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Registrant�s telephone number

Securities registered pursuant to Section 12(b) of the Act:

None

Securities registered pursuant to Section 12(g) of the Act:

Title of Each Class

Common Stock, $0. 25 par value per share

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the Registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.  YES  x  NO  ¨

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein and will not be
contained, to the best of the registrant�s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this
Form 10-K or any amendment to this Form 10-K  ¨.

Indicate by check mark whether the registrant is an accelerated filer (as defined in Exchange Act Rule 12b-2)  YES  ¨  NO  x

The aggregate market value of the voting stock held by non-affiliates of the Registrant, based upon the closing sale price of Common Stock on
November 30, 2002, the last business day of the registrant�s most recently completed second fiscal quarter, as reported on the NASD OTC
Bulletin Board, was approximately $104,419. Shares of Common Stock held by the executive officers, directors and under the Registrant�s ESOP
have been excluded in that such persons may be deemed affiliates. This determination of affiliate status is not necessarily a conclusive
determination for other purposes.

The number of shares outstanding of Registrant�s Common Stock, $0.25 par value, as of August 15, 2003, was 7,118,925

Documents Incorporated by Reference
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Certain portions of the Registrant�s Proxy Statement to be filed with the Securities and Exchange Commission not later than 120 days after the
end of the Registrant�s 2003 fiscal year are incorporated into Part III hereof.
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CAUTIONARY STATEMENT REGARDING FORWARD LOOKING STATEMENTS

Certain statements contained in this Annual Report on Form 10-K constitute �forward-looking statements�. In some cases, forward-looking
statements can be identified by the use of forward-looking terminology such as �may,� �will,� �estimate,� �intend,� �continue,� �believe,� �expect� or
�anticipate� or the negatives thereof, variations thereon or similar terminology. The forward-looking statements contained in this Annual Report
are generally located in the material set forth under the headings �Business� and �Management�s Discussion and Analysis of Financial Condition
and Results of Operations,� but may be found in other locations as well. These forward-looking statements generally relate to plans and
objectives for future operations and are based upon management�s reasonable estimates of future results or trends. Although the Company
believes that the plans and objectives reflected in or suggested by such forward-looking statements are reasonable, such plans or objectives may
not be achieved. Actual results may differ from projected results due, but not limited, to unforeseen developments, including developments
relating to the following:

� the risk that the Company may not be able to obtain and complete sufficient new orders to maintain positive cash flow;

� the risk that the Company may not maintain its present financing facility or obtain additional financing, if necessary, including the risk
that it will not be able to repay or refinance in full the approximately $8.8 million principal amount of its outstanding convertible
debentures currently scheduled to mature in August 2004;

� the risk that the Company may not be able to continue the necessary development of its operations, including maintaining or
increasing sales and production levels, on a profitable basis;

� the risk the Company may in the future have to comply with more stringent environmental laws or regulations or more vigorous
enforcement policies of regulatory agencies, and that such compliance could require substantial expenditures by the Company;

� the risk that U.S. defense spending may be substantially reduced; and

� the risk that the Company�s Common Stock will not continue to be quoted on the NASD Over The Counter Bulletin Board.

You should read this Annual Report completely and with the understanding that actual future results may be materially different from what the
Company expects. All subsequent written and oral forward-looking statements attributable to the Company or to persons acting on the
Company�s behalf are expressly
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qualified in their entirety by the foregoing factors. These forward-looking statements speak only as of the date of the document in which they are
made. The Company disclaims any obligation or undertaking to provide any updates or revisions to any forward-looking statement to reflect any
change in the Company�s expectations or any change in events, conditions or circumstances in which the forward-looking statement is based.

PART I

ITEM 1 � BUSINESS

(a) General Development of Business

General Kinetics Incorporated (the �Company� or �GKI�) designs and manufactures high-quality precision enclosures for electronic systems,
principally for sale to the U.S. Department of Defense and the U.S. Navy.

The Company was founded as a Virginia corporation in 1954 and its common stock became publicly traded in November 1961.

Beginning in December 1992, and ending in August 1994, the Company�s operations were financed to a significant extent by debt and equity
investments made by clients of Gutzwiller & Partner, A.G.(�Gutzwiller�), a corporation formed under the laws of Switzerland, now known as
Rabo Investment Management Ltd. (the �Manager�). At May 31, 2003, convertible debentures initially issued to clients of Gutzwiller were
outstanding in an aggregate principal amount of approximately $8.8 million. Such debentures mature in August 2004, are convertible into
common stock at a conversion price of $0.50 per share, and bear interest at 1% per annum, which is payable annually. Shares issuable upon
conversion are also subject to certain rights to registration under the Securities Act of 1933, as amended.

In a Schedule 13-D/A filed with the SEC dated November 9, 2001, the Manager indicated that it may be deemed to be the beneficial owner of
debentures in an aggregate principal amount of $7,885,000, including debentures in an aggregate principal amount of $585,000 which were
purchased by the manager to which the Manager is the economic beneficial owner of and holds sole voting and dispositive power, and
$7,300,000 held in client accounts managed by the Manager on behalf of various clients who hold beneficial economic ownership thereof to
which the Manager holds voting and dispositive power. Such Schedule 13D/A also indicated
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that the Manager may be deemed to be the beneficial owner of an aggregate of 1,715,000 outstanding shares of the Company�s common stock,
including 242,700 shares purchased by the Manager to which the Manager is the economic beneficial owner of and holds sole voting and
dispositive power and 1,472,300 shares held in client accounts.

On March 12, 2003, Manassas Partners LLC, a Delaware limited liability company of which Larry Heimendinger, Chairman of the Board of
Directors of the Company, is the managing member, purchased from third parties, at a significant discount, a portion of the Company�s
outstanding convertible debentures in an aggregate principal amount of $5,800,000.

(b) Financial Information About Industry Segments

The Company is currently operating in a single industry segment.

(c) Narrative Description of Business

The Business

General

The Company designs and manufactures high-quality precision enclosures for sophisticated electronic systems. The Company is a
manufacturing and engineering services company which produces build-to-print as well as custom engineered products. The Company has
manufactured electronics-ready enclosures and mounting systems for over 40 years. Products include both standard and made-to-order racks,
cabinets and kits. These products are precision-manufactured to enclose and protect sensitive electronic communication and detection equipment
from shock and vibration. The principal customer for these products is the U.S. Navy which, directly or indirectly through its prime contractors,
accounted for 93%, 94%, and 91% of the Company�s revenues in fiscal 2003, 2002 and 2001, respectively. The Company sells these products as
a prime contractor and also as a subcontractor to major prime contractors such as Lockheed Martin, Raytheon, SAIC, Northrop Grumman, and
DRS Laurel Technologies.

Strategy

The Company�s long-term goals are to increase market penetration with the Department of Defense, and to expand into the non-
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government marketplace by targeting build-to-print or engineering design opportunities for enclosures and related products. The Company
entered the commercial enclosure marketplace in fiscal 2000. The current strategy for these products is to concentrate on selling high-end
precision enclosures through a small network of U.S. sales representatives. The Company does not expect the non-government marketplace to
provide a significant portion of the Company�s sales during fiscal 2004. Management intends to use its current sales force and build on its
reputation for quality to expand sales to the U.S. Navy and other agencies within the government.

The Company plans to finance its strategy for fiscal 2004 through cash on hand as of May 31, 2003, careful management of operating expenses,
factoring accounts receivable to alleviate short-term cash requirements, and cash flow generated through operations. The Company may also
seek additional sources of debt or equity financing to allow it to meet cash commitments if sales and shipment levels fluctuate throughout the
fiscal year.

Products

The Company�s principal products are enclosures, such as racks, cabinets, consoles, and mounting platforms for sophisticated electronic systems
generally made in accordance with specific client requirements. The Company has developed a series of consoles and enclosures to offer as
commercial-off-the-shelf products to be sold to prime contractors for contracts in the defense community that require this type of enclosure.
These consoles and enclosures provide an environment that makes it possible to use commercial electronics while meeting the need for combat
ready systems.

The Company�s production processes cover a wide range of operations, including high volume production using tight tolerance,
military-specified engineering requirements. Military specifications for metal fabrication and machinery require geometric dimensioning to and
from fabricated areas to datums within ten thousandths (.0001) of an inch of their true fabricated position, and the machining of parts to a size of
plus or minus one thousandth (.001) of an inch of their specified dimension. Furthermore, the Company has in-plant facilities to test for radio
frequency interference (R.F. testing) as it is required to certify certain products. The Company fabricates metal cabinets and other products from
sheet aluminum and steel and other metal components, all of which are readily available from numerous domestic suppliers. The manufactured
products must satisfy the close-tolerance specifications of its customers and
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are subjected to in-house sound testing to ensure that the levels of noise emanating from the enclosures at various frequencies are within
customer specifications. The Company�s products have high visibility in such programs as AEGIS and other major U.S. Government programs.

Customers

During fiscal years 2003, 2002, and 2001, the Company sold 93%, 94%, and 91%, respectively, of its products to the U.S. Government,
principally to the U.S. Navy, either as a prime contractor or a subcontractor to major prime contractors. Therefore, a material decline in spending
by the Department of Defense, in particular spending by the U.S. Navy, could have a material adverse effect on the operations of the Company,
unless offset by greater market penetration or new sales to other government and commercial customers. In addition, the Company�s U.S.
Government contracts and, in general, its subcontracts with the U.S. Government�s prime contractors provide that such contracts may be
terminated by the U.S. Government or prime contractor for convenience at any time. The Company considers its relationships with the U.S.
Navy and its major prime contractor customers to be good.

Marketing and Sales

The Company currently markets its products through a direct sales force and through outside agencies. The Company also participates in
industry trade shows as a means of contacting new and existing customers and introducing new products.

Backlog

The Company sells its products pursuant to both long and short-term contracts with scheduled backlog and delivery orders. Amounts are not
carried in backlog until the related contracts receive government funding (in the case of government contracts) and, in any event, delivery orders
are released to the Company. Once an order is received, production and delivery can be scheduled, but in some instances dates can be delayed by
changing requirements of government or commercial customers.

The Company�s contract backlog as of May 31, 2003 and May 31, 2002 was approximately $1.4 million and $1.9 million, respectively. All of the
$1.4 million backlog at May 31, 2003 is expected to be shipped during fiscal 2004. The Company does not believe that seasonal fluctuations
play a significant role in the
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backlog for its business.

Competition

The Company operates in a mature, highly fragmented market with intense competition. The principal elements of competition are price, the
ability to deliver products in accordance with major U.S. Government and prime contractor production schedules, technical expertise, quality,
service and support. The Company believes that the Company competes with approximately 25 other manufacturers of electronic enclosures,
including, in some instances, major prime contractors, which are also customers of the Company. Certain of the Company�s competitors have
significantly greater financial, marketing and technological resources than the Company.

Research and Development

The Company expects research and development activities to total less than $50,000 during fiscal 2004. No material research and development
expenses were incurred in fiscal 2003, 2002 or 2001.

The U.S. Government Procurement Process

The majority of the Company�s fiscal 2003 revenue was generated from sales directly to departments and agencies of the U.S. Government, and
to prime contractors reselling to the U.S. Government market, principally to the U.S. Navy. Revenue from these sales represented approximately
93% of the Company�s total revenue in fiscal 2003. The Company sells to the U.S. Government through a wide variety of contract procurement
mechanisms that include formal solicitations and requests for quotes. The Company�s sales to U.S. Government prime contractors are typically
made through contracts secured by formal competitive bidding.

The Company�s U.S. Government contracts and, in general, its subcontracts with the U.S. Government�s prime contractors, provide that such
contracts may be terminated by the U.S. Government or prime contractor for convenience at any time. The Company estimates that substantially
all of the Company�s fiscal 2003 revenue was derived from contracts that are subject to termination for convenience. In the event of such a
termination, the Company is normally entitled to receive the purchase price for delivered items, reimbursement for allowable costs for work in
process, and an allowance for profit thereon or adjustment for loss if completion of performance would have resulted in a loss.
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There were no terminations for convenience in fiscal 2003, 2002, or 2001. Upon termination of a U.S. Government contract for contractor
default, the U.S. Government may seek to recover from the defaulting contractor the increased costs of procuring the specified goods and
services from a different contractor. The U.S. Government to date has not terminated for default of any contract awarded to the Company.

In connection with its efforts to compete for U.S. Government business, the Company has enjoyed certain statutory advantages as a consequence
of its size, location and the American-made character of its products. Such advantages may not be available to the Company in the future.
Although the Company believes that it will continue to qualify under these statutory provisions for the foreseeable future, the Company does not
believe that the loss of such status would be likely to have a material adverse effect upon the Company.

The Company�s sales to the U.S. Government are subject to numerous other factors beyond the Company�s control that generally apply to other
U.S. Government contractors, including fluctuations and delays resulting from the appropriations process, the outcome of competition for
contracts, and reductions in levels of military and other agencies� spending.

Employees and Labor Agreements

As of May 31, 2003, the Company had 63 employees, all located in the United States. Of the 63 employees, 17 were salaried and 46 were paid
by the hour. At that date, on a Company-wide basis, there were 2 employees in engineering, 1 employee in sales and marketing, 51 employees in
manufacturing and assembly operations, and 9 employees in an executive capacity or in finance and administration. Thirty-seven of the
Company�s employees were represented by the International Brotherhood of Electrical Workers Union (the �Union�) in Johnstown, Pennsylvania.
The Company and the Union are working under a five-year collective bargaining agreement that will expire on May 31, 2004. The Company
considers its employee relations to be good.

Environmental Matters

The Company uses limited amounts of hazardous materials in its production process, primarily in the treatment of metal components. All such
materials are disposed of by independent certified carriers. The Company believes it operates its facilities in compliance, in all material respects,
with all existing federal, state and local environmental regulations.
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Pursuant to the requirements of applicable federal, state, and local statutes and regulations, the Company believes it has received all of the
environmental permits and approvals necessary for the operations of its facilities.

(d) Financial Information about Geographic Areas

The Company has not had significant foreign operations or export sales.

ITEM 2 � PROPERTIES

The Company maintains its executive offices in a leased facility in Northern Virginia that is approximately 1,850 square feet.

The Company�s manufacturing facilities are presently located in a 56,000 square foot industrial manufacturing plant in Johnstown, Pennsylvania
that is owned by the Company. A small portion of the Johnstown facility is leased to unrelated third parties. The Johnstown facility is subject to
a mortgage held by a local banking institution. The real estate mortgage agreement contains a subjective covenant that could allow the bank to
accelerate the maturity of the debt if the bank determines that a material adverse change in the financial or business condition of the Company
has occurred.

The Company believes that its present facilities are adequate to meet its current production requirements.

ITEM 3 � LEGAL PROCEEDINGS

As of the date hereof, there are no material pending legal proceedings, to which the Company is a party or of which any of its property is the
subject.

ITEM 4 � SUBMISSION OF MATTERS TO A VOTE OF SHAREHOLDERS

None
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PART II

ITEM 5 � MARKET FOR THE COMPANY�S COMMON EQUITY AND RELATED STOCKHOLDER MATTERS

The Company�s Common Stock, $.25 par value per share, is quoted on the Over the Counter (�OTC�) Bulletin Board, under the symbol �GKIN�. The
table below presents the high and low sales prices as reported for the fiscal quarters within the two most recent fiscal years:

Quarter Ended High Low

May 31, 2003 $0.09 $0.02
February 28, 2003 $0.06 $0.011
November 30, 2002 $0.035 $0.011
August 31, 2002 $0.045 $0.03
May 31, 2002 $0.055 $0.045
February 28, 2002 $0.06 $0.045
November 30, 2001 $0.07 $0.04
August 31, 2001 $0.08 $0.05

The number of holders of record of the Company�s Common Stock, $.25 par value, as of August 15, 2003, was 1,004.

The Company has not paid any dividends during the last five fiscal years and has no present plans to pay dividends in the foreseeable future.

ITEM 6 � SELECTED FINANCIAL DATA

The following sets forth certain selected financial data for each of the years in the five-year period ended May 31, 2003. The statement of
operations data for the fiscal years ended May 31, 2003, 2002, 2001 and the balance sheet data at May 31, 2003 and 2002 are derived from and
are qualified by reference to the financial statements of the Company audited by BDO Seidman, LLP, the Company�s independent certified
public accountants, included elsewhere, herein. The statement of operations data for the fiscal years ended May 31, 2000 and 1999 and the
balance sheet data at May 31, 2000, 1999 and 1998 are derived from financial statements of the Company also audited by BDO Seidman, LLP,
but not included herein. The financial data should be
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read in conjunction with, and are qualified by reference to, the financial statements and related notes and other financial information and
Management�s Discussion and Analysis of Financial Condition and Results of Operations included elsewhere herein.
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Years ended May 31

1999 2000 2001 2002 2003

(in thousands, except per share data)
Statement of Operations Data:
Net Sales $ 7,490 $ 8,833 $ 8,259 $ 8,870 $ 6,377
Cost of sales 6,429 7,828 6,736 7,691 5,107

Gross profit 1,061 1,005 1,523 1,179 1,270
Selling, general, and administrative expenses 1,723 1,514 1,565 1,559 1,203
Product R&D, and improvement 0 0 43 0 3
Manufacturing Start-Up Costs 0 0 0 265 0
Provision for Note Receivable 13 0 0 0 0

Operating income (loss) (675) (509) (85) (645) 64
Gain on Note Settlement 0 279 0 0 0
Other Income 0 0 175 37 0
Interest expense, net (241) (299) (220) (227) (195)

Loss before extraordinary item (916) (529) (130) (835) (131)
Extraordinary gain from debt extinguishment 67 0 0 0 0

Loss before income taxes (849) (529) (130) (835) (131)
Provision for income taxes 0 0 0 0 0

Net Loss $ (849) $ (529) $ (130) $ (835) $ (131)

Basic and Diluted Earnings Per Share:
Loss before extraordinary item per share (.136) (.079) (.019) (.124) (.019)
Income from extraordinary item per share .010 .000 .000 .000 .000
Basic loss per share (.126) (.079) (.019) (.124) (.019)
Weighted average common shares outstanding 6,719 6,719 6,719 6,719 6,899
Cash dividends per common share 0 0 0 0 0
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Balance Sheet and Other Data:

May 31,

1999 2000 2001 2002 2003

(in thousands)
Working capital $ 1,570 $ 1,381 $ 1,351 $ 606 $ 556
Cash 307 958 388 185 114
Total assets 4,685 4,130 4,009 2,918 2,156
Net property, plant & equipment 1,016 925 802 800 703
Capital expenditures 174 93 34 46 50
Long-term liabilities 9,580 9,570 9,551 9,597 9,334
Total Stockholders� Deficit $ (6,638) $ (7,166) $ (7,296) $ (8,132) $ (8,065)
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ITEM 7 � MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
                  OPERATIONS

Results of Operations

The following table sets forth items from the Company�s statements of operations for fiscal years 2001, 2002 and 2003 (each ended May 31), as a
percentage of revenue.

Percent of Revenue

2001 2002 2003

Net sales 100.0 % 100.0 % 100.0 %

Gross profit 18.4 % 13.3 % 19.9 %
Operating expenses (19.4)% (20.6)% (18.9)%

Operating income (loss) (1.0)% (7.3)% 1.0 %
Interest expense (2.7)% (2.5)% (3.0)%
Other Income 2.1 % 0.4 % 0.0 %

Net loss (1.6)% (9.4)% (2.0)%

Fiscal Year 2003 Compared to Fiscal Year 2002

Net sales for fiscal 2003 were approximately $6.4 million as compared with $8.9 million for fiscal 2002, representing a decrease of 28%. The
decrease in sales was due primarily to a decrease in orders under a large blanket contract with a prime contractor to the U.S. Navy, in addition to
an overall slowdown of orders from customers involved in projects related to the U.S. Navy.

The principal customer for the Company�s products is the U.S. Government, principally the U.S. Navy, which, directly or through its prime
contractors, accounted for 93% of the Company�s revenues in fiscal year 2003. The Company�s sales to the U.S, Government and its prime
contractors represented approximately 94% and 91% of total net sales during the Company�s fiscal years ended May 31, 2002 and May 31, 2001,
respectively, and are
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expected to continue to account for a substantial portion of the Company�s revenues for the foreseeable future. The Company�s contracts with the
United States Government are subject to the availability of funds through annual appropriations, may be terminated by the government for its
convenience at any time and generally do not require the purchase of a fixed quantity of products. Reductions in U.S. Government defense
spending could adversely affect the Company�s operating results. While the Company is not aware of present or anticipated reductions in United
States Government spending on specific programs or contracts pursuant to which the Company has sold material quantities of its products, there
can be no assurance that such reductions will not occur or that decreases in United States Government defense spending in general will not have
an adverse effect on sales of the Company�s products in the future.

Gross profit for fiscal 2003 was approximately $1.3 million compared with approximately $1.2 million for fiscal 2002. Gross profit as a
percentage of sales increased from 13.3% in fiscal 2002 to 19.9% in fiscal 2003. The primary reasons for the increase in the gross profit
percentage were the mix of jobs for the current fiscal year as compared to the prior fiscal year, along with improved scheduling and planning
procedures implemented during the prior fiscal year. The Company continues to address production issues through plant supervision and regular
updating of scheduling and planning procedures. The Company is trying to stabilize the level of shipments at a profitable level through these
changes and a focused sales effort.

Operating expenses for fiscal 2003 were approximately $1.2 million compared with $1.8 million for fiscal 2002. The decrease from fiscal 2002
was partially due to the Company recognizing, in 2002, $265,100 in start-up costs related to a large blanket contract with a U.S. Navy prime
contractor. The Company incurred significant costs in planning, implementing, and training employees for the new production process related to
this contract. In accordance with generally accepted accounting principles, the Company expensed these start-up costs. No such costs were
incurred in fiscal 2003. In addition, the reduction was partially due to cost control measures during the third and fourth quarters of fiscal 2003,
including salary reductions implemented by management in response to reduced backlog and shipping levels.

During fiscal 2002, the Company recorded $37,400 in �other
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income� related to stock issued to the Company in December 2001 by Prudential Financial upon its conversion from a mutual company to a stock
company.

Interest Expense

Interest expense decreased to $195,200 in fiscal 2003 as compared to $227,800 in fiscal 2002. This decrease occurred principally because
interest expense from factoring accounts receivable was $12,000 in fiscal 2003 as compared to $29,500 in fiscal 2002.

The overall net loss was $131,400 for fiscal 2003 as compared to a net loss of $835,400 in fiscal 2002. The decrease in the loss was primarily
due to the increase in gross profits, the reduction in operating expenses, and the prior year manufacturing start-up costs discussed above.

Income Taxes

The Company had no income tax provision in fiscal 2003 or fiscal 2002 due to the net losses. Under Statement of Financial Accounting
Standards No. 109, �Accounting for Income Taxes� (�SFAS 109�), deferred tax assets and liabilities are determined based on differences between
financial reporting and tax basis of assets and liabilities and are measured using enacted tax rates and laws that will be in effect when the
differences are expected to reverse. The Company has provided a full valuation allowance against its net deferred tax asset due to uncertainties
of its ultimate realization. If the Company achieves profitable operations, it will be subject to alternative minimum taxes, which have a lower
effective tax rate than the statutory rate of 34%.

Fiscal Year 2002 Compared to Fiscal Year 2001

Net sales for fiscal 2002 were approximately $8.9 million as compared with $8.3 million for fiscal 2001, representing an increase of 7.2%. The
increase was due primarily to sales totaling $3.5 million under a large contract with a prime contractor to the U.S. Navy in fiscal 2002 as
compared to sales of $1.3 million in fiscal 2001 for the same U.S. Navy program.

The principal customer for the Company�s products is the U.S. Government, principally the U.S. Navy, which, directly or through its prime
contractors, accounted for 94% of the Company�s revenues in fiscal year 2002. The Company�s sales to the United
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States Government and its prime contractors represented approximately 94% and 91% of total net sales during the Company�s fiscal years ended
May 31, 2002 and May 31, 2001, respectively.

Gross profit for fiscal 2002 was approximately $1.2 million compared with approximately $1.5 million for fiscal 2001. Gross profit as a
percentage of sales decreased from 18.4% in fiscal 2001 to 13.3% in fiscal 2002. The primary reasons for the decrease in gross profit margins
were changes in the mix of jobs produced in the year ended May 31, 2002 as compared to the job mix in the year ended May 31, 2001. The mix
of jobs produced in the year ended May 31, 2002 required more machine shop hours than the prior year, and a larger amount of the machine
shop work was outsourced to subcontractors, at a higher cost per hour, during fiscal year 2002. In order to increase machine shop capacity and
reduce the amount of outsourcing for machined parts, the Company entered into a lease purchase agreement for a new vertical machining center
that was put into service in December 2001.

Operating expenses for fiscal 2002 were approximately $1.8 million compared with $1.6 million for fiscal 2001. The increase in fiscal 2002 was
principally due to the Company�S recognizing $265,100 in start-up costs related to a large blanket contract with a U.S. Navy prime contractor.
The Company incurred significant costs in planning, implementing, and training employees for the new production process related to this
contract. In accordance with generally accepted accounting principles, the Company has expensed these start-up costs. During the fiscal year
ended May 31, 2001, the Company incurred $42,800 in product research, development & improvement costs related to the initial development
work on a new enclosure product. No such costs were incurred in fiscal 2002.

During fiscal 2002, the Company recorded $37,400 in �other income� related to stock issued to the Company in December 2001 by Prudential
Financial upon its conversion from a mutual company to a stock company. During the fiscal year ended May 31, 2001, the Company recorded
$175,000 in �other income� related to the collection of notes receivable due from Link2It, LLC that had been fully reserved in the prior fiscal year
(see Note 4 to the financial statements).

Interest Expense

Interest expense increased slightly to $227,800 in fiscal 2002 from $219,700 in fiscal 2001. This increase occurred principally because interest
expense from factoring accounts receivable was
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$29,500 in fiscal 2002 as compared to $9,300 in fiscal 2001.

The overall net loss in fiscal 2002 was $835,400 as compared to a net loss of $129,800 in fiscal 2001. The increased loss was primarily due to
the decrease in gross profits and the manufacturing start-up costs discussed above.

Income Taxes

The Company had no income tax provision in fiscal 2002 or fiscal 2001 due to the net losses. Under SFAS 109, deferred tax assets and liabilities
are determined based on differences between financial reporting and tax basis of assets and liabilities and are measured using enacted tax rates
and laws that will be in effect when the differences are expected to reverse. The Company has provided a full valuation allowance against its net
deferred tax asset due to uncertainties of its ultimate realization.

Liquidity and Capital Resources

The Company relies upon internally generated funds and accounts receivable factoring to finance its operations. During fiscal years 2003 and
2002, the Company incurred net losses of approximately $131,400 and $835,400, respectively. In order to generate the working capital required
for operations, the Company must continue to generate orders, increase its gross margins, and effectively manage operating expenses during
fiscal 2004.

The Company must continue to market electronic enclosure products to government and commercial markets, enter into contracts which the
Company can complete with favorable profit margins, ship the orders in a timely manner, and control its operating costs in order to recover from
its liquidity problems and seek to operate profitably for fiscal 2004.

The backlog at May 31, 2003 was $1.4 million, as compared to $1.9 million at May 31, 2002. The decrease in backlog is primarily due to a
decrease in orders under a large blanket contract with a prime contractor to the U.S. Navy, in addition to an overall slowdown of orders from
customers involved in projects related to the U.S. Navy. The Company must increase its level of sales under other contracts in order to make up
for the reduction in orders under this contract, and to maintain a sales level that will provide positive cash flow for the remainder of the fiscal
year. However, there is no assurance the Company will be successful in its efforts to obtain an adequate level of new contracts to
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maintain positive cash flow or profitable operations.

In recent months, the Company and its customers have experienced significant delays in the release of orders under awarded programs, and there
can be no assurance that such delays will not continue or become more severe. In the absence of orders released against these rewards or other
new business, the Company could experience a material decrease in its level of business, revenues and cash flows.

As of May 31, 2003, the Company had cash and marketable securities totaling $150,400. The Company has faced production issues that have
contributed to losses from operations in the prior three fiscal years. The Company has taken and is continuing to take steps to address these
production issues through changes and additions to plant supervision, regularly updating scheduling and planning procedures, and adding new
production machinery. The Company is trying to stabilize the level of shipments at a profitable level through these changes. However, during the
current fiscal year management implemented cost reductions, including salary reductions, in response to reduced sales and order backlog.

Management believes that unless there is an increase in the shippable order backlog, the Company may not be able to meet its cash requirements
through the current fiscal year with cash on hand and borrowings from the factoring of accounts receivable. Meeting the Company�s cash
requirements through the next twelve months will also require an increase in the current order backlog, as well as profitable production and
shipment of those orders. However, there is no assurance the Company will be successful in pursuing its plans or in obtaining additional
financing to meet those cash requirements. The Company must increase its current level of sales, consistently make timely shipments and
produce its products at adequate profit margins, or the Company will continue to face liquidity problems and may be left without sufficient cash
to meet its ongoing requirements.

The accompanying financial statements have been prepared assuming that the Company will continue as a going concern. The Company has
sustained operating losses in fiscal years 2003, 2002 and 2001, and in addition, the Company has significant short-term cash commitments, the
funding of which is limited to cash flow from operations and the factoring of certain accounts receivable, if available. These issues, in addition
to an overall slowdown of orders from customers involved in projects related to the U.S. Navy, raise significant doubt about the Company�s
ability to continue as a going concern. The financial statements do not
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contain any adjustment that might result from the outcome of these uncertainties.

The Company was formerly party to a factoring agreement with Reservoir Capital Corporation (�Reservoir�) that provided for advances (or loans)
of up to 80% of specified accounts receivable. In August 2001, Link2It Corporation, a company formed by Larry Heimendinger and Richard
McConnell, both of whom are directors of the Company, entered into a factoring agreement with the Company on terms substantially similar to
those of the Reservoir facility, but more favorable to the Company in certain respects, including provision for advances at a rate of up to 85% of
specified accounts receivable. A factoring agreement with Link2It Corporation, on similar terms, was entered into in April 2002. Subsequent to
the fiscal year end, the Company entered into a new factoring agreement with Key Capital Factoring (�Key�) that also provides for advances of up
to 85% of specified accounts receivable. The Company expects to draw on the Key facility during fiscal 2004 as necessary to help alleviate
liquidity problems, although, as discussed above, the Company will also need to control expenses, maintain the sales backlog at appropriate
levels, and keep shipment levels in line with booked orders in order to meet these requirements. At May 31, 2003, there were no outstanding
advances due to Link2It Corporation.

The Company had significant amounts payable to trade creditors at May 31, 2003. Current maturities of long-term debt and capital lease
obligations amount to $117,000 in fiscal 2004.

The Company has outstanding debentures originally issued to clients of Gutzwiller & Partner, now known as Rabo Investment Management Ltd.
(the �Manager�), totaling approximately $8.8 million. The debentures mature in August 2004, are convertible into common stock at a conversion
price of $0.50 per share, and bear interest at 1% per annum payable annually. In a filing with the SEC dated November 9, 2001, the Manager
indicated that it might be deemed to be the beneficial owner of debentures having an aggregate principal amount of $7,885,000, including
debentures in the principal amount of $585,000 which were purchased by the Manager as to which the Manager was the economic beneficial
owner and held sole voting and dispositive power, and debentures in a principal amount of $7,300,000 held in client accounts managed by the
Manager on behalf of various clients who held beneficial economic ownership thereof for which the Manager held voting and dispositive power.
On March 12, 2003, Manassas Partners LLC, a Delaware limited liability company of which Larry Heimendinger, Chairman of the Board of
Directors of the Company is the managing member, purchased from third parties, at a significant discount,

20

Edgar Filing: GENERAL KINETICS INC - Form 10-K

22



a portion of the Company�s outstanding convertible debentures in an aggregate principal amount of $5,800,000.

The Company does not expect that its cash flow, capital resources, and overall financial condition will be sufficient to repay or refinance in full
the approximately $8.8 million principal amount of outstanding convertible debentures currently scheduled to mature in August 2004. At
present, the Company has decided on no specific plans with respect to the repayment or refinancing of the debentures, but it expects to continue
to review the situation and consider its potential alternatives during the coming fiscal year.

Analysis of Cash Flows

Operating activities provided $88,300 in cash in fiscal 2003. This reflects a net loss of $131,400 and $98,200 in cash to fund changes in working
capital items, offset by $317,900 in net non-cash income and expenses. The cash used to fund changes in working capital items includes a
decrease in inventories of $21,600 and a decrease in accounts receivable of $398,500, offset by a decrease in accounts payable of $399,600 and a
decrease in accrued expenses and other payables of $174,100.

Investing activities used $49,900 in fiscal 2003. These activities consisted of acquiring property and equipment.

Financing activities used $109,500 in fiscal 2003. These activities consisted of the repayment of certain long-term debt and capital leases, and
factoring of accounts receivable netting to $0.

Contractual Obligations and Commercial Commitments

The Company�s commitments through May 31, 2008 are comprised of the following at May 31, 2003 (in thousands):

Through May 31,

2004 2005 2006 2007 2008+ Total

Convertible debentures $ 0 $ 8,795 $ 0 $ 0 $ 0 $ 8,795
Other notes payable 0 40 0 0 0 40
Real estate mortgage 96 102 107 55 0 360
Capital leases 26 26 26 15 0 93
Operating leases 29 25 3 3 1 61
Total $ 151 $ 8,988 $ 136 $ 73 $ 1 $ 9,349
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Inflation

The Company believes the effects of inflation currently do not have a material impact on its operations, financial position, or cash flows.

Critical Accounting Policies

The Company�s significant accounting policies are more fully described in the notes to the financial statements. The preparation of financial
statements in conformity with accounting principles generally accepted in the United States requires management to make estimates and
assumptions in certain circumstances that affect amounts reported in the accompanying financial statements and related notes. In preparing these
financial statements, management has made its best estimates and judgments of certain amounts included in the financial statements, giving due
consideration to materiality. The Company does not believe there is a great likelihood that materially different amounts would be reported
related to the accounting policies described below; however, application of these accounting policies involves the exercise of judgment and the
use of assumptions as to future uncertainties and, as a result, actual results could differ from these estimates.

Work in process inventory represents actual production costs, including manufacturing overhead incurred to date, reduced by amounts identified
with revenue recognized on units delivered as well as reserves for amounts in excess of estimated net realizable value. The costs attributable to
units delivered are based on the estimated average costs of all units expected to be produced under multi-unit orders. Estimated costs to complete
are based on historical experience and knowledge of building similar products. On an on-going basis, the Company evaluates the estimates of
total costs to complete a multi-unit order. Work in process is reduced by charging any amounts in excess of estimated net realizable value to cost
of sales as soon as they become known. Interim inventories are determined by application of estimated gross profit margins to sales.
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The Company provides an allowance for uncollectible receivables based on experience with customers and individual review of any past due
accounts. Although it is reasonably possible that that management�s estimate could change in the near future, management is not aware of any
events that would result in a change to its estimate which would be material to the Company�s financial position or its results of operations. At
May 31, 2003, the Company had an allowance for doubtful accounts of $22,900.

Recent Accounting Pronouncements

In November 2002, the Financial Accounting Standards Board (�FASB�) issued Financial Interpretation No. (�FIN�)45, �Guarantor�s Accounting and
Disclosure Requirements for Guarantees, Including indirect Guarantees of Indebtedness of Others.� FIN 45 standardizes practices related to the
recognition of a liability for the fair value of a guarantor�s obligation. The rule requires companies to record a liability for the fair value of its
guarantee to provide or stand ready to provide services, cash or other assets. The rule applies to contracts that require a guarantor to make
payments based on an underlying factor such as change in market value of an asset, collection of the scheduled contractual cash flows from
individual financial assets held by a special purpose entity (�SPE�), non-performance of a third party, for indemnification agreements, or for
guarantees of the indebtedness of others among other things. The provisions of FIN 45 are effective on a prospective basis for guarantees that are
issued or modified after December 31, 2002. The disclosure requirements were effective for statements of annual or interim periods ending after
December 15, 2002. The Company has no such guarantees, and therefore adoption of FIN 45 had no impact on the financial statements.

In January 2003, The FASB issued FIN 46, �Consolidation of Variable Interest Entities.� FIN 46 provides guidance on the identification of
variable interest entities that are subject to consolidation requirements by a business enterprise. A variable interest entity subject to consolidation
requirements is an entity that does not have sufficient equity at risk to finance its operations without additional support from third parties and the
equity investors in the entity lack certain characteristics of a controlling financial interest as defined in the guidance. SPE�s are one type of entity,
which under certain circumstances may qualify as a variable interest entity. The Company does not use SPE�s or any other form of variable
interest entity, and
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therefore believes that adoption of the Statement will have no effect on its financial statements.

In April 2003 the FASB issued Statement No. 149, �Amendment of Statement 133 On Derivative Instruments and Hedging Activities�. The
Statement amends Statement 133 for decisions made by the Derivatives Implementation Group, in particular the meaning of an initial net
investment, the meaning of underlying and the characteristics of a derivative that contains financing components. Presently, the Company has no
derivative financial instruments, and therefore believes that adoption of the Statement will have no effect on its financial statements.

In May 2003 the FASB issued Statement No. 150, �Accounting for Certain Financial Instruments with Characteristics of both Liabilities and
Equity�. The Statement requires that the issuer classify certain instruments as liabilities, rather than equity, or so-called mezzanine equity.
Presently, the Company has no financial instruments that come under the scope of the Statement, and therefore believes that adoption of the new
Statement will have no impact on its financial statements.

ITEM 7A � Quantitative and Qualitative Disclosures About Market Risk

Market Risk � The Company is exposed to market risk from adverse changes in interest rates.

Interest Rate Risks � The Company is exposed to risk from changes in interest rates as a result of its borrowing activities. At May 31, 2003, the
Company had total debt of $9.34 million, of which $0.36 million represents borrowing for its real estate mortgage, which is at a variable interest
rate. Interest on the Company�s debt is directly affected by changes in the prime interest rate, and therefore fluctuations may have an impact on
the Company�s financial results.

ITEM 8 � FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA
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REPORT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

Board of Directors And Stockholders

General Kinetics Incorporated

Manassas, Virginia

We have audited the accompanying balance sheets of General Kinetics Incorporated as of May 31, 2003 and 2002, and the related statements of
operations, stockholders� deficit, and cash flows for each of the three years in the period ended May 31, 2003. These financial statements are the
responsibility of the Company�s management. Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America. Those standards require that
we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the overall presentation of the financial
statements. We believe our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of General Kinetics
Incorporated as of May 31, 2003 and 2002, and the results of its operations and its cash flows for each of the three years in the period ended May
31, 2003 in conformity with accounting principles generally accepted in the United States of America.

The accompanying financial statements have been prepared assuming the Company will continue as a going concern. The Company has
sustained recurring operating losses in fiscal 2003, 2002, and 2001. In addition, the Company has significant short-term cash commitments and
funding is limited to cash flow from operations and loans collateralized by certain accounts receivable. These factors raise substantial doubt
about the Company�s ability to continue as a going concern. Management�s plans in regards to these matters are described in Note 1. The financial
statements do not contain any adjustments that might result from the outcome of these uncertainties.

/s/ BDO Seidman, LLP

BDO Seidman, LLP

Bethesda, Maryland

July 30, 2003
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General Kinetics Incorporated

Balance Sheets

At May 31, 2003 and 2002

May 31,

2003

May 31,

2002

Assets
Current Assets:
Cash and cash equivalents $ 114,000 $ 185,100
Marketable securities - trading 36,400 37,400
Accounts receivable, net of allowance of $22,900 and $70,900 521,600 872,100
Inventories, net 728,900 906,300
Prepaid expenses and other 41,200 56,800

Total Current Assets 1,442,100 2,057,700

Property, Plant and Equipment 2,960,400 2,925,100
Less: Accumulated Depreciation and Amortization (2,257,700) (2,124,700)

702,700 800,400
Other Assets 11,100 59,400

Total Assets $ 2,155,900 $ 2,917,500

Liablilities and Stockholders� Deficit
Current Liabilities:
Current maturities of long-term debt $ 96,300 $ 90,000
Current maturities of capital lease 20,600 18,500
Accounts payable, trade 366,300 765,900
Accrued expenses and other payables 403,400 577,500

Total Current Liabilities 886,600 1,451,900

Long-Term Liabilities:
Long-term debt - less current maturities 9,023,600 9,256,700
Capital lease - less current maturities 60,800 82,000
Other long-term liabilities 249,900 258,400

Total Long-Term Liabilities 9,334,300 9,597,100

Total Liabilities 10,220,900 11,049,000

Commitments and Contingencies
Stockholders� Deficit:
Common Stock, $0.25 par value, 50,000,000 shares authorized, 7,645,557 and 7,245,557 shares
issued, 7,118,925 and 6,718,925 shares outstanding 1,911,500 1,811,500
Additional Contributed Capital 7,337,300 7,239,400
Accumulated Deficit (16,863,600) (16,732,200)

(7,614,800) (7,681,300)

Edgar Filing: GENERAL KINETICS INC - Form 10-K

29



Less:
Treasury Stock, at cost (526,632 shares) (450,200) (450,200)

Total Stockholders� Deficit (8,065,000) (8,131,500)

Total Liabilities and Stockholders� Deficit $ 2,155,900 $ 2,917,500

The accompanying notes are an integral part of the financial statements.
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General Kinetics Incorporated

Statements of Operations

For the Years Ended May 31, 2003, 2002, and 2001

2003 2002 2001

Net Sales $ 6,377,100 $ 8,870,000 $ 8,258,500
Cost of Sales 5,106,900 7,691,100 6,735,800

Gross Profit 1,270,200 1,178,900 1,522,700

Selling, General & Administrative 1,202,900 1,558,800 1,565,000
Product Research, Development & Improvement 3,500 �  42,800
Manufacturing Start-Up Costs �  265,100 �  

Total Operating Expenses 1,206,400 1,823,900 1,607,800

Operating Income/ (Loss) 63,800 (645,000) (85,100)
Other Income �  37,400 175,000
Interest Expense (195,200) (227,800) (219,700)

Net Loss $ (131,400) $ (835,400) $ (129,800)

Basic and diluted loss per share $ (0.019) $ (0.124) $ (0.019)

Weighted Average Number of Common Shares Outstanding 6,898,651 6,718,925 6,718,925

The accompanying notes are an integral part of the financial statements.
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General Kinetics Incorporated

Statements of Stockholders� Deficit

For the Years Ended May 31, 2003, 2002, and 2001

Common Stock
Additional
Contributed Accumulated Treasury

Total

Stockholders

Shares Amount Capital Deficit Stock Equity�

Balance
5/31/00

7,245,557 1,811,500 7,239,400 (15,767,000) (450,200) (7,166,300Recently Adopted Accounting Pronouncements

Effective January 1, 2009, we adopted Statement of Financial Accounting Standards No. 157 �Fair Value Measurements� (�SFAS No. 157�) for all non-financial assets and non-financial liabilities, except for items that are recognized or disclosed at fair value on a recurring basis (at least annually) for which SFAS No. 157 was previously adopted.  Refer to Note 9, �Fair Value Measurements,� of this Form 10-Q for additional information on the adoption of SFAS No. 157.

Effective January 1, 2009, we adopted FASB No. 161, �Disclosures about Derivative Instruments and Hedging Activities, an amendment of FASB Statement No. 133� (�SFAS No. 161�). SFAS No. 161 requires entities to provide greater transparency through additional disclosures about (a) how and why an entity uses derivative instruments, (b) how derivative instruments and related hedged items are accounted for under SFAS No. 133 �Accounting for Derivative Instruments and Hedging Activities� (�SFAS No. 133�) and its related interpretations, and (c) how derivative instruments and related hedged items affect an entity�s financial position, results of operations and cash flows. Refer to Note 8, �Derivative Instruments,� of this Form 10-Q for additional information on the adoption of SFAS No. 161.

We adopted FASB No. 141(R), �Business Combinations� (�SFAS No. 141(R)�), which significantly changed the accounting for and reporting of business combination transactions. This standard was effective for us for business combination transactions for which the acquisition date was on or after January 1, 2009. No business combination transactions occurred during the three months ended March 31, 2009.

2.  SEGMENT INFORMATION

We operate within three business segments, U.S., Canada and Offshore.  The business segments align with those regions in which our services are rendered.  As of March 31, 2009, the U.S. segment included the operations of our thirteen facilities in the U.S., the Canada segment included the operations of our five facilities in Canada and the Offshore segment included the operations of our facility in Makati City, Philippines.  We use gross profit as our measure of profit and loss for each business segment and do not allocate selling, general and administrative expenses to our business segments.

Information about our reportable segments, which correspond to the geographic areas in which we operate, is as follows:
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For the Three Months Ended March 31,
2009 2008

Revenue:
United States $ 49,364 $ 39,958
Canada 19,181 24,625
Offshore 2,166 �
Total $ 70,711 $ 64,583

Gross profit:
United States $ 8,797 $ 8,006
Canada 1,746 1,461
Offshore 180 �
Total $ 10,723 $ 9,467

3.  NET INCOME (LOSS) PER SHARE

Basic and diluted net income (loss) per common share is computed on the basis of our weighted average number of common shares outstanding, as determined by using the calculations outlined below:

Three Months Ended
March 31,

2009 2008

Loss from continuing operations $ (3,988) $ (403)
Income from discontinued operations, net of tax 4,640 72
Net income (loss) $ 652 $ (331)

Weighted average shares of common stock 14,753 14,705
Dilutive effect of stock options � �
Common stock and common stock equivalents 14,753 14,705

Basic net income (loss) per share from:
Continuing operations $ (0.27) $ (0.03)
Discontinued operations 0.31 0.01
Net income (loss) $ 0.04 $ (0.02)

Diluted net income (loss) per share from:
Continuing operations $ (0.27) $ (0.03)
Discontinued operations 0.31 0.01
Net income (loss) $ 0.04 $ (0.02)

Diluted earnings per share is computed on the basis of our weighted average number of common shares outstanding plus the effect of dilutive outstanding stock options and non-vested restricted stock using the treasury stock method.  Anti-dilutive securities totaling 2,165 and 1,638 in the three months ended March 31, 2009 and 2008, respectively, were not included in our calculation due to our net loss from continuing operations during those periods.

4.  IMPAIRMENT LOSSES AND RESTRUCTURING CHARGES

Impairment Losses
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During the three months ended March 31, 2009, we incurred $1,756 of impairment losses in our Canadian segment, due to the impairment of certain long-lived assets for which the carrying value of those assets is not recoverable.  These assets are located in a facility for which we are uncertain about our ability to generate future cash flows to support the carrying value of these assets.  The
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long-lived assets include computer and telephone equipment, furniture and fixtures, leasehold improvements and software.  Refer to Note 9, �Fair Value Measurements,� of this Form 10-Q, for additional information on the fair value measurements for all assets and liabilities that are measured at fair value in the Condensed Consolidated Financial Statements.

Restructuring Charges

In August 2007, August 2008, December 2008 and February 2009, we closed facilities in Hawkesbury, Ontario, Big Spring, Texas, Petersburg, Virginia and Regina, Saskatchewan, respectively.  We have recorded restructuring charges related to lease costs and other expenses related to the facility closures.  In accordance with Statement of Financial Accounting Standards No. 146, �Accounting for Costs Associated with Exit or Disposal Activities� (�SFAS No. 146�), we recognized the liability when it was incurred, instead of upon commitment to a plan.  A significant assumption used in determining the amount of estimated liability incurred in closing a facility is the estimated liability for future lease payments on vacant facilities.  If the assumptions regarding early termination and the timing and amounts of sublease payments prove to be inaccurate, we may be required to record additional losses, or conversely, a future gain, in our Condensed Consolidated Statements of Operations.

We expect to incur total restructuring charges related to our Canada segment of approximately $6,796 ($2,360 and $4,436 related to the Hawkesbury and Regina closures, respectively).  We expect to incur total restructuring charges related to our U.S. segment of approximately $2,192 ($434 and $1,758 related to the Big Spring and Petersburg closures, respectively).  The cumulative amount paid as of March 31, 2009 related to the closure of Hawkesbury, Regina, Big Spring and Petersburg is $1,020, $156, $424 and $456, respectively.  We expect completion of the Hawkesbury, Petersburg and Regina restructuring plans no later than 2012, 2013 and 2013 respectively; however, it may be earlier depending on our ability to sublease the respective facility or buy-out the applicable lease.  During February 2009, we bought out the remainder of the lease at the Big Spring facility for approximately $184 and expect to pay the remainder of the restructuring costs during the second quarter of 2009.  Refer to Note 9, �Fair Value Measurements,� of this Form 10-Q, for additional information on the fair value measurements for all assets and liabilities, including restructuring charges, that are measured at fair value in the Condensed Consolidated Financial Statements.

A summary of the activity under the restructuring plans as of March 31, 2009, and changes during the three months ended March 31, 2009 is presented below:

Facility-Related Costs

Hawkesbury Regina
Canada
Total Big Spring Petersburg U.S. Total

Company
Total

Balance as of January 1, 2009 $ 1,099 $ � $ 1,099 $ 208 $ 1,402 $ 1,610 $ 2,709
Expense 16 4,436 4,452 31 198 229 4,681
Payments (115) (156) (271) (229) (298) (527) (798)
Reclassification of long-term liability � 136 136 � (25) (25) 111
Foreign currency translation adjustment (35) (24) (59) � � � (59)
Balance as of March 31, 2009 $ 965 $ 4,392 $ 5,357 $ 10 $ 1,277 $ 1,287 $ 6,644

5.  DISCONTINUED OPERATIONS

On February 25, 2009, we entered into an agreement to sell the assets of Domain.com, our wholly owned subsidiary, to A. Emmet Stephenson, Jr., Inc. (�Mr. Stephenson�) in exchange for cash of $7,075.  The assets of Domain.com consist of domain names, trademarks and corporation names.  We conducted an auction for the assets and received bids from multiple parties, including Mr. Stephenson.  Mr. Stephenson presented the highest bid, which represented the selling price, of $7,075 and the sale was completed effective February 25, 2009.  Mr. Stephenson is one of our co-founders, has managed the Domain.com subsidiary since 2006 and owns approximately 20% of our common shares outstanding.  Because the transaction involves a related party, the Audit Committee of our Board of Directors considered and approved the transaction.

The results of operations and cash flows of Domain.com have been reported in the Condensed Consolidated Statements of Operations as discontinued operations.  The following table summarizes the results of discontinued operations:
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Three Months Ended March 31,
2009 2008

Operating income from discontinued operations before income taxes $ 27 $ 116
Gain on the sale of discontinued operations 6,937 �
Income tax expense (2,324) (44)
Income from discontinued operations, net of tax $ 4,640 $ 72

6.  PRINCIPAL CLIENTS

The following table represents revenue concentration of our principal clients.

Three Months Ended
March 31,

2009 2008
AT&T, Inc. 64.7% 49.4%
T-Mobile, a subsidiary of Deutsche Telekom 20.8% 27.8%

Our work for AT&T Inc. (AT&T) is covered by several contracts for a variety of different lines of AT&T business.  Our contract covering certain business care services with AT&T is currently being re-negotiated and has been extended through June 30, 2009, while the parties re-negotiate the agreement.   These services represent approximately 35.2% of our revenue from AT&T for the three months ended March 31, 2009.

The loss of a principal client and/or changes in timing or termination of a principal client�s product launch, volume delivery or service offering would have a material adverse effect on our business, revenue, operating results, and financial condition.  To limit our credit risk, management from time to time will perform credit evaluations of our clients. Although we are directly impacted by the economic conditions in which our clients operate, management does not believe substantial credit risk existed as of March 31, 2009.

7.  INVESTMENTS

Investments available for sale consisted of:

Basis

Gross
Unrealized
Gains

Gross
Unrealized
Losses Fair Value

As of March 31, 2009:
Corporate debt securities $ 1,988 $ 6 $ (12) $ 1,982

As of December 31, 2008:
Corporate debt securities $ 8,513 $ 9 $ (85) $ 8,437

As of March 31, 2009, the investments in our portfolio have remaining contractual maturities within one year.  There are two investments as of March 31, 2009 that have carried unrealized losses for longer than twelve months.  However, we do not consider our investments to be other-than-temporarily impaired because we have the ability and intent to hold these investments until a market price recovery or maturity.  Refer to Note 9, �Fair Value Measurements,� of this Form 10-Q, for additional information on the fair value measurements for all assets and liabilities, including investments, that are measured at fair value in the Condensed Consolidated Financial Statements.

8.  DERIVATIVE INSTRUMENTS
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We use derivatives to partially offset our business exposure to foreign currency exchange risk. We enter into foreign currency exchange contracts to hedge our anticipated operating commitments that are denominated in foreign currencies.  The contracts cover periods commensurate with expected exposure, generally within six months, and are principally unsecured foreign exchange contracts.  The market risk exposure is essentially limited to risk related to currency rate movements.  Our Canadian and Philippine subsidiaries� functional currencies are the Canadian dollar and the Philippine peso, respectively, which are used to pay labor and other operating costs in those countries. However, our client contracts primarily generate revenues which are paid to us in U.S. dollars.  We have elected to follow cash flow hedge accounting under SFAS No. 133 in order to associate the results of the hedges with forecasted future expenses.  The current mark-to-market gain or loss is recorded in accumulated other
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comprehensive income (�AOCI�) as a component of stockholders� equity and will be re-classified to operations as the forecasted expenses are incurred, typically within one year.  During the three months ended March 31, 2009 and 2008, our cash flow hedges were highly effective and there were no amounts charged to the Condensed Consolidated Statements of Operations for hedge ineffectiveness.

During the three months ended March 31, 2009 and 2008, these hedging commitments resulted in unrealized gains (losses), net of tax, of $294 and ($112), respectively. We realized losses of $1,652 and $208 during the three months ended March 31, 2009 and 2008, respectively.  The realized gains and losses were recognized in cost of services in our Condensed Consolidated Statements of Operations.   During the first quarter of 2009, we entered into Canadian dollar forward contracts with Wells Fargo Bank for a notional amount of $13,500 Canadian dollars to hedge our foreign currency risk with respect to labor costs in Canada.  As of March 31, 2009, we have not entered into any arrangements to hedge our exposure to fluctuations in the Philippine peso relative to the U.S. dollar.

The following table shows the notional principal of our derivative instruments as of March 31, 2009:

Currency
Notional
Principal

Instruments qualifying as accounting hedges:
Foreign exchange contracts Canadian dollar CDN $45,000

The above foreign exchange contracts are to be delivered periodically through December 2009 at a purchase price which is no more than $37,846 and no less than $37,529.  The estimates of fair value are based on applicable and commonly used pricing models and prevailing financial market information as of March 31, 2009.  Refer to Note 9, �Fair Value Measurements,� of this Form 10-Q, for additional information on the fair value measurements for all assets and liabilities, including derivative assets and derivative liabilities, that are measured at fair value in the Condensed Consolidated Financial Statements.

The following table shows our derivative instruments measured at gross fair value as reflected in the Condensed Consolidated Balance Sheet as of March 31, 2009:

Fair value of derivatives
designated as hedge

instruments
Derivative assets:
Foreign exchange contracts $ 92

Derivative liabilities:
Foreign exchange contracts $ (1,934)

The following table shows the effect of our derivative instruments designated as cash flow hedges in the Condensed Consolidated Statement of Operations for the three months ended March 31, 2009:

Three Months Ended March 31, 2009

Gain or (Loss)
Recognized in

AOCI

Gain (Loss)
Reclassified from
AOCI into Income

Location of Gain
(Loss) Reclassified
from AOCI into

Income
Cash flow hedges:
Foreign exchange contracts $ 294 $ (1,652) Cost of services

9.  FAIR VALUE MEASUREMENTS

In the first quarter of 2009, we adopted SFAS No. 157 for all non-financial assets and liabilities that are recognized or disclosed at fair value in the financial statements. We had previously adopted SFAS No. 157 for all financial assets and liabilities.  SFAS No. 157 defines fair value as the price that would be received from selling an asset or paid to transfer a liability in an orderly transaction between market participants at the measurement date. When determining the fair value measurements for assets and liabilities, which
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are required to be recorded at fair value, we consider the principal or most advantageous market in which we would transact and the market-based risk measurements or assumptions that market participants would use in pricing the asset or liability, such as inherent risk, transfer restrictions, and credit risk.

SFAS No. 157 establishes a fair value hierarchy that prioritizes the inputs to valuation techniques used to measure fair value.  The hierarchy gives the highest priority to unadjusted quoted prices in active markets for identical assets or liabilities (level 1 measurements) and the lowest priority to unobservable inputs (level 3 measurements).  The levels of the fair value hierarchy under SFAS No. 157 are described below:

Level 1 Valuation is based upon quoted prices for identical instruments traded in active markets.

Level 2 Valuation is based upon quoted prices for similar instruments in active markets, quoted prices for identical or similar instruments in markets that are not active, and model-based valuation techniques for which all significant assumptions are observable in the market.

Level 3 Valuation is generated from model-based techniques that use significant assumptions not observable in the market.  These unobservable assumptions reflect our own estimates of assumptions that market participants would use in pricing the asset or liability.  Valuation techniques include use of option pricing models, discounted cash flow models and similar techniques.

Investments

As of March 31, 2009 and December 31, 2008, our investments consisted entirely of corporate debt securities.  Our corporate debt securities are valued using third-party broker statements.  The value of the majority of our corporate debt securities is derived from quoted market information.  The inputs to the valuation are generally classified as Level 1 given the active market for these securities, however, if an active market does not exist, the inputs are recorded at a lower level in the fair value hierarchy.

Derivative Instruments and Hedging Activities

Our derivative instruments are valued using third-party broker or counterparty statements.  The value is derived from pricing models using inputs based upon market information, including contractual terms, market prices and yield curves.  The inputs to the valuation pricing models are observable in the market, and as such are generally classified as Level 2 in the fair value hierarchy.

Restructuring Charges

SFAS No. 146 specifies that a liability for a cost associated with an exit or disposal activity be recognized when the liability is incurred, instead of upon commitment to an exit plan.  On an ongoing basis, management assesses the profitability and utilization of our facilities and in some cases management has chosen to close facilities.  Accrued restructuring costs were valued using a discounted cash flow model.  Significant assumptions used in determining the amount of the estimated liability for closing a facility are the estimated liability for future lease payments on vacant facilities, which we determine based on a third-party broker�s assessment of our ability to successfully negotiate early termination agreements with landlords and/or to sublease the facility, and the discount rate utilized to determine the present value of the future expected cash flows. If the assumptions regarding early termination and the timing and amounts of sublease payments prove to be inaccurate, we may be required to record additional losses, or conversely, a future gain, in the Condensed Consolidated Statements of Operations.

As described in Note 4, �Impairment Losses and Restructuring Charges,� during the three months ended March 31, 2009, we closed our facility in Regina, Saskatchewan, which resulted in $4,436 of accrued restructuring costs.  These costs were valued using a discounted cash flow model.  The cash flows consist of the future lease payment obligations required under the lease agreement.  We assumed that we would not sublease the vacant facility for the remainder of the lease term based on our knowledge of the Regina marketplace, as well as our historical inability to sublease our facilities in other locations in which we operate.  In the future, if we are able to sublease the facility, we may be required to record a gain in the Condensed Consolidated Statements of Operations.  Future cash flows also include estimated property taxes through the remainder of the lease term, which are valued based upon historical tax payments.  The future cash flows were discounted using a rate of 3%.  Given that the restructuring charges were valued using our internal estimates using a discounted cash flow model, we have classified the accrued restructuring costs as Level 3 in the fair value hierarchy.

Impairment of Long-Lived Assets
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carrying value of those assets is not recoverable.  These assets are located in a facility for which we do not have current customer commitments and therefore, we are uncertain about our ability to generate future cash flows to support the carrying value of these assets.  The long-lived assets include computer and telephone equipment, furniture and fixtures, leasehold improvements and software.  For assets which were not recoverable through future cash flows or could be used in another facility, we reduced the carrying value to fair value.  The fair value of these long-lived assets after the impairment charge was $228 as of March 31, 2009.  Given that the impairment losses were valued using internal estimates, we have classified the remaining fair value of long-lived assets as Level 3 in the fair value hierarchy.

Fair Value Hierarchy

The following tables set forth our assets and liabilities measured at fair value on a recurring basis and a non-recurring basis by level within the fair value hierarchy.  As required by SFAS No. 157, assets and liabilities are classified in their entirety based on the lowest level of input that is significant to the fair value measurement.

Assets and Liabilities Measured at Fair Value
on a Recurring Basis as of March 31, 2009

Level 1 Level 2 Level 3 Total
Assets:
Corporate debt securities $ 1,982 $ � $ � $ 1,982
Total fair value of assets measured on a recurring basis $ 1,982 $ � $ � $ 1,982

Liabilities:
Derivative instruments $ � $ 1,842 $ � $ 1,842
Total fair value of liabilities measured on a recurring basis $ � $ 1,842 $ � $ 1,842

Assets and Liabilities Measured at Fair Value
on a Non-Recurring Basis

Level 1 Level 2 Level 3 Total
Assets:
Property, plant and equipment, net $ � $ � $ 228 $ 228
Total fair value of assets measured on a non-recurring basis $ � $ � $ 228 $ 228

Liabilities:
Accrued restructuring costs $ � $ � $ 4,436 $ 4,436
Total fair value of liabilities measured on a non-recurring basis $ � $ � $ 4,436 $ 4,436

10.  ACCUMULATED OTHER COMPREHENSIVE INCOME (LOSS)

Statement of Financial Accounting Standards No. 130, �Reporting Comprehensive Income,� establishes standards for reporting and display of comprehensive income. Comprehensive income is defined essentially as all changes in stockholders� equity, exclusive of transactions with owners. The following represents the components of other comprehensive income (loss):
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Three Months Ended
March 31,

2009 2008
Net income (loss) $ 652 $ (331)
Other comprehensive income (loss):
Foreign currency translation adjustments, net of tax (88) (373)
Unrealized gain (loss) on available for sale securities, net of tax 44 (220)
Change in fair value of derivative instruments, net of tax 294 (112)
Comprehensive income (loss) $ 902 $ (1,036)

Accumulated other comprehensive income (loss) consisted of the following items:

Three Months Ended March 31,
2009 2008

Accumulated foreign currency translation adjustments:
Beginning balance $ 1,090 $ 2,553
Translation adjustments, net of tax (88) (373)
Ending balance $ 1,002 $ 2,180
Accumulated unrealized derivative (losses) gains:
Beginning balance $ (1,444) $ 20
Loss reclassified to earnings, net of tax (1,033) (140)
Change in fair value of cash flow hedges, net of tax 1,327 28
Ending balance $ (1,150) $ (92)
Accumulated unrealized losses on available for sale securities:
Beginning balance $ (61) $ (29)
Loss reclassified to earnings, net of tax (3) �
Change in fair value of available for sale securities, net of tax 47 (220)
Ending balance $ (17) $ (249)

11.  SHARE-BASED COMPENSATION

Compensation cost that has been charged against income related to share-based compensation for the three months ended March 31, 2009 and 2008, was $465 and $373, respectively, and is included in selling, general and administrative expense.  The total income tax benefit recognized in our Condensed Consolidated Statements of Operations related to share-based compensation arrangements was $174 and $140 for the three months ended March 31, 2009 and 2008, respectively.  A summary of activity during the three months ended March 31, 2009 related to our equity awards is presented below.

Stock Options

A summary of option activity as of March 31, 2009, and changes during the three months then ended is presented below:

Weighted Average
Shares Exercise Price

Outstanding as of January 1, 2009 1,628,702 $ 11.45
Granted 527,500 4.05
Exercised � �
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Forfeited (30,383) 9.83
Expired (19,184) 15.67
Outstanding as of March 31, 2009 2,106,635 $ 9.59
Exercisable as of March 31, 2009 659,392 $ 14.37

Restricted Shares

Restricted share activity during the three months ended March 31, 2009 was as follows:
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Restricted Shares Grant Date Fair Value
Nonvested balance as of January 1, 2009 62,067 $ 10.45
Granted � �
Vested (2,700) 9.01
Forfeited (1,000) 9.01
Nonvested balance as of March 31, 2009 58,367 $ 10.54

12.  INCOME TAXES

The year-to-date effective tax rate for continuing operations increased from 4.3% during the three months ended March 31, 2008 to 27.2% during the three months ended March 31, 2009.  The primary difference between the periods is a smaller impact from the change in the Canadian statutory tax rates in 2009 compared to 2008.   Effective January 1, 2008, the Canadian statutory rate was reduced from 22.1% to 19.5% for fiscal year 2008 and to 19.0% for fiscal year 2009.  The rate will continue to decrease each year until it is 15.0% by 2012.

Differences between U.S. statutory income tax rates and our effective tax rates for continuing operations for the three months ended March 31, 2009 and 2008 were:

Three Months Ended March 31,
2009 2008

U.S. statutory tax rate 35.0% 35.0%
Effect of state taxes (net of Federal benefit) 3.2% 0.2%
Work opportunity credits (7.0)% (8.4)%
Effect of change in Canadian tax rate (9.5)% (23.9)%
Other, net 5.5% 1.4%
Total 27.2% 4.3%

13.  LITIGATION

In our Annual Report on Form 10-K filed March 3, 2009, we described two material pending litigation matters:  West Palm Beach Firefighters� Pension Fund v. StarTek, Inc., et al. (U.S. District Court, District of Colorado) filed on July 8, 2005, and John Alden v. StarTek, Inc., et al. (U.S. District Court, District of Colorado) filed on July 20, 2005.   There have been no significant changes in these legal proceedings since our previous report.

We are involved from time to time in other litigation arising in the normal course of business, none of which is expected by management to have a material adverse effect on our business, financial condition or results of operations.

ITEM 2.  MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion and analysis should be read in conjunction with our Unaudited Consolidated Financial Statements and related Notes included elsewhere in this Quarterly Report on Form 10-Q and in our Annual Report on Form 10-K for the year ended December 31, 2008, and with the information under the heading �Management�s Discussion and Analysis of Financial Condition and Results of Operations� in our Annual Report on Form 10-K for the year ended December 31, 2008.

Unless otherwise noted in this report, any description of �us� or �we� refers to StarTek, Inc. and our subsidiaries.  Financial information in this report is presented in U.S. dollars.
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BUSINESS DESCRIPTION AND OVERVIEW

StarTek is a provider of business process outsourcing services to the communications industry.  We partner with our clients to meet their business objectives and improve customer retention, increase revenues and reduce costs through an improved customer experience.  Our solutions leverage industry knowledge, best business practices, skilled agents, proven operational excellence and flexible technology.  The StarTek comprehensive service suite includes customer care, sales support, complex order processing, accounts receivable management, technical support and other industry-specific processes.  We operate our business within three
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reportable segments, based on the geographic regions in which our services are rendered: (1) the U.S., (2) Canada and (3) the Philippines (�Offshore�).  As of March 31, 2009, our U.S. segment included the operations of our thirteen facilities in the U.S.; our Canada segment included the operations of our five facilities in Canada; and our Offshore segment included the operations of our facility in Makati City, Philippines.  As of March 31, 2008, there were fourteen, six and zero operating centers in the U.S., Canada and Offshore, respectively.  We use gross profit as our measure of profit and loss for each business segment and do not allocate selling, general and administrative expenses to our business segments.

We endeavor to achieve site optimization at all of our locations by routinely evaluating site performance.  If local economic conditions, prevailing wage rates, or other factors, negatively impact the long-term financial viability of a location, management will from time to time make the decision to close a facility.  As a result, we may incur impairment losses or restructuring charges in connection with the closure.  Likewise, management is continually in pursuit of opportunities to open new locations in economically viable geographic markets in order to improve profitability and grow the business.

SIGNIFICANT DEVELOPMENTS DURING THE THREE MONTHS ENDED MARCH 31, 2009

In February 2009, we closed our facility in Regina, Saskatchewan.  The closure of our Regina facility was driven by market conditions, namely recruiting challenges in this location, which impacted the profitability of the site and management determined it was in our long-term interest to close the location.   This closure resulted in approximately $2.3 million less revenue and $0.1 million less gross profit during the three months ended March 31, 2009 compared to March 31, 2008.  We also incurred restructuring charges of approximately $4.4 million related to the closure, which is discussed in further detail below within Item 2, �Results of Operations � Three Months ended March 31, 2009 and March 31, 2008�.

On February 25, 2009, we entered into an agreement to sell the assets of Domain.com, our wholly owned subsidiary, to A. Emmet Stephenson, Jr., Inc. (�Mr. Stephenson�) in exchange for cash of $7.075 million.  The assets of Domain.com consist of domain names, trademarks and corporation names.  We conducted an auction for the assets and received bids from multiple parties, including Mr. Stephenson.  Mr. Stephenson presented the highest bid, which represented the selling price, of $7.075 million and the sale was completed effective February 25, 2009.  Mr. Stephenson is one of our co-founders, has managed the Domain.com subsidiary since 2006 and owns approximately 20% of our common shares outstanding.  Because the transaction involves a related party, the Audit Committee of our Board of Directors considered and approved the transaction.

The results of operations and cash flows of Domain.com have been reported as discontinued operations.

RESULTS OF OPERATIONS � THREE MONTHS ENDED MARCH 31, 2009 AND MARCH 31, 2008

The following table presents selected items from our Condensed Consolidated Statements of Operations in thousands of dollars and as a percentage of revenue for the periods indicated:
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Three Months
Ended March 31,

2009
% of

Revenue

Three Months
Ended March 31,

2008
% of

Revenue

% change Q1
2008 to Q1

2009
Revenue $ 70,711 100.0% $ 64,583 100.0% 9.5%
Cost of services 59,988 84.8% 55,116 85.2% 8.8%
Gross profit 10,723 15.2% 9,467 14.8% 13.3%
Selling, general and administrative expenses 9,692 13.7% 10,090 15.6% -3.9%
Impairment losses and restructuring charges 6,437 9.1% 108 0.2% 5860.2%
Operating loss (5,406) -7.6% (731) -1.0% 639.5%
Net interest and other (expense) income (75) -0.1% 310 0.5% -124.2%
Loss from continuing operations before income taxes (5,481) -7.7% (421) -0.5% 1201.9%
Income tax benefit (1,493) -2.1% (18) 0.0% 8194.4%
Net loss from continuing operations (3,988) -5.6% (403) -0.5% 889.6%
Income from discontinued operations, net of tax 4,640 6.5% 72 0.1% 6344.4%
Net income (loss) $ 652 0.9% $ (331) -0.4% 297.0%

The following table summarizes our revenues and gross profit for the periods indicated, by reporting segment:

For the Three Months Ended March 31,
2009 2008

(in 000s) (% of Total) (in 000s) (% of Total)
United States:
Revenue $ 49,364 69.8% $ 39,958 61.9%
Cost of services 40,567 67.6% 31,952 58.0%
Gross profit $ 8,797 82.0% $ 8,006 84.6%
Gross profit % 17.8% 20.0%

Canada:
Revenue $ 19,181 27.1% $ 24,625 38.1%
Cost of services 17,435 29.1% 23,164 42.0%
Gross profit $ 1,746 16.3% $ 1,461 15.4%
Gross profit % 9.1% 5.9%

Offshore:
Revenue $ 2,166 3.1% $ � 0.0%
Cost of services 1,986 3.3% � 0.0%
Gross profit $ 180 1.7% $ � 0.0%
Gross profit % 8.3%

Revenue

Revenue increased by $6.1 million, or 9.5%, from $64.6 million in the first quarter of 2008 to $70.7 million in the first quarter of 2009.  The increase was driven by the U.S. segment and the Offshore segment which increased by $9.4 million and $2.2 million, respectively.  The increase in U.S. revenue was due to three new U.S. facilities added in 2008, offset by the closure of two U.S. facilities.  The net impact of these openings and closings was $6.3 million in additional revenue.  The remaining increase of $3.1 million at the remaining U.S. facilities was driven by an increase in the number of average full-time equivalent agents, which increased approximately 10.5% from the first quarter of 2008 to the first quarter of 2009.  The offshore facility in Makati City, Philippines opened in September 2008, and as such did not contribute revenue during the first quarter of 2008.  Of the $2.2 million of revenue generated from the Philippines during the first quarter of 2009, approximately $0.4 million related to one-time training revenue.  Revenue from Canada decreased by $5.4 million in the first quarter of 2009 compared to 2008 due primarily to the closure of our Regina, Saskatchewan facility in February 2009 which had approximately $2.3 million less revenue in 2009 compared to 2008.  In addition, revenue decreased by approximately $0.3 million due to changes in the foreign exchange rate between the U.S. dollar and Canadian dollar.  The remainder of the decrease in the Canadian segment was due to a decrease in the number of average full-time equivalent agents, which decreased by approximately 15.2% in the first quarter of 2009 from the first quarter of 2008.
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Cost of Services and Gross Profit

Cost of services increased by $4.9 million, or 8.8%, from $55.1 million in the first quarter of 2008 to $60.0 million in the first quarter of 2009.  Cost of services in the U.S. increased by approximately $8.6 million, of which $6.1 million related to the net addition of new sites year over year, as discussed above.  Cost of services at our other U.S. facilities also increased during the first quarter of 2009 compared to the first quarter of 2008 due to a greater number of agents, as described above.  In addition, cost of services increased by approximately $2.0 million due to the Makati City, Philippines location.  These increases to cost of services were offset by lower cost of services in Canada due in part to the closure of the Regina location, which accounted for $2.2 million of the decrease.  Additionally, gross margin improved in Canada from the stronger U.S. to Canadian dollar exchange rate.  Our effective exchange rate of Canadian to U.S. dollars, net of hedges, improved from 1.00 in the first quarter of 2008 to 1.11 in the first quarter of 2009 lowering our cost of services by approximately $2.0 million.  The remaining decrease in the Canadian segment was due to fewer agents, as described above.

Selling, General and Administrative Expenses

Selling, general and administrative expenses decreased by $0.4 million, or 3.9%, from $10.1 million in the first quarter of 2008 to $9.7 million in the first quarter of 2009.  The decline was due primarily to decreases in hiring and other personnel expense of approximately $0.3 million, decreased salaries of $0.3 million, lower commission expense of $0.2 million and less depreciation expense of $0.2 million.  These decreases were partially offset by increases in legal expenses of approximately $0.2 million related to the negotiation of new customer contracts and greater bonus expense of $0.4 million.

Impairment Losses and Restructuring Charges

Impairment losses and restructuring charges were $6.4 million and $0.1 million for the three months ended March 31, 2009 and 2008, respectively.  Restructuring charges were $4.7 million during the three months ended March 31, 2009, related primarily to the closure of our Regina, Saskatchewan facility in February 2009 for which we incurred approximately $4.4 million of charges.  The costs relate primarily to the building lease costs through the remainder of the lease term, or July 2013.  Accrued restructuring costs were valued using a discounted cash flow model and the cash flows consist of the future lease payment obligations required under the lease agreements and property taxes through the remainder of the lease term.  We assumed that we would not sublease the vacant facilities for the remainder of the lease term.  In the future, if we are able to sublease the facilities, we may be required to record a gain in the Condensed Consolidated Statements of Operations.  The remainder of the restructuring charges during the first quarter of 2009 were due to adjustments in our estimated liability for our other restructuring plans.  The restructuring charges in the first quarter of 2008 related to the closure of our Hawkesbury, Ontario facility in 2007.

We recorded approximately $1.7 million in impairment losses during the first quarter of 2009 due to the impairment of certain long-lived assets for which the carrying value of those assets is not recoverable.  These assets are located in a facility for which we are uncertain about our ability to generate future cash flows to support the carrying value of these assets.  The long-lived assets include computer and telephone equipment, furniture and fixtures, leasehold improvements and software.

Operating Loss

We incurred operating losses of approximately $5.4 million and $0.7 million for the three months ended March 31, 2009 and 2008, respectively.  Operating loss as a percentage of revenue was (7.6%) for the three months ended March 31, 2009 compared to (1.0%) for the three months ended March 31, 2008.  The decline was driven by increased impairment and restructuring charges and cost of services, partially offset by an increase in revenue and a decrease in selling, general and administrative costs, as discussed previously.

Net Interest and Other Income

Net interest and other expense was approximately $0.1 million during the first quarter of 2009, compared to net interest and other income of approximately $0.3 million in the first quarter of 2008.  The change was due primarily to a decrease in interest income of approximately $0.5 million in the first quarter of 2009 compared to the first quarter of 2008 due to a decline in our investment balances, partially offset by less interest expense, which declined by approximately $0.1 million in the first quarter of 2009 compared to the first quarter of 2008.

Income Tax

The year-to-date effective tax rate for continuing operations increased from 4.3% during the three months ended March 31, 2008 to 27.2% during the three months ended March 31, 2009.  The primary difference between the periods is a smaller impact from the change in the Canadian statutory tax rates in 2009 compared to 2008.   Effective January 1, 2008, the Canadian statutory rate was
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reduced from 22.1% to 19.5% for fiscal year 2008 and to 19.0% for fiscal year 2009.  The rate will continue to decrease each year until it is 15.0% by 2012.

Income from Discontinued Operations

Income from discontinued operations was approximately $4.6 million during the first quarter of 2009 and approximately $0.1 million during the first quarter of 2008.  In February 2009, we sold Domain.com, a wholly-owned subsidiary, for cash of approximately $7.1 million.  We had a gain on the sale of approximately $6.9 million, less taxes of approximately $2.3 million.

Net Income (Loss)

Net income was $0.7 million during the first quarter of 2009 and net loss was approximately $0.3 million during the first quarter of 2008.  The increase in net income was primarily due to income from discontinued operations and higher revenue, partially offset by impairment and restructuring charges and income taxes, as discussed previously.

LIQUIDITY AND CAPITAL RESOURCES

As of March 31, 2009, working capital totaled $56.7 million and our current ratio was 3.03:1, compared to working capital of $47.6 million and a current ratio of 2.58:1 at December 31, 2008.  We have historically financed our operations, liquidity requirements, capital expenditures, and capacity expansion primarily through cash flows from operations, and to a lesser degree, through various forms of debt and leasing arrangements. In addition to funding basic operations, our primary uses of cash typically relate to capital expenditures to upgrade our existing information technologies and service offerings, investments in our facilities and, prior to 2007, the payment of dividends.  We believe that cash flows from operations and cash provided by short-term borrowings, when necessary, will adequately meet our ongoing operating requirements and scheduled principle and interest payments on existing debt.  Any significant future expansion of our business may require us to secure additional cash resources.  Our liquidity could be significantly impacted by large cash requirements to expand our business or a decrease in demand for our services, particularly from any of our principal clients, which could arise from a number of factors, including, but not limited to, competitive pressures, adverse trends in the business process outsourcing market, industry consolidation, adverse circumstances with respect to the industries we service, and any of the other factors we describe more fully in the �Risk Factors� section in our Annual Report on Form 10-K for the year ended December 31, 2008.

Three Months Ended March 31,
2009 2008

(in thousands)
Net cash provided by (used in):
Operating activities $ 4,855 $ (2,984)
Investing activities 12,369 (4,616)
Financing activities (765) 353
Effect of foreign exchange rates on cash 57 (430)
Net increase (decrease) in cash and cash equivalents $ 16,516 $ (7,677)

Our balance of cash and cash equivalents was $26.1 million at March 31, 2009, compared to a balance of $9.6 million at December 31, 2008.

Operating Activities.  Net cash provided by operating activities was $4.9 million for the three months ended March 31, 2009, an increase of approximately $7.9 million from cash used in operations of $3.0 million for the three months ended March 31, 2008.  Net cash provided by operating activities from continuing operations was $7.2 million, or an increase of $10.2 million.  Cash provided by operating activities increased by approximately $9.7 million for the three months ended March 31, 2009 compared to the same period in 2008 due to greater collections of accounts receivable.  Our accounts receivable balance can change significantly period to period because the majority of our billings occur monthly with large customers, whereby, the timing of collections on those receivables can result in significant fluctuations in our accounts receivable balance.  In addition, cash provided by operating activities increased by $3.2 million from larger accrued liabilities (primarily due to increased accrued restructuring costs).  Refer to �Results from Operations � Three Months Ended March 31, 2009 and March 31, 2008� above for further information on the impairment losses and restructuring charges.  These increases to cash provided by operating activities were partially offset by a $3.6 million increase in net loss from continuing operations, which included a $1.8 million non-cash impairment loss, and a decrease of $1.0 million in accounts payable due to the timing of purchases and payments.

Investing Activities.  Net cash provided by investing activities was $12.4 million in the first quarter of 2009 compared to cash used in investing activities of $4.6 million in the first quarter of 2008.  The increase was due to 1) proceeds from the sale of Domain.com of $7.1 million, 2) $2.7 million less purchases of property, plant and equipment because of no new site openings in the first quarter of
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2009 compared to two in the first quarter of 2008 and 3) an increase in net proceeds from the sale of investments, net of purchases, of $7.2 million which was a result of a shift towards more conservative holdings of cash and cash equivalents.

Financing Activities.  Net cash used in financing activities was $0.8 million in the first quarter of 2009, compared to net cash provided by financing activities of $0.4 million in the first quarter of 2008.  The cash used in financing activities during the first quarter of 2009 was due primarily to payments on our borrowings.  In 2008, we had net cash provided by financing activities due to net proceeds on our line of credit of $1.7 million, offset by $1.3 million of payments on our borrowings.

Contractual Obligations.  Other than operating and capital leases for certain equipment, real estate and leases and commitments to purchase goods and services in the future, we have no off-balance sheet transactions, unconditional purchase obligations or similar instruments and we are not a guarantor of any other entities� debt or other financial obligations, other than our  Canadian Dollar Secured Equipment Loan and the Secured Promissory Note, as described in our Annual Report on Form 10-K for the year ended December 31, 2008.  We maintain a $10.0 million secured line of credit with Wells Fargo Bank, N.A. which we use to finance regular, short-term operating expenses.  The line of credit expires June 30, 2009.  We expect to renew the line of credit or replace it with other financing when this line of credit expires.  There was no balance outstanding on this line of credit as of March 31, 2009.  As of March 31, 2009, we were in compliance with our debt covenants.

During the three months ended March 31, 2009, there were no material changes in our contractual obligations.  For a complete discussion of our contractual obligations as of December 31, 2008, see Item 7 �Contractual Obligations� in our Annual Report on Form 10-K for the year ended December 31, 2008.

Other Factors Impacting Liquidity. Effective November 4, 2004, our board of directors authorized purchases of up to $25.0 million of our common stock.  The repurchase program will remain in effect until terminated by the board of directors and allows us to repurchase shares of our common stock from time to time on the open market, in block trades and in privately-negotiated transactions.  Repurchases will be implemented by the Chief Financial Officer consistent with the guidelines adopted by the board of directors and will depend on market conditions and other factors.  Any repurchases of shares will be made in accordance with Securities and Exchange Commission rules.  We have not yet repurchased any shares pursuant to this board authorization.

Our business currently has a high concentration of a few principal clients.  The loss of a principal client and/or changes in timing or termination of a principal client's product launch or service offering would have a material adverse effect on our business, liquidity, operating results, and financial condition.  These client relationships are further discussed in Note 6 �Principal Clients,� to our Condensed Consolidated Financial Statements, which are included at Item 1, �Financial Statements,� of this Form 10-Q.  To limit our credit risk, management from time to time will perform credit evaluations of our clients. Although we are directly impacted by the economic conditions in which our clients operate, management does not believe substantial credit risk existed as of March 31, 2009. Refer to Item 1A. �Risk Factors� appearing in our Annual Report on Form 10-K for the year ended December 31, 2008 for further information regarding these risks.

As of March 31, 2009, we had approximately $2.0 million invested in corporate debt securities.  There is a risk that if those companies in which we are invested suffer due to economic conditions or other reasons, we could realize losses on these investments which could impact our liquidity.  We do not currently consider any declines in fair value to be other-than-temporary that have not been recognized in our Condensed Consolidated Statements of Operations.

There is a risk that the counterparties to our hedging instruments could suffer financial difficulties due to economic conditions or other reasons and we could realize losses on these arrangements which could impact our liquidity.  However, we do not believe we are exposed to more than a nominal amount of credit risk in our derivative hedging activities, as the counterparties are established, well-capitalized financial institutions.

Although management cannot accurately anticipate the effects of domestic and foreign inflation on our operations, management does not believe inflation has had, or is likely in the foreseeable future to have, a material adverse effect on our results of operations or financial condition.

Variability of Operating Results.  Our business has been seasonal only to the extent that our clients� marketing programs and product launches are geared toward the winter holiday buying season.  We have experienced and expect to continue to experience some quarterly variations in revenue and operating results due to a variety of factors, many of which are outside our control, including: (i) timing and amount of costs incurred to expand capacity in order to provide for volume growth from existing and future clients; (ii) changes in the volume of services provided to principal clients; (iii) expiration or termination of client projects or contracts; (iv) timing of existing and future client product launches or service offerings; (v) seasonal nature of certain clients� businesses; and (vi) cyclical nature of certain clients� businesses.
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Because we service relatively few, large clients, the availability of cash is highly dependent on the timing of cash receipts from accounts receivable.  As a result, from time to time, we borrow cash from our line of credit to cover short-term cash needs.  These borrowings are typically outstanding for a short period of time before they are repaid.  However, our debt balance can fluctuate significantly during any given quarter as part of our ordinary course of business.  Accordingly, our debt balance at the end of any given quarter is not necessarily indicative of the debt balance at any other time during that period.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

In preparing our condensed consolidated financial statements in conformity with accounting principles generally accepted in the United States of America, management must undertake decisions that impact the reported amounts and related disclosures.  Such decisions include the selection of the appropriate accounting principles to be applied and assumptions upon which accounting estimates are based.  Management applies its best judgment based on its understanding and analysis of the relevant circumstances to reach these decisions.  By their nature, these judgments are subject to an inherent degree of uncertainty.  Accordingly, actual results may vary significantly from the estimates we have applied.

Our critical accounting policies and estimates are consistent with those disclosed in our Annual Report on Form 10-K for the year ended December 31, 2008.  Please refer to Item 7, �Management�s Discussion and Analysis of Financial Condition and Results of Operations,� in our Annual Report on Form 10-K for the year ended December 31, 2008, for a complete description of our Critical Accounting Policies and Estimates.

Recently Adopted Accounting Pronouncements

Effective January 1, 2009, we adopted Statement of Financial Accounting Standards No. 157 �Fair Value Measurements� (�SFAS No. 157�) for all non-financial assets and non-financial liabilities, except for items that are recognized or disclosed at fair value on a recurring basis (at least annually).  Refer to Note 9, �Fair Value Measurements,� of Item 1 of this Form 10-Q for additional information on the adoption of SFAS No. 157.

Effective January 1, 2009, we adopted FASB No. 161, �Disclosures about Derivative Instruments and Hedging Activities, an amendment of FASB Statement No. 133� (�SFAS No. 161�). SFAS No. 161 requires entities to provide greater transparency through additional disclosures about (a) how and why an entity uses derivative instruments, (b) how derivative instruments and related hedged items are accounted for under SFAS No. 133 �Accounting for Derivative Instruments and Hedging Activities� (SFAS No. 133) and its related interpretations, and (c) how derivative instruments and related hedged items affect an entity�s financial position, results of operations and cash flows. Refer to Note 8, �Derivative Instruments,� of Item 1 of this Form 10-Q for additional information on the adoption of SFAS No. 161.

We adopted FASB No. 141(R), �Business Combinations� (�SFAS No. 141(R)�), which significantly changed the accounting for and reporting of business combination transactions. This standard was effective for us for business combination transactions for which the acquisition date was on or after January 1, 2009. No business combination transactions occurred during the three months ended March 31, 2009.

ITEM 3.  QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

In the normal course of business, we are exposed to certain market risks related to changes in interest rates and other general market risks, and foreign currency exchange rates.  This information should be read in conjunction with information set forth in Part II, Item 7A in our Annual Report on Form 10-K for the year ended December 31, 2008, in addition to the interim unaudited consolidated financial statements, accompanying notes and management's discussion and analysis of financial condition and results of operations presented in Items 1 and 2 of this Quarterly Report on Form 10-Q.

Interest Rate Risk

We are exposed to interest rate risk with respect to our cash and cash equivalents, investments and debt obligations.  Cash and cash equivalents are not restricted.  We consider cash equivalents to be short-term, highly liquid investments readily convertible to known amounts of cash, and so near their maturity they present insignificant risk of changes in value because of changes in interest rates.  At March 31, 2009, investments available for sale consisted of corporate debt securities.  Our investment portfolio is subject to interest and inflation rate risks and will fall in value if market interest and/or inflation rates or market expectations relating to these rates increase.  Management believes we have the ability to hold the foregoing investments until maturity, and therefore, if held to maturity, we would not expect the future proceeds from these investments to be affected, to any significant degree, by any sudden changes in market interest rates. Declines in interest rates over time will, however, reduce our interest income derived from future investments.  In addition, our investments in corporate debt securities could be adversely affected by declines in the economic condition of those companies in which we are invested.
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Foreign Currency Exchange Risks

We enter into foreign currency exchange contracts to hedge our anticipated operating commitments that are denominated in foreign currencies.  The contracts cover periods commensurate with expected exposure, generally within six months, and are principally unsecured foreign exchange contracts.  The market risk exposure is essentially limited to risk related to currency rate movements.  Our Canadian and Philippine subsidiaries� functional currencies are the Canadian dollar and the Philippine peso, respectively, which are used to pay labor and other operating costs in those countries. However, our client contracts generate revenues which are paid to us in U.S. dollars.  During the first quarter of 2009, we entered into Canadian dollar forward contracts with Wells Fargo Bank for $13.5 million Canadian dollars to hedge our foreign currency risk with respect to labor costs in Canada.  As of March 31, 2009, we have not entered into any arrangements to hedge our exposure to fluctuations in the Philippine peso relative to the U.S. dollar.

During the three months ended March 31, 2009 and 2008, we recorded losses of approximately $1,652 and $208, respectively, for the settled Canadian dollar forward contracts included as a component of cost of services in the accompanying Condensed Consolidated Statements of Operations.  As of March 31, 2009, we had contracted to purchase $45.0 million Canadian dollars to be delivered periodically through December 2009 at a purchase price which is no more than $37.8 million and no less than $37.5 million.

During the three months ended March 31, 2009, there were no other material changes in our market risk exposure.  For a complete discussion of our market risk associated with foreign currency and interest rate risk as of December 31, 2008, see Item 7A. �Quantitative and Qualitative Disclosures about Market Risk� in our Annual Report on Form 10-K for the year ended December 31, 2008.  Also, refer to Item 1A. �Risk Factors� appearing in our Annual Report on Form 10-K for the year ended December 31, 2008 for further information regarding these risks.

ITEM 4.  CONTROLS AND PROCEDURES

Evaluation of disclosure controls and procedures.  As of March 31, 2009, we carried out an evaluation, under the supervision and with the participation of our management, including our Chief Executive Officer and Chief Financial Officer, of the effectiveness of the design and operation of our disclosure controls and procedures (as defined in Rules  13a-15(e) and 15d-15(e) under the Exchange Act).  Based on such evaluation, our Chief Executive Officer and Chief Financial Officer concluded that, as of March 31, 2009, our disclosure controls and procedures were effective and were designed to ensure that all information required to be disclosed by us in our reports filed or submitted under the Exchange Act is recorded, processed, summarized and reported within the time periods specified in the rules and forms of the SEC, and accumulated and communicated to our management, including our principal executive officer and principal financial officer, to allow timely decisions regarding required disclosure.

Changes in internal controls over financial reporting.  There was no change in our internal control over financial reporting that occurred during the quarter ended March 31, 2009, that has materially affected, or is reasonably likely to materially affect, our internal control over financial reporting.

Part II.  Other Information

ITEM 1.  LEGAL PROCEEDINGS

In our Annual Report on Form 10-K filed March 3, 2009, we described two material pending litigation matters:  West Palm Beach Firefighters� Pension Fund v. StarTek, Inc., et al. (U.S. District Court, District of Colorado) filed on July 8, 2005, and John Alden v. StarTek, Inc., et al. (U.S. District Court, District of Colorado) filed on July 20, 2005.   There have been no significant changes in these legal proceedings since our previous report.

We are involved from time to time in other litigation arising in the normal course of business, none of which is expected by management to have a material adverse effect on our business, financial condition or results of operations.

ITEM 1A.  RISK FACTORS

There have been no material changes in our risk factors from those disclosed in our 2008 Annual Report on Form 10-K.
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An Index of Exhibits follows the signature page of this Form 10-Q.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly caused this Form 10-Q to be signed on its behalf by the undersigned thereunto duly authorized.

STARTEK, INC.

(REGISTRANT)

By: /s/A. LAURENCE JONES Date: May 8, 2009
A. Laurence Jones
President and Chief Executive Officer
(Principal Executive Officer)

By: /s/ DAVID G. DURHAM Date: May 8, 2009
David G. Durham
Executive Vice President, Chief Financial Officer and Treasurer
(Principal Financial and Accounting Officer)
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EXHIBIT INDEX

Incorporated Herein by Reference
Exhibit Description Form Exhibit Filing Date

3.1 Restated Certificate of Incorporation of the Company. S-1 3.1 1/29/1997

3.2 Restated Bylaws of the Company. 8-K 3.2 8/2/2007

3.3 Certificate of Amendment to the Certificate of Incorporation of StarTek, Inc. filed with the Delaware Secretary of State on May 21, 1999. 10-K 3.3 3/8/2000

3.4 Certificate of Amendment to the Certificate of Incorporation of StarTek, Inc. filed with the Delaware Secretary of State on May 23, 2000. 10-Q 3.4 8/14/2000

4.1 Specimen Common Stock certificate. 10-Q 4.2 11/6/2007

10.1* Asset Purchase Agreement between StarTek, Inc. and A. Emmet Stephenson Jr., Inc effective February 25, 2009. The schedules have been omitted from this filing
pursuant to Item 601(b(2) of Regulation S-K.  The registrant agrees to furnish supplementally a copy of any omitted schedule to the Securities and Exchange
Commission upon request.

10.2* Amendment GASOW-STAR100606-00.A.005 effective April 1, 2009 between StarTek, Inc. and AT&T Mobility LLC.

31.1* Certification of A. Laurence Jones pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

31.2* Certification of David G. Durham pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.1* Written Statement of the Chief Executive Officer and Chief Financial Officer furnished pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

*      Filed with this Form 10-Q.

24

Edgar Filing: GENERAL KINETICS INC - Form 10-K

58


