Edgar Filing: ULTRALIFE BATTERIES INC - Form 10-Q

ULTRALIFE BATTERIES INC
Form 10-Q
August 10, 2006



Edgar Filing: ULTRALIFE BATTERIES INC - Form 10-Q

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549
FORM 10-Q

b QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the quarterly period ended July 1, 2006
or

0 Transition report pursuant to section 13 or 15(d) of the Securities Exchange Act of 1934
for the transition period from to
Commission file number 0-20852
ULTRALIFE BATTERIES, INC.

(Exact name of registrant as specified in its charter)
Delaware 16-1387013

(State or other jurisdiction (I.R.S. Employer Identification No.)
of incorporation or organization)
2000 Technology Parkway, Newark, New York 14513

(Address of principal executive offices)
(Zip Code)
(315) 332-7100

(Registrant s telephone number, including area code)

(Former name, former address and former fiscal year, if changed since last report)
Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes p No o
Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated
filer. See definition of accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act. (Check One):
Large Accelerated Filer o Accelerated Filer p Non-accelerated filer o
Indicate by check mark whether the registrant is a shell company (as defined by Rule 12b-2 of the Exchange Act).
Yes o No p
Indicate the number of shares outstanding of each of the issuer s classes of common stock, as of the latest practicable
date.
Common stock, $.10 par value 14,921,588 shares of common stock outstanding, net of 727,250 treasury shares, as of
July 1, 2006.
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PART I FINANCIAL INFORMATION
Item 1. Financial Statements
ULTRALIFE BATTERIES, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

(Dollars in Thousands, Except Per Share Amounts)

(unaudited)

ASSETS

Current assets:

Cash and cash equivalents

Trade accounts receivable (less allowance for doubtful accounts of $355 at
July 1, 2006 and $458 at December 31, 2005)

Inventories

Due from insurance company

Deferred tax asset current

Prepaid expenses and other current assets

Total current assets

Property, plant and equipment, net

Goodwill and Intangible Assets

Other assets:
Security deposits and other
Deferred tax asset non-current

Total Assets

LIABILITIES AND SHAREHOLDERS EQUITY

Current liabilities:

Short-term debt and current portion of long-term debt
Accounts payable

Income taxes payable

Other current liabilities

July 1,
2006

$ 4,237

12,748
17,010

2,406

1,752

38,153

19,892

2,806

12
20,880

20,892

$ 81,743

$ 6,190
5,681

23

4,168

December
31,
2005

$ 3,214
10,965
19,446

482

2,508
2,747

39,362

19,931

243
21,221

21,464

$ 80,757

$ 7,715
5,218

5,450
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Total current liabilities

Long-term liabilities:
Debt and capital lease obligations
Other long-term liabilities

Total long-term liabilities

Commitments and contingencies (Note 11)

Shareholders equity:

Preferred stock, par value $0.10 per share, authorized 1,000,000 shares; none
outstanding

Common stock, par value $0.10 per share, authorized 40,000,000 shares; issued
15,648,838 at July 1, 2006 and 15,471,446 at December 31, 2005

Capital in excess of par value

Accumulated other comprehensive loss

Accumulated deficit

Less Treasury stock, at cost 727,250 shares

Total shareholders equity

Total Liabilities and Shareholders Equity

16,062

25
251

276

1,565
133,159
(652)
(66,289)
67,783
2,378

65,405

$ 81,743

$

18,383

25
242

267

1,547
130,530
(1,054)
(66,538)
64,485
2,378

62,107

80,757

The accompanying Notes to Condensed Consolidated Financial Statements are an integral part of these statements.
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ULTRALIFE BATTERIES, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(In Thousands, Except Per Share Amounts)

(unaudited)
Three-Month Periods Six-Month Periods
Ended Ended
July 1, July 2, July 1, July 2,
2006 2005 2006 2005
Revenues $ 21,393 $ 21,603 $ 39,712 $ 36,966
Cost of products sold 17,016 17,398 31,365 30,738
Gross margin 4,377 4,205 8,347 6,228
Operating expenses:
Research and development 884 1,059 1,844 1,905
Selling, general, and administrative 3,032 2,942 5,814 5,843
Total operating expenses 3,916 4,001 7,658 7,748
Operating income/(loss) 461 204 689 (1,520)
Other income (expense):
Interest income 40 58 85 118
Interest expense 207) (180) (412) (373)
Gain on insurance settlement 43 191
Miscellaneous 139 (191) 147 (194)
Income/(loss) before income taxes 476 (109) 700 (1,969)
Income tax provision/(benefit) current 20 15 24 )
Income tax provision/(benefit) deferred 347 1,315 427 1,022
Total income taxes 367 1,330 451 1,020
Net Income/(Loss) $ 109 $ (1,439) $ 249 $ (2,989)
Earnings/(Loss) per share basic $ 0.01 $ (0.10) $ 0.02 $ (0.21)
Earnings/(Loss) per share diluted $ 001 $ (0.10) $ 0.02 $ (0.21)
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Weighted average shares outstanding basic 14,851 14,450 14,807 14,413

Weighted average shares outstanding diluted 15,165 14,450 15,150 14,413

The accompanying Notes to Condensed Consolidated Financial Statements are an integral part of these statements.
4
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ULTRALIFE BATTERIES, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(Dollars in Thousands)
(unaudited)
Six-Month Periods Ended
July 1, July 2,
2006 2005

OPERATING ACTIVITIES
Net income (loss) $ 249 $ (2,989)
Adjustments to reconcile net income (loss) to net cash provided by (used in)
operating activities:
Depreciation and amortization 1,817 1,613
Loss on asset disposal 6
Gain on insurance settlement (191)
Foreign exchange (gain)/loss (147) 203
Non-cash stock-based compensation 566 20
Changes in deferred taxes 427 1,035
Changes in operating assets and liabilities, net of effects from the purchase of ABLE:
Accounts receivable (1,332) (1,593)
Inventories 3,455 (3,849)
Prepaid expenses and other current assets 1,236 180
Insurance receivable relating to fires 602 699
Income taxes payable 23
Accounts payable and other liabilities (2,234) 3,276
Net cash provided by (used in) operating activities 4,471 (1,399)
INVESTING ACTIVITIES
Purchase of property and equipment (651) (1,972)
Proceeds from asset disposal 10
Sales of securities 1,000
Payment for purchase of ABLE, net of cash acquired (1,946)
Net cash used in investing activities (2,597) (962)
FINANCING ACTIVITIES
Net change in revolving credit facilities (525) 129
Proceeds from issuance of common stock 555 1,100
Principal payments on long-term debt and capital lease obligations (1,000) (1,167)
Net cash (used in) provided by in financing activities (970) 62
Effect of exchange rate changes on cash 119 (62)
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Increase (decrease) in cash and cash equivalents 1,023 (2,361)
Cash and cash equivalents at beginning of period 3,214 10,529
Cash and cash equivalents at end of period $ 4,237 $ 8,168

SUPPLEMENTAL CASH FLOW INFORMATION
Taxes paid $ 5 $

Interest paid $ 363 $ 277

Noncash investing and financing activities:
Issuance of common stock and stock warrants for purchase of ABLE $ 1,526 $

The accompanying Notes to Condensed Consolidated Financial Statements are an integral part of these statements.
5
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ULTRALIFE BATTERIES, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Dollar Amounts in Thousands Except Share and Per Share Amounts)
(unaudited)
1. BASIS OF PRESENTATION

The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with
generally accepted accounting principles for interim financial information and with the instructions to Article 10 of
Regulation S-X. Accordingly, they do not include all of the information and footnotes for complete financial
statements. In the opinion of management, all adjustments (consisting of normal recurring accruals and adjustments)
considered necessary for a fair presentation of the condensed consolidated financial statements have been included.
Results for interim periods should not be considered indicative of results to be expected for a full year. Reference
should be made to the consolidated financial statements contained in the Company s Form 10-K for the twelve-month
period ended December 31, 2005.

The year-end condensed balance sheet data was derived from audited financial statements, but does not include all
disclosures required by accounting principles generally accepted in the United States of America.

The Company s monthly closing schedule is a weekly-based cycle as opposed to a calendar month-based cycle.
While the actual dates for the quarter-ends will change slightly each year, the Company believes that there are not any
material differences when making quarterly comparisons.

2. ACQUISITIONS

On May 19, 2006, the Company acquired ABLE New Energy Co., Ltd. ( ABLE ), an established, profitable
manufacturer of lithium batteries located in Shenzhen, China. With more than 50 products, including a wide range of
lithium-thionyl chloride and lithium-manganese dioxide batteries and coin cells, this acquisition broadens the
Company s expanding portfolio of high-energy power sources, enabling it to further penetrate large and emerging
markets such as remote meter reading, RFID and other markets that will benefit from these chemistries. The Company
expects this acquisition will strengthen Ultralife s global presence, facilitate its entry into the rapidly growing Chinese
market, and improve the Company s access to lower material and manufacturing costs.

The initial cash purchase price for ABLE was $1,896 (net of $104 in cash acquired), with an additional $500 cash
payment contingent on the achievement of certain performance milestones, payable in separate $250 increments, when
cumulative ABLE revenues from the date of acquisition attain $5,000 and $10,000, respectively. The contingent
payments will be recorded as an addition to the purchase price when the performance milestones are attained. The
equity portion of the purchase price consisted of 96,247 shares of Ultralife common stock valued at $1,000, based on
the closing price of the stock on the closing date of the acquisition, and 100,000 stock warrants valued at $526, for a
total equity consideration of $1,526. The fair value of the stock warrants was estimated using the Black-Scholes
option-pricing model with the following weighted-average assumptions:

Risk-free interest rate 4.31%
Volatility factor 61.25%
Dividends 0%
Weighted average expected life (years) 2.5

6
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The Company has incurred $50 in acquisition related costs, which are included in the total potential cost of the
investment of $3,972.

The results of operations of ABLE and the estimated fair value of assets acquired and liabilities assumed are
included in the Company s consolidated financial statements beginning on the acquisition date. Pro forma information
has not been presented, as it would not be materially different from amounts reported. The estimated excess of the
purchase price over the net tangible and intangible assets acquired of $3,060 (including $104 in cash) was recorded as
goodwill in the amount of $516. The Company is in the process of completing third party valuations of certain
tangible and intangible assets acquired with the new business. The final allocation of the excess of the purchase price
over the net assets acquired is subject to revision based upon the third party s valuation.

The following table represents the preliminary allocation of the purchase price to assets acquired and liabilities
assumed at the acquisition date:

ASSETS

Current assets:

Cash and cash equivalents $ 104
Trade accounts receivables, net 318
Inventories 789
Prepaid expenses and other current expenses 73
Total current assets 1,284
Property, plant and equipment, net 746
Goodwill 516
Intangible Assets:

Trademarks 190
Patents and technology 780
Customer relationships 920
Distributor relationships 340
Non-compete agreements 60
Total assets acquired 4,836
LIABILITIES

Current liabilities:

Accounts payable 1,085
Other current liabilities 110
Total current liabilities 1,195
Other long-term liabilities 65
Total liabilities assumed 1,260
Total Purchase Price $3,576

The trademark intangible asset has an indefinite life and will not be amortized. The patents and technology,
customer relationships, and distributor relationships intangible assets will be amortized on a pattern in which the
economic benefits of the intangible assets are being utilized over their estimated useful life of seven years. The
non-compete agreements intangible asset will be amortized on a straight-line basis over its estimated useful life of

11
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three years. The acquired goodwill will be assigned to the non-rechargeable batteries segment and is not expected to
be deductible for income tax purposes.
7
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3. GOODWILL AND OTHER INTANGIBLE ASSETS

In accordance with Statement of Financial Accounting Standards ( SFAS ) No. 142, Goodwill and Other Intangible
Assets, the Company does not amortize goodwill and intangible assets with indefinite lives, but instead measures
these assets for impairment at least annually, or when events indicate that impairment exists. The Company amortizes
intangible assets that have definite lives over their useful lives.

4. EARNINGS (LOSS) PER SHARE

Basic earnings per share are calculated by dividing net income by the weighted average number of common shares
outstanding during the period. Diluted earnings per share are calculated by dividing net income by potentially dilutive
common shares, which include stock options and warrants.

Net loss per share is calculated by dividing net loss by the weighted average number of common shares outstanding
during the period. The impact of conversion of dilutive securities, such as stock options and warrants, is not
considered where a net loss is reported as the inclusion of such securities would be anti-dilutive. As a result, basic loss
per share is the same as diluted loss per share.

The computation of basic and diluted (loss) earnings per share is summarized as follows:

Three-Month Periods Ended Six-Month Periods Ended

July 1, July 2, July 1, July 2,
(In thousands, except per share data) 2006 2005 2006 2005
Net Income/(Loss) (a) $ 109 $ (1,439) $ 249 $ (2,989)
Average Shares Outstanding Basic (b) 14,851 14,450 14,807 14,413
Effect of Dilutive Securities:
Stock Options / Warrants 314 343
Average Shares Outstanding  Diluted (c) 15,165 14,450 15,150 14,413
EPS Basic (a/b) $ .01 $ (0.10) $ .02 $ (0.21)
EPS Diluted (a/c) $ .01 $ (0.10) $ .02 $ (0.21)

The Company had options and warrants to purchase 1,184,601 and 1,608,181 shares of common stock at July 1,
2006, and July 2, 2005, respectively, which were not included in the computation of diluted EPS because these
securities were anti-dilutive. The anti-dilutive securities in 2006 were due to the exercise prices of the securities were
greater than the average market price of the common shares, while in 2005, the securities were anti-dilutive due to the
Company s net loss position.

5. STOCK-BASED COMPENSATION

The Company has various stock-based employee compensation plans. Effective January 1, 2006, the Company
adopted the provisions of Statement of Financial Accounting Standards No. 123 (revised 2004), Share-Based Payment
( FAS 123R ) requiring that compensation cost relating to share-based payment transactions be recognized in the
financial statements. The cost is measured at the grant date, based on the calculated fair value of the award, and is
recognized as an expense over the employee s requisite service period (generally the vesting period of the equity
award). The Company adopted FAS 123R using the modified prospective method and, accordingly, did not restate

8

13



Edgar Filing: ULTRALIFE BATTERIES INC - Form 10-Q

prior periods presented in this Form 10-Q to reflect the fair value method of recognizing compensation cost. Under the
modified prospective approach, FAS 123R applies to new awards and to awards that were outstanding on January 1,
2006 that are subsequently modified, repurchased or cancelled.

The shareholders of the Company have approved various equity-based plans that permit the grant of options,
restricted stock and other equity-based awards. In addition, the shareholders of the Company have approved the grant
of options outside of these plans.

The shareholders of the Company approved a 1992 stock option plan for grants to key employees, directors and
consultants of the Company. The shareholders approved reservation of 1,150,000 shares of Common Stock for grant
under the plan. During 1997, the Board of Directors and shareholders approved an amendment to the plan increasing
the number of shares of Common Stock reserved by 500,000 to 1,650,000. Options granted under the 1992 plan are
either Incentive Stock Options ( ISOs ) or Non-Qualified Stock Options ( NQSOs ). Key employees are eligible to
receive ISOs and NQSOs; however, directors and consultants are eligible to receive only NQSOs. All ISOs vest at
twenty percent per year for five years and expire on the sixth anniversary of the grant date. The NQSOs vest
immediately and expire on the sixth anniversary of the grant date. On October 13, 2002, this plan expired and as a
result, there are no more shares available for grant under this plan. As of July 1, 2006, there were 79,200 stock options
outstanding under this plan.

Effective July 12, 1999, the Company granted the current CEO options to purchase 500,000 shares of Common
Stock at $5.19 per share outside of any of the stock option plans. Of these, 50,000 options were exercisable on the
grant date, and the remaining options became exercisable in annual increments of 90,000 over a five-year period
commencing July 12, 2000 and expired on July 12, 2005. As of July 1, 2006, there were no options outstanding under
this grant and the options have been fully exercised.

Effective December 2000, the Company established the 2000 stock option plan which is substantially the same as
the 1992 stock option plan. The shareholders approved reservation of 500,000 shares of Common Stock for grant
under the plan. In December 2002, the shareholders approved an amendment to the plan increasing the number of
shares of Common Stock reserved by 500,000, to a total of 1,000,000.

In June 2004, shareholders adopted the Ultralife Batteries, Inc. 2004 Long-Term Incentive Plan ( LTIP ) pursuant to
which the Company was authorized to issue up to 750,000 shares of Common Stock and grant stock options, restricted
stock awards, stock appreciation rights and other stock-based awards. In June 2006, shareholders approved an
amendment to the LTIP, increasing the number of shares of Common Stock by an additional 750,000, bringing the
total shares authorized under the LTIP to 1,500,000.

Options granted under the amended 2000 plan and the LTIP are either ISOs or NQSOs. Key employees are eligible
to receive ISOs and NQSOs; however, directors and consultants are eligible to receive only NQSOs. Most ISOs vest
over a three or five year period and expire on the sixth or seventh anniversary of the grant date. All NQSOs issued to
non-employee directors vest immediately and expire on either the sixth or seventh anniversary of the grant date. Some
NQSOs issued to non-employees vest immediately and expire within three years; others have the same vesting
characteristics as options given to employees. As of July 1, 2006, there were 1,525,671 stock options outstanding
under the 2000 stock option plan and the LTIP.

Effective June 8, 2006, the Company granted the current CEO an option to purchase 48,000 shares of Common
Stock at $12.96 per share outside of any of the Company s equity-based compensation plans. The option becomes
exercisable in annual increments of 16,000 shares over a three-year period commencing December 9, 2006. The
option expires on June 8, 2013.

9
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As a result of adopting FAS 123R on January 1, 2006, the Company recorded compensation cost related to stock
options of $308 and $566 for the three and six-month periods ended July 1, 2006. As of July 1, 2006, there was $1,753
of total unrecognized compensation costs related to outstanding stock options, which is expected to be recognized
over a weighted average period of 1.8 years.

Prior to January 1, 2006, the Company applied Accounting Principles Board (APB) Opinion No. 25, Accounting
for Stock Issued to Employees, and related interpretations which required compensation costs to be recognized based
on the difference, if any, between the quoted market price of the stock on the grant date and the exercise price. As all
options granted to employees under such plans had an exercise price at least equal to the market value of the
underlying common stock on the date of grant, and given the fixed nature of the equity instruments, no stock-based
employee compensation cost relating to stock options was reflected in net income (loss).

The effect on net loss and loss per share, if the Company had applied the fair value recognition provisions of
Statement of Financial Accounting Standards ( SFAS ) No. 148, Accounting for Stock-Based Compensation Transition
and Disclosure, an Amendment of SFAS No. 123 , to stock-based employee compensation for the three and six-month
periods ended July 2, 2005, was as follows:

Three-Month Six-Month
Period Period
Ended July 2, Ended July 2,
(In thousands, except per share data) 2005 2005
Net loss, as reported $ (1,439) $ (2,989)
Add: Stock-based employee compensation expense included in reported
net income, net of related tax effects
Deduct: Total stock-based employee compensation expense determined
under fair value based method for all awards, net of related tax effects (511) (1,048)
Pro forma net loss $ (1,950) $ (4,037)
Loss per share:
Basic  as reported $ (0.10) $ (0.21)
Basic pro forma $ (0.13) $ (0.28)
Diluted as reported $ (0.10) $ (0.21)
Diluted pro forma $ (0.13) $ (0.28)

The Company uses the Black-Scholes option-pricing model to estimate fair value of stock-based awards. The
following weighted average assumptions were used to value options granted during the first half of 2006:

Risk-free interest rate 4.76%

Volatility factor 60.08%

Dividends 0%

Weighted average expected life (years) 3.58
10
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The Company calculates expected volatility for stock options by taking an average of historical volatility over the
past 5 years and a computation of implied volatility. Prior to 2006, the computation of expected volatility was based
solely on historical volatility. The computation of expected term was determined based on historical experience of
similar awards, giving consideration to the contractual terms of the stock-based awards and vesting schedules. The
interest rate for periods within the contractual life of the award is based on the U.S. Treasury yield in effect at the time
of grant.

Stock option activity for the first half of 2006 is summarized as follows (dollars in thousands, except per share
amounts):

Weighted Weighted
Average Average
Aggregate
Number Exercise Price Remaining Intrinsic
Contractual
of Shares Per Share Term Value
Shares under option at January 1, 2006 1,430,271 $ 10.94
Options granted 275,500 $ 10.99
Options exercised (80,600) $ 6.85
Options forfeited (4,400) $ 5.11
Options expired (15,900) $ 1447
Shares under option at July 1, 2006 1,604,871 $ 11.14 4.71 years $ 2,760
Vested and expected to vest as of July 1,
2006 1,536,676 $ 11.16 4.65 years $ 2,690
Options exercisable at July 1, 2006 1,034,145 $ 11.90 4.32 years $ 1,795

The weighted average fair value of options granted during the first half ended July 1, 2006 was $5.15. The total
intrinsic value of options (which is the amount by which the stock price exceeded the exercise price of the options on
the date of exercise) exercised during the six-month period ended July 1, 2006 was $355.

Prior to adopting FAS 123R, all tax benefits resulting from the exercise of stock options were presented as
operating cash flows in the Condensed Statement of Cash Flows. FAS 123R requires cash flows from excess tax
benefits to be classified as a part of cash flows from financing activities. Excess tax benefits are realized tax benefits
from tax deductions for exercised options in excess of the deferred tax asset attributable to stock compensation costs
for such options. The Company did not record any excess tax benefits in the first half of 2006. Cash received from
option exercises under the Company s stock-based compensation plans for the six-month periods ended July 1, 2006
and July 2, 2005 was $552 and $1,100, respectively.

6. COMPREHENSIVE INCOME (LOSS)
The components of the Company s total comprehensive income (loss) were:

Three-Month Periods

Ended Six-Month Periods Ended
July 1, July 2, July 1, July 2,
2006 2005 2006 2005
Net income (loss) $109 $(1,439) $249 $(2,989)
Foreign currency translation adjustments 318 (313) 370 (465)
Change in fair value of derivatives, net of tax 11 5 32 104

16
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Total comprehensive income (loss) $438 $(1,757)

11

$651

$(3,350)
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7. INVENTORIES
Inventories are stated at the lower of cost or market with cost determined under the first-in, first- out
(FIFO) method. The composition of inventories was:

July 1, December 31,
2006 2005
Raw materials $ 8,550 $ 8,817
Work in process 6,481 8,048
Finished goods 2,359 2,849
17,390 20,314
Less: Reserve for obsolescence 380 868
$17,010 $ 19,446
8. PROPERTY, PLANT AND EQUIPMENT
Major classes of property, plant and equipment consisted of the following:
July 1, December 31,
2006 2005
Land $ 123 $ 123
Buildings and leasehold improvements 4,410 4,229
Machinery and equipment 40,197 37,876
Furniture and fixtures 848 788
Computer hardware and software 2,246 2,197
Construction in progress 695 1,059
48,519 46,272
Less: Accumulated depreciation 28,627 26,341
$19,892 $ 19,931

During the six-month period ended July 1, 2006, the Company recorded a non-cash addition of $71 of property,
plant and equipment related to the extinguishment of a receivable.
9. DEBT

On June 30, 2004, the Company closed on a $25,000 credit facility, comprised of a five-year $10,000 term loan
component and a three-year $15,000 revolving credit component. The facility is collateralized by essentially all of the
assets of the Company, including all of the Company s subsidiaries. The term loan component is paid in equal monthly
installments over 5 years. The rate of interest, in general, is based upon either a LIBOR rate or Prime, plus a
Eurodollar spread (dependent upon a debt to earnings ratio within a predetermined grid). This facility replaced the
Company s $15,000 credit facility that expired on the same date. Availability under the revolving credit component is
subject to meeting certain financial covenants, whereas availability under the previous facility was limited by various
asset values. The lenders of the new credit facility are JP Morgan Chase Bank and Manufacturers and Traders Trust
Company, with JP Morgan Chase Bank acting as the administrative agent. The Company is required to meet certain
financial covenants, including a debt to earnings ratio, an EBIT (as defined) to interest expense ratio, and a current
assets to total liabilities ratio.

18
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On June 30, 2004, the Company drew down the full $10,000 term loan. The proceeds of the term loan, to be repaid
in equal monthly installments of $167 over five years, were used for the retirement of outstanding debt and capital
expenditures. From June 30, 2004 through August 1, 2004, the interest rate associated with the term loan was based on
LIBOR plus a 1.25% Eurodollar spread. On July 1, 2004,

12
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the Company entered into an interest rate swap arrangement in the notional amount of $10,000 to be effective on
August 2, 2004, related to the $10,000 term loan, in order to take advantage of historically low interest rates. The
Company received a fixed rate of interest in exchange for a variable rate. The swap rate received was 3.98% for five
years. The total rate of interest paid by the Company is equal to the swap rate of 3.98% plus the Eurodollar spread
stipulated in the predetermined grid associated with the term loan. From August 2, 2004 to September 30, 2004, the
total rate of interest associated with the outstanding portion of the $10,000 term loan was 5.23%. On October 1, 2004,
this adjusted rate increased to 5.33%, on January 1, 2005 the adjusted rate increased to 5.73%, and on April 1, 2005,
the adjusted rate increased to 6.48%, the maximum amount under the current grid structure, and remains at that rate as
of July 1, 2006. Derivative instruments are accounted for in accordance with SFAS No. 133, Accounting for
Derivative Instruments and Hedging Activities , which requires that all derivative instruments be recognized in the
financial statements at fair value. The fair value of this arrangement at July 1, 2006 resulted in an asset of $139, all of
which was reflected as short-term.

Effective July 3, 2006, the banks amended the credit facility to reflect the Company s acquisition of ABLE and the
pending acquisition of McDowell Research. See Note 15 for additional information.

As of July 1, 2006, the Company had $6,167 outstanding under the term loan component of its credit facility with
its primary lending bank and nothing was outstanding under the revolver component. At July 1, 2006, the Company
was in compliance with the financial covenants of the credit facility, as amended. As a result of the uncertainty of the
Company s ability to comply with the financial covenants within the next year, the Company continued to classify all
of the debt associated with this credit facility as a current liability on the Condensed Consolidated Balance Sheet as of
July 1, 2006. While the revolver arrangement now provides for up to $20,000 of borrowing capacity, including
outstanding letters of credit, the actual borrowing availability may be limited at times by the financial covenants. At
July 1, 2006, the Company had $2,200 of outstanding letters of credit related to this facility, as amended July 3, 2006,
leaving $17,800 of potential borrowing capacity available.

As of July 1, 2006, the Company s wholly-owned U.K. subsidiary, Ultralife Batteries (UK) Ltd., had nothing
outstanding under its revolving credit facility with a commercial bank in the U.K. This credit facility provides the
Company s U.K. operation with additional financing flexibility for its working capital needs. Any borrowings against
this credit facility are collateralized with that company s outstanding accounts receivable balances. There was
approximately $826 in additional borrowing capacity under this credit facility as of July 1, 2006.

10. INCOME TAXES

The liability method, prescribed by SFAS No. 109, Accounting for Income Taxes , is used in accounting for income
taxes. Under this method, deferred tax assets and liabilities are determined based on differences between financial
reporting and tax bases of assets and liabilities, and are measured using the enacted tax rates and laws that may be in
effect when the differences are expected to reverse.

For the three-month and six-month periods ended July 1, 2006, the Company recorded an income tax provision of
$367 and $451, respectively, related mainly to the income reported for U.S. operations during the periods. The
effective tax rates for the total company were 77% and 64%, respectively. The unusually high effective rates are due
to the combination of income and losses in each of the Company s tax jurisdictions, which is particularly influenced by
the fact that the Company has not recognized a deferred tax asset pertaining to cumulative historical losses for its U.K.
subsidiary, as management does not believe it is more likely than not that they will realize the benefit of these losses.
As a result, there is no provision for income taxes for the U.K. subsidiary reflected in the Condensed Consolidated
Statement of Income.
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At July 1, 2006, the Company has a deferred tax asset of $23,286 reflecting significant net operating losses related
to past years cumulative losses. The Company believes that it is more likely than not that it will be able to utilize the
U.S. net operating loss carryforwards that have accumulated over time. Management s belief is based on the
expectation that the U.S. federal and state deferred tax assets will be realized primarily through future taxable income
from operations, and partly from reversing taxable temporary differences. The Company will continually monitor the
assumptions and performance results to assess the realizability of the tax benefits of the U.S. net operating losses and
other deferred tax assets.

The Company has determined that a change in ownership as defined under Internal Revenue Code Section 382
occurred during the fourth quarter of 2003 and again during the third quarter of 2005. As such, the domestic net
operating loss carryforward will be subject to an annual limitation. Management believes such limitation will not
impact the Company s ability to realize the deferred tax asset. In addition, certain of the Company s NOL carryforwards
are subject to U.S. alternative minimum tax such that carryforwards can offset only 90% of alternative minimum
taxable income. This limitation did not have an impact on income taxes determined for 2005 and 2006.

11. COMMITMENTS AND CONTINGENCIES

As of July 1, 2006, the Company had open capital commitments to purchase approximately $864 of production
machinery and equipment.

The Company estimates future costs associated with expected product failure rates, material usage and service
costs in the development of its warranty obligations. Warranty reserves are based on historical experience of warranty
claims and generally will be estimated as a percentage of sales over the warranty period. In the event the actual results
of these items differ from the estimates, an adjustment to the warranty obligation would be recorded. Changes in the
Company s product warranty liability during the first six months in 2006 were as follows:

Balance at December 31, 2005 $ 464
Accruals for warranties issued 23
Settlements made (38)
Balance at July 1, 2006 $ 449

A retail end-user of a product manufactured by one of the Company s customers (the Customer ), made a claim
against the Customer wherein it asserted that the Customer s product, which is powered by an Ultralife battery, does
not operate according to the Customer s product specification. No claim has been filed against Ultralife. However, in
the interest of fostering good customer relations, in September 2002, Ultralife agreed to lend technical support to the
Customer in defense of its claim. Additionally, Ultralife assured the Customer that it would honor its warranty by
replacing any batteries that may be determined to be defective. Subsequently, the Company learned that the end-user
and the Customer settled the matter. In February 2005, Ultralife and the Customer entered into a settlement
agreement. Under the terms of the agreement, Ultralife has agreed to provide replacement batteries for product
determined to be defective, to warrant each replacement battery under the Company s standard warranty terms and
conditions, and to provide the Customer product at a discounted price for a period of time in recognition of the
Customer s administrative costs in responding to the claim of the retail end-user. In consideration of the above, the
Customer released Ultralife from any and all liability with respect to this matter. Consequently, the Company does not
anticipate any further expenses with regard to this matter other than its obligations under the settlement agreement.
The Company s warranty reserve as of July 1, 2006 includes an accrual related to anticipated replacements under this
agreement. Further, the
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Company does not expect the ongoing terms of the settlement agreement to have a material impact on the Company s
operations or financial condition.

The Company is subject to legal proceedings and claims that arise in the normal course of business. The Company
believes that the final disposition of such matters will not have a material adverse effect on the financial position,
results of operations or cash flows of the Company.

In conjunction with the Company s purchase/lease of its Newark, New York facility in 1998, the Company entered
into a payment-in-lieu of tax agreement, which provides the Company with real estate tax concessions upon meeting
certain conditions. In connection with this agreement, a consulting firm performed a Phase I and II Environmental Site
Assessment, which revealed the existence of contaminated soil and ground water around one of the buildings. The
Company retained an engineering firm, which estimated that the cost of remediation should be in the range of $230.
Through July 1, 2006, total costs incurred have amounted to approximately $140, none of which have been
capitalized. In February 1998, the Company entered into an agreement with a third party which provides that the
Company and this third party will retain an environmental consulting firm to conduct a supplemental Phase II
investigation to verify the existence of the contaminants and further delineate the nature of the environmental concern.
The third party agreed to reimburse the Company for fifty percent (50%) of the cost of correcting the environmental
concern on the Newark property. The Company has fully reserved for its portion of the estimated liability. Test
sampling was completed in the spring of 2001, and the engineering report was submitted to the New York State
Department of Environmental Conservation (NYSDEC) for review. NYSDEC reviewed the report and, in
January 2002, recommended additional testing. The Company responded by submitting a work plan to NYSDEC,
which was approved in April 2002. The Company sought proposals from engineering firms to complete the remedial
work contained in the work plan. A firm was selected to undertake the remediation and in December 2003 the
remediation was completed, and was overseen by the NYSDEC. The report detailing the remediation project, which
included the test results, was forwarded to NYSDEC and to the New York State Department of Health (NYSDOH).
The NYSDEC, with input from the NYSDOH, requested that the Company perform additional sampling. A work plan
for this portion of the project was written and delivered to the NYSDEC and approved. In November 2005, additional
soil, sediment and surface water samples were taken from the area outlined in the work plan, as well as groundwater
samples from the monitoring wells. The Company received the laboratory analysis and met with the NYSDEC in
March 2006 to discuss the results. On June 30, 2006, the Final Investigation Report was delivered to the NYSDEC by
the Company s outside environmental consulting firm. The Company is now waiting for comments from the
NYSDEC. The environmental consulting firm previously estimated that the final cost to the Company to remediate the
requested area would be approximately $28, based on the submitted work plan. Additional testing and analysis that
has been completed will increase the estimated remediation costs modestly. At July 1, 2006 and December 31, 2005,
the Company had $45 and $38, respectively, reserved for this matter.

The Company has had certain exigent , non-bid contracts with the government, which have been subject to an audit
and final price adjustment, which have resulted in decreased margins compared with the original terms of the
contracts. As of July 1, 2006, there were no outstanding exigent contracts with the government. As part of its due
diligence, the government has conducted post-audits of the completed exigent contracts to ensure that information
used in supporting the pricing of exigent contracts did not differ materially from actual results. In September 2005, the
Defense Contracting Audit Agency (DCAA) presented its findings related to the audits of three of the exigent
contracts, suggesting a potential pricing adjustment of approximately $1,400 related to reductions in the cost of
materials that occurred prior to the final negotiation of these contracts. The Company has reviewed these audit reports,
has submitted its response to these audits and believes the proposed audit adjustments, taken as a whole, can be offset
with the consideration of other compensating cost increases that occurred prior to the final negotiation of the
contracts. While the Company believes that potential exposure exists relating to any final negotiation of these
proposed adjustments, it cannot
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reasonably estimate what, if any, adjustment may result when finalized. Such adjustments could reduce margins and
have an adverse effect on the Company s business, financial condition and results of operations.
12. BUSINESS SEGMENT INFORMATION

The Company reports its results in three operating segments: Non-rechargeable Batteries, Rechargeable Batteries,
and Technology Contracts. The Non-rechargeable Batteries segment includes 9-volt, cylindrical and various other
non-rechargeable specialty batteries. The Rechargeable Batteries segment includes the Company s lithium polymer and
lithium ion rechargeable batteries and battery chargers and accessories. The Technology Contracts segment includes
revenues and related costs associated with various development contracts. The Company looks at its segment
performance at the gross margin level, and does not allocate research and development or selling, general and
administrative costs against the segments. All other items that do not specifically relate to these three segments and
are not considered in the performance of the segments are considered to be Corporate charges.
Three-Month Period Ended July 1, 2006

Non-
rechargeable Rechargeable
Technology
Batteries Batteries Contracts Corporate Total
Revenues $18,458 $ 2,648 $ 287 $ $21,393
Segment contribution 3,558 789 30 (3,916) 461
Interest expense, net (167) (167)
Miscellaneous 182 182
Income taxes-current (20) (20)
Income taxes-deferred (347) (347)
Net income $ 109
Total assets $47,160 $ 3,883 $ 158 $ 30,542 $81,743
Three-Month Period Ended July 2. 2005
Non-
rechargeable Rechargeable
Technology
Batteries Batteries Contracts Corporate Total

Revenues $17,692 $ 3,262 $ 649 $ $21,603
Segment contribution 3,709 439 57 (4,001) 204
Interest expense, net (122) (122)
Miscellaneous (191) (191)
Income taxes-current (15) (15)
Income taxes-deferred (1,315) (1,315)
Net loss $ (1,439)
Total assets $41,661 $ 4,346 $ 476 $ 34,570 $81,053
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Six-Month Period Ended July 1. 2006

Non-
rechargeable Rechargeable
Technology
Batteries Batteries Contracts Corporate Total
Revenues $34,103 $ 5,213 $ 396 $ $39,712
Segment contribution 6,880 1,485 (18) (7,658) 689
Interest expense, net (327) (327)
Miscellaneous 338 338
Income taxes-current 24) 24)
Income taxes-deferred 427) 427)
Net income $ 249
Total assets $47,160 $ 3,883 $ 158 $ 30,542 $81,743
Six-Month Period Ended July 2. 2005
Non-
rechargeable Rechargeable
Technology
Batteries Batteries Contracts Corporate Total

Revenues $30,500 $ 5,390 $ 1,076 $ $36,966
Segment contribution 5,649 490 89 (7,748) (1,520)
Interest expense, net (255) (255)
Miscellaneous (194) (194)
Income taxes-current 2 2
Income taxes-deferred (1,022) (1,022)
Net loss $ (2,989)
Total assets $41,661 $ 4,346 $ 476 $ 34,570 $81,053

13. FIRES AT MANUFACTURING FACILITIES

In May 2004 and June 2004, the Company experienced two fires that damaged certain inventory and property at its
facilities. The May 2004 fire occurred at the Company s U.S. facility and was caused by cells that shorted out when a
forklift truck accidentally tipped the cells over in an oven in an enclosed area. Certain inventory, equipment and a
small portion of the building where the fire was contained were damaged. The June 2004 fire happened at the
Company s U.K. location and mainly caused damag