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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q/A
(Amendment No. 1)

(Mark one)
  X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended December 31, 2004

or

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

For the transition period from ____________ to ____________.

Commission File Number: 000-24248

AMERICAN TECHNOLOGY CORPORATION
(Exact name of registrant as specified in its charter)

Delaware 87-03261799
(State or other jurisdiction of incorporation or organization) (I.R.S. Employer Identification Number)

13114 Evening Creek Drive South, San Diego, California 92128
(Address of principal executive offices) (Zip Code)

(858) 679-2114
(Registrant�s telephone number, including area code)

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.  X  YES       NO

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

Indicate the number of shares outstanding of each of the issuer�s classes of common stock, as of February 8, 2005.
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Common Stock, $0.00001 par value 20,208,238
(Class) (Number of Shares)
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PART I. FINANCIAL INFORMATION
Item 1. Financial Statements.

American Technology Corporation
BALANCE SHEETS

(Unaudited)

December 31,
2004

September 30,
2004 (a)

ASSETS
Current Assets:
  Cash $ 3,828,544 $ 4,178,968
  Trade accounts receivable, less allowance of
     $25,000 each period for doubtful accounts 3,601,940 926,747
  Inventories, net 922,874 651,095
  Prepaid expenses and other 192,306 156,419

Total current assets 8,545,664 5,913,229
Equipment, net 585,465 453,355
Patents, net 1,296,090 1,278,707
Prepaid transaction costs 898,105 -

Total assets $ 11,325,324 $ 7,645,291

LIABILITIES AND STOCKHOLDERS� EQUITY
Current Liabilities:
 Accounts payable $ 2,002,738 $ 1,300,075
 Accrued liabilities:
   Payroll and related 632,511 302,706
   Deferred revenue 300,000 322,344
   Warranty reserve 408,834 331,917
   Legal settlements 150,000 150,000
   Other 10,409 22,236
Capital lease short-term portion 11,247 10,967

Total current liabilities 3,515,739 2,440,245

Long-Term Liabilities:
8% Unsecured Subordinated Promissory Notes, net of $735,441 debt discount 1,264,559 -
Derivative instrument 1,793,246 -
Capital lease long-term portion 9,212 12,131

Total liabilities 6,582,756 2,452,376

Commitments and contingencies

Stockholders� equity
Preferred stock, $0.00001 par value; 5,000,000 shares authorized:
  Series D Convertible Preferred stock 250,000 shares designated: 50,000
    issued and outstanding each period, respectively. Liquidation
    preference of $580,000 and $572,500, respectively - -
  Series E Convertible Preferred stock 350,000 shares designated: 233,250
    issued and outstanding each period. Liquidation preference
    of $2,592,000 and $2,556,000, respectively 3 3
Common stock, $0.00001 par value; 50,000,000 shares authorized;
  19,851,319 and 19,808,819 shares issued and outstanding respectively 199 198
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Additional paid-in capital 48,596,709 47,520,207
Accumulated deficit (43,854,343) (42,327,493)

Total stockholders� equity 4,742,568 5,192,915

Total liabilities and stockholders� equity $ 11,325,324 $ 7,645,291

See accompanying notes to interim financial statements.
(a) Derived from the audited financial statements as of September 30, 2004.
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American Technology Corporation
STATEMENTS OF OPERATIONS

(Unaudited)

For the three months ended
December 31,

2004 2003

Revenues:
  Product sales $ 4,346,913 $ 618,584
  Contract and license 62,000 156,194

Total revenues 4,408,913 774,778
Cost of revenues 1,527,703 408,478

Gross profit 2,881,210 366,300

Operating expenses:
  Selling, general and administrative 1,995,915 1,072,314
  Research and development 1,460,615 448,971

Total operating expenses 3,456,530 1,521,285

Loss from operations (575,320) (1,154,985)

Other income (expense):
  Interest income 10,941 19,374
  Interest expense (12,330) (816)
  Unrealized loss on derivative revaluation (950,141) -

Total other income (expense) (951,530) 18,558

Net loss (1,526,850) (1,136,427)
Dividend requirements on convertible preferred stock 277,775 293,705

Net loss available to common stockholders $ (1,804,625) $ (1,430,132)

Net loss per share of common stock - basic and diluted $ (0.09) $ (0.07)

Average weighted number of common shares outstanding 19,812,515 19,376,717

See accompanying notes to interim financial statements.
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American Technology Corporation
STATEMENTS OF CASH FLOWS

(Unaudited)

For the three months ended
December 31,

2004 2003
Increase (Decrease) in Cash
Operating Activities:
Net loss $ (1,526,850) $ (1,136,427)
Adjustments to reconcile net loss to net cash used in operations:
   Depreciation and amortization 111,401 54,196
   Warranty provision 82,163 (4,500)
   Options granted for compensation 268,503 -

   Unrealized loss on derivative valuation 950,141 -
   Amortization of debt discount 8,059 -
Changes in assets and liabilities:
   Trade accounts receivable (2,675,193) (505,220)
   Inventories (271,779) (148,694)
   Prepaid expenses and other (35,887) (35,111)
   Accounts payable 627,163 (95,188)

   Warranty payments (5,246)
   Accrued liabilities 295,634 (158,260)

Net cash used in operating activities (2,171,891) (2,029,204)

Investing Activities:
Purchase of equipment (190,026) (36,308)
Patent costs paid (70,868) (115,360)

Net cash used in investing activities (260,894) (151,668)

Financing Activities:
Payments on capital lease (2,639) (2,386)
Proceeds from issuance of unsecured promissory notes 2,000,000 -
Proceeds from exercise of common stock warrants 85,000 50,000
Proceeds from exercise of stock options - 258,525

Net cash provided by financing activities 2,082,361 306,139

Net decrease in cash (350,424) (1,874,733)
Cash, beginning of period 4,178,968 9,850,358

Cash, end of period $ 3,828,544 $ 7,975,625

Supplemental Disclosure of Cash Flow Information
Cash paid for interest $ 563 $ 816
Cash paid for taxes $ - $ -
Non-cash financing activities:
   Warrants issued for offering costs $ 843,105 $ -
   Warrants issued for debt financing $ 723,000 $ -
See accompanying notes to interim financial statements.
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1.  OPERATIONS

American Technology Corporation (the Company) is engaged in design, development and commercialization of sound, acoustic and other
technologies. The Company produces products based on its HyperSonic® Sound (HSS®), Long Range Acoustic Device (LRAD�), NeoPlanar®
and other sound technologies.

The Company�s operations are organized into two segments by the end-user markets they serve. The Business Products and Licensing Group
(Business Group) markets and licenses HSS and NeoPlanar products to companies that employ audio in consumer, commercial and professional
applications. The Government and Force Protection Systems Group (Government Group) markets LRAD, NeoPlanar, SoundCluster� and HSS
products to government and military customers and to the expanding force protection and commercial security markets.

The Company�s principal markets for its proprietary sound reproduction technologies and products are in North America, Europe and Asia.

The Company continues to be subject to certain risks, including history of net losses and expectation to continue to incur net losses; need for
additional capital; potential dilutive impact on its stockholders of the Committed Equity Financing Facility (CEFF) described in Note 11 below;
dependence on a limited number of customers; reliance on third party suppliers and manufacturers; competition; the uncertainty of the market
for new sound products; limited manufacturing, marketing and sales experience; uncertainty regarding future warranty costs; and the substantial
uncertainty of ability to achieve profitability and positive cash flow.

2.  STATEMENT OF PRESENTATION AND MANAGEMENT�S PLAN

The accompanying unaudited interim financial statements have been prepared in accordance with accounting principles generally accepted in the
United States of America for interim financial information. In the opinion of management, the interim financial statements reflect all
adjustments of a normal recurring nature necessary for a fair presentation of the results for interim periods. Operating results for the three month
periods are not necessarily indicative of the results that may be expected for the year. The interim financial statements and notes thereto should
be read in conjunction with the Company�s audited financial statements and notes thereto for the year ended September 30, 2004 included in the
Company�s annual report on Form 10-K.

Other than cash of $3,828,544 at December 31, 2004, accounts receivable collections and possible proceeds from the CEFF described in Note 11
below, the Company has no other material unused sources of liquidity at this time. The Company has financed its operations primarily through
cash generated from product sales and from financing activities. Management expects to incur additional operating losses during the balance of
fiscal 2005 as a result of expenditures for research and development and marketing costs for proprietary sound products. The timing and
amounts of these expenditures and the extent of the Company�s operating losses will depend on future product sales levels and other factors,
some of which are beyond management�s control. Based on the Company�s cash position, and assuming currently planned expenditures and level
of operations, management believes the Company will have sufficient capital resources for the next twelve months. Management believes
increased product sales will provide additional operating funds. If required, management has significant flexibility to adjust the level of research
and development and selling and administrative expenses based on the availability of resources.

3.  NET LOSS PER SHARE

Basic earnings (loss) per share includes no dilution and is computed by dividing income (loss) available to common stockholders, after
deduction for cumulative imputed and accreted dividends, by the weighted average number of common shares outstanding for the period.
Diluted earnings (loss) per share reflects the potential dilution of securities that could share in the earnings of an entity. The Company�s losses for
the periods presented cause the inclusion of potential common stock instruments outstanding to be antidilutive. Stock options, warrants and
convertible preferred stock exercisable or convertible into 5,739,577 shares of common stock were outstanding at December 31, 2004 and stock
options, warrants and convertible preferred stock and notes exercisable or convertible into 5,097,143 shares of common stock were outstanding
at December 31, 2003. These securities were not included in the computation of diluted earnings (loss) per share because of the losses but could
potentially dilute earnings (loss) per share in future periods.

The Company has allocated the proceeds from preferred stock issuance between the preferred stock and warrants and also calculated the
beneficial conversion discount for each series of preferred stock. The value of the beneficial conversion discount and the value of the warrants
was recorded as a deemed dividend and is being accreted over the conversion period of the preferred stock. Net loss available to common
stockholders was increased in each period presented in computing net loss per share by the accretion of the value of these imputed deemed
dividends. Such imputed deemed dividends are not included in the Company�s stockholders� equity as the Company has an accumulated deficit.
Amounts are included in net loss available to common stockholders. The imputed deemed dividends are not contractual obligations of the
Company to pay such imputed dividends.
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The provisions of each of the Company�s series of preferred stock also provide for a 6% per annum accretion in the conversion value (similar to a
dividend). These amounts also increase the net loss available to common stockholders. Net loss available to common stockholders is computed
as follows:

For the three months ended
December 31,

2004 2003

Net loss $ (1,526,850) $ (1,136,427)
Imputed deemed dividends on Series D and E
  warrants issued with preferred stock (101,280) (100,839)
Imputed deemed dividends on Series D and E
  preferred stock (133,063) (145,878)
Accretion on preferred stock at 6% stated rate:
  Series D preferred stock (7,667) (7,500)
  Series E preferred stock (35,765) (39,488)

Net loss available to common stockholders $ (1,804,625) $ (1,430,132)

On January 18, 2005, the Company gave notice to all holders of Series D and Series E Preferred Stock that it had elected to convert the shares of
Series D and Series E Preferred Stock to common stock. The designations, rights and preferences of the Series D and Series E Preferred Stock
permitted the Company to exercise this conversion option if the market price of its common stock exceeded $9.50 for ten consecutive trading
days and certain other conditions were satisfied. The price condition was satisfied on January 6, 2005. The notice of conversion was effective
immediately for the Series D Preferred Stock, and resulted in all 50,000 issued and outstanding shares of Series D Preferred Stock converting
into an aggregate of 129,259 shares of common stock. The notice of conversion for the Series E Preferred Stock was effective on February 1,
2005, and resulted in all 233,250 issued and outstanding shares of Series E Preferred Stock converting into an aggregate of 801,306 shares of
common stock.

As all the Series D and Series E Preferred Stock was called for conversion as described above, $1,504,711 will be accreted in the second fiscal
quarter and will increase the net loss available to common stockholders.

4.  STOCK-BASED COMPENSATION

The Company accounts for employee stock-based compensation using the intrinsic value method. In most cases, the Company does not
recognize compensation expense for its employee stock option grants, as they have been granted at the fair market value of the underlying
Common Stock at the grant date. Had compensation expense for the Company�s employee stock option grants been determined based on the fair
value at the grant date for awards through December 31, 2004 consistent with the provisions of Statement of Financial Accounting Standards
No. 123, its after-tax net income and after-tax net income per share would have been reduced to the pro forma amounts indicated below (in
thousands, except net income per share):

7
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For the three months ended
December 31,

2004 2003

Net loss available to common shareholders $ (1,804,625) $ (1,430,132)
Plus:  Stock-based employee compensation
      expense included in reported net loss 268,503 -
Less:  Total stock-based employee compensation
      expense determined using fair value based method (559,242) (245,289)

Pro forma net loss available to common stockholders $ (2,095,364) $ (1,675,421)

Net loss per common share - basic
  and diluted - pro forma $ (0.11) $ (0.09)

Net loss per common share - basic
  and diluted - as reported $ (0.09) $ (0.07)

The Company estimates the fair value of each stock award at the grant date by using the Black-Scholes option-pricing model with the following
weighted average assumptions used for grants in 2004 and 2003, respectively: dividend yield of zero percent for each period; expected volatility
of 56 percent in 2005 and 75 percent in 2004; risk-free interest rates of 2.97 to 1.84 percent; and expected lives of 2.5 years. The estimated fair
value of the options so determined is then amortized to expense over the options� vesting periods.

5.  RECENT ACCOUNTING PRONOUNCEMENTS

In December 2004, the Financial Accounting Standards Board (FASB) issued Financial Accounting Standard (FAS) 123(R), �Share Based
Payment�, Statement 123(R) is effective for public companies at the beginning of the first interim or annual period after June 15, 2005. This
statement eliminates the ability to account for share-based compensation using the intrinsic value-based method under APB Opinion No. 25,
�Accounting for Stock Issued to Employees.� Statement 123(R) would require the Company to calculate equity-based compensation expense for
stock options and employee stock purchase plan rights granted to employees based on the fair value of the equity instrument at the time of grant.
Currently, the Company discloses the pro forma net income (loss) and the related pro forma income (loss) per share information in accordance
with FAS 123 and FAS 148, �Accounting for Stock-Based Compensation Costs-Transition and Disclosure.� The Company has not evaluated the
impact that Statement 123(R) will have on its financial position and results of operations.

In November 2004, the FASB issued SFAS No. 151, �Inventory Costs * an amendment of ARB 43, Chapter 4.� SFAS No. 151 clarifies that
abnormal amounts of idle facility expense, freight, handling costs, and wasted materials (spoilage) should be recognized as current-period
charges and requires the allocation of fixed production overheads to inventory based on the normal capacity of the production facilities. SFAS
No. 151 is effective for fiscal years beginning after June 15, 2005. The Company is currently evaluating the financial statement impact of the
implementation of SFAS No. 151.

6.  INVENTORIES

Inventory is stated at the lower of cost, which approximates actual costs on a first-in first-out (FIFO) basis, or market. At December 31, 2004
$431,515 of net inventory value was located at the Company�s contract manufacturer in San Jose, California.

Inventories consisted of the following:

8
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December 31,
2004

September 30,
2004

Finished goods $ 424,433 $ 342,647
Work in process 3,147 -
Raw materials 605,294 418,448

1,032,874 761,095
Reserve for obsolescence (110,000) (110,000)

$ 922,874 $ 651,095

7.  CUSTOMER CONCENTRATION

For the three months ended December 31, 2004 sales to one customer in the Government Group accounted for 75% of total revenues and sales to
another customer and its affiliates in the Government Group accounted for 15% of total revenues. At December 31, 2004 the accounts receivable
from these two customers and their respective affiliates accounted for 88% and 5% of accounts receivable, respectively, and no other customer
accounted for more than 10% of accounts receivable. For the three months ended December 31, 2003 sales to one customer and its affiliate in
the Government Group accounted for 76% of total revenues. Of the accounts receivable balance of $3,601,940 at December 31, 2004,
$3,341,627 was collected in January of 2005.

8.  INTANGIBLES

Patents are carried at cost and, when granted, are amortized over their estimated useful lives. The carrying value of patents is periodically
reviewed and impairments, if any, are recognized when the expected future benefit to be derived from an individual intangible asset is less than
its carrying value. Patents consisted of the following:

December 31,
2004

September 30,
2004

Cost 1,654,145 $ 1,578,578
Accumulated amortization (358,055) (299,871)

Net patent $ 1,296,090 $ 1,278,707

9.  PRODUCT WARRANTY COST

The Company establishes a warranty reserve based on anticipated warranty claims at the time product revenue is recognized. Factors affecting
warranty reserve levels include the number of units sold and anticipated cost of warranty repairs and anticipated rates of warranty claims. The
Company evaluates the adequacy of the provision for warranty costs each reporting period.

Changes in the warranty reserves during the three months ended December 31, 2004 and 2003 were as follows:

Three Months Ended
December 31,

2004 2003

Beginning balance $ 331,917 $ 319,500
Warranty provision 82,163 (4,500)
Warranty payments (5,246) -

Edgar Filing: AMERICAN TECHNOLOGY CORP /DE/ - Form 10-Q/A

13
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10.  UNSECURED SUBORDINATED PROMISSORY NOTES

In December 2004, the Company sold an aggregate of $2,000,000 of 8% unsecured subordinated promissory notes due December 31, 2006.
Interest on these notes accrues at the rate of 8% per year and is due and payable quarterly in arrears. The Company is required to use 40% of the
net proceeds of any future equity financing to prepay these notes, including any amounts the Company raises pursuant to the CEFF described in
Note 11 below. The Company may prepay the notes at its discretion at any time without penalty after June 30, 2005.

In connection with the issuance of these notes, the purchasers were granted warrants to purchase an aggregate of 150,000 shares of its common
stock. The exercise price of the warrants was $9.28 per share for purchasers who were directors, officers, employees or consultants of the
Company, or affiliates of such persons, and $8.60 per share for other purchasers. Warrants exercisable for 75,000 shares were issued at each
such exercise price. The fair value of such warrants, which amounted to $723,000, and closing costs of $20,500 have been recorded as debt
discount to be amortized over the term of the notes. The following variables were used to determine the fair value of the warrants under the
Black-Scholes option pricing model: volatility of 56%, term of five years, risk free interest of 2.97% and underlying stock price equal to fair
market value at the time of grant.

A trust affiliated with an officer, director and significant stockholder of the Company purchased one of the aforementioned promissory notes in
the principal amount of $500,000 and received a warrant exercisable for 37,500 shares with an exercise price of $9.28 per share.

11.  STOCKHOLDERS� EQUITY

Summary
The following table summarizes changes in equity components from transactions during the three months ended December 31, 2004:

Preferred Stock Common Stock
Additional

Paid-in Accumulated
Total

Stockholders�
EquityShares Amount Shares Amount Capital Deficit

Balance, October 1, 2004 283,250 $ 3 19,808,819 $ 198 $ 47,520,207 $(42,327,493) $ 5,192,915

Stock issued upon exercise of
warrants - - 42,500 1 84,999 - 85,000

Value assigned to extension of time
to
exercise 92,675 options - - - - 266,963 - 266,963

Debt discount for 150,000 warrants
granted on 8% unsecured
subordinated
promissory notes - - - - 723,000 - 723,000

Issuance of stock options and
warrants
for services - - - - 1,540 - 1,540
Deemed dividends and accretion on
convertible preferred stock of
$277,775 - - - - - - -

Net loss for the period - - - - - (1,526,850) (1,526,850)

Balance, December 31, 2004 283,250 $ 3 19,851,319 $ 199 $ 48,596,709 $(43,854,343) $ 4,742,568
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At December 31, 2004 the Company�s 50,000 outstanding shares of Series D Preferred Stock were convertible into 128,925 shares of common
stock and the 233,250 outstanding shares of Series E Preferred Stock were convertible into 797,477 shares of common stock. As described in
Note 3 above, subsequent to December 31, 2004 the Company converted all outstanding shares of Series D and Series E Preferred stock into an
aggregate of 930,565 shares of common stock.
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Committed Equity Financing Facility
In December 2004, the Company entered into a $25 million Committed Equity Financing Facility (CEFF) with
Kingsbridge Capital Limited, a firm specializing in financing small to medium sized technology-based companies.
The CEFF allows the Company to sell to Kingsbridge, subject to certain significant limiting conditions, a maximum of
3,684,782 shares of its common stock at a price between 88% and 92% of the volume weighted average price during
15 day purchase periods.

As part of the arrangement, the Company issued a warrant to Kingsbridge to purchase 275,000 shares of its common
stock at a price of $8.60 per share. The warrant is exercisable beginning six months after the date of issuance and for a
period of five years thereafter. The Company also agreed to file a registration statement for the resale of shares
acquired under the CEFF, or upon exercise of the warrant, within 45 days after entering into the agreement for the
CEFF. In January 2005 the Company filed the required resale registration statement, but the registration statement has
not yet been declared effective. The Company has no obligation to draw down all or any portion of the commitment
during its 24-month term.

The Company is obligated to use 40% of the proceeds it may receive from the CEFF or other equity financings to
prepay any outstanding interest and principal on the notes described in Note 10 above. The Company may also be
required to pay liquidated damages of up to $2,500,000 in the event that a registration statement is not available for
the resale of securities purchased by Kingsbridge under the CEFF. The Company has also agreed to pay to a
consultant, who is an unrelated party, a finder fee equal to 4% of the first $5 million raised under the CEFF, 3% for
the second $5 million raised under the CEFF, 2% for the third $5 million raised under the CEFF, and 1.5% for any
additional amounts raised.

The fair value of the warrant at the date of issuance, which amounted to $843,105, and closing costs of $55,000, were
recorded as prepaid transaction costs. These costs will be reclassified to equity upon the sale of shares to Kingsbridge
or will be expensed if no sale is made prior to the expiration of the CEFF. The following variables were used to
determine the fair value of the warrant under the Black-Scholes option pricing model: volatility of 56%, term of 5.5
years, risk free interest of 2.97% and underlying stock price equal to fair market value at the time of issuance. The
warrant has been accounted for as a derivative instrument in accordance with Emerging Issues Task Force (EITF)
00-19 "Accounting for Derivative Financial Instruments, Indexed to, and Potentially Settled in a Company's Own
Stock".  As a derivative, the fair value of the warrant is recorded as a liability at its estimated fair value at each
balance sheet date until the effective date of the related registration statement, or upon warrant exercise, when the
warrant liability, as may be further revalued, will be reclassified to equity.  Changes in the fair value of the warrant are
recorded as other income or expense in the accompanying income statement. For the three months ended December
31, 2004, $950,141 was recorded as derivative expense for the change in valuation of the fair value of the warrant
from the date of issuance, December 14, 2004, to December 31, 2004.

Stock Options
During the quarter ended December 31, 2004, the Company recorded non-cash compensation expense of $266,963 for the extension of certain
option exercise periods for former employees relating to an aggregate of 92,675 shares of common stock. During the quarter ended December
31, 2004, the Company also recognized $1,540 of non-cash compensation expense for the value of options granted to non-employees. These
options were valued in the same manner as described in Note 4 for employee options. There were no non-cash compensation expenses for
options in the quarter ended December 31, 2003.

The following table summarizes information about stock option activity during the three months ended December 31, 2004:

Number
of

Options

Weighted
Average

Exercise Price

Outstanding October 1, 2004 1,839,498 $4.68
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      Granted 294,000 $7.55
      Canceled/expired (55,625) $3.53
      Exercised - $      -

Outstanding December 31, 2004 2,077,873 $5.11

Exercisable December 31, 2004 1,013,114 $4.93

Options outstanding are exercisable at prices ranging from $2.50 to $10.06 and expire over the period from 2005 to 2009 with an average life of
3.3 years. Subsequent to December 31, 2004, the Company received proceeds of $407,267 from the exercise of 124,925 options.
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Stock Purchase Warrants
The following table summarizes information about warrant activity during the three months ended December 31, 2004:

Number
of

Warrants

Weighted
Average

Exercise Price

Outstanding October 1, 2004 2,352,802 $3.74
      Issued 425,000 $8.72
      Exercised (42,500) $2.00
      Canceled/expired - $      -

Outstanding December 31, 2004 2,735,302 $4.54

At December 31, 2004, the following stock purchase warrants were outstanding arising from offerings and other transactions, each exercisable
into one common share:

Number
Exercise

Price
Expiration

Date

75,000 $11.00 March 31, 2005
770,000 $2.00 September 30, 2006
495,880 $3.01 March 31, 2007
454,547 $6.75 July 10, 2007
100,000 $4.25 September 30, 2007
364,875 $3.25 December 31, 2007
50,000 $3.63 April 8, 2007
75,000 $8.60 December 31, 2009
75,000 $9.28 December 31, 2009

275,000 $8.60 June 14, 2010

2,735,302

Subsequent to December 31, 2004, the Company received proceeds of $356,930 from the exercise of 74,360 warrants.

12.  BUSINESS SEGMENT DATA

The Company is engaged in design, development and commercialization of sound, acoustic and other technologies. The Company�s operations
are organized into two segments by the end-user markets they serve. The Company�s reportable segments are strategic business units that sell the
Company�s products to distinct distribution channels. The Business Products and Licensing Group (Business Group) markets and licenses HSS
and NeoPlanar sound products to companies that employ audio in consumer, commercial and professional applications. The Government and
Force Protection Systems Group (Government Group) markets LRAD, NeoPlanar, Sound Cluster and HSS sound products to government and
military customers and to the expanding force protection and commercial security markets. The segments are managed separately because each
segment requires different selling and marketing strategies as the class of customers within each segment is different.
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The accounting policies of the segments are the same as those described in the summary of significant accounting policies. The Company does
not allocate operating expenses or assets between its two reportable segments. Accordingly the measure of profit for each reportable segment is
based on gross profit.

Three Months Ended
December 31,

2004 2003

Revenues:
  Business Group $ 187,349 $ 81,939
  Government Group 4,221,564 692,839

$ 4,408,913 $ 774,778

Three Months Ended
December 31,

2004 2003

Gross Profit (Loss):
  Business Group $ (204,296) $ (3,612)
  Government Group 3,085,506 369,912

$ 2,881,210 $ 366,300

13.  LEGAL PROCEEDINGS

In September 2003, the Company filed a complaint against eSOUNDideas, Inc., in the Superior Court of California, County of San Diego,
alleging breach of contract and seeking a declaratory judgment to the effect that a License, Purchase and Marketing Agreement dated September
28, 2000 (the �ESI License Agreement�) with eSOUNDideas, a California partnership, was properly terminated in May 2003. The principals of
eSOUNDideas are Greg O. Endsley and Douglas J. Paschall. The principals also founded a corporation, eSOUNDideas, Inc., which purported to
assume the contractual obligations of eSOUNDideas. The Company amended the complaint in November 2003 to include eSOUNDideas (the
general partnership), Mr. Endsley and Mr. Paschall as defendants. For convenience, the following discussion refers to eSOUNDideas and
eSOUNDideas, Inc. collectively as �ESI.� In November 2003, the Company filed complaints in the Superior Court of California, County of San
Diego, against Mr. Endsley and Paschall seeking declaratory judgments that options granted to each of Mr. Endsley and Mr. Paschall in April
2001 were terminated in October 2002.

The ESI License Agreement formerly appointed ESI as an exclusive distributor of HSS products specifically targeted to the point of
sale/purchase, kiosk and display, and the event, trade show and exhibit markets in North America for five years. In June 2002, the Company and
ESI purported to enter into an amendment to the ESI License Agreement, extending the term to ten years commencing on the first delivery of a
commercial HSS product to an end user, and eliminating minimum purchase requirements for the first three years. The Company believes the
amendment was invalid as it was given in consideration for a large order from ESI, which was later withdrawn by ESI due to a dispute over the
payment and delivery terms of such order. In May 2003, the Company gave notice to ESI of termination of the ESI License Agreement. The
Company based its termination on its belief that ESI had failed to fulfill certain covenants contained in the ESI License Agreement related to
efforts and resources required to maximize the distribution and sales of HSS products in its product categories. Under the terms of the ESI
License Agreement, the termination was effective immediately, but ESI had sixty days to cure conditions giving rise to termination and reinstate
the agreement. ESI did not tender a cure within such sixty-day period.

The three cases were consolidated upon motion by the defendants and order of the court. The defendants filed a cross-action in the consolidated
action alleging fraud, breach of contract in connection with the ESI License Agreement and the options, breach of the implied covenant of good
faith and fair dealing, intentional interference with contract, negligent interference with contract, intentional interference with prospective
economic advantage, negligent interference with prospective economic advantage, defamation, and violation of California Business and
Professions Code §17200. The Company filed its answer to the second amended cross-complaint in August 2004. Discovery is ongoing. Trial
has been set for May 2005.

Edgar Filing: AMERICAN TECHNOLOGY CORP /DE/ - Form 10-Q/A

20



13

Edgar Filing: AMERICAN TECHNOLOGY CORP /DE/ - Form 10-Q/A

21



Table of Contents

The Company intends to vigorously pursue its complaint against the defendants in this case and to vigorously challenge the defendant�s cross
complaint.

The Company may at times be involved in litigation in the ordinary course of business. The Company will also, from time to time, when
appropriate in management�s estimation, record adequate reserves in the Company�s financial statements for pending litigation. Except as set forth
above, there are no pending material legal proceedings to which the Company is a party or to which any of its property is subject.

14.  INCOME TAXES

At December 31, 2004, a valuation allowance has been provided to offset the net deferred tax asset as management has determined that it is
more likely than not that the deferred tax asset will not be realized. At September 30, 2004 the Company had for federal income tax purposes net
operating loss carryforwards of approximately $37,400,000, which expire through 2025 of which certain amounts are subject to significant
limitations under the Internal Revenue Code of 1986, as amended.

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

The following discussion should be read in conjunction with the accompanying unaudited interim financial statements and the related notes
included under Item 1 of this Quarterly Report on Form 10-Q, together with Management�s Discussion and Analysis of Financial Condition and
Results of Operations included in the Company�s Annual Report on Form 10-K for the year ended September 30, 2004.

The following discussion provides an overview of our results of operations for the three months ended December 31, 2004 and 2003. Significant
period-to-period variances in the statements of operations are discussed under the caption �Results of Operations.� Our financial condition and
cash flows are discussed under the caption �Liquidity and Capital Resources.�

Forward Looking Statements
This Report contains certain statements of a forward-looking nature relating to future events or future performance.  Words such as �expects,�
�anticipates,� �intends,� �plans,� �believes,� �seeks,� �estimates� and similar expressions or variations of such words are intended to identify
forward-looking statements, but are not the only means of identifying forward-looking statements.  Prospective investors are cautioned that such
statements are only predictions and that actual events or results may differ materially.  In evaluating such statements, prospective investors
should specifically consider various factors identified in this Report, including the matters set forth below under the caption �Business Risks�,
which could cause actual results to differ materially from those indicated by such forward-looking statements.

Overview

We are an innovator of proprietary sound reproduction technologies and products. Our HyperSonic Sound, or HSS, technology is a new method
of sound reproduction that creates sound �in the air.�  Sound is generated along an air column using ultrasonic frequencies, which are those above
the normal range of hearing. The HSS sound beam is highly directional and maintains sound volume over longer distances than traditional
loudspeakers. We believe HyperSonic Sound�s unique features are useful in new sound applications. We believe we are the leader in developing
and commercializing parametric loudspeakers.

Our Long Range Acoustic Device, or LRAD, technology produces variable intensity acoustical sound intended for use in long-range delivery of
directional and highly intelligible sound information, which is effectively a supercharged megaphone. LRAD products are used as directed
long-range hailing and warning systems.

Our NeoPlanar technology is a thin film magnetic speaker that produces sound of high quality, low distortion and high volume. NeoPlanar
applications include high-end sound, public address and mass notification systems. Our SoundCluster technology is a new multi-transducer,
speaker cluster optimized for even sound coverage over large and highly ambient noise areas such as aircraft carrier flight decks.  We have other
proprietary sound technologies and products in various stages of development.

Our primary products sold to date have been LRAD and HSS products. These products are currently manufactured for us by Pemstar, Inc., an
established contract manufacturer with multiple locations worldwide. Our sales have been highly dependent on large orders from a few
customers.  We target our products for sale worldwide, but expect the largest markets to be the U.S., Europe and Asia. To date, our sales have
been made in U.S. dollars and we do not expect currency fluctuations to have a material impact on our operations.
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We believe the first quarter ended December 31, 2004 shows positive improvements in operating results. Our revenues for the three months
ended December 31, 2004 were $4,408,913, compared to $774,778 for the three months ended December 31, 2003. Our gross profit for the three
months ended December 31, 2004 was 65% of revenues, compared to 47% of revenues for the comparable prior year three month period. We
accomplished significant improvements in sales and margins, with gross profit of $2,881,210 in the three months ended December 31, 2004
which was $2,514,910 or 687% higher than the gross profit of $366,300 in the three months ended December 31, 2003. This was partially offset
by increases in operating expenses of $1,935,245 or 127% from $1,521,285 in the three months ending December 31, 2003 to $3,456,530 in the
three month period ending December 31, 2004. However, due to the $950,141 derivative revaluation expense associated with the increase in
value of the warrant we issued to Kingsbridge Capital, our net loss increased from $1,136,427 for the three months ended December 31, 2003 to
$1,526,850 for the three months ended December 31, 2004.

Management is continuing to focus efforts upon near-term revenue and gross margin improvement from our existing, marketable products. We
have filled key management and operations positions and increased personnel in our sales and marketing and engineering departments. While
new hires have necessarily resulted in increased expenses, we believe these new hires, and others planned, are important to near-term revenue
and gross margin improvements. We are currently focusing our resources primarily on sales, marketing, engineering and production of existing
products. We are closely monitoring expenses for our Advanced Development department, charged with development of new products. Our
policy is to establish a compelling business case for each Advanced Development initiative.

Our various technologies are high risk in nature. Our future is largely dependent upon the success of our sound technologies. We invest
significant funds in research and development and on patent applications related to our proprietary technologies. Unanticipated technical or
manufacturing obstacles can arise at any time and disrupt sales or licensing activities and result in lengthy and costly delays. Our technologies
may not achieve market acceptance sufficient to sustain operations or achieve future profits. See �Business Risks� below.

Recent Developments

On January 18, 2005, we gave notice to all holders of Series D and Series E Preferred Stock that we had elected to convert the shares of Series D
and Series E Preferred Stock to common stock. The designations, rights and preferences of the Series D and Series E Preferred Stock permitted
us to exercise this conversion option if the market price of our common stock exceeded $9.50 per share for ten consecutive trading days and
certain other conditions were satisfied. The price condition was satisfied on January 6, 2005. The notice of conversion was effective immediately
for the Series D Preferred Stock, and resulted in all 50,000 issued and outstanding shares of Series D Preferred Stock converting into an
aggregate of 129,259 shares of common stock. The notice of conversion for the Series E Preferred Stock was effective on February 1, 2005, and
all 233,250 issued and outstanding shares of Series E Preferred Stock converted into an aggregate of 801,306 shares of common stock. As all the
Series D and Series E Preferred Stock was called for conversion as described above, $1,504,711 will be accreted in the second fiscal quarter and
will increase the net loss available to common stockholders.

Critical Accounting Policies

We have identified the policies below as critical to our business operations and the understandings of our results of operations. Our accounting
policies are more fully described in our financial statements located in Item 8 of Part II, �Financial Statements and Supplementary Data.�

The methods, estimates and judgments we use in applying our accounting policies, in conformity with generally accepted accounting principles
in the United States, have a significant impact on the results we report in our financial statements. We base our estimates on historical
experience and on various other assumptions that we believe to be reasonable under the circumstances. The estimates affect the carrying values
of assets and liabilities. Actual results may differ from these estimates under different assumptions or conditions. We believe that the following
discussion addresses our most critical accounting policies, which are those that are most important to the portrayal of our financial condition and
results of operations and require our most difficult, subjective, and complex judgments, often as a result of the need to make estimates about the
effect of matters that are inherently uncertain.

Revenue Recognition.  We currently derive our revenue primarily from two sources: (i) component and product sale revenues and associated
engineering and installation, which we refer to collectively as Product Sales and (ii) contract and license fee revenue.  Product Sales revenues are
recognized in the periods that products are shipped to customers, FOB shipping point or destination, when a signed contract exists, the fee is
fixed and determinable, collection of resulting receivables is probable and there are no remaining obligations. Revenues from engineering
contracts are recognized based on milestones or completion of the contracted services. Revenues from ongoing per unit license fees are earned
based on units shipped incorporating our patented proprietary technologies and are recognized in the period when the ultimate customer accepts
the product and collectibility is reasonably assured. Revenues from up-front license and other fees and annual license fees are generally
recognized ratably over the specified term of the particular license or agreement.
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Valuation of Intangible Assets.  Intangible assets include purchased technology and patents, which are amortized over their estimated useful
lives. We must make judgments and estimates regarding the future utility and carrying value of intangible assets. The carrying values of such
assets are periodically reviewed and impairments, if any, are recognized when the expected future benefit to be derived from an individual
intangible asset is less than its carrying value.  In fiscal 2004, we reviewed the carrying value of our intangible assets and reduced the carrying
value of these assets. Our judgments and estimates regarding carrying value and impairment of intangible assets have an impact on our financial
statements.

Warranty Reserve. We establish a warranty reserve based on anticipated warranty claims at the time product revenue is recognized. These
warranties require us to make estimates regarding the amount and costs of warranty repairs we expect to make over a period of time. Factors
affecting warranty reserve levels include the number of units sold and anticipated cost of warranty repairs and anticipated rates of warranty
claims. We evaluate the adequacy of the provision for warranty costs each reporting period. See Note 9 to our financial statements for additional
information regarding warranties. The estimates we use have an impact on our financial statements.

Derivative Instruments. We account for the warrant issued in December 2004 in conjunction with the Committed
Equity Financing Facility with Kingsbridge Capital Limited, as a derivative financial instrument. As a derivative, the
fair value of the warrant is recorded as a liability in the balance sheet and changes in the fair value of the warrant are
recognized as other income or expense during each period. The fair value of the warrant is expected to change
primarily in response to changes in our stock price. Significant increases in the fair value of our stock could give rise
to significant expense in the period of the change. Likewise, a reduction in our stock price could give rise to
significant income in the period of the change. The warrant liability will be reclassified to equity as of the effective
date of the related registration statement, or upon the exercise of the warrant.

Guarantees and Indemnifications.  Under our bylaws, we have agreed to indemnify our officers and directors for certain events. We also enter
into certain indemnification agreements in the normal course of our business. We have no liabilities recorded for such indemnities.

Deferred Tax Asset. We have provided a full valuation reserve related to our substantial deferred tax assets. In the future, if sufficient evidence
of our ability to generate sufficient future taxable income in certain tax jurisdictions becomes apparent, we may be required to reduce our
valuation allowances, resulting in income tax benefits in our consolidated statement of operations. We evaluate the realizability of the deferred
tax assets and assess the need for valuation allowance quarterly. The utilization of the net operating loss carryforwards could be substantially
limited due to restrictions imposed under federal and state laws upon a change in ownership. Congress passed the American Jobs Creation Act of
2004 in October 2004.  The new law contains numerous changes to existing tax laws, including both domestic and foreign tax incentives.  We
have not yet determined what impact, if any, this new law may have on our deferred tax asset, or our future results of operations and financial
condition.

Legal Proceedings.  We are currently involved in certain legal proceedings.  Although unfavorable outcomes in any of these matters could have
a material adverse effect on our operating results, liquidity or financial position, we believe the claims are without merit and intend to vigorously
defend the actions. We estimate the range of liability relating to pending litigation, where the amount and range of loss can be estimated.  We
record our best estimate of a loss when the loss is considered probable.  Where a liability is probable and there is a range of estimated loss with
no best estimate in the range, we record the minimum estimated liability related to the claim.  As additional information becomes available, we
assess the potential liability related to our pending litigation and revise our estimates. 

Valuation of Inventory. Our inventory is comprised of raw materials, assemblies and finished products that we intend to sell to our customers.
We must periodically make judgments and estimates regarding the future utility and carrying value of our inventory.  The carrying value of our
inventory is periodically reviewed and impairments, if any, are recognized when the expected future benefit from our inventory is less than its
carrying value.  In fiscal 2004 we reviewed the carrying value of our inventory and increased the reserve for obsolescence by $90,000 for raw
materials that were used on our HSS Generation II products but are not required for our HSS Generation III products.

Results of Operations

Revenues
Revenues increased 469% for the three months ended December 31, 2004 to $4,408,913 compared to $774,778 for the three months ended
December 31, 2003. Revenues for the three months ended December 31, 2004 included $4,346,913 of product and component sales and $62,000
of contract and license revenues. The increase in revenues for the three months ended December 31, 2004 was primarily due to LRAD sales.
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Contract and license revenues for the three months ended December 31, 2004 were $62,000 and for the three months ended December 31, 2003
were $156,194. Our focus in the first quarter of fiscal 2005 has been on product and component sales rather than contracted development.

At December 31, 2004, we had $300,000, and at December 31, 2003 we had $387,825 recorded as deferred revenue or deposits for existing
contracts, agreements and licenses.

As we have only recently commenced product manufacturing and sales, and we have only a limited record of recurring sales, we do not consider
order backlog to be an important index of future performance at this time. Our backlog is affected by the timing of large orders and order
deliveries, especially to government customers. Our order backlog was approximately $1,898,000 at December 31, 2004 and $530,000 at
December 31, 2003. Backlog orders are subject to modification, cancellation or rescheduling by our customers. Future shipments may also be
delayed due to production delays, component shortages and other production and delivery related issues.

Our Business Products and Licensing Group, or Business Group, markets and licenses HSS and NeoPlanar products to companies which employ
audio in consumer, commercial and professional applications. Our Government and Force Protection Systems Group, or Government Group,
markets LRAD, NeoPlanar, SoundCluster and HSS products to government and military customers and to the expanding force protection and
commercial security markets.

Presented below is a summary of revenues by business segment:

For the three months ended
December 31,

2004 2003

Revenues:
   Business Group $ 187,349 $ 81,939
   Government Group 4,221,564 692,839

$ 4,408,913 $ 774,778

Business Group revenues for the three months ended December 31, 2004 consisted of HSS and Neoplanar product sales.

Government Group revenues for the three months ended December 31, 2004 included sales of $4,159,564 of LRAD and NeoPlanar products and
$62,000 of revenues from engineering and contract work. These revenues are derived primarily from a limited number of large orders and the
timing of follow-on orders, if any, is difficult to predict. Government Group revenues for the three months ended December 31, 2003 included
sales of $536,645 of LRAD and NeoPlanar products and $156,194 of revenues from engineering and contract work.

For the three months ended December 31, 2004 sales to two customers accounted for 75% and 15%, respectively, of total revenues. For the three
months ended December 31, 2003 sales to one customer and its affiliate accounted for 76% of revenues.

Gross Profit
Presented below is the gross profit or loss by business segment.

For the three months ended
December 31,

2004 2003

Gross Profit (Loss):
  Business Group $ (204,296) $ (3,612)
  Government Group 3,085,506 369,912

$ 2,881,210 $ 366,300
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The overall gross profit for the three months ended December 31, 2004 was 65% of revenues, a significant improvement from the gross profit of
47% of revenues reported for the comparable three-month period of the prior year.

We experienced a gross loss on Business Group operations for the three months ended December 31, 2004 of $204,296 as limited sales were not
sufficient to absorb fixed manufacturing overhead costs. For the three months ended December 31, 2003, we had a gross loss in Business Group
operations primarily as a result of limited sales compared to fixed overhead and warranty costs. During fiscal year 2003 and fiscal 2004 we
changed our HSS Generation I emitter design to eliminate the requirement for a vacuum in the emitter, and we improved film quality. During
fiscal 2004, we made further raw material improvements in the electronics and the manner in which the film and emitters are produced. We
believe that our improved HSS Generation III product is more reliable. We expect that warranty costs will decrease in fiscal 2005, and that as
HSS product sales grow, we will produce positive gross margins.

Gross profit for our Government Group was $3,085,506 for the three months ended December 31, 2004, or 73% of revenue compared to 53% of
revenue for the three months ended December 31, 2003. Gross profit percentage continues to be highly dependent on sales prices, volumes,
purchasing costs and overhead allocations. Our various sound products have different margins, so product sales mix will materially affect gross
profits. In addition, we continue to make model updates and changes including raw material and component changes, which change product
costs. We therefore do not believe that historical gross profit margins should be relied upon as an indicator of future gross profit margins.

Selling, General and Administrative Expenses
Selling, general and administrative expenses as a percentage of sales were 45% for the three months ended December 31, 2004 compared to
138% for the three months ended December 31, 2003. These costs in the three months ended December 31, 2004 totaled $1,995,915, an increase
of $923,601 from the $1,072,314 incurred in the three months ended December 31, 2003.

The increase included the following:

A $338,817 increase in personnel and related expense due to increases in headcount in sales and administration.• 
A $204,659 increase in commissions expense resulting from increased sales for the three month period ended December 31, 2004.• 
A $64,814 increase in legal expense due to activity related to pending litigation.• 
A $55,562 increase in advertising expense.• 
A $47,714 increase in travel and entertainment expense as a result of increased sales efforts.• 
A $32,405 increase in audit and related expense.• 

We expect to expend additional resources on growing our management team and in marketing our proprietary sound technologies in future
periods, which we expect will increase selling, general and administrative expenses. We also expect to incur additional costs in fiscal 2005 to
comply with various sections of the Sarbanes-Oxley Act, particularly those related to Section 404 concerning management assessment of
internal controls. We do not currently have an estimate of these increased costs, but they are expected to include increased staffing, outside
consultants and increased legal and audit costs.

Research and Development Expenses
Research and development expenses increased significantly in dollar amounts from the three months ended December 31, 2003 to the three
months ended December 31, 2004. Research and development expenses as a percentage of sales were 33% for the three months ended December
31, 2004 compared to 58% for the three months ended December 31, 2003. These costs in the three months ended December 31, 2004 totaled
$1,460,615, an increase of $1,011,644 from the $448,971 incurred in the three months ended December 31, 2003. The increase included an
increase in personnel and related costs of $516,856 resulting from an increase in headcount in our engineering department, a $245,183 non-cash
expense associated with the extension of time to expense stock options and an increase of $217,685 for prototypes and other expensed parts
relating to our effort to design and develop new and more reliable products.

Research and development costs vary period to period due to the timing of projects, the availability of funds for research and development and
the timing and extent of use of outside consulting, design and development firms. We expect fiscal 2005 research and development costs to be
somewhat higher than fiscal 2004 levels based on current plans and staffing.
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Loss From Operations
Total operating expenses were $3,456,530 for the three months ended December 31, 2004, compared to $1,521,285 for the three months ended
December 31, 2003. Our loss from operations was $575,320 for the three months ended December 31, 2004 representing a significant reduction
compared to $1,154,985 for the three months ended December 31, 2003. We expect increased product sales and margin contributions in fiscal
2005 to continue to reduce the loss from operations from fiscal 2004 levels. The reduced loss from operations resulted primarily from a
$2,514,910 improvement in gross margin contribution, offset by an increase of $1,935,245 in total operating expenses.

Other Income (Expense)
We had $951,530 of other expense for the three months ended December 31, 2004, compared with $18,558 of other
income for the same period last year. A $950,141 non-cash derivative revaluation expense related to the increase in
the fair value of the warrant issued to Kingsbrige and measured from the issuance date of December 14, 2004 to
December 31, 2004, was recorded as other expense for the three months ended December 31, 2004. We also incurred
interest expense of $12,330 and recognized $10,941 of interest income from invested cash balances during such three
month period. During the three months ended December 31, 2003 we recorded interest expense of $816, and we
recorded $19,374 in interest income from invested cash balances.

Net Loss
Net loss for three months ended December 31, 2004 was $1,526,850 compared to net loss of $1,136,427 for the three months ended December
31, 2003. The $390,423 increase in net loss resulted primarily from non-cash derivative revaluation expense partially offset by increased
revenues and margins.

Net Loss Available to Common Stockholders
Net loss available to common stockholders was increased in each period presented in computing net loss per share by the accretion of the value
of imputed deemed dividends arising from the beneficial conversion discount and the value of warrants associated with convertible preferred
stock. The imputed deemed dividends are not contractual obligations to pay such imputed dividends. Net loss available to common stockholders
is also increased by the 6% accretion (similar to a dividend) on outstanding preferred stock. These amounts aggregated $277,775 in the three
months ended December 31, 2004 and $293,705 in the three months ended December 31, 2003. Accordingly, the net loss available to common
stockholders was $1,804,625 in the three months ended December 31, 2004 and $1,430,132 in the three months ended December 31, 2003.

On January 18, 2005, we gave notice to all holders of Series D and Series E Preferred Stock that we had elected to convert the shares of Series D
and Series E Preferred Stock to common stock. All 50,000 issued and outstanding shares of Series D Preferred Stock converted into an aggregate
of 129,259 shares of common stock on the date of notice, and all 233,250 issued and outstanding shares of Series E Preferred Stock converted
into an aggregate of 801,306 shares of common stock on February 1, 2005. As all the Series D and Series E Preferred Stock was called for
conversion as described above, $1,504,711 will be accreted in the second fiscal quarter and will increase the net loss available to common
stockholders.

Liquidity and Capital Resources

We have experienced significant negative cash flow from operating activities including developing and introducing our proprietary sound
technologies. Our net cash used in operating activities was $2,171,891 for the three months ended December 31, 2004 compared to $2,029,204
for the three months ended December 31, 2003. As of December 31, 2004, the net loss of $1,526,850 included certain expenses not requiring the
use of cash totaling $1,420,267. In addition, cash was used in operating activities through an increase of $2,675,193 in accounts receivable, an
increase of $271,779 in inventory and an increase of $35,887 in prepaid expenses. Cash was provided by an increase of $922,797 in accounts
payable and accrued liabilities.

At December 31, 2004, we had accounts receivable of $3,601,940 as compared to $926,747 at September 30, 2004. Of the accounts receivable
balance at December 31, 2004, $3,341,627 was collected in January of 2005. The balance at December 31, 2004 represented approximately 40
days of revenues. Terms with individual customers vary greatly. We typically require pre-payment or a maximum of thirty-day terms for our
proprietary sound technology components and products. Our receivables can also vary substantially due to overall sales volumes and due to
quarterly and seasonal variations in sales and timing of shipments to and receipts from large customers and the timing of contract payments.

For the three months ended December 31, 2004, we used $190,026 for the purchase of equipment and software and made a $70,868 investment
in patents and new patent applications. We anticipate a continued investment in patents for the balance of fiscal 2005. Dollar amounts to be
invested on these patents are not currently estimable by management.
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At December 31, 2004, we had working capital of $5,029,925 compared to working capital of $3,472,984 at September 30, 2004.

In December 2004, we sold for cash in a private offering an aggregate of $2,000,000 of unsecured subordinated promissory notes due December
31, 2006. In connection with the financing, we also issued five-year warrants to purchase an aggregate of 150,000 shares, 75,000 of which have
an exercise price of $9.28 per share, and 75,000 of which have an exercise price of $8.60 per share. A trust affiliated with Elwood G. Norris, our
Chairman and the beneficial owner of 19.5% of our common stock before the financing, purchased a note in the principal amount of $500,000
and received a warrant exercisable for 37,500 shares with an exercise price of $9.28 per share.

In December 2004, we entered into a Committed Equity Financing Facility (CEFF) with Kingsbridge Capital Limited, pursuant to which
Kingsbridge committed, subject to certain significant limiting conditions, to purchase up to $25 million of our common stock to support future
growth. As part of the arrangement, we issued a warrant to Kingsbridge to purchase 275,000 shares of our common stock at a price of $8.60 per
share. The warrant is exercisable beginning six months after the date of grant and for a period of five years thereafter. Subject to certain
conditions and limitations, from time to time under the CEFF, we may require Kingsbridge to purchase newly-issued shares of our common
stock at a price that is between 88% and 92% of the volume weighted average price during a 15 day purchase period, and thereby raise capital as
required, at the time, price and in the amounts deemed suitable to us. For each election to sell shares to Kingsbridge, we select the lowest
threshold price at which our stock may be sold, but the threshold price cannot be lower than $3.00 per share. Our agreement with Kingsbridge
permits Kingsbridge to terminate the CEFF if Kingsbridge determines that a material and adverse event has occurred affecting the business,
operations, properties or financial condition of our company, or if any situation occurs that would interfere with our ability to perform any of our
obligations under the agreement.

The CEFF requires us to have a resale registration statement filed within 45 days of entering into the CEFF, and to use commercially reasonable
efforts to have such registration statement declared effective by the Securities and Exchange Commission (SEC) within 45 days or 120 days of
filing, depending on whether the SEC elects to review the registration statement. The required registration statement was filed in January 2005,
and has not yet been declared effective. We cannot make any draws until the registration statement is effective.

In certain instances, we may be required to pay liquidated damages or other amounts resulting from the unavailability of a registration statement.
For further details, see �Business Risks� below.

Based on such factors as market conditions, financing needs and the time required for the SEC to declare the resale registration statement
effective, we currently expect that we may begin to utilize the CEFF during fiscal 2005, in order to fund working capital requirements. However,
the timing and extent of our ability to utilize the CEFF is uncertain. We are obligated to use 40% of the proceeds we may receive from the CEFF
to prepay any outstanding interest and principal on the notes sold in December 2004. Under the rules of the Nasdaq Stock Market, the maximum
number of shares we may sell to Kingsbridge without approval of our stockholders is 3,684,782 (exclusive of the warrant shares), which may
further limit the amount of proceeds we are able to obtain from the CEFF. We agreed to pay to a consultant a finder fee equal to 4% of the first
$5 million raised under the CEFF, 3% for the second $5 million raised under the CEFF, 2% for the third $5 million raised under the CEFF, and
1.5% for any additional amounts raised under the CEFF. See �Business Risks� below for a discussion of other risks associated with the CEFF.

Other than cash, cash equivalents and the CEFF, we have no other unused sources of liquidity at this time. We expect to incur additional
operating losses as a result of expenditures for research and development and marketing costs for our sound products and technologies. The
timing and amounts of these expenditures and the extent of our operating losses will depend on many factors, some of which are beyond our
control. Principal factors that could affect the availability of our internally generated funds include:

� government spending levels;
� introduction of competing technologies;
� failure of sales from our Government Group and Business Group to meet planned projections;
� product mix and effect on margins; and
� product acceptance in new markets.

Principal factors that could affect the availability to obtain cash from external sources include:
� inability to have the registration statement required by the CEFF declared effective by the SEC;
� decrease in the market price of our common stock, which may render the CEFF unavailable (if the purchase price to CEFF would be

less than $3.00 per share), or which may make the CEFF a less attractive funding source.;
� our failure to satisfy other required conditions for use of the CEFF;
� the trading volume of public trading of our common stock; and
� overall market conditions.
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Based on our cash position, and assuming currently planned expenditures and level of operations, we believe we will have sufficient cash for
operations for the next twelve months. We believe increased sales of LRAD, HSS and, to a lesser extent, NeoPlanar products will continue to
contribute cash in fiscal 2005. We believe that any investment capital we may require will be available to us, but there can be no guarantee that
we will be able to raise funds on terms acceptable to us, or at all. We have flexibility to adjust the level of research and development and selling
and administrative expenses based on the availability of resources. However, reductions in expenditures could delay development and adversely
affect our ability to generate future revenues.

Contractual Commitments and Commercial Commitments

The following table summarizes our contractual obligations at December 31, 2004, and the effect such obligations are expected to have on our
liquidity and cash flow in future periods:

Contractual Obligations Total
Less than

1 Year 1-3 Years 4-5 Years
After

5 Years

Capital leases $22,411 $12,806 $9,605 - -
Operating leases 417,086 245,833 170,357 896 -
8% Unsecured Subordinated Promissory Notes 2,000,000 2,000,000

Total contractual cash obligations $2,439,497 $258,639 $2,179,962 $896 -

The Company had no material purchase obligations at December 31, 2004.

New Accounting Pronouncements

A number of new pronouncements have been issued for future implementation as discussed in the footnotes to our interim financial statements
(see Note 5).

Business Risks

An investment in our company involves a high degree of risk.  In addition to the other information included in this report, you should carefully
consider the following risk factors in evaluating an investment in our company.  You should consider these matters in conjunction with the other
information included or incorporated by reference in this report. Our results of operations or financial condition could be seriously harmed, and
the trading price of our common stock may decline due to any of these or other risks.

We have a history of net losses. We expect to continue to incur net losses and we may not achieve or maintain profitability. 

We have incurred significant operating losses and anticipate continued losses in fiscal 2005. At December 31, 2004, we had an accumulated
deficit of $43,854,343. In addition, for the fiscal quarter ended December 31, 2004, we incurred a net loss of $1,526,850. We need to generate
additional revenue to be profitable in future periods. Failure to achieve profitability, or maintain profitability if achieved, may cause our stock
price to decline.

We may need additional capital for growth.

Our current plans indicate that depending on sales, we may need additional capital to support our growth.  We may generate a portion of these
funds from operations. 
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The actual amount of funds that we will need will be determined by many factors, some of which are beyond our control, and we may need
funds sooner than currently anticipated.  Principal factors that could affect the availability of our internally generated funds include:

� government spending levels;
� introduction of new competing technologies;
� failure of sales from our Government Group and Business Group to meet planned projections;
� product mix and effect on margins; and
� acceptance of our products in new markets.  

When we require additional funds, general market conditions or the then-current market price of our common stock may not support capital
raising transactions.  If we require additional funds and we are unable to obtain them on a timely basis or on terms favorable to us, we may be
required to scale back our research and development efforts, sell or license some or all of our technology or assets or curtail or cease operations. 
If we raise additional funds by selling additional shares of our capital stock or securities convertible into common stock, the ownership interest
of our stockholders will be diluted.

The Committed Equity Financing Facility may have a significant dilutive impact on our stockholders, and the potential unavailability of
this facility would negatively affect our financing activities.

We have entered into a Committed Equity Financing Facility, or CEFF, with Kingsbridge Capital Limited. Under the terms of our agreement
with Kingsbridge, we may, at our sole discretion, sell to Kingsbridge, and Kingsbridge would be obligated to purchase, shares of our common
stock for up to $25 million in proceeds to us. The price at which we may sell shares of common stock under the agreement is based on a discount
to the volume weighted average market price of the common stock for 15 trading days following each of our elections to sell shares. For each
election to sell shares, we select the lowest threshold price at which our stock may be sold, but the threshold price cannot be lower than $3.00
per share. In the event the market price of our common stock falls below $3.41 per share, which after giving affect to the discount would result
in a price per share lower than the $3.00 minimum threshold price, the CEFF will not be an available source of financing. In addition, we are
obligated to use 40% of the proceeds we may raise from the CEFF to prepay any outstanding interest and principal on the promissory notes we
sold in December 2004 with an aggregate principal amount of $2,000,000. Our agreement with Kingsbridge permits Kingsbridge to terminate
the CEFF if Kingsbridge determines that a material and adverse event has occurred affecting the business, operations, properties or financial
condition of our company, or if any situation occurs that would interfere with our ability to perform any of our obligations under the agreement.

The issuance of shares under the CEFF will have a dilutive impact on other stockholders and the issuance or even potential issuance of such
shares could have a negative effect on the market price of our common stock. In addition, if we draw down the CEFF, we will issue shares to
Kingsbridge at a discount ranging from 8% to 12% of the daily volume weighted average prices of our common stock during the 15 day trading
period after initiation of each draw down. Issuing shares at such a discount will further dilute the interests of other stockholders.

To the extent that Kingsbridge sells shares of our common stock issued under the CEFF to third parties, our stock price may decrease due to the
additional selling pressure in the market. The perceived risk of dilution from sales of stock to or by Kingsbridge may cause holders of our
common stock to sell their shares, or it may encourage short sales. This could contribute to a decline in our stock price.

The Committed Equity Financing Facility imposes certain liquidated damages and other payment requirements, and contains
limitations on our ability to issue future priced securities. These provisions may significantly impair our liquidity and ability to raise
capital.

The terms of the CEFF require us to pay liquidated damages in the event that a registration statement is not available for the resale of securities
purchased by Kingsbridge under the CEFF. Except for certain permitted periods of ineffectiveness described below, we are obligated to pay to
Kingsbridge an amount, up to $2.5 million, equal to the number of shares purchased under the CEFF and held by Kingsbridge at the date the
registration statement becomes unavailable, multiplied by any positive difference in price between the volume weighted average price on the
trading day prior to such period of unavailability and the volume weighted average price on the first trading day after the period of
unavailability. We may, in lieu of paying such liquidated damages, offer to repurchase the securities held by Kingsbridge for a price equal to the
volume weighted average price on the trading day prior to such period of unavailability.
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We are permitted to suspend the availability of the registration statement if there is material undisclosed information then existing or if we intend
to file another registration statement. However, if the registration statement is suspended within fifteen trading days following any settlement
date for the purchase of our stock under the CEFF, we must pay Kingsbridge a percentage of the decline in value, if any, of shares purchased by
Kingsbridge in the most recent draw down and still held by Kingsbridge during the time the availability of the registration statement is
suspended as follows: 75% of such decline if such notice of suspension is delivered prior to the fifth trading day after a settlement date, 50% of
such decline if such notice of suspension is delivered on or after the fifth and prior to the tenth trading day after a settlement date, and 25% of
such decline if such notice of suspension is delivered on or after the tenth and prior to the fifteenth trading day after a settlement date. The
amount of such payments for any one period of suspension may not exceed $1.75 million. We may, in lieu of paying such amounts, offer to
repurchase the securities held by Kingsbridge for a price equal to the volume weighted average price on the trading day prior to such period of
ineffectiveness. We may also elect to pay such amounts in shares of common stock valued at the market value on the first trading day after such
permitted suspension ends. The liquidated damages and required payments could severely affect our liquidity, or to the extent we are permitted
to pay such damages through the issuance of common stock, cause dilution to our common stockholders.

In addition, during the two-year term of the proposed CEFF, without the prior written consent of Kingsbridge, we are prohibited from issuing
securities that are, or may become, convertible or exchangeable into shares of common stock where the purchase, conversion or exchange price
for such common stock is determined using a floating or otherwise adjustable discount to the market price of the common stock (including
pursuant to an equity line or other financing that is substantially similar to an equity line with an investor other than Kingsbridge). In the past,
we met our capital needs through the sale of preferred stock and convertible notes which had floating price features. We may have difficulty
raising capital if Kingsbridge does not consent to our use of such securities in the future. If we are unable to raise capital from Kingsbridge or
from sources that do not demand a floating price feature, we may have to severely curtail our operations, which could cause a significant
decrease in the price of our common stock.

Two customers collectively accounted for approximately 90% of our revenues for the three months ended December 31, 2004 and we
continue to be dependent on a few large customers.

ADS, Inc., a prime vendor to the U. S. military, accounted for 75% of net revenues and one other customer accounted for 15% of net revenues
for the three months ended December 31, 2004. Both customers have the right to cease doing business with us at any time. If ADS were to cease
doing business with us and we could not secure the services of another prime vendor to replace ADS, or the other customer were to cease doing
business with us, our net revenues could decline substantially. Any such decline could result in us incurring net losses, increasing our
accumulated deficit and causing us to need to raise additional capital to fund our operations.

We must expand our customer base in order to grow our business.

To grow our business, we must fulfill orders from our existing customers, obtain additional orders from our existing customers, develop
relationships with new customers and obtain and fulfill orders from new customers. We cannot guarantee that we will be able to increase our
customer base. Further, even if we do obtain new customers, we cannot guarantee that those customers will purchase from us enough quantities
of our product or at product prices that will enable us to recover our costs in acquiring those customers and fulfilling those orders. Whether we
will be able to sell more of our products will depend on a number of factors, including:

� our ability to manufacture reliable products that have the features that are required by our customers; 

� our ability to expand relationships with existing customers and to develop relationships with new customers that will lead to
additional orders for our products; 

� our ability to develop and expand new markets for directed sound products; and 

� our ability to develop international product distribution directly or through strategic partners.
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The growth of our Government Group revenues is materially dependent on acceptance of our LRAD products by government, military
and developing force protection and emergency response agencies, and if these agencies do not purchase our products, our revenues will
be adversely affected.

Although our LRAD products are designed for use by both government and commercial customers, our LRAD products have, to date, been
predominantly sold for government use. Within the Government Group, our largest customer is a reseller of our products to end users in various
branches of the military such as the U.S. Navy, U.S. Marine Corps, U.S. Army and the Department of Homeland Security. We have only
recently achieved significant sales of LRAD products, and the product has not yet been widely accepted in the government market. Furthermore,
the force protection and emergency response market is itself an emerging market, which is changing rapidly. If our LRAD product is not widely
accepted by the government, military and the developing force protection and emergency response markets, we may not be able to identify other
markets, and we may fail to achieve our sales projections.

Perceptions that long range hailing devices are unsafe or may be used in an abusive manner may hurt sales of our LRAD products
which could cause our revenues to decline.

Potential customers for our LRAD products, including government, military and force protection and emergency response agencies may be
influenced by claims or perceptions that long range hailing devices are unsafe or may be used in an abusive manner. These claims or perceptions
could cause our product sales to decline. In addition, if these agencies have these perceptions, it will be difficult for us to grow our customer
base beyond these markets. These factors could reduce future revenues, adversely affecting our financial condition and results of operations.

We are an early stage company introducing new products and technologies. If commercially successful products are not produced in a
timely manner, we may be unprofitable or forced to cease operations.

Our HSS, NeoPlanar and LRAD technologies have only recently been introduced to market and are still being improved. Commercially viable
sound technology systems may not be successfully and timely produced by us due to the inherent risks of technology development, new product
introduction, limitations on financing, manufacturing problems, competition, obsolescence, loss of key technical personnel and other factors.
Revenues from our sound products have been limited to date and we cannot guarantee significant revenues in the future. The development and
introduction of our products took longer than anticipated by management and the introduction of new products could also be subject to delays.
Customers may not wait for newer versions of existing products or new products and may elect to purchase products from competitors. We
experienced quality control problems with some of our initial commercial HSS units, and we may not be able to resolve future similar problems
in a timely and cost effective manner. Products employing our sound technology may not achieve market acceptance. Our various sound projects
are high risk in nature, and unanticipated technical obstacles can arise at any time and result in lengthy and costly delays or result in a
determination that further exploitation is unfeasible. If we do not successfully exploit our technology, our financial condition and results of
operations and business prospects would be adversely affected.

Our products have never been produced in quantity, and we may incur significant and unpredictable warranty costs as these products
are mass produced.

None of our products has been produced in sufficient quantities to be considered mass produced. Our technologies are substantially different
from proven, mass produced sound transducer designs. We may incur substantial and unpredictable warranty costs from post-production product
or component failures. We generally warrant our products to be free from defects in materials and workmanship for a period up to one year from
the date of purchase, depending on the product.

At December 31, 2004, we had a warranty reserve of $408,834. We incurred warranty costs on early versions of our HSS products and have
little history to predict future warranty costs.  Future warranty costs could further adversely affect our financial position, results of operations
and business prospects. 

We do not have the ability to predict future operating results. Our quarterly and annual revenues will likely be subject to fluctuations
caused by many factors, any of which could result in our failure to achieve our revenue expectations.

We expect our sound proprietary reproduction technologies will be the source of substantially all of our future revenues. Revenues from our
sound proprietary reproduction technologies are expected to vary significantly due to a number of factors. Many of these factors are beyond our
control. Any one or more of the factors listed below or other factors could cause us to fail to achieve our revenue expectations. These factors
include:
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� our ability to develop and supply sound reproduction components to customers, distributors or OEMs or to license our technologies;

� market acceptance of and changes in demand for our products or products of our customers;

� gains or losses of significant customers, distributors or strategic relationships;

� unpredictable volume and timing of customer orders;

� the availability, pricing and timeliness of delivery of components for our products and OEM products;

� fluctuations in the availability of manufacturing capacity or manufacturing yields and related manufacturing costs;

� the timing of new technological advances, product announcements or introductions by us, by OEMs or licensees and by our
competitors;

� product obsolescence and the management of product transitions and inventory;

� unpredictable warranty costs associated with new product models;

� production delays by customers, distributors, OEMs or by us or our suppliers;

� seasonal fluctuations in sales;

� the conditions of other industries, such as military and commercial industries, into which our technologies may be licensed;

� general consumer electronics industry conditions, including changes in demand and associated effects on inventory and inventory
practices;

� general economic conditions that could affect the timing of customer orders and capital spending and result in order cancellations or
rescheduling; and

� general political conditions in this country and in various other parts of the world that could affect spending for the products that we
offer.

Some or all of these factors could adversely affect demand for our products or technologies, and therefore adversely affect our future operating
results.

Most of our operating expenses are relatively fixed in the short term. We may be unable to rapidly adjust spending to compensate for any
unexpected sales or license revenue shortfalls, which could harm our quarterly operating results. We do not have the ability to predict future
operating results with any certainty.

Our expenses may vary from period to period, which could affect quarterly results and our stock price.

If we incur additional expenses in a quarter in which we do not experience increased revenue, our results of operations would be adversely
affected and we may incur larger losses than anticipated for that quarter. Factors that could cause our expenses to fluctuate from period to period
include: 

� the value of our stock price, which impacts the income or expense we record each quarter for the warrant issued to Kingsbridge;

� the timing and extent of our research and development efforts;

� investments and costs of maintaining or protecting our intellectual property;
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� the extent of marketing and sales efforts to promote our products and technologies;

� the timing of personnel and consultant hiring; and

� the cost of settling legal disagreements.

Many potential competitors who have greater resources and experience than we do may develop products and technologies that make
ours obsolete.

Technological competition from other and longer established electronic and loudspeaker manufacturers is significant and expected to increase.
Most of the companies with which we expect to compete have substantially greater capital resources, research and development staffs,
marketing and distribution programs and facilities, and many of them have substantially greater experience in the production and marketing of
products. In addition, one or more of our competitors may have developed or may succeed in developing technologies and products that are
more effective than any of ours, rendering our technology and products obsolete or noncompetitive.

Sound reproduction markets are subject to rapid technological change, so our success will depend on our ability to develop and
introduce new technologies.

Technology and standards in the sound reproduction markets evolve rapidly, making timely and cost-effective product innovation essential to
success in the marketplace. The introduction of products with improved technologies or features may render our technologies obsolete and
unmarketable. If we cannot develop products in a timely manner in response to industry changes, or if our technologies do not perform well, our
business and financial condition will be adversely affected. The life cycles of our technologies are difficult to estimate, particularly those such as
HSS and LRAD for which there are no well-established markets. As a result, our technologies, even if successful, may become obsolete before
we recoup our investment.

Our competitive position will be seriously damaged if we cannot obtain patent protection for important differentiating aspects of our
products or otherwise protect intellectual property rights in our technology.

We rely on a combination of contracts and trademark, patent and trade secret laws to establish and protect our proprietary rights in our
technology. However, we may not be able to prevent misappropriation of our intellectual property, our competitors may be able to independently
develop and the agreements we enter into may not be enforceable.

Our success, in part, depends on our ability to obtain and enforce intellectual property protection for our technology, particularly our
patents.  There is no guarantee any patent will issue on any patent application that we have filed or may file. Claims allowed from existing or
pending patents may not be of sufficient scope or strength to protect the economic value of our technologies. Further, any patent that we may
obtain will expire, and it is possible that it may be challenged, invalidated or circumvented. If we do not secure and maintain patent protection
for our technology and products, our competitive position will be significantly harmed because it will be much easier for competitors to sell
products similar to ours. Alternatively, a competitor may independently develop or patent technologies that are substantially equivalent to or
superior to our technology.  For example, patent protection on our LRAD product is limited, and we may not be able to prevent others from
introducing products with similar functionality.  If this happens, any patent that we may obtain may not provide protection and our competitive
position could be significantly harmed.

As we expand our product line or develop new uses for our products, these products or uses may be outside the protection provided by our
current patent applications and other intellectual property rights. In addition, if we develop new products or enhancements to existing products
we cannot assure you that we will be able to obtain patents to protect them. Even if we do receive patents for our existing or new products, these
patents may not provide meaningful protection. In some countries outside of the United States where our products can be sold or licensed, patent
protection is not available. Moreover, some countries that do allow registration of patents do not provide meaningful redress for violations of
patents. As a result, protecting intellectual property in these countries is difficult and our competitors may successfully sell products in those
countries that have functions and features that infringe on our intellectual property.

We may initiate claims or litigation against third parties in the future for infringement of our proprietary rights or to determine the scope and
validity of our proprietary rights or the proprietary rights of our competitors. These claims could result in costly litigation and divert the efforts
of our technical and management personnel. As a result, our operating results could suffer and our financial condition could be harmed.
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Our competitive position will be seriously damaged if our products are found to infringe on the intellectual property rights of others.

Other companies and our competitors may currently own or obtain patents or other proprietary rights that might prevent, limit or interfere with
our ability to make, use or sell our products. As a result, we may be found to infringe the intellectual property rights of others. The electronics
industry is characterized by vigorous protection and pursuit of intellectual property rights or positions, which have resulted in significant and
often protracted and expensive litigation. In the event of a successful claim of infringement against us and our failure or inability to license the
infringed technology, our business and operating results could be adversely affected. Any litigation or claims, whether or not valid, could result
in substantial costs and diversion of our resources. An adverse result from intellectual property litigation could force us to do one or more of the
following:

� cease selling, incorporating or using products or services that incorporate the challenged intellectual property;
� obtain a license from the holder of the infringed intellectual property right, which license may not be available on reasonable terms,

if at all; and
� redesign products or services that incorporate the disputed technology.

If we are forced to take any of the foregoing actions, we could face substantial costs and shipment delays and our business could be seriously
harmed. Although we carry general liability insurance, our insurance may not cover potential claims of this type or be adequate to indemnify us
for all liability that may be imposed.

In addition, it is possible that our customers or end users may seek indemnity from us in the event that our products are found or alleged to
infringe the intellectual property rights of others. Any such claim for indemnity could result in substantial expenses to us that could harm our
operating results.

Our HSS technology is subject to government regulation, which could lead to unanticipated expense or litigation.

Our HyperSonic sound technology emits ultrasonic vibrations, and as such is regulated by the Food and Drug Administration. In the event of
certain unanticipated defects in an HSS product, a customer or we may be required to comply with FDA requirements to remedy the defect
and/or notify consumers of the problem. This could lead to unanticipated expense, and possible product liability litigation against a customer or
us. Any regulatory impediment to full commercialization of our HSS technology, or any of our other technologies, could adversely affect our
results of operations.

We may face personal injury and other liability claims that harm our reputation and adversely affect our sales and financial condition.

Some of our products are capable of sufficient acoustic output to cause damage to human hearing or human health if used improperly, such as
when the products are used at close ranges or for long periods of exposure.  A person injured in connection with the use of our products may
bring legal action against us to recover damages on the basis of theories including personal injury, negligent design, dangerous product or
inadequate warning.  We may also be subject to lawsuits involving allegations of misuse of our products.  Our product liability insurance
coverage may be insufficient to pay all such claims. Product liability insurance may become too costly for us or may become unavailable for us
in the future.  We may not have sufficient resources to satisfy any product liability claims not covered by insurance which would materially and
adversely affect our financial position.  Significant litigation could also result in a diversion of management�s attention and resources, and
negative publicity.

We may not be successful in obtaining the necessary licenses required for us to sell some of our products abroad.

Licenses for the export of certain of our products may be required from government agencies in accordance with various statutory authorities,
including, for example, the Trading with the Enemy Act of 1917, the Arms Export Control Act of 1976, the Export Administration Act of 1979,
or the International Emergency Economic Powers Act, as well as their implementing regulations and executive orders.
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In the case of certain agreements involving equipment or services controlled under the International Traffic in Arms Regulations (ITAR) and
sold at specified dollar volumes, the U.S. Department of State must notify Congress at least 15 to 30 days, depending on the intended overseas
destination, prior to authorizing these sales. During that time, Congress may take action to block the proposed sale. Based on our current product
lines, we do not anticipate the congressional notification requirement to have an immediate impact; however, as our product lines expand, this
notification requirement could impact our ability to sell certain controlled products or services in the international market.

The need for export licenses and, when required, Congressional notification, can introduce a period of delay in our ability to consummate
international transactions. Because issuance of an export license is wholly within the discretion of the controlling U.S. government agency, it is
possible that, in some circumstances, we may not be able to obtain the necessary licenses for some potential transactions.

Our operations could be harmed by factors including political instability, natural disasters, fluctuations in currency exchange rates and
changes in regulations that govern international transactions.

We expect to sell or products worldwide. The risks inherent in international trade may reduce our international sales and harm our business and
the businesses of our customers and our suppliers. These risks include:

� changes in tariff regulations;
� political instability, war, terrorism and other political risks;
� foreign currency exchange rate fluctuations;
� establishing and maintaining relationships with local distributors and dealers;
� lengthy shipping times and accounts receivable payment cycles;
� import and export licensing requirements;
� compliance with a variety of foreign laws and regulations, including unexpected changes in taxation and regulatory requirements;
� greater difficulty in safeguarding intellectual property than in the U.S.; and
� difficulty in staffing and managing geographically diverse operations.

These and other risks may preclude or curtail international sales or increase the relative price of our products compared to those manufactured in
other countries, reducing the demand for our products.

Commercialization of our proprietary sound technologies depends on collaborations with other companies. If we are not able to
maintain or find collaborators and strategic alliance relationships in the future, we may not be able to develop our proprietary sound
technologies and products.

An important part of our strategy is to establish business relationships with leading participants in various segments of the electronics,
government and sound reproduction markets to assist us in producing, distributing, marketing and selling products that include our proprietary
sound technologies.

Our success will therefore depend on our ability to maintain or enter into new strategic arrangements with partners on commercially reasonable
terms. If we fail to enter into such strategic arrangements with third parties, our financial condition, results of operations, cash flows and
business prospects will be adversely affected. Any future relationships may require us to share control over our development, manufacturing and
marketing programs or to relinquish rights to certain versions of our sound and other technologies.

We are dependent on third party manufacturers.

We do not have the capacity to manufacture all of our products internally and we are therefore dependent on third party manufacturers.  At
present, we manufacture NeoPlanar and SoundCluster internally only in small quantities and would need to outsource our manufacturing if sales
of these products were to increase significantly.  In addition, we established a manufacturing relationship with Pemstar, Inc. in fiscal 2004 to
manufacture our LRAD and HSS products.  We do not have a formal written agreement with Pemstar. Pemstar, or any other contract
manufacturing partner, may not be able or willing to manufacture products for us in the quantities and at the level of quality that we require. If
we need to seek additional third party manufacturers for our products, we may not be able to obtain acceptable replacement manufacturing
sources on a timely basis. An extended interruption in the supply of our products could result in a substantial loss of sales. In addition, any actual
or perceived degradation of product quality as a result of our reliance on third party manufacturers may have an adverse effect on sales or result
in increased product returns and buybacks.  Failure to maintain quality contract manufacturing could reduce future revenues, adversely affecting
financial condition and results of operations.
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We rely on outside suppliers to provide a large number of components incorporated in our products.  

Our products have a large number of components produced by outside suppliers.  In addition, for certain of these items, we qualify only a single
source, which can magnify the risk of shortages and decrease our ability to negotiate with our suppliers on the basis of price.  In particular, we
depend on our HSS piezo-film supplier to provide expertise and materials used in our proprietary HSS emitters.  If shortages occur, or if we
experience quality problems with suppliers, then our production schedules could be significantly delayed or costs significantly increased, which
would have a material adverse effect on our business, liquidity, results of operation and financial position.

Our contracts and subcontracts that are funded by the U.S. government or foreign governments are subject to government regulations
and audits and other requirements.

Government contracts require compliance with various contract provisions and procurement regulations. The adoption of new or modified
procurement regulations could have a material adverse effect on our business, financial condition or results of operations or increase the costs of
competing for or performing government contracts. If we violate any of these regulations, then we may be subject to termination of these
contracts, imposition of fines or exclusion from government contracting and government-approved subcontracting for some specific time period.
In addition, our contract and subcontract costs and revenues may be subject to adjustment as a result of audits by government auditors.

We derive revenue from government contracts and subcontracts, which are often non-standard, may involve competitive bidding, may
be subject to cancellation with or without penalty and may produce volatility in earnings and revenue.

Our Government Group business has involved and is expected in the future to involve providing products and services under contracts or
subcontracts with U.S. federal, state, local and foreign government agencies. Obtaining contracts and subcontracts from government agencies is
challenging, and contracts often include provisions that are not standard in private commercial transactions. For example, government contracts
may:

� include provisions that allow the government agency to terminate the contract without penalty under some circumstances;  
� be subject to purchasing decisions of agencies that are subject to political influence;  
� contain onerous procurement procedures; and  
� be subject to cancellation if government funding becomes unavailable.

Securing government contracts can be a protracted process involving competitive bidding. In many cases, unsuccessful bidders may challenge
contract awards, which can lead to increased costs, delays and possible loss of the contract for the winning bidder.

If our key employees do not continue to work for us, our business will be harmed because competition for replacements is intense.

Our performance is substantially dependent on the performance of our executive officers and key technical employees, including Elwood G.
Norris, our Chairman, and Kalani Jones, our President and Chief Operating Officer. We are dependent on our ability to retain and motivate high
quality personnel, especially highly skilled technical personnel. Our future success and growth also depends on our continuing ability to identify,
hire, train and retain other highly qualified technical, managerial and sales personnel. Competition for such personnel is intense, and we may not
be able to attract, assimilate or retain other highly qualified technical, managerial or sales personnel in the future. The inability to attract and
retain the necessary technical, managerial or sales personnel could cause our business, operating results or financial condition to suffer.

We may not address successfully the problems encountered in connection with any potential future acquisitions.
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We expect to continue to consider opportunities to acquire or make investments in other technologies, products and businesses that could
enhance our capabilities, complement our current products or expand the breadth of our markets or customer base. We have limited experience
in acquiring other businesses and technologies. Potential and completed acquisitions and strategic investments involve numerous risks,
including:

� problems assimilating the purchased technologies, products or business operations;
� problems maintaining uniform standards, procedures, controls and policies;  
� unanticipated costs associated with the acquisition;
� diversion of management�s attention from our core business;
� adverse effects on existing business relationships with suppliers and customers;
� risks associated with entering new markets in which we have no or limited prior experience;
� potential loss of key employees of acquired businesses; and
� increased legal and accounting costs as a result of the newly adopted rules and regulations related to the Sarbanes-Oxley Act of 2002.

If we fail to properly evaluate and execute acquisitions and strategic investments, our management team may be distracted from our day-to-day
operations, our business may be disrupted and our operating results may suffer. In addition, if we finance acquisitions by issuing equity or
convertible debt securities, our stockholders would be diluted.

We are subject to increased costs as a result of newly adopted accounting and SEC regulations.

Pursuant to Section 404 of the Sarbanes-Oxley Act of 2002, our management will be required by the end of fiscal 2005 to perform an evaluation
of our internal controls over financial reporting and have our independent auditor attest to that evaluation. Compliance with these requirements
is expected to be expensive and time consuming. If we fail to timely complete this evaluation, or if our independent registered public accounting
firm cannot timely attest to our evaluation, we could be subject to regulatory scrutiny and a loss of public confidence in our internal controls.

In designing and evaluating our internal controls over financial reporting, we recognize that any internal control or procedure, no matter how
well designed and operated, can provide only reasonable assurance of achieving desired control objectives, and management is required to apply
its judgment in evaluating the cost-benefit relationship of possible controls and procedures. No system of internal controls can be designed to
provide absolute assurance of effectiveness and any material failure of internal controls over financial reporting could materially impact our
reported financial results and the market price of our stock could significantly decline. In addition, adverse publicity related to a material failure
of internal controls over financial reporting would have a negative impact on our reputation and business.

Changes in stock option accounting rules may adversely impact our reported operating results prepared in accordance with generally
accepted accounting principles, our stock price and our competitiveness in the employee marketplace.

Technology companies in general and our company in particular have a history of depending upon and using broad based employee stock option
programs to hire, incentivize and retain employees in a competitive marketplace. Currently, we do not recognize compensation expense for stock
options issued to employees or directors, except in limited cases involving modifications of stock options, and we instead disclose in the notes to
our financial statements information about what such charges would be if they were expensed. An accounting standard setting body has recently
adopted a new accounting standard that will require us to record equity-based compensation expense for stock options and employee stock
purchase plan rights granted to employees based on the fair value of the equity instrument at the time of grant. We will be required to record
these expenses beginning with our fourth quarter of fiscal 2005. The change in accounting rules will lead to increased reported net loss or,
should we become profitable, a decrease in reported earnings. This may negatively impact our future stock price. In addition, this change in
accounting rules could impact our ability to utilize broad based employee stock plans to reward employees and could result in a competitive
disadvantage to us in the employee marketplace.

We may issue preferred stock in the future, and the terms of the preferred stock may reduce the value of your common stock.

We are authorized to issue up to 5,000,000 shares of preferred stock in one or more series. Our board of directors may determine the terms of
future preferred stock offerings without further action by our stockholders. If we issue additional preferred stock, it could affect your rights or
reduce the value of your common stock. In particular, specific rights granted to future holders of preferred stock could be used to restrict our
ability to merge with or sell our assets to a third party. These terms may include voting rights, preferences as to dividends and liquidation,
conversion and redemption rights, and sinking fund provisions.
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We may issue additional common stock in the future, including shares under our Committed Equity Financing Facility, and this stock
may reduce the value of your common stock.

As a result of the CEFF or other financings, we may issue additional shares of common stock without further action by our stockholders.
Moreover, although the issuance of our common stock under the CEFF will have no effect on the rights or privileges of existing holders of
common stock, the economic and voting interests of each stockholder will be diluted as a result of such issuances. Although the number of
shares of common stock that stockholders presently own will not decrease, such shares will represent a smaller percentage of our total shares
that will be outstanding after such events. If we satisfy the conditions that allow us to draw down the entire $25 million available under the
CEFF, and we choose to do so, then generally, as the market price of our common stock decreases, the number of shares we will have to issue
upon each draw down on the CEFF increases, to a maximum of 3,684,782 shares we may issue without stockholder approval. Drawing down on
the CEFF when the price of our common stock is decreasing will have an additional dilutive effect to your ownership percentage and may result
in additional downward pressure on the price of our common stock.

Our stock price is volatile and may continue to be volatile in the future.

Our common stock trades on the NASDAQ SmallCap Market. The market price of our common stock has fluctuated significantly to date. In the
future, the market price of our common stock could be subject to significant fluctuations due to general market conditions and in response to
quarter-to-quarter variations in:

� our anticipated or actual operating results;
� developments concerning our sound reproduction technologies;
� technological innovations or setbacks by us or our competitors;
� conditions in the consumer electronics market;
� announcements of merger or acquisition transactions;
� changes in personnel within our company; and
� other events or factors and general economic and market conditions.

The stock market in recent years has experienced extreme price and volume fluctuations that have affected the market price of many technology
companies, and that have often been unrelated or disproportionate to the operating performance of companies.

Item 3. Quantitative and Qualitative Disclosures about Market Risk.

Market risk represents the risk of loss that may impact our financial position, results of operations or cash flows due to adverse changes in
market prices, including interest rate risk and other relevant market rate or price risks. We do not use derivative financial instruments in our
investment portfolio.

We are exposed to market risk associated with our issuance of a warrant to Kingsbridge Capital Limited for 275,000
shares. Because this warrant is classified as a liability on our balance sheet, we must calculate the fair value of the
warrant at the end of each quarter and record the change in fair value over the quarter to other income or expense until
the related registration statement is effective, until the warrant is fully exercised, or until the expiration of the warrant
in June 2010. Accordingly, we are incurring risk associated with increases or decreases in the market price of our
stock, which will directly impact the fair value calculation and the non-cash charge or credit recorded to our statement
of operations for future quarters. For example, if our stock price increases by 20% during the quarter ending March
31, 2005 from its December 31, 2004 value, the registration statement is not effective and all other inputs into the
Black-Scholes valuation model remain unchanged from December 31, 2004, we would record approximately
$480,000 of other expense for the period ended March 31, 2005. If our stock price decreased by 20% from its
December 31, 2004 value, and all other inputs into the Black-Scholes valuation model remain unchanged from
December 31, 2004, we would record approximately $518,000 as other income.

We are also exposed to some market risk through interest rates, related to our investment of current cash and cash equivalents of approximately
$3.8 million. Based on this balance, a change of one percent in interest rate would cause a change in interest income of $38,000. The risk is not
considered material and we manage such risk by continuing to evaluate the best investment rates available for short-term high quality
investments.
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subsidiaries, is recorded, processed, summarized and reported within the time periods specified in the SEC rules and forms.
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(a) As of the end of the period covered by this report, we carried out an evaluation under the supervision and with the participation of
management, including our co-principal executive officers and principal financial officer, of the effectiveness of the design and
operation of our disclosure controls and procedures (as defined in Rules 13a-15(e) or 15d-15(e) under the Securities Exchange Act of
1934). Based upon that evaluation, our co-principal executive officers and principal financial officer concluded, as of the date of
such evaluation, that the design and operation of such disclosure controls and procedures were effective, except as set forth below. In
February 2005, our independent registered public accounting firm notified our Audit Committee that we had not followed all
appropriate period close down procedures for our quarter ended December 31, 2004, referencing deficient procedures for evaluation
of the accrual for bonuses for which executive officers were eligible. Our independent registered public accounting firm noted that
this constituted a significant deficiency in our internal controls over financial reporting. We have taken steps to rectify this deficiency
by accelerating the timing of the Compensation Committee's assessment for executive bonuses earned in the period.

(b) No significant changes were made in our internal control over financial reporting (as defined in Rules 13a-15(f) or 15d-15(f) of the
Exchange Act) during our most recent fiscal quarter that has materially affected, or is reasonably likely to materially affect, our
internal control over financial reporting.

Limitations. Our management, including our co-principal executive officers and principal financial officer, does not expect that our disclosure
controls or internal controls over financial reporting will prevent all errors or all instances of fraud. A control system, no matter how well
designed and operated, can provide only reasonable, not absolute, assurance that the control system�s objectives will be met. Further, the design
of a control system must reflect the fact that there are resource constraints, and the benefits of controls must be considered relative to their costs.
Because of the inherent limitations in all control systems, no evaluation of controls can provide absolute assurance that all control issues and
instances of fraud, if any, within our company have been detected. These inherent limitations include the realities that judgments in
decision-making can be faulty, and that breakdowns can occur because of simple error or mistake. Controls can also be circumvented by the
individual acts of some persons, by collusion of two or more people, or by management override of the controls. The design of any system of
controls is based in part upon certain assumptions about the likelihood of future events, and any design may not succeed in achieving its stated
goals under all potential future conditions. Over time, controls may become inadequate because of changes in conditions or deterioration in the
degree of compliance with policies or procedures. Because of the inherent limitation of a cost-effective control system, misstatements due to
error or fraud may occur and not be detected.

PART II. OTHER INFORMATION

Item 1.  Legal Proceedings.

Reference is made to Note 13 of our Notes to Interim Financial Statements included in Part I, Item 1 of this report for information regarding
Legal Proceedings.

Item 2.  Unregistered Sales of Equity Securities and Use of Proceeds.

None.

Item 3.  Defaults Upon Senior Securities.

Not applicable.

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

Not applicable.

Item 5.  Other Information.
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Item 6. Exhibits

3.1 Restated Bylaws of American Technology Corporation. *

10.1 Table of Inducement Grants. Filed as Exhibit 10.25 on Form 10-K for the year ended September 30, 2004 dated December 28,
2004.

10.2 Release Agreement with Bruce Ehlers dated October 25, 2004. Filed as Exhibit 10.32 on Form 10-K for the year ended
September 30, 2004 dated December 28, 2004.

10.3 Common Stock Purchase Agreement dated December 14, 2004 with Kingsbridge Capital Limited. Filed as Exhibit 10.1 on
Form 8-K filed December 17, 2004.

10.4 Registration Rights Agreement dated December 14, 2004 with Kingsbridge Capital Limited. Filed as Exhibit 10.2 on Form 8-K
filed December 17, 2004.

10.5 Warrant dated December 14, 2004 in favor of Kingsbridge Capital Limited. Filed as Exhibit 4.1 to Form 8-K filed December
17, 2004.

10.6 Promissory Note and Warrant Purchase Agreement dated December 23, 2004 with the purchasers described therein. Filed as
Exhibit 10.39 on Form 10-K for the year ended September 30, 2004 dated December 28, 2004.

10.7 Form of Unsecured Subordinated Promissory Note. Filed as Exhibit 10.40 on Form 10-K for the year ended September 30,
2004 dated December 28, 2004.

10.8 Form of Warrant. Filed as Exhibit 10.41 on Form 10-K for the year ended September 30, 2004 dated December 28, 2004.

10.9 Summary Sheet of Director and Executive Officer Compensation.-*

31.1 Certification of Elwood G. Norris, Co-Principal Executive Officer, pursuant to Rule 13a-14(a) or 15d-14(a) of the Securities
and Exchange Act of 1934, as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

31.2 Certification of Kalani Jones, Co-Principal Executive Officer, pursuant to Rule 13a-14(a) or 15d-14(a) of the Securities and
Exchange Act of 1934, as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

31.3 Certification of Michael A. Russell, Principal Financial Officer, pursuant to Rule 13a-14(a) or 15d-14(a) of the Securities and
Exchange Act of 1934, as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.1 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002,
executed by Elwood G. Norris and Kalani Jones, Co-Principal Executive Officers, and Michael A. Russell, Principal Financial
Officer.

* Previously filed with the Form 10-Q for the quarter ended December 31, 2004.

+ Management contract or compensatory plan or arrangement.

33

Edgar Filing: AMERICAN TECHNOLOGY CORP /DE/ - Form 10-Q/A

53



Table of Contents

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.

AMERICAN TECHNOLOGY CORPORATION

By:  /S/ MICHAEL A. RUSSELL
Date: February 11, 2005 Michael A. Russell, Chief Financial Officer

(Principal Financial and Accounting Officer
and duly authorized to sign on behalf of
the Registrant)
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Exhibit Index

3.1 Restated Bylaws of American Technology Corporation. *

10.1 Table of Inducement Grants. Filed as Exhibit 10.25 on Form 10-K for the year ended September 30, 2004 dated December 28,
2004.

10.2 Release Agreement with Bruce Ehlers dated October 25, 2004. Filed as Exhibit 10.32 on Form 10-K for the year ended
September 30, 2004 dated December 28, 2004.

10.3 Common Stock Purchase Agreement dated December 14, 2004 with Kingsbridge Capital Limited. Filed as Exhibit 10.1 on
Form 8-K filed December 17, 2004.

10.4 Registration Rights Agreement dated December 14, 2004 with Kingsbridge Capital Limited. Filed as Exhibit 10.2 on Form 8-K
filed December 17, 2004.

10.5 Warrant dated December 14, 2004 in favor of Kingsbridge Capital Limited. Filed as Exhibit 4.1 to Form 8-K filed December
17, 2004.

10.6 Promissory Note and Warrant Purchase Agreement dated December 23, 2004 with the purchasers described therein. Filed as
Exhibit 10.39 on Form 10-K for the year ended September 30, 2004 dated December 28, 2004.

10.7 Form of Unsecured Subordinated Promissory Note. Filed as Exhibit 10.40 on Form 10-K for the year ended September 30,
2004 dated December 28, 2004.

10.8 Form of Warrant. Filed as Exhibit 10.41 on Form 10-K for the year ended September 30, 2004 dated December 28, 2004.

10.9 Summary Sheet of Director and Executive Officer Compensation. *

31.1 Certification of Elwood G. Norris, Co-Principal Executive Officer, pursuant to Rule 13a-14(a) or 15d-14(a) of the Securities
and Exchange Act of 1934, as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

31.2 Certification of Kalani Jones, Co-Principal Executive Officer, pursuant to Rule 13a-14(a) or 15d-14(a) of the Securities and
Exchange Act of 1934, as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

31.3 Certification of Michael A. Russell, Principal Financial Officer, pursuant to Rule 13a-14(a) or 15d-14(a) of the Securities and
Exchange Act of 1934, as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.1 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002,
executed by Elwood G. Norris and Kalani Jones, Co-Principal Executive Officers, and Michael A. Russell, Principal Financial
Officer.

* Previously filed with the Form 10-Q for the quarter ended December 31, 2004.
+ Management contract or compensatory plan or arrangement.
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