to the Global Credit Express Program, we can borrow up to a maximum amount of $400,000
from November 4, 2013 until November 4, 2014. All outstanding principal and accrued and unpaid interest under each disbursement is due
and payable in full on November 4, 2014 or per the conditions precedent noted below. Interest accrues at a rate of 4.24% per year. There
were no outstanding principal amounts as of June 30, 2014 and December 31, 2013.
The loan's collateral consists of all of our right, title and interest in and to the following personal property:
All goods, accounts, equipment, inventory, contract rights or rights to payment of money, leases, license agreements, franchise agreements,
general intangibles, documents, instruments (including any promissory notes), commercial tort claims, chattel paper (whether tangible or
electronic), cash, deposit accounts, certificates of deposit, fixtures, letters of credit rights (whether or not the letter of credit is evidenced by a
writing), securities, and all other investment property, supporting obligations, and financial assets, whether now owned or hereafter acquired,
wherever located; and books and records relating to the foregoing, and any and all claims, rights and interests in any of the above and all
substitutions for, additions, attachments, accessories, accessions and improvements to and replacements, products, proceeds and insurance
proceeds of any or all of the foregoing.
Capital Leases Payable
Capital leases payable consisted of the following:
December
31,
2013

June 30,
2014
(unaudited)
Capital lease payable to De Lange Landon secured by forklift, 10.0% interest, due on October 1, 2018,
monthly payment of $451.50.
Capital lease payable to Dell Computers secured by computer equipment, 15.09% interest, due on
November 16, 2016, monthly payment of $607.58.
Capital lease payable to Dell Computers secured by computer equipment, 15.09% interest, due on
December 15, 2016, monthly payment of $604.93.
Capital lease payable to Dell Computers secured by computer equipment, 15.09% interest, due on January
3, 2017, monthly payment of $415.40.
Total capital leases
Less: current portion
Long-term portion of capital leases
20

$

$

19,000

20,000

15,000

17,000

15,000

$

11,000
60,000
(18,000)
42,000 $

37,000
(8,000)
29,000
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The future minimum lease payments required under the capital leases and the present value of the net minimum lease payments as of June
30, 2014, are as follows:
Year Ending
December 31
2014
2015
2016
2017
2018
Net minimum lease payments
Less: Amount representing interest
Less: Taxes
Present value of net minimum lease payments
Less: Current maturities of capital lease obligations
Long-term capital lease obligations

Amount
14,000
25,000
24,000
6,000
5,000
74,000
(13,000)
(1,000)
60,000
(18,000)
$
42,000
$

Note 11 - Equity
In April 2013, we sold and issued 1,867,000 shares of our common stock to a stockholder at $0.75 per share in consideration of
approximately $728,000 in cash proceeds and for the conversion of approximately $671,000 of our debt and working capital obligations that
we had incurred between the spin-off transaction under the Contribution Agreement in November 2012 and March 2013. Certain cash
proceeds were received, and all repayments occurred, in April 2013, and additional cash proceeds were received in June 2013.
In July 2013, we sold and issued 4,614,000 shares of our common stock at $0.75 per share in connection with the Merger-related private
placement for which we received proceeds of approximately $3,077,000 million, net of approximately $383,000 in broker-dealer
commissions. We also issued 133,000 shares as conversion of a $100,000 related party note payable. In connection with this financing, we
issued warrants for the purchase of up to 475,000 shares of our common stock to placement agents in July 2013. The warrants have an
exercise price of $0.75 per share and expire five years from issuance.
In August 2013, we sold and issued 413,000 shares of our common stock at $0.75 per share, for which we received proceeds of
approximately $285,000, net of approximately $25,000 in broker-dealer commissions. In connection with this financing, we issued warrants
for the purchase of up to 36,000 shares of our common stock to placement agents. The warrants have an exercise price of $0.75 per share and
expire five years from issuance.
In November 2013, we sold and issued 1,500,000 shares of our common stock at $1.00 per share, for which we received proceeds of
approximately $1,375,000 net of offering costs of approximately $125,000. In connection with this financing, we issued warrants for the
purchase of up to 120,000 shares of our common stock to placement agents. The warrants have an exercise price of $1.00 per share and
expire five years from issuance.
Note 12 - Stock Options and Warrants
On July 1, 2013, our Board of Directors adopted and approved the 2013 Equity Incentive Plan. The plan authorizes us to grant non-qualified
stock options and restricted stock purchase rights to purchase up to 14,000,000 shares of our common stock with vesting to employees
(including officers) and other service providers. At June 30, 2014, 4.6 million shares were available for future grants and total unrecognized
deferred stock compensation expected to be recognized over the remaining weighted-average vesting periods of 3.83 years for outstanding
grants was $4.5 million.
In April 2014, outstanding employee stock options granted under the 2013 Equity Incentive Plan were cancelled and reissued by our Board of
Directors with an exercise price of $0.35 per share. The reissuance also changed the vesting to 15% vesting immediately and the remainder
in 1/36th in monthly increments over the next three years. As a result of the cancellation and reissuance of the options, we will recognize a
non-cash charge of $840,000 for the incremental change in fair value of the cancelled and reissued options over the vesting period of the
reissued options. This cancellation and reissuance affected 21 employees who held 8.6 million stock options as of the date of the cancellation
and reissuance.
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The fair value of option awards is estimated on the grant date using the Black-Scholes option valuation model.
Estimates of fair value are not intended to predict actual future events or the value ultimately realized by employees who receive equity
awards, and subsequent events are not indicative of the reasonableness of the original estimates of fair value made by us. The following
table presents the weighted-average grant date assumptions used to estimate the fair value of options and stock appreciation rights granted.
June 30,
2014
(unaudited)
71.08%
0.00%
1.70%
6.00

Expected volatility
Dividend yield
Risk-free interest rate
Expected life (in years)

December
31,
2013
73.50%
0.00%
1.26%
6.64

Expected volatility represents the estimated volatility of the shares over the expected life of the options. We have estimated the expected
volatility based on the weighted-average historical volatilities of a pool of public companies that are comparable to Ener-Core.
We use an expected dividend yield of zero since no dividends are expected to be paid. The risk-free interest rate for periods within the
expected life of the option is derived from the U.S. treasury interest rates in effect at the date of grant. The expected option life represents
the period of time the option is expected to be outstanding. The simplified method is used to estimate the term since we do not have
sufficient exercise history to calculate the expected life of the options.
Stock-based compensation expense is recorded only for those awards expected to vest. Currently, the forfeiture rate is zero. The rate is
adjusted if actual forfeitures differ from the estimates in order to recognize compensation cost only for those awards that actually vest. If
factors change and different assumptions are employed in future periods, the share-based compensation expense may differ from that
recognized in previous periods.
Stock-based award activity was as follows:
WeightedAverage
Exercise
Shares
Price
8,910,000 $
1.289
(424,000)
1.300
(8,610,000)
1.289
8,610,000
0.35
910,000
0.48
9,396,000 $
0.36
2,605,000 $
0.40

Options
Balance, December 31, 2013
Forfeited during 2014
Cancelled during 2014
Reissued during 2014
Granted during 2014
Balance, June 30, 2014
Exercisable on June 30, 2014

WeightedAverage
Remaining
Contractual
Life
6.30
5.84
5.85

Aggregate
Intrinsic
Value

$
$

2,278,000
546,000

The options granted have a contract term ranging between five and seven years. Options granted during 2014 vested immediately or over a
three year period, with 15% - 100% of the options vesting immediately upon grant and the remainder ratably over the vesting term.
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The following table summarizes information about stock options outstanding and exercisable at June 30, 2014:

Exercise
Prices
$0.00 - $0.25
$0.26 - $0.50
$0.51 - $0.75

Options Outstanding
WeightedAverage
WeightedRemaining
Average
Number of
Contractual
Exercise
Shares
Life
Price
(In years)
$
9,396,000
5.84 $
0.36
$
9,396,000
5.84 $
0.36

Options Exercisable
WeightedAverage
Exercise
Price

Number of
Shares
2,605,000
2,605,000

$
$
$
$

0.40
0.40

Restricted stock activities in 2014 were as follows:
WeightedAverage
Grant
Shares
Price
1,677,000 $
0.001
(92,000) $
(406,000) $
1,179,000 $
0.001

Balance, December 31, 2013
Repurchase of unvested restricted shares
Vested
Unvested balance, June 30, 2014

During the first quarter of 2013, stock options were exercised prior to vesting and all unvested options are subject to repurchase
rights. Under the terms of the stock option plan, we repurchased 92,323 shares from an employee for $92 during the six months ended June
30, 2014. These shares have been returned to the pool of shares eligible to be issued under the stock option plan.
Stock based compensation expense consisted of the following:

Research and development
General and administrative

$
$

Three Months Ended
June 30,
2014
2013
710,000 $
31,000
868,000
1,578,000 $
31,000

$
$

Six Months Ended
June 30,
2014
2013
994,000 $
45,000
1,375,000
2,369,000 $
45,000

Warrants
From time to time, we issue warrants to purchase shares of our common stock to investors, note holders and to non-employees for services
rendered or to be rendered in the future.
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The following table provides a reconciliation of the warrant activity for the six months ended June 30, 2014:
Warrants
Outstanding
WeightedAverage
Number of
Exercise Price
Warrants
per Share
631,000 $
0.80
4,780,000
0.78
5,411,000 $
0.78
5,411,000 $
0.78

Balance outstanding at January 1, 2014
Warrants issued
Warrants exercised
Balance outstanding at June 30, 2014
Warrants exercisable at June 30, 2014

As of June 30, 2014, warrants outstanding had a weighted average remaining life of 4.78 years and no intrinsic value.
Note 13 - Related Party Transactions
Notes Payable and Advances
In January 2013, we borrowed $250,000 from a stockholder under a secured convertible note payable that was due at the earliest of February
28, 2013, or upon completion of a $1,000,000 financing event. The note accrued interest at the rate of 12% and was convertible at the
lender’s option into common stock at 85% of the price of a future financing or $3.6056 per share. The note and accrued interest were repaid
using proceeds from a $260,000 convertible note payable in March 2013. The note was secured by our intangible assets.
In March 2013, we borrowed $260,000 from a stockholder under a note payable that was due March 28, 2014, or earlier, upon completion of
the Merger. The note accrued interest at the rate of 12% and was convertible at the lender’s option into common stock at $0.75 per
share. The note was subsequently converted in April 2013 (see Note 11). As the note was outstanding less than one month, no interest was
due to the lender.
In March 2013, a stockholder advanced us a total of $411,000 for operating capital. The advance did not bear interest and was due on
demand. In April 2013, the advance was converted into our common stock at $0.75 per share at the stockholder’s election (see Note 11).
In June 2013, we borrowed $100,000 from each of three individual stockholders under notes payable that were due December 31, 2013, or
earlier, upon completion of the Merger. The notes accrued interest at the rate of 8% and were convertible at the holders’ option into our
common stock at $0.75 per share. On July 1, 2013, $100,000 was converted into shares of common stock in the Merger-related private
placement, and $200,025, including $25 of accrued interest, was repaid at the closing of the Merger.
Related party interest expense was $10,000 for the six months ended June 30, 2013. There was no related party interest expense for the three
months ended June 30, 2013 or the three and six months ended June 30, 2014.
Note 14 - Commitments and Contingencies
We may become a party to litigation in the normal course of business. We accrue for open claims based on our historical experience and
available insurance coverage. In the opinion of management, there are no legal matters involving us that would have a material adverse
effect upon our financial condition, results of operations or cash flows.
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Notes to Condensed Consolidated Financial Statements (continued)
(unaudited)
EECT Agreement
On December 31, 2012, we entered into a Master Purchase and Resale Agreement (“MPRSA”) with EECT. As part of this agreement, EECT
is committed to buy a certain number of the FP250 and related optional equipment in order to maintain exclusivity in the region. The pricing
for the first unit was $760,000, and subsequent units will be sold at a higher price than the first unit. In accordance with the MPRSA, EECT
placed a Purchase Order (“PO”) with us on December 31, 2012, for the purchase of the first unit at $760,000. The order was conditional on
the issuance of an irrevocable letter of credit to us, according to the terms of the PO. Such irrevocable letter of credit was issued on March 1,
2013, in the amount of 533,000 Euros, and we acknowledged the acceptance of the PO on the same date. On November 14, 2013, we
shipped the FP250 and on December 24, 2013, we received the proceeds from the letter of credit. We had deferred all amounts received on
our contract with EECT until the contract was substantially completed, which occurred in June 2014, at which time the entire contract,
including change orders, was recorded as revenue. As of June 30, 2014 and December 31, 2013, we had a provision for contract loss of
approximately $15,000 and $100,000, respectively, related to our contract with EECT.
Warranties
Our warranty policy generally provides coverage for components of the Gradual Oxidizer that we produce. Typically, the coverage period is
one calendar year from the date of commissioning. Provisions for estimated expenses related to product warranties are made at the time
products are commissioned. These estimates are established using available information on the nature, frequency, and average cost of claims.
Revision to the reserves for estimated product warranties is made when necessary, based on changes in these factors. Management actively
studies trends of claims and takes action to improve product quality and minimize claims.
The following table presents the changes in the product warranty accrual included in accrued expenses in the accompanying condensed
consolidated balance sheets for the six months ended June 30, 2014:
2014
Beginning balance, January 1, 2014
Charged to cost of revenues
Usage

$

22,000
-

Ending balance, June 30, 2014

$

22,000

Product Liability
With respect to product liability claims involving our products, we believe that any judgment against us for actual damages will be
adequately covered by our recorded accruals and, where applicable, excess liability insurance coverage.
Lease
We lease our office facility, research and development facility and certain equipment under operating leases, which for the most part, are
renewable. Certain leases also provide that we pay insurance and taxes.
Future minimum rental payments under operating leases that have initial noncancellable lease terms in excess of one year as of June 30, 2014
are as follows:
2014
2015
2016
2017
2018

$

$

192,000
327,000
329,000
3,000
2,000
853,000

Minimum rent payments under operating leases are recognized on a straight-line basis over the term of the Lease. Rent expense, net of
sublease income, was $73,000 and $166,000 for three and six months ended June 30, 2014, respectively, and $26,000 and $61,000 for the
three and six months ended June 30, 2013, respectively.
Our current headquarters is located at 9400 Toledo Way, Irvine, California 92618. The property consists of a mixed use commercial office,
production, and warehouse facility of 32,649 square feet. Effective August 1, 2013, we assumed this lease (the “Lease”) from FEES. The
Lease has a remaining term of 30 months and expires December 31, 2016. The monthly expense rent is $25,285 and increases on an annual
basis.
In addition, we lease space from the Regents of the University of California, Irvine, for the installation and demonstration of the FP250
equipment. The lease expires on January 1, 2015. The monthly payment is $2,000 and increases to $7,750 in September 2014. The university
will provide certain goods and services including certain research and development services.
Sublease – 9400 Toledo

In September 2013, we began subleasing a certain portion of this property to a third party on a month-to-month basis at a rate of $720 per
month.
We also finalized a Sublease Agreement with FEES, effective August 1, 2013 through October 1, 2013, (the “Sublease”), whereby FEES
temporarily subleased 6,000 square feet of the property for warehousing, storage and/or office purposes for a monthly rent of $3,300. Under
the Sublease, FEES assigned to us its initial security deposit under the Lease of $27,630.
On March 7, 2014, we subleased 5,000 square feet of office space at our headquarters, commencing March 1, 2014 to a third party
tenant. The lease is for 34 months and requires payments of $7,000 per month for the initial twelve months, increasing to $7,210 for the next
twelve months, and $7,426.30 for the remaining ten months. The lease includes use of the existing furniture and telephone equipment over
the life of the lease.
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Note 15 - Subsequent Events
Amendment to Secured Notes
On July 11, 2014, the Company entered into a letter agreement with the investors who are parties to the Securities Purchase Agreement dated
as of April 15, 2014 (the “SPA”). The letter agreement amends certain terms of the SPA and the Secured Notes issued thereunder.
The letter agreement amends the SPA as follows:
●

The period of time during which the Company may sell and issue up to $2.0 million of its equity securities without the
consent of the investors is increased from 45 days commencing April 16, 2014, to 120 days.

The letter agreement amends the Secured Notes as follows:
●

The date of the Company’s first monthly installment payment is changed from July 16, 2014, to August 15, 2014;

●

The date of the Company’s final monthly installment, as well as the maturity date of the Secured Notes, is changed from
October 16, 2015, to November 16, 2015;

●

The required closing price of the Company’s common stock in order to satisfy certain equity conditions is changed from
$0.50 to $0.35; and

●

The percentage used to determine the Market Price (as defined in the Secured Notes) of the Company’s common stock, is
changed from 85% to 82%.

Except for the foregoing amendments, the remaining terms of the SPA and the Secured Notes remain unchanged. The investors who are
signatories to the letter agreement collectively constitute the Required Holders (as defined in the SPA and the Secured Notes) necessary to
effectuate the foregoing amendments.
Resignation of Chief Financial Officer
On June 24, 2014, Ms. Kelly Anderson tendered her resignation as the Company’s Chief Financial Officer and Treasurer, effective July 3,
2014.
Ms. Anderson has agreed to provide services as Chief Financial Officer on an interim basis following her resignation. In connection
therewith, the Company entered into an Independent Consulting Agreement dated as of June 26, 2014 (the “Consulting Agreement”), with
BKA Enterprises, Inc., of which Ms. Anderson is a principal. Under the Consulting Agreement, Ms. Anderson will provide services as the
interim Chief Financial Officer from July 3, 2014 until the earlier of September 1, 2014, or the filing of the quarterly report on Form 10-Q
for the quarter ended June 30, 2014. For such services, BKA Enterprises, Inc. shall be compensated at an hourly rate of
$135. Additionally, the stock options previously granted to Ms. Anderson will continue to vest in accordance with their terms until the
termination of the Consulting Agreement, and she will have 90 days from such termination to exercise her vested options.
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Conversion and Redemption of Secured Notes Payable
On August 14, 2014, we entered into a Conversion and Redemption Agreement (each, an "Agreement" and together the "Agreements")
with each holder of the Secured Notes. Pursuant to the Agreements:
·

The conversion price of the Secured Notes is adjusted to $0.20 per share (subject to stock dividend, stock split, stock
combination, reclassification or similar transaction);

·

The holders of the Secured Notes shall convert a portion of the Secured Notes held by them, in an aggregate amount
of $2,711,000, into 13,555,000 shares of our common stock in the aggregate based on the adjusted conversion price;

·

The holders of the Secured Notes shall redeem a portion of the Secured Notes held by them for cash, in the aggregate
amount of $1,866,000, from the funds held in the control account;

·

The Secured Notes shall be cancelled immediately following the foregoing conversion and redemption; and

·

$405,000, net of $17,000 of legal fees, of the funds held in the control account shall be transferred to us immediately
after the closing of the Agreements.

The closing of the Agreements occurred on August 15, 2014, and we received funds from the control account on August 18, 2014. The
following reflect changes to our financial statements resulted upon the conversion and redemption of the secured notes payable:
Increase
(decrease)
Operating Cash
Restricted Cash

$
405,000
$ (2,288,000)

Convertible Note
Discount on convertible note

$ (4,575,000)
$ (2,696,000)

Derivative liabilities

$

Common stock
Paid in capital

$
1,000
$ 2,710,000

Outstanding shares

(724,000)

13,555,000
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Item 2. Management's Discussion and Analysis or Plan of Operations.
The following discussion and analysis of our financial condition is as of June 30, 2014. Our results of operations should be read in
conjunction with our unaudited condensed consolidated financial statements and notes thereto included elsewhere in this quarterly report
on Form 10-Q and the audited consolidated financial statements and the notes thereto included in our Annual Report on Form 10-K for
the year ended December 31, 2013.
Forward-Looking Statements
Some of the statements contained in this report discuss future expectations, contain projections of results of operations or financial
condition, or state other "forward-looking" information. The words "believe," "intend," "plan," "expect," "anticipate," "estimate,"
"project," "goal" and similar expressions identify such a statement was made. These statements are subject to known and unknown risks,
uncertainties, and other factors that could cause the actual results to differ materially from those contemplated by the statements. The
forward-looking information is based on various factors and is derived using numerous assumptions. Factors that might cause or
contribute to such a discrepancy include, but are not limited to the risks discussed in this and our other Securities and Exchange
Commission (“SEC”) filings. We do not take any responsibility to update forward-looking information to reflect actual results or changes
in assumptions or other factors that could affect those statements except as otherwise provided by law. Future events and actual results
could differ materially from those expressed in, contemplated by, or underlying such forward-looking statements.
Overview
We design, develop, and manufacture Gradual Oxidizer products and technology that aim to expand power generation into previously
uneconomical markets, while, at the same time, reducing the emissions of gases produced from industrial processes that contribute to air
pollution and climate change. We believe that our products and technologies will provide customers with cost competitive power
generation having lower emissions and greater fuel flexibility than conventional power plants.
Our patented and patent pending Gradual Oxidizer products and technology allow for the extraction of energy from previously unusable
low Btu fuels, while significantly reducing harmful pollutants and creating useful energy products such as heat and electricity. Gradual
Oxidation potentially can unlock power generation for a wide range of low-quality fuels that extend beyond the operating limits of
traditional gas turbine and reciprocating engine. Our goal is to reduce the cost of our customers’ compliance with local, state, and federal
air quality regulations by avoiding the chemicals, catalysts, and complex permitting required by competitive systems.
Our first commercial product, the Ener-Core Powerstation FP250 (“FP250”), combines our Gradual Oxidizer technology with a 250
kilowatt gas turbine that was initially developed by Ingersoll-Rand, plc, and subsequently enhanced by our predecessor FlexEnergy, Inc.
(“Predecessor”). Because our Gradual Oxidizer replaces a turbine’s standard combustor, the FP250 can operate on a gaseous fuel that is
much lower in quality, and with fewer emissions than a conventional turbine.
After deployment of FP250 development and field test units in 2011 and 2012, we shipped the first commercial FP250 on November 14,
2013, to the Netherlands per the terms of our agreement with Efficient Energy Conversion Turbo Machinery, B.V. (“EECT”).
We currently anticipate that our second commercial product will be the Ener-Core Powerstation KG2-3G/GO (“KG2”), which will
combine our Gradual Oxidizer technology with a two megawatt gas turbine, developed by Dresser-Rand a.s., a subsidiary of Dresser-Rand
Group Inc. (“Dresser Rand”). We have completed system layout and analytic models integrating our Gradual Oxidizer with this turbine
and have initiated design and development of the KG2. We expect that we will field test units in late 2014 or 2015, with initial
commercial shipments shortly thereafter.
We currently anticipate future development of additional commercial systems by integrating our Gradual Oxidizer with larger gas
turbines from a select group of manufacturers.
We are subject to a number of risks, which the reader should be aware of before deciding to invest in our common stock. Such risks are
discussed in the section entitled “Risk Factors” in our Annual Report on Form 10-K for the year ended December 31, 2013, that we filed
with the SEC on April 15, 2014.
First Half Highlights
April 16, 2014 Secured Notes
On April 16, 2014, we consummated the sale of $4.6 million of convertible secured promissory notes (the “Secured Notes”) with an
original issue discount of $0.6 million, as well as warrants to purchase up to 4.1 million shares of our common stock in a private
placement to a five institutional investors. We received gross proceeds of $4.0 million, less transaction expenses of approximately $0.3
million, of which $2.3 million has been placed in a control account and its usage restricted. In connection with the issuance of the
Secured Notes, we agreed to pay our placement agent 6.5% of the total principal amount of the Secured Notes, of which $0.2 million will
be paid as the funds are released from the control account. We also issued our placement agent warrants to purchase up to 0.7 million
shares of common stock. The warrants are exercisable at $0.78 and expire on April 15, 2019. We intend to use the proceeds for general
corporate purposes.
On July 11, 2014, we entered into a letter agreement with the investors who are parties to the Securities Purchase Agreement dated as of
April 15, 2014 (the “SPA”). The letter agreement amends certain terms of the SPA and the Secured Notes issued thereunder.
The letter agreement amends the SPA as follows:

●

The period of time during which we may sell and issue up to $2.0 million of our equity securities without the consent of
the investors is increased from 45 days commencing April 16, 2014, to 120 days.

The letter agreement amends the Secured Notes as follows:
●

The date of our first monthly installment payment is changed from July 16, 2014, to August 15, 2014;

●

The date of our final monthly installment payment, as well as the maturity date of the Secured Notes, is changed from
October 16, 2015, to November 16, 2015;

●

The required closing price of our common stock in order to satisfy certain equity conditions is changed from $0.50 to
$0.35; and

●

The percentage used to determine the Market Price (as defined in the Secured Notes) of our common stock, is changed
from 85% to 82%.

EECT
For the three and six months ended June 30, 2014, we deemed our contract with EECT complete and recorded revenue related to the
contract plus change orders.
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Sublease – 9400 Toledo
On March 7, 2014, we subleased 5,000 square feet of office space at our headquarters to a third party tenant, commencing March 1,
2014. The lease is for 34 months and requires payments of $7,000 per month for the initial twelve months, increasing to $7,210 for the
next twelve months, and $7,426.30 for the remaining ten months. The lease includes use of the existing furniture and telephone
equipment over the life of the lease.
Conversion and Redemption of Secured Notes Payable
On August 14, 2014, we entered into a Conversion and Redemption Agreement (each, an "Agreement" and together the "Agreements")
with each holder of the Secured Notes. Pursuant to the Agreements:
·

The conversion price of the Secured Notes is adjusted to $0.20 per share (subject to stock dividend, stock split,
stock combination, reclassification or similar transaction);

·

The holders of the Secured Notes shall convert a portion of the Secured Notes held by them, in an aggregate amount
of $2,711,000, into 13,555,000 shares of our common stock in the aggregate based on the adjusted conversion price;

·

The holders of the Secured Notes shall redeem a portion of the Secured Notes held by them for cash, in the aggregate
amount of $1,866,000 from the funds held in a Control Account established in connection with the SPA;

·

The Secured Notes shall be cancelled immediately following the foregoing conversion and redemption; and

·

$405,000, net of $17,000 of legal fees, of the funds held in the Control Account shall be transferred to us
immediately after the closing of the Agreements.

The closing of the Agreements occurred on August 15, 2014, and we received funds from the control account on August 18, 2014.
Corporate Information
Ener-Core, Inc. (“Ener-Core”) was incorporated in Nevada in April 2010. Ener-Core’s operating subsidiary, Ener-Core Power, Inc.
(“Ener-Core Power”), was incorporated in Delaware in July 2012 under the name “Flex Power Generation, Inc.” Ener-Core Power
became Ener-Core’s subsidiary in July 2013 by merging with Flex Merger Acquisition Sub, Inc., a Delaware corporation wholly owned
by Ener-Core.
The address of our corporate headquarters is 9400 Toledo Way, Irvine, California 92618, and our telephone number is (949) 616-3300.
Our website can be accessed at www.ener-core.com. All of our operations are located in the United States. Our fiscal year ends
December 31.
Going Concern
Our condensed consolidated financial statements included with this report are prepared using the accrual method of accounting in
accordance with accounting principles generally accepted in the United States of America (“GAAP”) and have been prepared on a going
concern basis, which contemplates the realization of assets and settlement of liabilities in the normal course of business. Since our
inception, we have made a substantial investment in research and development to develop the Gradual Oxidizer. We have successfully
deployed a FP250 field test unit at the U.S. Army base at Fort Benning, Georgia, and shipped our first commercial product in November
2013.
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We have sustained recurring net losses and negative cash flows since inception and have not yet established an ongoing source of
revenues sufficient to cover our operating costs and allow us to continue as a going concern. As of August 18, 2014, we have a
substantial working capital deficit and require significant additional capital immediately to continue operations. We must secure
additional funding to pay our current liabilities, continue as a going concern and execute our business plan.
Management’s plan is to obtain such resources by obtaining capital sufficient to meet our operating expenses by seeking additional
equity and/or debt financing. The cash and cash equivalents balance (including restricted cash) on June 30, 2014 and August 18, 2014,
was $2.8 million and $0.4 million (including restricted cash of $2.3 million and $50,000), respectively. On April 16, 2014, we issued
$4.6 million of senior secured convertible notes (see Note 8), with net proceeds of $3.8 million, of which $2.3 million was held in a
control account subject to be released at the option of the lender representative when we are not in default and certain equity conditions
are satisfied, and to the extent such restricted funds exceed the aggregate principal amount then outstanding. On August 15, 2014, we
converted $2.7 million of the notes into shares of our common stock, and on August 18, 2014, we received proceeds of $0.4 million
from the control account. The remaining $1.9 million in the control account was redeemed by the lenders. We project that our
unrestricted cash balance of $0.4 million as of August 18, 2014, will continue to meet our working capital needs, general corporate
purposes, and related obligations for the next 30 days. However, as of August 18, 2014, our short term liabilities totaled $0.9
million. Currently, we do not have adequate funds to satisfy these liabilities. If we are unable to secure financing immediately, then
we may be forced to cease or curtail operations immediately.
Management’s plan is to obtain capital sufficient to meet our operating expenses by seeking additional equity and/or debt financing,
although no definitive agreement has been entered into in connection therewith as of August 18, 2014. We will need to obtain
additional financing to continue operations beyond the next 30 days. We cannot guaranty that we will be able to complete a financing
on a timely basis, with favorable terms or at all. Even if we are able to secure financing, we may still have to significantly reduce costs
and delay projects, which would adversely affect our business, customers and program development.
We will pursue raising additional debt or equity financing to fund our operations and product development. If future funds are raised
through issuance of stock or debt, these securities could have rights, privileges, or preferences senior to those of common stock and debt
covenants that could impose restrictions on the Company’s operations. The sale of additional equity securities or debt financing will
likely result in additional dilution to the Company’s current shareholders. Management’s inability to successfully complete any other
financing will adversely impact our ability to continue as a going concern. If our business fails or we are unable to seek immediate
financing, our investors may face a complete loss of their investment.
The accompanying consolidated financial statements do not give effect to any adjustments that might be necessary if we were unable to
meet our obligations or continue operations as a going concern.
Critical Accounting Policies and Estimates
While our significant accounting policies are more fully described in Note 2 to our unaudited condensed consolidated financial statements
included elsewhere in this report, we believe that the following accounting policies are the most critical to aid you in fully understanding
and evaluating this management discussion and analysis.
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Segments
We operate in one segment. All of our operations are located domestically.
Use of Estimates
The preparation of financial statements in conformity with GAAP requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the
reported amounts of expenses during the reporting period. Significant items subject to such estimates and assumptions include but are not
limited to: collectability of receivables; the valuation of certain assets, useful lives, and carrying amounts of property and equipment,
equity instruments and share-based compensation; provision for contract losses; valuation allowances for deferred income tax assets;
valuation of derivative liabilities; and exposure to warranty and other contingent liabilities. We base our estimates on historical
experience and on various other assumptions that are believed to be reasonable under the circumstances, the results of which form the
basis for making judgments about the carrying values of assets and liabilities that are not readily apparent from other sources. Actual
results may differ from these estimates.
Foreign Currency Adjustments
Our functional currency for all operations worldwide is the U.S. dollar. Nonmonetary assets and liabilities are translated at historical
rates and monetary assets and liabilities are translated at exchange rates in effect at the end of the year. Income statement accounts are
translated at average rates for the year. At June 30, 2014 and December 31, 2013, we did not hold any foreign currency asset or liability
amounts. Gains and losses resulting from foreign currency transactions are reported as other income in the period they occurred.
Concentrations of Credit Risk
Cash and Cash Equivalents
We maintain our non-interest bearing transactional cash accounts at financial institutions for which the Federal Deposit Insurance
Corporation (“FDIC”) provides insurance coverage of up to $250,000. For interest bearing cash accounts, from time to time, balances
exceed the amount insured by the FDIC. We have not experienced any losses in such accounts and believe we are not exposed to any
significant credit risk related to these deposits. At June 30, 2014, we had $2.3 million in excess of the FDIC limit.
We consider all highly liquid investments available for current use with an initial maturity of three months or less and are not restricted to
be cash equivalents. We invest our cash in short-term money market accounts.
Restricted Cash
The Special Deposit Account Control Agreement
In conjunction with the Secured Notes, we entered into a Special Deposit Account Control Agreement whereby $2.3 million of the
proceeds from the Secured Notes were placed in a control account controlled by the lender representative, to be released at the lender
representative’s option, or when the total outstanding Secured Notes payable are less than the balance in the control account, at which
time the lender representative would release the funds.
Collateral Account
Under a credit card processing agreement with a financial institution that was entered in 2013, we are required to maintain funds on
deposit with the financial institution as collateral. The amount of the deposit is at the discretion of the financial institution was $50,000
on June 30, 2014 and December 31, 2013.
Accounts Receivable
Our accounts receivable are typically from credit worthy customers or, for international customers are supported by guarantees or letters
of credit. For those customers to whom we extend credit, we perform periodic evaluations of them and maintain allowances for potential
credit losses as deemed necessary. We generally do not require collateral to secure accounts receivable. We have a policy of reserving
for uncollectible accounts based on our best estimate of the amount of probable credit losses in existing accounts receivable. We
periodically review our accounts receivable to determine whether an allowance is necessary based on an analysis of past due accounts and
other factors that may indicate that the realization of an account may be in doubt. Account balances deemed to be uncollectible are
charged to the allowance after all means of collection have been exhausted and the potential for recovery is considered remote.
At June 30, 2014 and December 31, 2013, we did not have any allowance for doubtful accounts. Although we expect to collect amounts
due, actual collections may differ from the recorded amounts.
As of June 30, 2014 and December 31, 2013, two customers accounted for 98% of total accounts receivable. One customer accounted for
100% of net revenues for the three and six months ended June 30, 2014. A different customer accounted for 99.7% of net revenues for
the three and six months ended June 30, 2013.
Accounts Payable
As of June 30, 2014 and December 31, 2013, two vendors collectively accounted for approximately 46% and 48% of total accounts
payable. There were no purchases made for the six months ended June 30, 2014. For the six months ended June 30, 2013, one vendor

accounted for 100% of our purchases. There were no purchases made for the three months ended June 30, 2013 and 2014.
Inventory
Inventory, which consists of raw materials, is stated at the lower of cost or net realizable value, with cost being determined by the
average-cost method, which approximates the first-in, first-out method. At each balance sheet date, we evaluate our ending inventory for
excess quantities and obsolescence. This evaluation primarily includes an analysis of forecasted demand in relation to the inventory on
hand, among consideration of other factors. Based upon the evaluation, provisions are made to reduce excess or obsolete inventories to
their estimated net realizable values. Once established, write-downs are considered permanent adjustments to the cost basis of the
respective inventories. At June 30, 2014 and December 31, 2013, we did not have a reserve for slow-moving or obsolete inventory.
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Costs in Excess of Billings on Uncompleted Contracts
Costs in excess of billings on uncompleted contracts in the accompanying consolidated balance sheets represents accumulation of costs
for labor, materials, overhead and other costs that have been incurred. These costs will be recognized as costs of goods sold when the
contract is considered complete in accordance with the completed-contract method. Costs in excess of billings on uncompleted contracts
were $0 and $801,000 at June 30, 2014 and December 31, 2013, respectively. In June 2014, our contract with EECT was completed,
resulting in the recognition of revenue related to the contract plus change orders and all associated costs.
Property and Equipment
Property and equipment are stated at cost, and are being depreciated using the straight-line method over the estimated useful lives of the
related assets, ranging from three to ten years. Maintenance and repairs that do not improve or extend the lives of the respective assets are
expensed. At the time property and equipment are retired or otherwise disposed of, the cost and related accumulated depreciation
accounts are relieved of the applicable amounts. Gains or losses from retirements or sales are reflected in the consolidated statements of
operations.
Deposits
Deposits primarily consist of amounts incurred or paid in advance of the receipt of fixed assets or are deposits for rent and insurance.
Deferred Rent
We record deferred rent expense, which represents the temporary differences between the reporting of rental expense on the financial
statements and the actual amounts remitted to the landlord. The deferred rent portion of lease agreements are leasing inducements
provided by the landlord. Also, tenant improvement allowances provided are recorded as a deferred rent liability and recognized ratably
as a reduction to rent expense over the lease term.
Intangible Assets
We amortize our intangible assets with finite lives over their estimated useful lives.
Impairment of Long-Lived Assets
We account for our long-lived assets in accordance with the accounting standards which require that long-lived assets be reviewed for
impairment whenever events or changes in circumstances indicate that the historical carrying value of an asset may no longer be
appropriate. We consider the carrying value of assets may not be recoverable based upon its review of the following events or changes in
circumstances: the asset’s ability to continue to generate income from operations and positive cash flow in future periods; loss of legal
ownership or title to the assets; significant changes in our strategic business objectives and utilization of the asset; or significant negative
industry or economic trends. An impairment loss would be recognized when estimated future cash flows expected to result from the use
of the asset are less than its carrying amount. As of June 30, 2014 and December 31, 2013, we do not believe there have been any other
impairments of our long-lived assets. There can be no assurance, however, that market conditions will not change or demand for our
products will continue, which could result in impairment of long-lived assets in the future.
Fair Value of Financial Instruments
Our financial instruments consist primarily of cash and cash equivalents, restricted cash, accounts receivable, accounts payable, derivative
liabilities, Secured Notes payable and related debt discounts and capital lease liabilities. Fair value estimates discussed herein are based
upon certain market assumptions and pertinent information available to management as of June 30, 2014 and December 31, 2013. The
carrying amounts of short-term financial instruments are reasonable estimates of their fair values due to their short-term nature or
proximity to market rates for similar items.
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We determine the fair value of our financial instruments based on a three-level hierarchy established for fair value measurements under
which these assets and liabilities must be grouped, based on significant levels of observable or unobservable inputs. Observable inputs
reflect market data obtained from independent sources, while unobservable inputs reflect management’s market assumptions. This
hierarchy requires the use of observable market data when available. These two types of inputs have created the following fair-value
hierarchy:
●

Level 1: Valuations based on unadjusted quoted prices in active markets that are accessible at the measurement date for
identical, unrestricted assets or liabilities. Currently, we do not have any items classified as Level 1.

●

Level 2: Valuations based on observable inputs (other than Level 1 prices), such as quoted prices for similar assets at the
measurement date quoted prices in markets that are not active, or inputs which are observable, either directly or indirectly,
for substantially the full term of the asset or liability. Funds maintained in our money market account are classified as
Level 2.

●

Level 3: Valuations based on inputs that require inputs that are both significant to the fair value measurement and
unobservable and involve management judgment (i.e., supported by little or no market activity). Currently, we do not have
any items classified as Level 3.

If the inputs used to measure fair value fall in different levels of the fair value hierarchy, a financial security’s hierarchy level is based
upon the lowest level of input that is significant to the fair value measurement.
Derivative Financial Instruments
The Company’s objectives in using derivative financial instruments are to obtain the lowest cash cost-source of funds. Derivative
liabilities are recognized in the condensed consolidated balance sheets at fair value based on the criteria specified in Financial Accounting
Standards Board (“FASB”) Accounting Standards Codification (“ASC”) topic 815-40 “ Derivatives and Hedging – Contracts in Entity’s
own Equity.” The estimated fair value of the derivative liabilities is calculated using either the Black-Scholes-Merton or Monte Carlo
simulation model method. The Company’s common stock warrants issued in April 2014 along with the convertible secured notes
payable and embedded derivatives have been bifurcated from the debt host and are classified as liabilities on the condensed consolidated
balance sheet. The Company records the warrants and embedded derivative liabilities at fair value and adjusts the carrying value of the
common stock warrants and embedded derivatives to their estimated fair value at each reporting date with the increases or decreases in the
fair value of such warrants and derivatives at each reporting date, recorded as a gain or (loss) in the condensed consolidated statements of
operations.
Revenue Recognition
We generate revenue from the sale of our clean power energy systems and from consulting services. Revenue is recognized when there is
persuasive evidence of an arrangement, product delivery and acceptance have occurred, the sales price is fixed or determinable and
collectability of the resulting receivable is reasonable assured. Amounts billed to clients for shipping and handling are classified as sales
of product with related costs incurred included in cost of sales.
Provisions for discounts and rebates to customers, estimated returns and allowances, and other adjustments are provided for in the same
period the related revenue is recorded. We defer any revenue for which the services have not been performed or is subject to refund until
such time that we and our customer jointly determine that the services have been performed or no refund will be required.
Revenues under long-term construction contracts are generally recognized using the completed-contract method of accounting. Longterm construction-type contracts for which reasonably dependable estimates cannot be made or for which inherent hazards make estimates
difficult are accounted for under the completed-contract method. Revenues under the completed-contract method are recognized upon
substantial completion – that is acceptance by the customer, compliance with performance specifications demonstrated in a factory
acceptance test or similar event. Accordingly, during the period of contract performance, billings and costs are accumulated on the
balance sheet, but no profit or income is recorded before completion or substantial completion of the work. Anticipated losses on
contracts are recognized in full in the period in which losses become probable and estimable. Changes in estimate of profit or loss on
contracts are included in earnings on a cumulative basis in the period the estimate is changed. We had deferred all amounts received on
our contract with EECT until the contract is substantially completed, which occurred in June 2014, at which time the entire contract,
including change orders, was recorded as revenue. As of June 30, 2014 and December 31, 2013, we had a provision for contract loss of
approximately $15,000 and $100,000, respectively, related to our contract with EECT.
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Research and Development Costs
Research and development costs are expensed as incurred. Research and development was $1.0 million and $0.4 million for the three
months ended June 30, 2014 and 2013, respectively, and $1.7 million and $0.7 million for the six months ended June 30, 2014 and 2013,
respectively.
Share-Based Compensation
We maintain a stock option plan and record expenses attributable to the stock option plan. We amortize share-based compensation from
the date of grant on a weighted average basis over the requisite service (vesting) period for the entire award.
We account for equity instruments issued to consultants and vendors in exchange for goods and services at fair value. The measurement
date for the fair value of the equity instruments issued is determined at the earlier of (i) the date at which a commitment for performance
by the consultant or vendor is reached or (ii) the date at which the consultant’s or vendor’s performance is complete. In the case of equity
instruments issued to consultants, the fair value of the equity instrument is recognized over the term of the consulting agreement.
In accordance with the accounting standards, an asset acquired in exchange for the issuance of fully vested, non-forfeitable equity
instruments should not be presented or classified as an offset to equity on the grantor’s balance sheet once the equity instrument is granted
for accounting purposes. Accordingly, we record the fair value of the fully vested, non-forfeitable common stock issued for future
consulting services as prepaid expense in our consolidated balance sheets.
Income Taxes
We account for income taxes under FASB ASC 740 “Income Taxes.” Under the asset and liability method of FASB ASC 740, deferred
tax assets and liabilities are recognized for the future tax consequences attributable to differences between the financial statements
carrying amounts of existing assets and liabilities and their respective tax bases. Deferred tax assets and liabilities are measured using
enacted tax rates expected to apply to taxable income in the years in which those temporary differences are expected to be recovered or
settled. Under FASB ASC 740, the effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the
period the enactment occurs. A valuation allowance is provided for certain deferred tax assets if it is more likely than not that we will not
realize tax assets through future operations.
Earnings (Loss) per Share
Basic earnings (loss) per share is computed by dividing net loss attributable to common stockholders by the weighted average number of
common shares assumed to be outstanding during the period of computation. Diluted earnings (loss) per share is computed similar to
basic earnings (loss) per share except that the denominator is increased to include the number of additional common shares that would
have been outstanding if the potential shares had been issued and if the additional common shares were dilutive. Approximately 23.6
million shares of common stock are issuable upon the exercise of outstanding options and warrants, and the conversion of debt, at June
30, 2014. There were no options and warrants outstanding at June 30, 2013. Dilutive equivalents were excluded from the computation of
diluted loss per share due to the anti-dilutive effect on net loss per share.
Three Months Ended
June 30,
2014
2013
Net loss
Weighted average number of common shares outstanding:
Basic and diluted
Net loss attributable to common stockholders per share:
Basic and diluted

Six Months Ended
June 30,
2014
2013

$ (2,968,000) $ (1,830,000) $ (4,947,000) $ (2,623,000)
72,462,000
$

(0.04) $

65,450,000
(0.03) $

72,508,000
(0.07) $

64,257,000
(0.04)

Comprehensive Income (Loss)
We have no items of other comprehensive income (loss) in any period presented. Therefore, net loss as presented in our Condensed
Consolidated Statements of Operations equals comprehensive loss.
Recently Issued Accounting Pronouncements
Effective January 1, 2014, we adopted Financial Accounting Standards Board (“FASB”) Accounting Standards Update (“ASU”) 2013-07,
Presentation of Financial Statements (Topic 205): Liquidation Basis of Accounting (“ASU 2013-07”). The amendments in ASU 2013-07
clarify when an entity should apply the liquidation basis of accounting and provide principles for the recognition and measurement of
associated assets and liabilities. In accordance with the amendments, the liquidation basis is used when liquidation is
imminent. Liquidation is considered imminent when the likelihood is remote that the organization will return from liquidation and either:
(a) a plan for liquidation is approved by the person or persons with the authority to make such a plan effective and the likelihood is remote
that the execution of the plan will be blocked by other parties; or (b) a plan for liquidation is being imposed by other forces. The adoption
of ASU 2013-07 did not have a material impact on our condensed consolidated financial statements.
Effective January 1, 2014, we adopted FASB ASU 2013-11, Income Taxes (Topic 740): Presentation of an Unrecognized Tax Benefit
When a Net Operating Loss Carryforward, a Similar Tax Loss, or a Tax Credit Carryforward Exists (“ASU 2013-11”). The amendments
in ASU 2013-11 clarify that an unrecognized tax benefit, or a portion of an unrecognized tax benefit, should be presented in the financial

statements as a reduction to a deferred tax asset for a net operating loss carryforward, a similar tax loss, or a tax credit carryforward if
such settlement is required or expected in the event the uncertain tax position is disallowed. In situations where a net operating loss
carryforward, a similar tax loss, or a tax credit carryforward is not available at the reporting date under the tax law of the applicable
jurisdiction or the tax law of the jurisdiction does not require, and the entity does not intend to use the deferred tax asset for such purpose,
the unrecognized tax benefit should be presented in the financial statements as a liability and should not be combined with deferred tax
assets. The adoption of ASU 2013-11 did not have a material impact on our condensed consolidated financial statements.
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RESULTS OF OPERATIONS FOR THE THREE AND SIX MONTHS ENDED JUNE 30, 2014, AS COMPARED TO THE
THREE AND SIX MONTHS ENDED JUNE 30, 2013
Three Months Ended
June 30,
2014
2013
Revenues:
Revenues
Revenues – related party
Total revenues
Cost of good sold:
Cost of goods sold
Cost of goods sold – related party
Total costs of goods sold
Gross Profit

$

810,000
810,000
803,000
803,000
7,000

$

Six Months Ended
June 30,
2014
2013

3,000 $
9,000
12,000
2,000
6,000
8,000
4,000

810,000 $
810,000

7,000
9,000
16,000

803,000
803,000
7,000

6,000
6,000
12,000
4,000

Operating expenses:
Selling, general, and administrative
Research and development
Total operating expenses
Operating loss

1,607,000
953,000
2,560,000
(2,553,000)

Other income (expenses):
Interest expense
Amortization of debt discount
Interest expense – related party
Gain on derivative liabilities
Total other income (expenses), net
Loss before provision for income taxes
Provision for income taxes
Net loss

(5,000)
(540,000)
130,000
(415,000)
(2,968,000)
(2,968,000)

(7,000)
(540,000)
(10,000)
130,000
(417,000)
(10,000)
(1,830,000) (4,946,000) (2,623,000)
1,000
(1,830,000) $ (4,947,000) $ (2,623,000)

Loss per share – basic and diluted
Weighted average common shares – basic and diluted

(0.04)
72,462,000

(0.03) $
(0.07) $
(0.04)
65,450,000
72,508,000 64,257,000
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1,440,000
394,000
1,834,000
(1,830,000)

2,791,000
1,745,000
4,536,000
(4,529,000)

1,947,000
670,000
2,617,000
(2,613,000)

-

Revenue
Our revenue primarily consists of Gradual Oxidizer sales as well as engineering services. For the three and six months ended June 30,
2014, we had revenue of $810,000 and $810,000, respectively, as compared to $12,000 and $16,000 for the same periods of the prior
year. The revenue was primarily from the sale of a Gradual Oxidizer unit to EECT in the second quarter of 2014. For the prior year, the
revenue consisted of engineering services of which $9,000 was to a related party.
Cost of Goods Sold
For the three months ended June 30, 2014, cost of goods sold was $803,000, compared to $8,000 for the same period of the prior year.
For the six months ended June 30, 2014, cost of goods sold was $803,000, compared to $12,000 for the same period of the prior
year. Cost of goods sold for the 2014 periods primarily consisted of the costs to build of our Gradual Oxidizer unit, including materials,
labor, overhead costs and warranty costs. Cost of goods for the 2013 periods was primarily cost of labor for engineering services, of
which $6,000 was for related party sales.
Gross Profit (Loss)
As sales are generated and potentially increase, management anticipates that costs of sales will continue to decrease as a percentage of
sales as we will experience economics of scale.
Selling, general and administrative expenses
Selling, general and administrative expenses costs include officer compensation, salaries and benefits, stock-based compensation expense,
consulting fees, legal expenses, intellectual property costs, accounting and auditing fees, investor relations costs, insurance, public
company reporting costs and listing fees, and corporate overhead related costs. Total selling, general and administrative expenses for the
three and six months ended June 30, 2014 was approximately $1.6 million and $2.8 million, respectively, as compared to $1.4 million and
$1.9 million for the same periods of 2013, respectively. The increase is primarily due to the charge related to the re-pricing of
outstanding stock options.
As we continue to further develop our infrastructure, expand our business and incur expenses related to being a public company, we
anticipate that our selling, general and administrative expenses will increase in absolute dollars as well as a percentage of total revenues.
Research and development
Research and development costs include development expenses for the Gradual Oxidizer, including salaries and benefits, consultant fees,
cost of supplies and materials for samples and prototypes, depreciation, as well as outside services costs. Research and development
expense for the three and six months ended June 30, 2014 was approximately $1.0 million and $1.7 million, respectively, as compared to
$0.4 million and $0.7 million for the same periods of 2013, respectively. The increase of $0.6 million was primarily due to development
costs of our products and the charge to expense related to the re-pricing of outstanding stock options. As we continue to develop future
generations of our product, we anticipate that our research and development costs will increase in absolute dollars as well as a percentage
of our total revenues.
Other Income (Expenses):
Other income and expenses for the three and six months ended June 30, 2014 consist primarily of interest expense related to our capital
leases and Secured Notes, amortization of debt discount and the fair value adjustment of our derivative liabilities. For the six months
ended June 30, 2013, the related party interest expense was primarily due to our related party notes payable.
Net Loss
For the three and six months ended June 30, 2014, our net loss was approximately $3.0 million and $4.9 million, respectively, primarily
from selling, general and administrative expenses, including stock-based compensation expenses and ongoing research and development
costs for our products and other expenses. For the three and six months ended June 30, 2013, our net loss of $1.8 million and $2.6
million, respectively, consisting primarily of operating expenses.
Earnings per share
Earnings per share, basic and diluted were $(0.03) and $(0.04) for the three and six months ended June 30, 2014, respectively, and $(0.07)
and $(0.04) for the three and six months ended June 30, 2013, respectively.
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Liquidity
Cash Flows used in Operating Activities
Our cash used in operating activities was approximately $2.2 million and $1.4 million for the six months ended June 30, 2014 and 2013,
respectively. Cash flow used in operations resulted primarily from net losses of approximately $4.9 million and $2.6 million for the six
months ended June 30, 2014 and 2013, respectively, offset in part by stock-based compensation, depreciation and amortization, and
increase in accounts payable.
Cash Flows from Investing Activities
Our cash used in investing activities was approximately $2.3 million and was attributable to the increase in restricted cash in connection
with the Secured Notes as well as purchases of property and equipment for the six months ended June 30, 2014. There was $3,000 cash
used in investing activities for the six months ended June 30, 2013 related to fixed asset purchases.
Cash Flows from Financing Activities
Net cash provided by financing activities was $3.8 million for the six months ended June 30, 2014 related to the proceeds from the
Secured Notes offset in part by payments for capital lease. There was $1.5 million of cash provided by financing activities for the six
months ended June 30, 2013 related to the sale of our common stock and issuance of related party advances and notes.
Capital Resources
Our principal capital requirements are to fund our working capital requirements, invest in research and development and capital
equipment, and the continued costs of public company filing requirements. We have historically funded our operations through debt and
equity financings. In July and August 2013, we completed private placements and received net proceeds of approximately $4.1 million,
after deduction of offering expenses. In November 2013, we raised approximately $1.4 million after deductions of offering expenses as
part of a private placement offering. In April 2014, we issued $4.6 million of the Secured Notes, from which we received net proceeds of
$3.8 million, including $2.3 million that was deposited into a control account to be released to us at the lender representative’s option.
For the six months ended June 30, 2014, we incurred losses from operations, have an accumulated deficit of approximately $12.5 million
and net loss of approximately $4.9 million, and used cash in operations of approximately $2.0 million, which raises substantial doubt
about our ability to continue as a going concern.
We expect to continue to incur substantial additional operating losses from costs related to the continuation of product and technology
development and administrative activities. Our cash on hand at June 30, 2014 and August 18, 2014 was approximately $2.8 million and
$0.4 million (including restricted cash of $2.3 million and $50,000), respectively. We project that our unrestricted cash balance of $0.4
million as of August 18, 2014, will continue to meet our working capital needs, general corporate purposes, and related obligations for the
next 30 days. We will require additional debt or equity financing to maintain operations.
Our sales cycle can exceed 24 months and we do not expect to generate sufficient revenue in the next twelve months to cover our
operating and compliance costs. We will also need to raise additional debt or equity financing to fund new product development and
execute on the commercialization of our product plans. We cannot make any assurances that management's strategies will be effective or
that any additional financing will be completed on a timely basis, on acceptable terms or at all. Our inability to successfully implement
our strategies or to complete any other financing may mean that we would have to significantly reduce costs and/or delay projects, which
would adversely affect our business, customers and program development, and would adversely impact our ability to continue as a going
concern.
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We have not yet achieved profitable operations and have yet to establish an ongoing source of revenue to cover operating costs and meet
our ongoing obligations. Our cash needs for the next twelve months are projected to be in excess of $10.5 million which includes the
following:
●

employee, occupancy and related costs: $3.4 million;

●

pofessional fees and business development costs: $1.6 million;

●

research and development programs: $3.5 million;

●

legal compliance: $0.5 million; and

●

working capital: $1.5 million.

Off-Balance Sheet Arrangements
We have not entered into any other financial guarantees or other commitments to guarantee the payment obligations of any third parties.
We have not entered into any derivative contracts that are indexed to our shares and classified as stockholders’ equity that are not
reflected in our financial statements. Furthermore, we do not have any retained or contingent interest in assets transferred to an
unconsolidated entity that serves as credit, liquidity or market risk support to such entity. We do not have any variable interest in any
unconsolidated entity that provides financing, liquidity, market risk or credit support to us or engages in leasing, hedging or research and
development services with us.
Inflation
We believe that inflation has not had a material effect on our operations to date.
Item 3. Quantitative and Qualitative Disclosures About Market Risk.
Pursuant to Item 305(e) of Regulation S-K (§ 229.305(e)), we are not required to provide the information required by this Item as we are a
“smaller reporting company,” as defined by Rule 229.10(f)(1).
Item 4. Controls and Procedures.
Disclosure Controls and Procedures
We maintain disclosure controls and procedures that are designed to ensure that information required to be disclosed in our Exchange Act
reports is recorded, processed, summarized and reported within the time periods specified in the Commission’s rules and forms, and that
such information is accumulated and communicated to our management, including its Chief Executive Officer and Chief Financial
Officer, as appropriate, to allow timely decisions regarding required disclosure. In designing and evaluating the disclosure controls and
procedures, management recognizes that any controls and procedures, no matter how well designed and operated, can provide only
reasonable assurance of achieving the desired control objectives, and management necessarily is required to apply its judgment in
evaluating the cost-benefit relationship of possible controls and procedures.
As of June 30, 2014, the end of the quarterly period covered by this report, our management, under the supervision and with the
participation of our Chief Executive Officer and Chief Financial Officer, has performed an evaluation of the effectiveness of our
disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the Securities Exchange Act of 1934).
Based on the evaluation, our Chief Executive Officer and Chief Financial Officer concluded that, as of June 30, 2014, our disclosure
controls and procedures were ineffective at the reasonable assurance level. Such conclusion is due to the presence of material
weaknesses in internal control over financial reporting as described below. Management anticipates that our disclosure controls and
procedures will remain ineffective until such material weaknesses are remediated.
Changes in Internal Control over Financial Reporting
Remediation of Material Weaknesses
To address the material weaknesses described above, management performed additional analyses and other procedures to ensure that the
financial statements included herein fairly present, in all material respects, our financial position, results of operations and cash flows for
the periods presented.
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We are attempting to remediate the material weaknesses in our disclosure controls and procedures and internal controls over financial
reporting identified above by refining our internal procedures (see below). During the quarter ended June 30, 2014, we continue to
implement the following corrective actions, which management believes are reasonably likely to materially affect over our financial
reporting as they are designed to remediate the material weaknesses as described above:
●

We are in the process of further enhancing our internal finance and accounting organizational structure, which includes
hiring additional resources.

●

We are in the process of further enhancing the supervisory procedures to include additional levels of analysis and quality
control reviews within the accounting and financial reporting functions.

●

We are in the process of strengthening our internal policies and enhancing our processes for ensuring consistent treatment
and recording of reserve estimates and that validation of our conclusions regarding significant accounting policies and
their application to our business transactions are carried out by personnel with an appropriate level of accounting
knowledge, experience and training.

●

We are developing and implementing inventory control procedures.

We do not expect to have fully remediated these material weaknesses until management has tested those internal controls and found them
to have been remediated. We expect to complete this process during our annual testing for fiscal 2014.
Limitations on Controls
Management does not expect that our disclosure controls and procedures or internal control over financial reporting will prevent or detect
all errors and fraud. Any control system, no matter how well designed and operated, is based upon certain assumptions and can provide
only reasonable, not absolute, assurance that its objectives will be met. Further, no evaluation of controls can provide absolute assurance
that misstatements due to error or fraud will not occur or that all control issues and instances of fraud, if any, within the Company have
been detected.
PART II - OTHER INFORMATION
Item 1. Legal Proceedings.
We know of no material, existing or pending legal proceedings against our Company, nor are we involved as a plaintiff in any material
proceeding or pending litigation. There are no proceedings in which any of our directors, officers or affiliates, or any registered or
beneficial shareholder, is an adverse party or has a material interest adverse to our interest.
Item 1A. Risk Factors.
As a smaller reporting company, as defined by Rule 229.10(f)(1), we are not required to provide the information required by this item.
Item 2. Unregistered Sales of Equity Securities and Use of Proceeds
None that was not previously reported in a current report on Form 8-K.
Item 3. Defaults Upon Senior Securities
None.
Item 4. Mine Safety Disclosures
Not applicable.
Item 5. Other Information
None.
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Item 6. Exhibits.
Exhibit No.

Description

3.1

(1) Articles of Incorporation, filed with the Secretary of State of the State of Nevada on April 29, 2010.

3.1(a)

(2) Amended and Restated Articles of Incorporation, filed with the Secretary of State of the State of Nevada on April 29,
2010.

3.2

(1) Bylaws of the Registrant.

3.2(a)

(2) Amendment to Bylaws of the Registrant.

3.2(b)

(3) Amended and Restated Bylaws of the Registrant.

3.3

(3) Articles of Merger as filed with the Secretary of State of the State of Delaware on July 1, 2013

31.1*

Certification of Principal Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

31.2*

Certification of Principal Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.1*

Certification of Principal Executive Officer pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

32.2 *

Certification of Principal Financial Officer pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

101.INS**

XBRL Instance Document

101.SCH**

XBRL Taxonomy Extension Schema

101.CAL**

XBRL Taxonomy Extension Calculation Linkbase

101.DEF**

XBRL Taxonomy Extension Definition Linkbase

101.LAB**

XBRL Taxonomy Extension Label Linkbase

101.PRE**

XBRL Taxonomy Extension Presentation Linkbase

* Filed herewith.
** Pursuant to Rule 406T of Regulation S-T, these interactive data files are deemed not filed or part of a registration statement or
prospectus for purposes of Sections 11 or 12 of the Securities Act of 1933 or Section 18 of the Securities Exchange Act of 1934 and
otherwise are not subject to liability.
(1) Incorporated by reference to the Registrant’s Form S-1 filed on March 24, 2011.
(2) Incorporated by reference to the Registrant’s Form 8-K filed on April 24, 2013.
(3) Incorporated by reference to the Registrant’s Form 8-K filed on July 10, 2013.
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SIGNATURES
Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on
its behalf by the undersigned thereunto duly authorized.
ENER-CORE, INC.
(Registrant)
Date: August 19, 2014

By: /s/ Alain Castro
Alain Castro
Chief Executive Officer

Date: August 19, 2014

By: /s/ Kelly Anderson
Kelly Anderson
Chief Financial Officer
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EXHIBIT 31.1
OFFICER’S CERTIFICATE PURSUANT TO
SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002
I, Alain Castro, certify that:
1.

I have reviewed this Quarterly Report on Form 10-Q of Ener-Core, Inc.;

2.
Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to
the period covered by this report;
3.
Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in
all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this
report;
4.
The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:
(a)
Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made
known to us by others within those entities, particularly during the period in which this report is being prepared;
(b)
Designed such internal control over financial reporting, or caused such internal control over financial reporting to
be designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepted accounting principles;
(c)
Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such
evaluation; and
(d)
Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during
the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is
reasonably likely to materially affect, the registrant’s internal control over financial reporting; and
5.
The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control
over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the
equivalent functions):
(a)
All significant deficiencies and material weakness in the design or operation of internal control over financial
reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information;
and
(b)
Any fraud, whether or not material, that involves management or other employees who have a significant role in
the registrant’s internal control over financial reporting.
Date: August 19, 2014
/s/ Alain Castro
Alain Castro
Chief Executive Officer

EXHIBIT 31.2
OFFICER’S CERTIFICATE PURSUANT TO
SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002
I, Kelly Anderson, certify that:
1.

I have reviewed this Quarterly Report on Form 10-Q of Ener-Core, Inc.;

2.
Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to
the period covered by this report;
3.
Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in
all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this
report;
4.
The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:
(a)
Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made
known to us by others within those entities, particularly during the period in which this report is being prepared;
(b)
Designed such internal control over financial reporting, or caused such internal control over financial reporting to
be designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepted accounting principles;
(c)
Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such
evaluation; and
(d)
Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during
the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is
reasonably likely to materially affect, the registrant’s internal control over financial reporting; and
5.
The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control
over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the
equivalent functions):
(a)
All significant deficiencies and material weaknesses in the design or operation of internal control over financial
reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information;
and
(b)
Any fraud, whether or not material, that involves management or other employees who have a significant role in
the registrant’s internal control over financial reporting.
Date: August 19, 2014
/s/ Kelly Anderson
Kelly Anderson
Chief Financial Officer

Exhibit 32.1
CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
In connection with the Quarterly Report of Ener-Core, Inc. (the “Company”) on Form 10-Q for the period ended June 30, 2014,
as filed with the Securities and Exchange Commission on the date hereof (the “Report”), I, Alain Castro, Chief Executive Officer on the date
indicated below, hereby certify pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002,
that to the best of my knowledge:
1.

The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

2.
The information contained in the Report fairly presents, in all material respects, the financial condition and results of
operation of the Company.
Date:

August 19, 2014

By: /s/ Alain Castro
Alain Castro
Chief Executive Officer

Exhibit 32.2
CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
In connection with the Quarterly Report of Ener-Core, Inc. (the “Company”) on Form 10-Q for the period ended June 30, 2014, as
filed with the Securities and Exchange Commission on the date hereof (the “Report”), I, Kelly Anderson, Chief Financial Officer, on the date
indicated below, hereby certify pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002,
that to the best of my knowledge:
1.

The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

2.
The information contained in the Report fairly presents, in all material respects, the financial condition and results of
operation of the Company.
Date:

August 19, 2014

By: /s/ Kelly Anderson
Kelly Anderson
Chief Financial Officer

