Edgar Filing: ENGLOBAL CORP - Form 10-Q

ENGLOBAL CORP
Form 10-Q

November 09, 2007

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549
Form 10-Q
X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES

————— EXCHANGE ACT OF 1934

For the quarterly period ended September 30, 2007

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

Commission File No. 001-14217

ENGlobal Corporation

(Exact name of registrant as specified in its charter)

Nevada

(State or other jurisdiction of
incorporation or organization)

88-0322261

(I.R.S Employer Identification No.)

654 N. Sam Houston Parkway E., Suite 400, Houston, TX 77060-5914

(Address of principal executive offices) (Zip code)

(281) 878-1000

(Registrant's telephone number, including area code)

Indicate by check mark whether the registrant: (1) has filed all reports
required to be filed by Section 13 or 15(d) of the Securities Exchange Act of
1934 during the preceding 12 months (or for such shortened 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



Edgar Filing: ENGLOBAL CORP - Form 10-Q

Indicate by check mark whether the registrant is a large accelerated filer, an
accelerated filer, or a non-accelerated filer. See definition of "accelerated
filer and large accelerated filer" in Rule 12b-2 of the Exchange Act. (check
one) :

Large Accelerated Filer Accelerated Filer X Non-Accelerated Filer

Indicate by check mark whether the registrant is a shell company (as defined in
Rule 12b-2 of the Exchange Act).

Yes No X

Indicate the number of shares outstanding of each of the issuer's classes of
common stock as of the close of business of November 8, 2007.

$0.001 Par Value Common Stock 27,020,203 shares

QUARTERLY REPORT ON FORM 10-Q
FOR THE PERIOD ENDED SEPTEMBER 30, 2007

TABLE OF CONTENTS

Part T. Financial Information
Item 1. Financial Statements

Condensed Consolidated Statements of Income for the Three Months Ended
And Nine Months Ended September 30, 2007 and September 30, 2006

Consolidated Statements of Comprehensive Income for the Three Months Ended
And Nine Months Ended September 30, 2007 and September 30, 2006

Condensed Consolidated Balance Sheets at September 30, 2007 and December 31, 20

Condensed Consolidated Statements of Cash Flows for the Nine Months
Ended September 30, 2007 and September 30, 2006

Notes to Condensed Consolidated Financial Statements

Item 2. Management's Discussion and Analysis of Financial Condition and Results of Oper
Item 3. Quantitative and Qualitative Disclosures About Market Risk
Item 4. Controls and Procedures
Part IT. Other Information
Item 1. Legal Proceedings
Item 1A. Risk Factors



Edgar Filing: ENGLOBAL CORP - Form 10-Q

Item 2.
Item 3. Defaults Upon Senior Securities
Item 4. Submission of Matters to a Vote of Security Holders
Item 5. Other Information
Item 6. Exhibits
Signature

PART T.

— FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

ENGlobal Corporation

Condensed Consolidated Statements Of Income

Operating Revenue

Operating Expenses:
Direct cost
Selling, general and administrative
Depreciation and amortization

Total operating expenses

Operating income

Other Income (Expense):

Other income

Interest income (expense), net

Total other income (expense)

Income before Provision for Income Taxes

Provision for Income Taxes

Net Income

(Unaudited)

For the Three Months
Ended September 30,

Unregistered Sales of Equity Securities and Use of Proceeds

For the Nine Months
Ended September 30,

(Dollars in Thousands)

2006

$  (1,570)

2007

224,225
21,338
2,299

200,697
18,921
1,150

$ 1,995
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Net Income Per Common Share:
Basic S 0.15 $ (0.06) S 0.41 $ 0.08
Diluted S 0.14 $ (0.06) S 0.40 $ 0.07

Weighted Average Shares Used in Computing Net

Income Per Share:
Basic 26,953 26,646 26,877 26,475

Fully Diluted 27,417 26,646 27,278 27,028

See accompanying notes to interim condensed consolidated financial statements.

3

ENGlobal Corporation
Consolidated Statements of Comprehensive Income

(Unaudited)
For the Three Months For the Nine Months
Ended September 30, Ended September 30,
(Dollars in Thousands)
2007 2006 2007 2006
Net Income $ 3,975 $(1,570) $11,043 $ 1,995
Other Comprehensive Income (Loss):
Foreign currency translation adjustment - (10) - 3
Income tax effect - 4 - (1)
Net other comprehensive income - (6) - 2
Net Comprehensive Income $ 3,975 $(1,576) $11,043 $ 1,997

See accompanying notes to interim condensed consolidated financial statements.

ENGlobal Corporation
Condensed Consolidated Balance Sheets

(Unaudited)
ASSETS
Current Assets: September 30,

2007

(Dollars in T
Cash S 1,103
Trade receivables, net 70,668
Prepaid expenses and other current assets 1,036
Current portion of notes receivable 153
Costs and estimated earnings in excess of billings on uncompleted contracts 8,174

4
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Deferred tax asset 2,310
Federal and state income taxes receivable -

Total Current Assets 83,444
Property and Equipment, net 7,001
Goodwill 20,182
Other Intangible Assets, net 4,486
Long term notes receivable, net of current portion 10,632
Other Assets 1,045

Total Assets $ 126,790

LIABILITIES AND STOCKHOLDERS' EQUITY

Current Liabilities:

Accounts payable $ 10,393
Federal and state income taxes 1,769
Accrued compensation and benefits 15,486

Notes payable -
Current portion of long-term debt 1,564
Deferred rent 588
Billings in excess of costs and estimated earnings on uncompleted contracts 2,297
Other liabilities 2,423
Total Current Liabilities 34,520
Long-Term Debt, net of current portion 37,795
Deferred Tax Liability 944
Total Liabilities 73,259

Commitments and Contingencies (Note 11)

Stockholders' Equity:
Common stock - $0.001 par value; 75,000,000 shares authorized; 27,010,825
and 26,807,460 shares issued and outstanding at September 30, 2007 and

December 31, 2006, respectively 28
Additional paid-in capital 32,751
Retained earnings 20,760
Accumulated other comprehensive loss (8)

Total Stockholders' Equity 53,531
Total Liabilities and Stockholders' Equity $ 126,790

See accompanying notes to interim condensed consolidated financial statements.
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ENGlobal Corporation
Condensed Consolidated Statements Of Cash Flows
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(Unaudited)
For the Nine M
Septemb
2007
(Dollars in
Cash Flows from Operating Activities:
Net income $ 11,043
Adjustments to reconcile net income to net cash used in operating activities -
Depreciation and amortization 3,410
Share based compensation expense 947
(Gain) Loss on disposal of property, plant and equipment (552)
Deferred income tax benefit (170)
Changes in current assets and liabilities, net of acquisitions -
Trade receivables (10,421)
Notes receivable, net of reserves (9,179)
Costs and estimated earnings in excess of billings (2,784)
Prepaid expenses and other assets (668)
Accounts payable (4,279)
Inventories -
Accrued compensation and benefits 2,679
Billings in excess of costs and estimated earnings 1,757
Other liabilities (5,027)
Income taxes receivable (payable) 3,850
Net cash used in operating activities (9,394)
Cash Flows from Investing Activities:
Property and equipment acquired and construction in progress (1,842)
Proceeds from sale of equipment -
Proceeds from sale of other assets 516
Proceeds from note receivable 55
Business acquired in purchase transaction, net of cash acquired 18
Partnership distribution -
Insurance proceeds -
Net cash used in investing activities (1,253)
Cash Flows from Financing Activities:
Net borrowings (payments) on line of credit 11,782
Proceeds from issuance of common stock 656
Long-term debt repayments (2,113)
Net cash provided by financing activities 10,325
Effect of Exchange Rate Changes on Cash 22
Net change in cash (300)
Cash, at beginning of period 1,403
Cash, at end of period $ 1,103
Supplemental Disclosures:
Interest paid $ 1,829
Income taxes paid S 6,167
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See accompanying notes to interim condensed consolidated financial statements.

ENGlobal Corporation
Condensed Consolidated Statements Of Cash Flows

(Unaudited)
(Continued)
For the Nine Months Ended
September 30,
2007 2006
(Dollars in Thousands)
Non-Cash:
Issuance of note for purchase of WRC Corporation S - $ 2,400
Issuance of common stock for purchase of WRC Corporation S - $ 1,400
Issuance of note for ATI assets S - $ 1,000
Acceptance of note for Constant Power assets S - $ (216)
Acceptance of note from Oak Tree $ (1,480) S -
Acceptance of note from South Louisiana Ethanol $(10,379) S -

See accompanying notes to interim condensed consolidated financial statements.
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Notes to Condensed Consolidated Financial Statements

NOTE 1 - BASIS OF PRESENTATION

The condensed consolidated financial statements of ENGlobal Corporation
(which may be referred to as "ENGlobal", the "Company", "we", "us", or

"Our" )

periods
reflect
are, in
for the

included herein are unaudited for the three month and nine month

ended September 30, 2007 and 2006. These financial statements

all adjustments (consisting of normal recurring adjustments), which
the opinion of management, necessary to fairly present the results
periods presented. Certain information and note disclosures,

normally included in financial statements prepared in accordance with
accounting principles generally accepted in the United States of America,
have been condensed or omitted pursuant to rules and regulations of the
Securities and Exchange Commission. It is suggested that these condensed
financial statements be read in conjunction with the Company's audited
financial statements for the year ended December 31, 2006, included in the

Company

's Annual Report on Form 10-K filed with the Securities and Exchange

Commission on March 16, 2007 and as amended on Form 10K/A filed with the
Securities and Exchange Commission on March 29, 2007 (as amended, the "2006



NOTE

NOTE
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Annual Report on Form 10-K"). The Company believes that the disclosures
made herein are adequate to make the information presented not misleading.

2 - CRITICAL ACCOUNTING POLICIES

A summary of critical accounting policies is disclosed in Note 2 to the
Consolidated Financial Statements included in our 2006 Annual Report on
Form 10-K. Our critical accounting policies are further described under the
caption "Critical Accounting Policies" in Management's Discussion and
Analysis of Financial Condition and Results of Operation in our 2006 Annual
Report on Form 10-K.

The Company's adoption of SFAS No. 123(R), "Share-Based Payment," became
effective January 1, 2006 and is further described in Note 3, below.

On July 13, 2006, the FASB issued FIN 48, "Accounting for Uncertainty in
Income Taxes, and Related Implementation Issues," which provides guidance
on the financial statement recognition, measurement, presentation and
disclosure of uncertain tax positions that a company has taken or expects
to take on a tax return. Under FIN 48, financial statements should reflect
expected future tax consequences of such positions presuming the taxing
authorities have full knowledge of the position and all relevant facts.

This interpretation also revises the disclosure requirements and was
adopted by the Company effective as of January 1, 2007. There are currently
no material tax positions identified as uncertain for the Company or its
subsidiaries. As of September 30, 2007, we have not recognized interest or
penalties relating to any uncertain tax positions.

The Company is subject to Federal and state income tax audits from time to
time that could result in proposed assessments. The Company cannot predict
with certainty the timing of such audits, how these audits would be

resolved and whether the Company would be required to make additional tax
payments, which may or may not include penalties and interest. The Company
was subject to a Federal tax audit for the years 2002 and 2003. That

examination has been closed with no significant tax impact on the Company.

WRC Corporation, which was acquired by the Company on May 26, 2006,
recently underwent a Federal tax audit for the pre-acquisition fiscal year
ended September 30, 2005. This audit was closed on July 12, 2007, with no
significant tax impact on the Company. The Company does not have any
on-going Internal Revenue Service examinations, and the open years
currently subject to audit are tax years 2004-2006. For most states where
the Company conducts business, the Company is subject to examination for
the preceding three to six years.

3 - SHARE BASED COMPENSATION

The Company currently sponsors a stock-based compensation plan as described
below. Effective January 1, 2006, the Company adopted the provisions of
Statement of Financial Accounting Standards ("SFAS") No. 123 (Revised),
"Share-Based Payment" ("SFAS No. 123(R)"). Under the fair value recognition
provisions of SFAS No. 123 (R), stock-based compensation is measured at the
grant date based on the value of the awards and is recognized as an expense
over the requisite service period (usually a vesting period). The Company
selected the modified prospective method of adoption described in SFAS No.

Notes to Condensed Consolidated Financial Statements
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123 (R). The fair values of the stock awards are determined at the grant
date and are recognized as compensation expense on a straight-line basis
over the vesting period.

In accordance with the provisions of SFAS No. 123 (R), total stock-based
compensation expense was recorded in selling, general and administrative
expense. The total stock-based compensation and related income tax benefits
for the reporting periods are as follows:

September 30, September 30,
2007 2006

(Dollars in Thousands)

Stock Compensation Expense
For the Three Months Ended $492,144 $403,560
For the Nine Months Ended $947,252 $894,758

Income Tax Benefit
For the Three Months Ended $128,470 $ 59,847
For the Nine Months Ended $205,488 133,736

Prior to January 1, 2006, the Company accounted for stock-based
compensation using the intrinsic value method prescribed in Accounting
Principles Board ("APB") Opinion No. 25, "Accounting for Stock Issued to
Employees, " and related interpretations. Under APB Opinion No. 25, no
compensation expense was recognized for stock options issued to employees
because the grant price equaled or was above the market price on the date
of grant for options issued by the Company.

Stock Option and Incentive Plans

The Company maintains a stock option plan (the "Option Plan") under which
the Company may issue stock options to employees, non-employee directors,
and other persons who perform valuable services for the Company. On March
30, 2007, the Board of Directors approved (subject to stockholder approval
which occurred on June 14, 2007) an amendment to the Option Plan to
increase the number of shares available for issuance under the Plan from
2,650,000 to 3,250,000. The Company intends to issue stock-based awards
under the option plan in order to enhance its ability to attract, retain
and compensate employees and non-employee directors of outstanding ability.
As of September 30, 2007, 600,806 shares remain available for grant under
the Option Plan.

The Company's policy regarding share issuance upon option exercise takes
into consideration the optionee's eligibility and vesting status. Upon
receipt of an optionee's exercise notice and payment, and the Company's
subsequent determination of eligibility, the Company's Chief Governance
Officer or the Chairman of the Compensation Committee instructs our
transfer agent to issue shares of our Common Stock to the optionee.

Stock options have been granted with exercise prices at or above the market
price on the date of grant. The granted options have vested generally over
one year for non-employee directors and ratably over four years for
officers and employees. The options generally have a ten-year term.

Compensation expense of $1.8 million related to previously granted stock
option awards which are not vested had not yet been recognized at September
30, 2007. This compensation expense is expected to be recognized over a
weighted—-average period of approximately 12 months.
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Notes to Condensed Consolidated Financial Statements

The following summarizes stock option activity for the third quarter of

2007:
Weighted Weighted Average
Average Remaining Aggregate
Number of Exercise Contractual Intrinsic *
Options Price Term (Years) Value (000's
Balance at December 31, 2006 1,422,494 S 5.16 7.9 S 2,87
Granted 150,000 10.93 9.7
Exercised 203,365 3.20 - 1,20
Canceled or expired 20,000 2.05 -
Balance at September 30, 2007 1,349,129 S 6.14 7.8 S 3,45
Exercisable at September 30, 2007 1,072,294 S 5.27 7.6 S 4,97

Intrinsic values of exercise are based on the average market price in the
quarter the option was exercised. Average market prices for 2007 and the
comparable 2006 periods are as follows:

2007 2006
Average market price per share:
At Third Quarter Year-to-Date S 8.52 S 9.22
Third Quarter $ 10.64 S 7.02
Second Quarter S 8.83 S 9.53
First Quarter S 6.00 S 11.14

NOTE 4 - FIXED FEE CONTRACTS

Costs, estimated earnings and billings on uncompleted contracts consisted
of the following at September 30, 2007 and December 31, 2006:

September 30,

2007
(in thous
Costs incurred on uncompleted contracts $ 77,829
Estimated earnings (losses) on uncompleted contracts (6,761)
Earned revenues 71,068
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Less: Billings to date 65,191

Net costs and estimated earnings in excess of billings

on uncompleted contracts $ 5,877
Costs and estimated earnings in excess of billings on uncompleted contracts $ 8,174
Billings and estimated earnings in excess of cost on uncompleted contracts (2,297

Net costs and estimated earnings in excess of billings
on uncompleted contracts $ 5,877

NOTE 5 - COMPREHENSIVE INCOME (LOSS)

Comprehensive income (loss) represents net earnings and any revenue,
expenses, gains and losses that, under accounting principles generally
accepted in the United States of America, are excluded from net earnings

10

Notes to Condensed Consolidated Financial Statements

and recognized directly as a component of stockholders' equity. Adjustments
to comprehensive income have arisen from foreign currency translation
adjustments relating to our Canadian subsidiaries. With the values of the
Canadian dollar currently closely aligned with the U.S. dollar, any
comprehensive income adjustments are negligible and are currently less than
$1,000.

NOTE 6 - GOODWILL

In accordance with SFAS No. 142, "Goodwill and Other Intangible Assets,"
goodwill is no longer amortized over its estimated useful life, but rather
is subject to at least an annual assessment for impairment. SFAS 142 also
requires that intangible assets with estimable useful lives be amortized
over their respective estimated useful lives to their estimated residual
values and reviewed for impairment in accordance with SFAS No. 144,
"Accounting for the Impairment or Disposal of Long-Lived Assets." Goodwill
has been allocated to the Company's two reportable segments. The test for
impairment was made on each of these reporting segments at December 31,
2006, at which time no impairment was determined. No additional impairment
testing of goodwill has been performed in the interim.

Reference is made to NOTE 16 - ACQUISITIONS, in the Company's 2006 Annual
Report on Form 10K. A valuation of intangible assets was performed relating
to the Company's acquisition of WRC Corporation. A portion of the goodwill
was allocated to intangible assets based on the value and nature of certain
agreements entered into in connection with the acquisition and is being
amortized accordingly over the term of the agreements. This valuation was
revised in the first quarter of 2007 resulting in approximately $669,000 of
intangible assets being re-allocated back to goodwill. As a result, in
2006, we amortized $70,000 more of intangibles than we would have amortized
based on the revised valuation. The Company's amortization of the affected
intangible assets will be adjusted over the remaining five year term of
those assets and will not have a material effect on the current or future
period financial results.

NOTE 7 - LINE OF CREDIT AND DEBT

11
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Effective August 8, 2007, the Company entered into a new credit agreement
(the "New Credit Agreement") with Comerica Bank. The New Credit Agreement
provides a three-year, $50 million senior secured revolving credit
facility. The New Credit Agreement is guaranteed by substantially all of
Company's subsidiaries and is secured by substantially all of the Company's
assets. The New Credit Agreement replaced a $35 million senior revolving
credit facility that would have expired in July 2009. The outstanding
balance on the New Credit Agreement as of September 30, 2007 was $35.7
million. The remaining borrowings available under the New Credit Agreement
as of September 30, 2007 were $14.3 million after consideration of loan
covenant restrictions.

At the Company's option, amounts borrowed under the New Credit Agreement
will bear interest at LIBOR or an Alternate Base Rate, plus in each case,
an additional margin based on the Leverage Ratio. The Alternate Base Rate
is the greater of the Prime Rate or the Fed Funds Effective Rate, plus
1.0%. The additional margin ranges from 0% on the Alternate Base Rate loans
and 1.50% to 2.0% on the LIBOR-based loans.

Upon maturity, the LIBOR debt will automatically roll into the Revolver
unless the Company elects to renew, at which time a new maturity date and
interest rate will be set.

The New Credit Agreement requires the Company to maintain certain financial
covenants as of the end of each calendar month, including the following:

o Leverage Ratio not to exceed 3.00 to 1.00;
o Asset Coverage Ratio to be less than 1.00 to 1.00; and
o Net Worth must be greater than the sum of $40.1 million plus 75%

of positive Net Income earned in each fiscal quarter after
January 1, 2007 plus 100% of the net proceeds of any offering,
sale or other transfer of any capital stock or any equity
securities.

The New Credit Agreement also contains covenants that place certain
limitations on the Company including limits on new debt, mergers, asset
sales, investments, fixed price contracts, and restrictions on certain
distributions. The Company was in compliance with all covenants under the
New Credit Agreement as of September 30, 2007.

11

Notes to Condensed Consolidated Financial Statements

Details of this line of credit at September 30, 2007 are as follows:

Amount of Interest
Debt Rate

LIBOR-1, maturing November 18, 2007 $ 5,000 6.99%
LIBOR-2, maturing February 15, 2008 20,000 6.64
Revolver - Alternate Base Rate, expiring August 2010 10,745 7.75

$35, 745 7.02%
Unused Balance 14,255 0.25%
New Credit Agreement $50,000

12
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Sept
Schedule of Long-Term Debt:
Total Comerica Credit Agreement - 7.02% weighted average at September 30, 2007,
maturing August 2010; 8.25% at December 31, 2006
Sterling Planet and EDGI - Notes payable, interest at 5%, principal payments in
installments of $15,000 plus interest due quarterly, maturing in December 2008
Cleveland Inspection Services, Inc., CIS Technical Services and F.D. Curtis - Notes
payable, discounted at 5% interest, principal in installments of $100,000 due
quarterly, maturing in October 2009
InfoTech Engineering, Inc. - Note payable, interest at 5%, principal payments in
installments of $75,000 plus interest due annually, maturing in November 2008
A.T.I. Inc. - Note payable, interest at 6%, principal payments in installments of
$30,422 including interest due monthly, maturing in January 2009
Michael Lee - Note payable, interest at 5%, principal payments in installments of
$150,000 plus interest due quarterly, maturing in July 2010
Watco Management, Inc. - Note payable, interest at 4%, principal payments in
installments of $137,745 including interest annually, maturing in October 2010
Total long-term debt
Less: Current maturities
Long-term debt, net of current portion

Il

NOTE 8 - SEGMENT INFORMATION

The Company operates in two business segments: (1) engineering, which
comprises such components as providing engineering, procurement,
construction, inspection, construction management and land management
services primarily to major companies involved in the hydrocarbon and
chemical processing industries, pipelines, o0il and gas development, and
cogeneration units that, for the most part, are located in the United
States; and (2) systems, providing design and implementation of control
systems for specific applications primarily in the energy and process
industries, to customers that, for the most part, are located in the United
States.

Revenue and operating income for each segment are set forth in the
following table. The amount shown as "Corporate" includes those activities
not allocated to operating segments. It includes costs related to business
development, executive function, finance, accounting, investor
relations/governance, project controls, information technology, legal,
safety and human resources not specifically identifiable to the operating
segments. Inter-company elimination includes the amount of administrative

12
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costs allocated to the segments. Corporate functions support the business

13
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operating segments and therefore cannot be specifically assigned to either.
Significant portions of Corporate cost are allocated to each segment based
on each segment's revenues and eliminated in consolidation.

Three Months Ended Nine Months Ended
September 30, September 30,
2007 2006 2007 2006
(in thousands)
Revenue:
Engineering $ 92,529 $ 76,768 $ 253,235 $ 209,268
Systems 4,655 6,291 15,950 16,244
Less intercompany revenue (358) (556) (1,124) (1,316)
Total revenue $ 96,826 $ 82,503 $ 268,061 $ 224,196
Operating income (loss):
Engineering $ 11,802 S 702 $ 31,798 $ 12,196
Systems (287) (281) (527) (408)
Corporate (3,779) (2,676) (11,072) (8,360)
Total operating income S 7,736 S  (2,255) $ 20,199 S 3,428

Revenue from the Company's non-U.S. operations is currently not material.
Long-lived assets (principally leasehold improvements and computer
equipment) outside the United States were $98,539 as of September 30,
net of accumulated depreciation.

2007,

9 - FEDERAL INCOME TAXES

The components of income tax expense (benefit) for the three and nine
months ended September 30, 2007 and 2006 were as follows:

Nine Months Ended
September 30,

Three Months Ended
September 30,

2007 2006 2007 2006
(in thousands)
Current $ 3,200 S (942) $ 7,927 $ 1,096
Deferred (128) (134) (205) (60)
Total tax provision $ 3,072 $(1,076) $ 7,722 $ 1,036

13
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Notes to Condensed Consolidated Financial Statements

NOTE 10 - EARNINGS PER SHARE
The following table reconciles the denominator used to compute basic
earnings per share to the denominator used to compute diluted earnings per

share ("EPS").

Three Months Ended Nine Months Ended
September 30, September 30,

Weighted average shares outstanding

(denominator used to compute basic EPS) 26,953 26,646 26,877 26,475
Effect of employee and outside director stock options 464 * 401 553
Denominator used to compute diluted EPS 27,417 26,646 27,278 27,028

* since a net loss was recognized, shares were not diluted
NOTE 11 - CONTINGENCIES
Employment Agreements

The Company has employment agreements with certain of its executive
officers, the latest of which expires in February 2009. The agreements
provide for minimum salary levels. If the Company terminates the employment
of the employee for any reason other than 1) termination for cause, 2)
voluntary resignation, or 3) employee's death, the Company is obligated to
provide a severance benefit equal to six months of the employee's salary,
and, at its option, an additional six months at 50% to 100% of the
employee's salary in exchange for an extension of a non-competition
provision. These agreements are renewable for one year at the Company's
option. The Company has employment agreements with certain other officers
which contain the elements of those agreements with its executive officers
but are in effect from three to five years.

Litigation

From time to time, the Company is involved in various legal proceedings
arising in the ordinary course of business alleging, among other things,
breach of contract or tort in connection with the performance of
professional services, the outcome of which cannot be predicted with
certainty. As of the date of this filing, we are party to several legal
proceedings for which we have reserves, which are covered by insurance, or
that, if determined adversely to us individually or in the aggregate, would
not have a material adverse effect on our results of operations or
financial position.

Insurance

The Company carries a broad range of insurance coverage, including general
and business automobile liability, commercial property, professional errors
and omissions, workers' compensation insurance and a general umbrella
policy. The Company is not aware of any claims in excess of insurance
recoveries. ENGlobal is partially self-funded for health insurance claims.

15
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Provisions for expected future payments are accrued based on the Company's
experience. Specific stop loss levels provide protection for the Company
with $175,000 per occurrence and approximately $12.1 million in aggregate
in each policy year being covered by a separate insurance policy.

Unapproved Change Orders and Claims

At September 30, 2007, the Company had outstanding unapproved change
orders/claims of approximately $8.0 million. The Company recorded $1.0
million in revenue, which did not include any profit component, related to
these claims for the year ended December 31, 2006. No additional amounts
have been recognized during 2007 related to these claims. During the
quarter, one claim was settled with the revenue recorded during the year
ended December 31, 2006. Generally, collection of amounts related to
unapproved change orders and claims is expected within twelve months.
However, in most cases clients generally will not pay these amounts until a
final resolution is reached related to these claims, thus accordingly,

14
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collection of these amounts may extend beyond one year. In the future, if
the Company determines collection of any unapproved change order/claim is
not probable, a charge will be taken against earnings in the period such
determination is made.

12 - SUBSEQUENT EVENT

In the fourth quarter of 2006, ENGlobal Engineering, Inc. ("EEI") began
site preparation and preliminary engineering work on a cost reimbursable
basis to provide an estimate for the re-design and modification of a 20
year old ethanol plant located in Belle Chasse, Louisiana. In March 2007,
EEI and the client executed an agreement (the "EPC Agreement") under which
EEI was to provide the client with engineering services on a fixed price
basis and procurement and construction services on a cost reimbursable
basis. Late in the third quarter of 2007, the client asked the Company to
suspend work to allow it time to seek permanent financing necessary to
complete the project. The client has informed the Company that it is
actively seeking financing for the project, and expressed its belief that
it would be able to obtain financing as well as its intention to resume
construction as soon as it has raised the necessary funds.

As a result of these developments, EEI requested security for the amounts
that the client owed to EEI. Accordingly, on August 31, 2007, the client
executed a $15,000,000 promissory note and a collateral pledge agreement as
security for payments due by the client for all current and future invoices
for services and materials provided. In accordance with Louisiana law, this
note and pledge agreement were later supplemented with a "hand note" in the
principal amount of $12.3 million and an additional collateral agreement
which we believe give EEI priority over certain other creditors.

The client's note accrues interest at the rate of 10% per annum on the
unpaid principal balance and is payable in quarterly installments of
interest only, commencing January 22, 2008. The client, at its option, may
elect to forgo any quarterly interest payment at a deferred interest rate
of 15% per annum until the first anniversary of the note, at which time all
accrued interest will become due and payable. On the first anniversary of
the note, the client must begin to make equal monthly payments of principal
and interest, with interest at 12% per annum. The payments are based on a
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20-year amortization, and a balloon payment of all remaining principal and
interest is due on October 22, 2010.

In order to obtain additional security, during October 2007, the Company
presented the client with a Notice of Contract Termination which allowed
ECR, another subsidiary of ENGlobal and a subcontractor to EEI, to file a
Material Man's and Mechanic's Lien on the property, securing $8.6 million
of the amount due. Under Louisiana law, ECR's lien is subordinate to
governmental and laborers' liens and to bona fide mortgages. A lien search
conducted on November 1, 2007 did not uncover any liens that we believe to
be superior to ECR's Material Man's and Mechanic's Lien, but liens that
have priority could be discovered or could be filed in the future.

Based on these facts, as of September 30, 2007, the Company re-classified
accounts receivable and unbilled receivables relating to the client's
obligation to a long-term note receivable in the amount, net of reserves,
of $9.2 million. Management currently believes that the client will be
successful in obtaining financing and completing the project. In addition,
management believes that even if the project is not completed, the
underlying collateral supporting the note receivable and the Material Man's
and Mechanic's lien will be sufficient to ensure full payment of the note
receivable and the interest accruing thereon.

However, despite management's belief to the contrary, there can be no
guarantee that (i) the client will pay the amount due, (ii) if the client
defaults on the note, EEI and ECR will be able to enforce their liens,
(iii) liens having priority over the liens of EEI or ECR will not be
discovered or will not be filed in the future, or (iv) if EEI and ECR
successfully enforce their liens, the value of the collateral will provide
sufficient funds for full payment of the note receivable. In addition,
there is no guarantee that the reserves taken by the Company with respect
to the note receivable will be sufficient. In any such case, the Company
would incur a significant loss.

15

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

Forward-Looking Statements

Certain information contained in this Quarterly Report on Form 10-Q, the
Company's 2006 Annual Report on Form 10-K, as well as other written and
oral statements made or incorporated by reference from time to time by the
Company and its representatives in other reports, filings with the
Securities and Exchange Commission, press releases, conferences, or
otherwise, may be deemed to be forward-looking statements within the
meaning of Section 21E of the Securities Exchange Act of 1934. This
information includes, without limitation, statements concerning the
Company's future financial position and results of operations; planned
capital expenditures; business strategy and other plans for future
operations; the future mix of revenues and business; customer retention;
project reversals; commitments and contingent liabilities; the ability to
collect past due accounts receivable or notes receivable; and future demand
and industry conditions. Although the Company believes that the
expectations reflected in such forward-looking statements are reasonable,
it can give no assurance that such expectations will prove to have been
correct. We undertake no obligation to publicly update or revise any
forward-looking statements, whether as a result of new information, future
events or otherwise. Generally, the words "anticipate," "believe,"
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"estimate," "expect," "may," and similar expressions, identify
forward-looking statements, which generally are not historical in nature.
Actual results could differ materially from the results described in the
forward-looking statements due to the risks and uncertainties and specific
risk factors set forth in this Quarterly Report on Form 10-Q, the specific
risk factors identified in the Company's 2006 Annual Report on Form 10-K
and those described from time to time in our future reports to be filed
with the Securities and Exchange Commission.

The following discussion is qualified in its entirety by, and should be
read in conjunction with, the Company's Consolidated Financial Statements,
including the notes thereto, included in this Quarterly Report on Form 10-Q
and the Company's 2006 Annual Report on Form 10-K.

MD&A Overview

The following list sets forth a general overview of the more significant
changes in the Company's financial condition and results of operations for
the three and nine months ended September 30, 2007, compared to the
corresponding period in 2006.

Three months ended Nine months ended
September 30, 2007 September 30, 2007
compared to three months ended compared to nine months ended
September 30, 2006 September 30, 2006
($ in millions) % ($ in millions) %
Revenue $ 14.3 17.3% S 43.9 19.6%
Gross profit 11.8 262.2% 20.3 86.4%
SG&A expense 1.8 26.5% 3.5 17.4%
Operating income 10.0 434.8% 16.8 494.1%
Net income 5.6 350.0% 9.0 450.0%

Long-term debt, net of current portion, increased 39.0%, or $10.6 million,
from $27.2 million at December 31, 2006 to $37.8 million at September 30,
2007, and as a percentage of stockholders' equity, long-term debt increased
to 70.7% from 66.5% at these same dates. The primary reason for the
increase in long-term debt relates to the negative cash impact resulting
from the re-classification of $10.4 million from accounts receivable and
unbilled receivables to a long-term note receivable (see additional
discussion at Note 12 - Subsequent Events and Item 3); timing difference
related to meeting short-term bi-weekly payroll obligations due to growth;
and longer collection periods on receivables from our clients. On average,
our accounts receivable days outstanding is 66 days for the three months
ended September 30, 2007, compared to 60 days for the three months ended
September 30, 2006. The re-classification of $10.4 million from accounts
receivable and unbilled receivables to a long-term note receivable lowered

16
our accounts receivable days outstanding by nine days for the three months
ended September 30, 2007. The Company is continuing its efforts to work

toward improving billing and collection processes.

Total stockholders' equity increased 30.8%, or $12.6 million, from $40.9
million as of December 31, 2006 to $53.5 million as of September 30, 2007.
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Management's Discussion and Analysis

Consolidated Results of Operations for the Three and Nine Months

Ended September 30, 2007 and 2006
(Unaudited)

Three Months Ended
September 30,

$ 252,386
15,675

31,798

(527)
(11,072)

11.8
(0.2
(4.1

2007 (1) 2006 (1)
(dollars
Revenue:
Engineering $ 92,299 95.3 % S 76,616 92.9 %
Systems 4,527 4.7 % 5,887 7.1 %
Total revenue S 96,826 100.0 % S 82,503 100.0 %
Gross profit:
Engineering $ 16,208 16.8 % S 4,426 5.4 %
Systems 131 0.1 % 123 0.1 %
Total gross profit 16,339 16.9 % 4,549 5.5 %
SG&A expense:
Engineering 4,406 4.6 % 3,724 4.5 %
Systems 418 0.4 % 404 0.5 %
Corporate 3,779 3.9 % 2,676 3.2 %
Total SG&A expense 8,603 8.9 % 6,804 8.2 %
Operating income:
Engineering 11,802 12.2 % 702 0.8 %
Systems (287) (0.3)% (281) (0.3)%
Corporate (3,779) (3.9)% (2,676) (3.2)%
Total operating income 7,736 8.0 % (2,255) (2.7)%
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Other income (expense), net (689) (0.7)% (391) (0.5)%
Tax provision (3,072) (3.2)% 1,076 1.3 %
Net income S 3,975 4.1 % S (1,570) (1.9)% S

(1)

Other financial comparisons:

Working capital
Total assets

Long-term debt,
Stockholders'

equity
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Management's Discussion and Analysis

We recorded net income of $4.0 million,

three months ended September 30,
million, or $(0.06)
year.

2007,
per diluted share

We recorded net income of $11.0 million,

nine months ended September 30,
million,

2007,

net of current portion

As of September 30,

S 48,924 $ 35,503
$126, 790 $ 99,384
$ 37,795 $ 22,831
$ 53,531 S 44,882

or $0.14 per diluted share for the
compared to net loss of $1.6
for the corresponding period last

or $0.40 per diluted share for the
compared to net income of $2.0

or $0.07 per diluted share for the corresponding period last year.

The following table presents,

for the periods indicated, the approximate

Percentages represent percentage of total revenue in the periods indicated.

percentage of total revenues attributable to our reportable segments and

reporting segment operating income (loss) as a percentage of total
revenues:
Three Months Ended Nine Months Ended
September 30, September 30,
2007 2006 2007 2006
Revenue:
Engineering 95.3 % 92.9 % 94.2 % 93.2 %
Systems 4.7 % 7.1 % 5.8 % 6.8 %
Operating income (loss):
As a % of Total Revenues
Engineering 12.2 % 0.8 % 11.8 % 5.4 %
Systems (0.3)% (0.3)% (0.2)% (0.2)%
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The Company's revenue is derived from engineering, construction and
procurement service revenue, systems, land/management and related product
sales, and design and implementation of systems. The Company recognizes
service revenue as soon as the services are performed. The majority of the
Company's engineering services have historically been provided through
cost-plus contracts whereas a majority of the Company's product sales are
earned on fixed-price contracts. However, our engineering segment
recognized approximately $14.0 million in fixed-price revenue in the nine
months ended September 30, 2007, compared to $27.2 million of similar
revenue in the same period in 2006.

Revenue 1is recorded primarily using the percentage-of-completion
(cost-to-cost) method. Under this method, revenue on long-term contracts is
recognized in the ratio that contract costs incurred bear to total
estimated contract costs. Revenue and gross margin on contracts are subject
to revision throughout the lives of the contracts and any required
adjustments are made in the period in which the amounts of the adjustments
become known. Losses on contracts are recorded in full as they are
determined.

In the course of providing our services, we routinely provide engineering,
materials, and equipment and may provide construction services on either a
subcontracted or direct hire basis. Generally, these materials, equipment
and subcontractor costs are passed through to our clients and reimbursed,
along with fees, which in the aggregate, are at margins lower than those of
our core business. In accordance with industry practice and generally
accepted accounting principles, all costs and fees are included in revenue.
The use of subcontractor services can change significantly from project to
project; therefore, changes in revenue may not be indicative of business
trends.

Operating SG&A expense includes management and staff compensation, office
costs such as rents and utilities, depreciation, amortization, travel and
other expenses generally unrelated to specific client contracts, but
directly related to the support of a segment's operation.

Corporate SG&A expense is comprised primarily of marketing costs, as well
as costs related to the executive, investor relations/governance, finance,
accounting, safety, human resources, project controls, legal and
information technology departments and other costs generally unrelated to
specific client projects, but which are incurred to support corporate
activities and initiatives.
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Management's Discussion and Analysis

Industry Overview:

Many ENGlobal offices have benefited from the strong refinery market. We
expect significant capital projects to continue to be generated by refinery
operations over the next several years given increasing demand for refined
products, improved margins, and an aging refining infrastructure in the
U.S. Overall, projects that relate to expanding capacity at existing
refineries or those projects that relate to processing lower cost grades of
crude have trended upward. Given that global demand for energy has
tightened the supply of both crude oil as well as refined products, we
believe each ENGlobal business segment is well positioned within the
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industry.

The petrochemical industry has historically been a good source of projects
for ENGlobal. We continue to see a small increase in both maintenance and
capital spending on domestic facilities after several years of relative
inactivity. Large capital projects in the petrochemical industry are
currently being undertaken outside the U.S., in areas of the world with
increasing product demand or lower cost feedstock.

The Company is also currently seeing a significant increase in North
American pipeline project activity. It is projected that this activity in
terms of pipeline miles built will incre