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EXPLANATORY NOTE

This Quarterly Report on Form 10-Q/A for the six months ended June 30, 2011 amends and restates the unaudited
condensed consolidated balance sheet of Telkonet, Inc. (the “Company”) as of June 30, 2011, the unaudited condensed
consolidated statements of operations for the three and six months ended June 30, 2011 and 2010, the unaudited
condensed consolidated statement of stockholders’ equity for the year ended December 31, 2010, the unaudited
condensed consolidated statement of stockholders’ equity for the period from January 1, 2011 through June 30, 2011
and the unaudited condensed consolidated statement of cash flows for the six months ended June 30, 2011 and

2010. The comparative condensed consolidated balance sheet as of December 31, 2010 has also been restated.

The Company’s management has recommended, and its Audit Committee has concluded, that the Company’s audited
consolidated financial statements for the year ended December 31, 2010 as well as the unaudited interim condensed
consolidated financial statements for 2011 and 2010 included in its Quarterly Reports on Form 10-Q for the quarters
ended March 31, 2011, June 30, 2011 and September 30, 2011 needed to be restated as a result of certain adjustments
and therefore could no longer be relied upon.

As is detailed in Note B of the notes to condensed consolidated financial statements in this Form 10-Q/A, the above
referenced restatements are the result of corrections that management has determined are necessary as of December
31, 2010 and 2009 and for all periods previously reported for each of the three and six month periods ended June 30,
2011 for the following items:

The Company had understated accrued sales tax, penalties, interest and related expenses.

Incorrect application of Accounting Standards Codification (ASC) 450, Accounting for Contingencies,
resulted in an understatement of accrued warranty and related expenses.

- Incorrect application of ASC 840, Accounting for Leases, resulted in an understatement of deferred lease liability
and related rent expense.

- Errors related to improper recording of depreciation expense and related understatement of, accumulated
depreciation.

- Errors related to improper recording of various accrued liabilities and expenses, as well as other current liabilities,
resulting in a net understatement of such liabilities and related expenses.

- Additionally, certain reclassifications have been made to previously reported unaudited condensed consolidated
financial statements.

This Form 10-Q/A should be read in conjunction with our Form 10Q/A’s for the periods ending March 31, 2011 and
September 30, 2011 and our filings made with the SEC subsequent to the filing of the original Form 10-Q. The
following items have been amended (and conforming changes have been made where indicated as restated) as a result
of the restatement:

Part I — Item 1 — Financial Statements

Part I — Item 2 — Management’s Discussion and Analysis of Financial Condition and Results of Operations

The restated consolidated financial statements as of December 31, 2010 and for the year ended December 31, 2010
will be included in our 2011 Form 10-K for the year ended December 31, 2011. The restatements of the other



Edgar Filing: TELKONET INC - Form 10-Q/A

quarterly and year-to-date periods for 2010 and 2011 have been or will be included in our Form 10-Q/A’s for the
quarters ended March 31, 2011 and September 30, 2011.
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PART I. FINANCIAL INFORMATION
Item 1. Financial Statements

TELKONET, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

ASSETS

Current assets:

Cash and cash equivalents
Accounts receivable, net
Inventories

Prepaid expenses

Total current assets

Property and equipment, net

Other assets:

Deferred financing costs, net
Goodwill

Intangible assets, net
Deposits

Total other assets

Total Assets

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:

Accounts payable

Accrued liabilities and expenses

Note payable — current

Note payable — related party

Convertible debentures, net of debt discounts of $134,625
Derivative liability — current

Other current liabilities

Total current liabilities

Long-term liabilities:
Derivative liability — long term
Deferred lease liability

Note payable — long term
Total long-term liabilities

Redeemable preferred stock:

(Unaudited)

$

June 30, 2011
(As Restated)

882,484
1,245,055
595,968
231,237
2,954,744

29,343

11,670,446
1,862,817
34,238
13,567,501

16,551,588

1,871,198
1,953,816
85,768

70,065
3,980,847

98,218
928,322
1,026,540

December 31,
2010
(As Restated)

136,030
799,185
599,402
163,327
1,697,944

43,329

56,732
11,670,446
1,983,657
34,238
13,745,073

15,486,346

2,402,950
1,890,951
47,536
25,114
1,471,398
619,698
151,035
6,608,682

1,282,077
82,802
252,464
1,617,343
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Redeemable preferred stock, 15,000,000 shares authorized; par value $.001 per
share;

Series A, 215 shares issued and outstanding at June 30, 2011 and December
31, 2010.

Series B, 538 shares issued and 533 shares outstanding at June 30, 2011, 267
shares issued and outstanding at December 31, 2010
Total redeemable preferred stock

Commitments and contingencies

Stockholders’ Equity

Common stock, par value $.001 per share; 190,000,000 shares
authorized; 102,037,171 and 101,258,725

shares issued and outstanding at June 30, 2011 and December 31, 2010,
respectively

Additional paid-in-capital

Accumulated deficit

Total stockholders’ equity

Total Liabilities and Stockholders’ Equity $

968,701
1,363,222

2,331,923

102,039

124,449,103
(115,338,864)

9,212,278

16,551,588

See accompanying notes to the condensed consolidated financial statements

$

890,475
653,371

1,543,846

101,261

122,057,171
(116,441,957)
5,716,475

15,486,346
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TELKONET, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(UNAUDITED)
For The Three Months Ended For The Six Months Ended
June 30, June 30,
2011 2010 2011 2010

(As Restated) (As Restated) (As Restated) (As Restated)
Revenues, net:
Product $ 1,776,888 $ 1,970,286 3,127,960 $ 3,536,737
Recurring 1,151,048 1,122,371 2,282,675 2,073,029
Total Revenue 2,927,936 3,092,657 5,410,635 5,609,766
Cost of Sales:
Product 1,017,894 938,305 1,726,164 1,789,482
Recurring 291,247 321,190 555,116 620,301
Total Cost of Sales 1,309,141 1,259,495 2,281,280 2,409,783
Gross Profit 1,618,795 1,833,162 3,129,355 3,199,983
Operating Expenses:
Research and development 182,625 293,579 391,234 588,196
Selling, general and 1,166,812 1,416,947 2,294,645 3,108,674
administrative
Depreciation and amortization 68,818 95,207 130,346 193,034
Total Operating Expenses 1,418,255 1,805,733 2,816,225 3,889,904
Income (Loss) from Operations 200,540 27,429 313,130 (689,921)
Other Income (Expenses):
Interest expense, net (23,740) (165,265) (213,974) (341,921)
Gain on derivative liability - 541,326 172,476 696,793
Gain on sale of product line - - 829,296 -
Gain (loss) on disposal of - (100,744) 2,165 (100,744)
property and equipment
Total Other Income (Expense) (23,740) 275,317 789,963 254,128
Income (Loss) Before Provision 176,800 302,746 1,103,093 (435,793)
for Income Taxes
Provision for Income Taxes - - - -
Net Income (Loss) 176,800 302,746 1,103,093 (435,793)
Accretion of preferred dividends (170,800) (39,347) (313,867) (78,460)
and discount
Net income (loss) attributable to  $ 6,000 $ 263,399 789,226 $ (514,253)

common stockholders



Edgar Filing: TELKONET INC - Form 10-Q/A

Net income per common share:

Income per common share— basic $ 0.00 $ 0.00 $ 0.01 $ 0.00
Income per common share - $ 0.00 $ 0.00 $ 0.01 $ 0.00

diluted

Weighted Average Common 102,878,097 96,916,357 101,556,654 96,714,804
Shares Outstanding — basic

Weighted Average Common 104,404,580 97,140,595 103,083,137 96,714,804

Shares Outstanding - diluted

See accompanying notes to the condensed consolidated financial statements
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TELKONET, INC.
CONDENSED CONSOLIDATED STATEMENT OF STOCKHOLDERS’ EQUITY (UNAUDITED)
FOR THE YEAR ENDED DECEMBER 31, 2010

Common Additional Total
Common Stock Paid in Accumulated  Stockholders’
Shares Amount Capital Deficit Equity

Balance at January 1, 2010, as
restated 96,563,771  $96,564 $120,194,142  $(114,262,940) $6,027,766
Shares issued to directors and
management at approximately
$0.19 per share 3,919,821 3,920 1,093,746 - 1,097,666
Shares issued to directors and
management at approximately
$0.165 per share 224,410 225 36,775 - 37,000
Shares issued in exchange for
services rendered at
approximately $0.19 per share 550,723 552 77,143 - 77,695
Stock-based compensation
expense related to employee stock
options - - 132,386 - 132,386
Warrants issued with redeemable
convertible preferred stock - - 394,350 - 394,350
Beneficial conversion feature of
redeemable convertible preferred
stock - - 394,350 - 394,350
Warrant repurchase and
cancellation - - (1,000 ) - (1,000 )
Accretion of redeemable preferred
stock discount - - (135,638 ) - (135,638 )
Accretion of redeemable preferred
stock dividend - - (129,083 ) - (129,083 )
Net loss, as restated 2,179,017 ) (2,179,017 )
Balance at December 31, 2010, as
restated 101,258,725 $101,261 $122,057,171  $(116,441,957) $5,716,475

10
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See accompanying notes to the condensed consolidated financial statements

11
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TELKONET, INC.

CONDENSED CONSOLIDATED STATEMENT OF STOCKHOLDERS’ EQUITY (UNAUDITED)
FOR THE SIX MONTHS FROM JANUARY 1, 2011 THROUGH JUNE 30, 2011

Common
Shares

Balance at January 1, 2011, as
restated 101,258,725

Shares issued to directors and
management at approximately
$0.135 per share 409,056

Shares issued to directors for
consulting fees at approximately
$0.15 per share (1) 177,083

Shares issued on conversion of
preferred stock at approximately
$0.18 per share 192,307

Stock-based compensation
expense related to employee stock
options -

Warrants issued with redeemable
convertible preferred stock -

Beneficial conversion feature of
redeemable convertible preferred

stock -

Retirement of derivative liability
related to warrant obligation -

Accretion of redeemable preferred
stock discount -

Accretion of redeemable preferred
stock dividend -

Net income, as restated

Balance at June 30, 2011, as
restated 102,037,171

Common

Stock

Amount

$101,261

409

177

192

$102,039

Additional

Paid in
Capital

$122,057,171

55,091

24,823

24,808

15,988

427,895

427,895

1,729,299

(193,797

(120,070

Accumulated

Deficit

Total
Stockholders’
Equity

$(116,441,957) $5,716,475

1,103,093

55,500

25,000

25,000

15,988

427,895

427,895

1,729,299

(193,797 )

(120,070 )

1,103,093

$124,449,103 $(115,338,864) $9,212,278

12
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See accompanying notes to the condensed consolidated financial statements

(1) Represents consulting fees earned by Mr. Davis in 2009, but the shares were not issued until after the election to
Board of Directors

13
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TELKONET, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(UNAUDITED)

Cash Flows from Operating Activities:
Net income (loss)

Adjustments to reconcile net income (loss) from operations to cash (used in)

provided by operating activities:

Amortization of debt discounts and financing costs
Gain on sale of product line

Gain on derivative liability

(Gain) loss on disposal of property and equipment
Stock based compensation expense

Depreciation

Amortization

Provision for doubtful accounts

Increase / decrease in:

Accounts receivable, trade and other

Inventories

Prepaid expenses

Other current liabilities

Accounts payable, accrued liabilities & expenses, net
Deferred lease liability

Net Cash Used In Operating Activities

Cash Flows From Investing Activities:
Proceeds on disposal of property and equipment
Proceeds from sale of product line

Net Cash Provided by Investing Activities

Cash Flows From Financing Activities:

Repayment on line of credit

Proceeds from issuance of note payable

Payments on note payable

Payments on note payable — related party

Proceeds from issuance of redeemable preferred stock
Repayment of convertible debentures

Net Cash Provided By (Used In) Financing Activities

Net increase (decrease) in cash and cash equivalents

Cash and cash equivalents at the beginning of the period

Cash and cash equivalents at the end of the period

For the Six Months
Ended June 30,
2011 2010
(As Restated) (As Restated)

$ 1,103,093 §$  (435,793)

191,357 254,120
(829,296) -
(172,476) (696,793)

(2,165) 100,744
96,488 88,181
9,506 72,194

120,840 120,840
(56,620 ) 31,879
(389,250) (762,451)
(117,270) 219,051

(67,910) (187,713)

(80,970) 42,212
(468,887) 1,019,019

15,416 21,494
(648,144) (113,016)

6,645 -

1,000,000 -

1,006,645 -
- (288,417)

700,000 -

(35,910) -

(25,114) -

1,355,000 -
(1,606,023) -

387,953 (288,417)

746,454 (401,433)

136,030 503,870

$ 882,484 $ 102,437

14
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See accompanying notes to the condensed consolidated financial statements

15
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TELKONET, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (Continued)

(UNAUDITED)

Supplemental Disclosures of Cash Flow Information:

Cash transactions:

Cash paid during the period for interest expense

Non-cash transactions:

Issuance of common stock as consideration for accounts payable
Issuance of note payable in conjunction with warrant cancellation
Beneficial conversion feature of redeemable convertible preferred stock
Value of warrants issued with redeemable convertible preferred stock
Accretion of discount on redeemable preferred stock

Accretion of dividend on redeemable preferred stock

Retirement of derivative liability related to warrant obligation
Conversion of preferred stock to common stock

See accompanying notes to the condensed consolidated financial statements

For the Six Months Ended
June 30,
2011 2010
(As Restated) (As Restated)
$ 177,639 $ 177,564
$ - $ 62,957
50,000 -
427,895 -
427,895 -
193,797 35,802
120,070 42,658
1,729,299 -
25,000 -

16
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TELKONET, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
JUNE 30, 2011
(UNAUDITED)

NOTE A - SUMMARY OF ACCOUNTING POLICIES

A summary of the significant accounting policies applied in the preparation of the accompanying condensed
consolidated financial statements follows.

General

The restated condensed consolidated balance sheet as of December 31, 2010 and the restated condensed consolidated
statement of stockholders’ equity for the year ended December 31, 2010 have been derived from the restated financial
statements. The accompanying unaudited condensed consolidated financial statements of Telkonet, Inc. (the
“Company”’) have been prepared in accordance with Rule S-X of the Securities and Exchange Commission (the “SEC”)
and with the instructions to Form 10-Q. Accordingly, they do not include all of the information and footnotes required

by generally accepted accounting principles for complete financial statements.

In the opinion of management, all adjustments (consisting of normal recurring accruals) considered necessary for a
fair presentation have been included. However, the restated results from operations for the three and six month
periods ended June 30, 2011 and 2010, are not necessarily indicative of the results that may be expected for the year
ending December 31. The unaudited condensed consolidated financial statements should be read in conjunction with
the consolidated financial statements and footnotes thereto included in the Company's Form 2011 10-K to be filed
hereafter with the SEC.

Business and Basis of Presentation

Telkonet, Inc., formed in 1999 and incorporated under the laws of the state of Utah, has evolved into a Clean
Technology company that develops, manufactures and sells proprietary energy efficiency and SmartGrid networking
technology. Prior to January 1, 2007, the Company was primarily engaged in the business of developing, producing
and marketing proprietary equipment enabling the transmission of voice and data communications over a building’s
internal electrical wiring.

In March 2007, the Company acquired substantially all of the assets of Smart Systems International (“SSI”), a leading
provider of energy management products and solutions to customers in the United States and Canada.

In March 2007, the Company acquired 100% of the outstanding membership units of EthoStream, LL.C, a network
solutions integration company that offers installation, sales and service to the hospitality industry. The EthoStream
acquisition enabled Telkonet to provide installation and support for PLC products and third party applications to
customers across North America.

In March 2011, the Company sold all its Series 5 PLC product line assets to Wisconsin-based Dynamic Ratings, Inc.
under an Asset Purchase Agreement.

The condensed consolidated financial statements include the accounts of the Company and its wholly-owned

subsidiaries, Telkonet Communications, Inc., and EthoStream, LLC. Significant intercompany balances and
transactions have been eliminated in consolidation.

17
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Going Concern

The accompanying condensed consolidated financial statements have been prepared in conformity with accounting
principles generally accepted in the United States of America, which contemplate continuation of the Company as a
going concern. The Company has reported net income of $1,103,093 for the six month period ended June 30, 2011,
accumulated deficit of $115,338,864 and total current liabilities in excess of current assets of $1,026,103 as of June
30, 2011. The accompanying financial statements do not include any adjustments that might result from the outcome
of these uncertainties.

We continue to experience net operating losses and deficits in cash flows from operations. Our ability to continue as a
going concern is subject to our ability to generate a profit and/or obtain necessary funding from outside sources,
including by the sale of our securities or assets, or obtaining loans from financial institutions, where possible. Our
continued net operating losses and the uncertainty regarding contingent liabilities cast doubt on our ability to meet
such goals and the Company cannot make any representations for fiscal 2012 and beyond.

18
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TELKONET, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
JUNE 30, 2011
(UNAUDITED)

The Company believes that anticipated revenues from operations will be insufficient to satisfy its ongoing capital

requirements for at least the next 12 months. If the Company’s financial resources from operations are insufficient, the
Company will require financing in addition to the funds received from the sale of the Series 5 product line in order to

execute its operating plan and continue as a going concern. The Company cannot predict whether this additional

financing will be in the form of equity or debt, or be in another form. The Company may not be able to obtain the

necessary additional capital on a timely basis, on acceptable terms, or at all. In any of these events, the Company may

be unable to implement its current plans for expansion, repay its debt obligations as they become due, or respond to

competitive pressures, any of which circumstances would have a material adverse effect on its business, prospects,

financial condition and results of operations.

Management intends to review the options for raising capital including, but not limited to, through asset-based
financing, private placements, and/or disposition. Management believes that with this financing, the Company will be
able to generate additional revenues that will allow the Company to continue as a going concern. There can be no
assurance that the Company will be successful in obtaining additional funding.

Fair Value of Financial Instruments

The Company accounts for the fair value of financial instruments in accordance with Accounting Standards
Codification (ASC) 820, which defines fair value for accounting purposes, established a framework for measuring fair
value and expanded disclosure requirements regarding fair value measurements. Fair value is defined as an exit price,
which is the price that would be received upon sale of an asset or paid upon transfer of a liability in an orderly
transaction between market participants at the measurement date. The degree of judgment utilized in measuring the
fair value of assets and liabilities generally correlates to the level of pricing observability. Financial assets and
liabilities with readily available, actively quoted prices or for which fair value can be measured from actively quoted
prices in active markets generally have more pricing observability and require less judgment in measuring fair
value. Conversely, financial assets and liabilities that are rarely traded or not quoted have less price observability and
are generally measured at fair value using valuation models that require more judgment. These valuation techniques
involve some level of management estimation and judgment, the degree of which is dependent on the price
transparency of the asset, liability or market and the nature of the asset or liability. We have categorized our financial
assets and liabilities that are recurring, at fair value into a three-level hierarchy in accordance with these provisions.

Goodwill and Other Intangibles

Goodwill represents the excess of the cost of businesses acquired over fair value or net identifiable assets at the date of
acquisition. Goodwill is subject to a periodic impairment assessment by applying a fair value test based upon a
two-step method. The first step of the process compares the fair value of the reporting unit with the carrying value of
the reporting unit, including any goodwill. We utilize a discounted cash flow valuation methodology to determine the
fair value of the reporting unit. If the fair value of the reporting unit exceeds the carrying amount of the reporting
unit, goodwill is deemed not to be impaired in which case the second step in the process is unnecessary. If the
carrying amount exceeds fair value, we perform the second step to measure the amount of impairment loss. Any
impairment loss is measured by comparing the implied fair value of goodwill with the carrying amount of goodwill at
the reporting unit, with the excess of the carrying amount over the fair value recognized as an impairment loss.

19
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Long-Lived Assets

We review long-lived assets for impairment whenever events or changes in circumstances indicate that the carrying
amount of an asset may not be recoverable in accordance with ASC 360-10. Recoverability is measured by
comparison of the carrying amount to the future net cash flows which the assets are expected to generate. If such
assets are considered to be impaired, the impairment to be recognized is measured by the amount by which the
carrying amount of the assets exceeds the projected future cash flows arising from the asset determined by
management to be commensurate with the risk inherent to our current business model.

Income per Common Share

The Company computes earnings per share under ASC 260-10, Earnings Per Share. Basic net income per common
share is computed by dividing net income by the weighted average number of outstanding shares of common stock.
Diluted earnings per share is computed using the weighted average number of common and common stock equivalent
shares outstanding during the period. There is no effect on diluted income per share since the common stock
equivalents are anti-dilutive. Dilutive common stock equivalents consist of shares issuable the exercise of the
Company's outstanding stock options and warrants.

Use of Estimates
The preparation of financial statements in conformity with generally accepted accounting principles requires

management to make estimates and assumptions that affect certain reported amounts and disclosures. Accordingly,
actual results could differ from those estimates.

10

20
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TELKONET, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
JUNE 30, 2011
(UNAUDITED)

Income Taxes

The Company accounts for income taxes in accordance with ASC 740-10 “Income Taxes.” Under this method, deferred
income taxes (when required) are provided based on the difference between the financial reporting and income tax
bases of assets and liabilities and net operating losses at the statutory rates enacted for future periods. The Company
has a policy of establishing a valuation allowance when it is more likely than not that the Company will not realize the
benefits of its deferred tax assets in the future.

The Company has adopted the Financial Accounting Standards Board (“FASB”) issued ASC 740-10-25, which
prescribes a recognition threshold and measurement attribute for the financial statement recognition and measurement
of a tax position taken or expected to be taken in a tax return. ASC 740-10-25 also provides guidance on
derecognition, classification, treatment of interest and penalties, and disclosure of such positions.

Revenue Recognition

For revenue from product sales, we recognize revenue in accordance with ASC 605-10, and ASC Topic 13 guidelines
that require that four basic criteria must be met before revenue can be recognized: (1) persuasive evidence of an
arrangement exists; (2) delivery has occurred; (3) the selling price is fixed and determinable; and (4) collectability is
reasonably assured. Determination of criteria (3) and (4) are based on management’s judgments regarding the fixed
nature of the selling prices of the products delivered and the collectability of those amounts. Provisions for discounts
and rebates to customers, estimated returns and allowances, and other adjustments are provided for in the same period
the related sales are recorded. We defer any revenue for which the product has not been delivered or is subject to
refund until such time that we and the customer jointly determine that the product has been delivered or no refund will
be required. The guidelines also address the accounting for arrangements that may involve the delivery or
performance of multiple products, services and/or rights to use assets. For revenue attributable to recurring services,
the Company recognizes revenue at the start of the service month for monthly support revenues and defers revenue for
annual support services over the term of the service period.

We provide call center support services to properties installed by us and also to properties installed by other providers.
In addition, we provide the property with the portal to access the Internet. We receive monthly service fees from such
properties for our services and Internet access. We recognize the service fee ratably over the term of the contract. The
prices for these services are fixed and determinable prior to delivery of the service. The fair value of these services is
known due to objective and reliable evidence from contracts and standalone sales. We report such revenues as
recurring revenues.

Stock Based Compensation

We account for our stock based awards in accordance with ASC 718-10, Compensation, which requires a fair value
measurement and recognition of compensation expense for all share-based payment awards made to our employees
and directors, including employee stock options and restricted stock awards. We estimate the fair value of stock
options granted using the Black-Scholes valuation model. This model requires us to make estimates and assumptions
including, among other things, estimates regarding the length of time an employee will retain vested stock options
before exercising them, the estimated volatility of our common stock price and the number of options that will be

21



Edgar Filing: TELKONET INC - Form 10-Q/A

forfeited prior to vesting. The fair value is then amortized on a straight-line basis over the requisite service periods of
the awards, which is generally the vesting period. Changes in these estimates and assumptions can materially affect
the determination of the fair value of stock-based compensation and consequently, the related amount recognized in
our consolidated statements of operations.

The expected term of the options represents the estimated period of time until exercise and is based on historical
experience of similar awards, giving consideration to the contractual terms, vesting schedules and expectations of
future employee behavior. For 2011 and prior years, expected stock price volatility is based on the historical volatility
of the Company’s stock for the related vesting periods.

Stock-based compensation expense in connection with options granted to employees for the three and six months
ended June 30, 2011 and 2010 was $7,994 and $15,988 and $46,780 and $88,181, respectively.

Deferred Lease Liability
Rent expense is recorded on a straight-line basis over the term of the lease. Rent escalations and rent abatement

periods during the term of the lease create a deferred lease liability which represents the excess of cumulative rent
expense recorded to date over the actual rent paid to date.

11
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TELKONET, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
JUNE 30, 2011
(UNAUDITED)

Reclassifications

Certain reclassifications have been made in prior year's financial statements to conform to classifications used in the
current year.

NOTE B — RESTATEMENT OF CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

The Company accounts for the correction of errors in previously issued financial statements in accordance with the
provisions of ASC Topic 250, Accounting Changes and Error Corrections. In accordance with the disclosure
provisions of ASC 250, when financial statements are restated to correct an error, an entity is required to disclose that
its previously issued financial statements have been restated along with a description of the nature of the error, the
effect of the correction on each financial statement line item and any per share amount affected for each prior period
presented, and the cumulative effect on the accumulated deficit in the respective balance sheets as of the beginning of
the earliest period presented.

Of the details to follow, the most significant adjustment was related to the Company’s failure to assess, collect and
remit sales tax in accordance with state and local sales and use tax regulations.

Throughout this Form 10-Q/A, all amounts presented from prior periods and prior period comparisons that have been
corrected are labeled “As Restated” and reflect the balances and amounts on a restated basis. The specific line-item
effect of the restatement on the Company’s previously issued condensed consolidated financial statements as of June
30, 2011 and 2010 and the Company’s previously issued consolidated financial statements as of December 31, 2010
and for the three and six months ended June 30, 2011 and 2010 as filed on Form 10-Q on August 8, 2011 are as
follows:

The following is a summary of the restatements for the periods ended June 30:

2011
For the For the
Three Months Six Months
Ended Ended
(Unaudited) (Unaudited)
Increase in sales tax, related penalties and
interest $ 43,118 ) $ (79,679 )
Incorrect application of ASC 840,
Accounting for Leases, resulted in an
overstatement of deferred lease liability 89,312 82,802
Decrease in depreciation expense related
to recording depreciation expense in
improper periods 17,417 34,834
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Increase in expense related to improper

recording of various accrued liabilities - (30,531
Total increase in net income for the
stated period $ 63,611 $ 7,426
2010
For the
Three Months
Ended
(Unaudited)
Increase in sales tax, related penalties and
interest $ @@7312 )
Incorrect application of ASC 840,
Accounting for Leases, resulted in an
understatement of deferred lease liability (10,747 )
Increase in depreciation expense related
to recording depreciation expense in
improper periods (17,417 )
Increase in expense related to improper
recording of various accrued liabilities (105,344 )
Total decrease in net income and increase
in net loss, respectively for the stated
period $ (180,820)

)

$

$

For the
Six Months
Ended
(Unaudited)

(85,820 )

(21,494 )

(34,834 )

(105,344 )

(247,492 )

The net income (loss) per common share effect of each individual correction has not been reported individually due to

the fact that there was no effect on the per share amounts.

12
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Assets:

Current assets:
Prepaid expenses
Total current
assets

Property and
equipment, net

Other assets:
Deposits

Total other assets
Total assets

Current liabilities:
Accrued liabilities

and expenses
Other current
liabilities
Total current
liabilities

Long-term
liabilities:
Deferred lease
liability

Total long-term
liabilities

Stockholders'
equity:
Additional
paid-in-capital
Accumulated
deficit

Total stockholders’

equity
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TELKONET, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
JUNE 30, 2011
(UNAUDITED)

Effect on Condensed Consolidated Balance Sheets as of

June 30, 2011 (Unaudited)

December 31, 2010

As Previously As Effectof  As Previously As Effect of
Reported Restated Correction Reported Restated Correction
$ 265,475 $ 231,237 $ (34,238 ) $197,565 $ 163,327 $ (34,238 )
2,988,982 2,954,744 (34,238 ) 1,732,182 1,697,944 (34,238 )
64,177 29,343 (34,834 ) 112,997 43,329 (69,668 )
- 34,238 34,238 - 34,238 34,238
13,533,263 13,567,501 34,238 13,710,835 13,745,073 34,238
16,586,422 16,551,588 (34,834 ) 15,556,014 15,486,346 (69,668 )
1,110,529 1,953,816 843,287 1,157,873 1,890,951 733,078
89,063 70,065 (18,998 ) 170,033 151,035 (18,998 )
3,156,558 3,980,847 824,289 5,894,602 6,608,682 714,080
98,218 98,218 - - 82,802 82,802
1,026,540 1,026,540 - 1,534,541 1,617,343 82,802
124,387,048 124,449,103 62,055 121,995,117 122,057,171 62,054
(114,417,686)  (115,338,864)  (921,178)  (115,513,353)  (116,441,951)  (928,604)
$ 10,071,401 $9,212,278 $ (859,123) $ 6,583,025 $ 5,716,475 $ (866,550)
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TELKONET, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
JUNE 30, 2011
(UNAUDITED)

Effect on Condensed Consolidated Statements of Operations

Three Months ended June 30, 2011 Three Months ended June 30, 2010
(Unaudited) (Unaudited)
As
As Previously  As Effect of Previously As Effect of
Reported Restated Correction Reported Restated Correction

Revenues, net
Recurring $ 1,151,048 $ 1,151,048 $ - $ 1,213,115 $ 1,122,371 $ (90,744 )
Total Revenue 2,927,936 2,927,936 - 3,183,401 3,092,657 (90,744 )
Cost of Sales
Product 1,017,894 1,017,894 - 1,012,124 938,305 (73,819 )
Recurring 291,247 291,247 - 326,062 321,190 4,872 )
Total Cost of Sales 1,309,141 1,309,141 - 1,338,186 1,259,495 (78,691 )
Gross Profit 1,618,795 1,618,795 - 1,845,215 1,833,162 (12,053 )
Operating Expenses
Research and
development 184,207 182,625 (1,582 ) 264,049 293,579 29,530
Selling, general and
administrative 1,224,178 1,166,812 (57,366 ) 1,304,845 1,416,947 112,102
Depreciation and
amortization 86,235 68,818 (17,417) 77,790 95,207 17,417
Total Operating
Expenses 1,494,620 1,418,255 (76,365 ) 1,646,684 1,805,733 159,049
Income (Loss) from
Operations 124,175 200,540 76,365 198,531 27,429 (171,102)

Other Income

(Expenses)

Interest expense, net (10,986 ) (23,740 ) (12,754) (155,547 ) (165,265 ) (9,718 )
Total Other Income

(Expense) (10,986 ) (23,740 ) (12,754) 285,035 275,317 (9,718 )

Income (Loss)
Before Provision for

Income Taxes 113,189 176,800 63,611 483,566 302,746 (180,820)
Net Income (Loss) 113,189 176,800 63,611 483,566 302,746 (180,820)
$ (57,611 ) $ 6,000 $ 63,611 $ 444,219 $ 263,399 $ (180,820)
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Net income (loss)
attributable to
common
stockholders

Net income per

common share:

Net income per

common share —

basic $ 0.00 $ 0.00 $ 0.00 $ 0.00 $ 0.00 $ 0.00
Net income per

common share —

diluted $ 0.00 $ 0.00 $ 0.00 $ 0.00 $ 0.00 $ 0.00
Weighted Average

Common Shares

Outstanding — basic 102,878,097 102,878,097 - 96,916,357 96,916,357 -
Weighted Average

Common Shares

Outstanding — diluted 104,404,580 104,404,580 - 97,140,595 97,140,595 -

The weighted average per share effect of these changes has not been reported individually due to the fact that there is
no effect on the per share amounts.
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TELKONET, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
JUNE 30, 2011
(UNAUDITED)

Effect on Condensed Consolidated Statements of Operations

Six Months ended June 30, 2011 Six Months ended June 30, 2010
(Unaudited) (Unaudited)
As As
Previously As Effect of Previously As Effect of
Reported Restated Correction Reported Restated Correction
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