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Repott of the directors

The directors present their report together with the financial statements for the vear ended
30 September 2010

Principal activities

The principal activity dunng the vear was the destgn, manufacture, marketng and sale of opuical
transmission equipment for telecommunicarions applications

Business review and future developments

Turnover for the year was £12.408,830 (2009 - £9,732,983}) Gross margin decreased between periods by
approxumately 6% due to continual price pressure within the market Operattonal expenditures were
within budget and reflect cost reductions implemented duning fiscal 2009 Profit for the year was
£1,438,426 (2009 - £128,561) and 1s consistent with management’s expectations

Fiscal 2010 reflects the benefits of cur sigmificant cost reduction actions taken late in fiscal 2009 A
combination of headcount reductions resulting in lower operational expenditures as well as cost
reductions in matertals reahzed by unhzing more efficient and lower cost contract manufacrurer drove
profit higher While turnover in fiscal 2010 was 27% higher than fiscal 2009, gross margin mcreased bv a
lesser percentage due to pricing pressure on the exisung product portfolio  Cost of matenals was
relauvely flat between periods  Customers are cauttouslv approaching new projects as the economic
recesston has slowed growth in thetr business Additionally, customers are delaving projects to allow their
business demands to catch up with their existing capacity

The main focus of the company for fiscal 2011 15 the successful deplovment of our first 40G network
solution Addiuonally, we continue development of our 100G networks solunon that will be
commercially avaiable in late fiscal 2011 or early fiscal 2012 The 40G and 100G product lines will aliow
the Company to temain a leader in the submanne telecommunications equipment market We will
continue to secure additional deployments, expand existing deplovments and maximize gross margin The
addition of the 40G network solution will provide addittonal leverage to mamntain ot increase out level of
gross margin  Competitive and economic forces will be a significant challenge to any merease 1n turnover
although mugration toward the 40G network solution will allow us to mantain or grow turnover,
espectally i the last half of fiscal 2041 Operatonal costs are expected to be simular to fiscal 2010

Results and dividends

The profit and loss account for the year 1s set out on page 11

The ditectors cannot recommend a dividend for the year ended 30 September 2010 (2009 - frul)
Key performance indicators

Financial

1 Turnover 1s a key measure of the company’s performance  Sales for the year were £12 4m (2009 -
£97m)

2 Gross profit is a key indicator of the company's performance The gross profit for the financial vear
was £50m (2009 - £4 5m)

3 Networth1s seen as an important target for the business At the vear end, the level of shareholders’
funds was £1 8m (2009 - £0 3m)
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Financial risk management objectives and policies

The company actuvely monitors a muxture of long-tetm and short-term debt finance, including trade
creditors, that 15 designed to ensure the company has sufficient available funds for operations and planned
grants

The company's operations and debt financing expose 1t to a variety of financial nisks that include currency
nisk, mterest rate nsk and credit nsk  Given the size of the company, responsibibity for momtornng
financial sk management 13 mn the hands of the Board The Board seeks to liunit the adverse effects on
the financtal performance of the company by monttoring levels of debt finance and the related finance
costs The company does not use dervative financial instruments to manage financial risks and as such,
no hedge accounting is applied

Currency nsk

The company 1s exposed to transaction foreign exchange risk The directors seek, whenever possible, to
use sterbng as the currency denomination when transacting with foreign supphers If considered
necessary, transaction exposures, including those associated with forecast transactions, are hedged when
known, principally using forward currency contracts  Whilst the aum 1s to achieve an economic hedge the
company does not adopt 2n accounting pohey of hedge accounting for these financial statements

Interest rate nsk

The company has both interest bearing assets and mterest bearing habthues Interest beaning assets
include only short-term deposits, which earn interest at a fixed rate, and cash balances, which earn interest
at a floating rate

Credit nsk

The company seeks to manage 1ts credit sk by dealing with established customers or otherwise checking
the credit-worthiness of new customers, establishing clear contractual relationships with those customers,
having credit insurance protection and by identifying and addressing any credit 1ssues ansing in a tumely
mannet

Research and development

The company continued with its programme of research and development and this activity 1s conunuing
1n 2010/2011 Research and development expenditure for the year was £1,767,324 (2009 - £1,866,331) of
which an amount of £273,134 (2009 - £138,991) was mncluded i the research and development tax claim
submutted to HM Revenue & Customs

Directors

The directors who served the companv during the year were as follows

J Hopper
P Colan
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Statement of directors’ responsibilities

The ditectors are responsible for preparing the Repott of the Directors and the financial statements in
accordance with applicable law and regulations

Company law requires the directors to prepate financial statements for each financial period Under that
law the directors have elected to prepare financial statements n accordance with Umted Kingdom
Accounting Standards (Unted Kingdom Generally Accepted Accounnng Practice) The financial
statements are required by law to give a true and fair view of the state of affairs of the company and of the
profit or loss of the company for that peniod  In prepanng these financial statements, the directors are
required to

¢ select switable accounning policies and then apply them consistently
make judgments and esttmates that are reasonable and prudent

*  state whether applcable UK Accounting Standards have been followed, subject to any matertal
departures disclosed and explaned in the financial statements

*  prepare the financial statements on the going concetn basts unless 1t 1s appropriate to presume that
the companv will continue 1n business

The directors are responsible for keeping adequate accounting records that disclose with reasonable
accuracy at any tnme the financial position of the company and enable them to ensure that the financial
statements comply with the Comparnies Act 2006 Thev are also responsible for safeguarding the assets of
the company and hence for taking reasonable steps for the prevention and detection of fraud and other
wrregulanties

In so far as each of the directors 1s aware

®  there 1s no relevant audit informauon of which the company's auditor 15 unaware, and

. the directors have taken all steps that they ought to have taken to make themselves aware of any
relevant audit information and to establish that the auditor 15 aware of that information

Auditor

Grant Thornton UK LLP, having expressed theuwr willingness to continue in office, will be deemed
reappointed for the next financial year 1 accordance with section 487(2) of the Compantes Act 2006
unless the company recerves notce under section 488(1) of the Companies Act 2006

ON BEHALF OF THE BOARD

P Colan
Dhrector

15 frebruoyy 201




o GrantThornton

Independent Auditor's Report to the Members of

Xtera Communications Ltd.
(registered number 42603306)

We have audited the financial statements of Xtera Communicanions Ltd for the year ended

30 September 2010 which compnise the principal accounting policies, profit and loss account, balance
sheet and the related notes The financial reporung framework that has been apphed i their
preparation 1s applicable law and United Kingdom Accounting Standards (United Kingdom Generally
Accepted Accounung Practice)

Thas report 1s made solelv to the company's membets, as a body, 1n accordance with Chapter 3 of Part 16
of the Compantes Act 2006 Our audit work has been undertaken so that we might state to the company’s
members those matters we are required to state to them 1n an auditor's report and for no othet purpose
To the fullest extent permutted by law, we do not accept or assume responsibility to anyone other than the
company and the company’'s members as a body, for our audit wotk, for this repotzt, or for the opintons
we have formed

Respective responsibilities of directors and auditor

As explamed more fully in the Directors’ Responsibilities Statement set out on page 5, the directors are
responsible for the preparation of the financial statements and for bemng satisfied that they give a true and
fair view Our responssbility 1s to audit the financial statements 1n accordance with applicable law and
International Standards on Auditing (UK and Ireland) Those standards require us to comply with the
Auditng Practces Board's (APB's) Ethical Standards for Auditors

Scope of the audit of the financial statements

An audit involves obtaning evidence about the amounts and disclosures in the financial statements
suffictent to give reasonable assurance that the financial statements are free from material
musstatement, whether caused by fraud or error This includes an assessment of whether the
accounung policies are appropnate to the company's circumstances and have been consistently applied
and adequately disclosed, the reasonableness of significant accounting estimates made by directors, and
the overall presentation of the financial statements

Opinion on financial statements

In our opinion the financial statements

. give a true and fair view of the state of the company’s affaus as at 30 September 2010 and of 1ts
profit for the year then ended,

. have been properly prepared 1n accordance with United Kingdom Generally Accepted Accounung
Practice, and

. have been prepared in accordance wath the requurements of the Companies Act 2006




o Grant Thornton

Independent Auditot's Report to the Members of

Xtera Communications Ltd.
(registered number 4260336)

Opinion on other matters prescribed by the Companies Act 2006

In our opinton the information given 1n the Report of the Directors for the financial period for which the
financial statements are prepared 1s consistent with the financial statements

Matters on which we are required to report by exception

We have nothing to report m respect of the following matters where the Companies Act 2006 requires
us to report to you if, in our opinion

e  adequate accounting records have not been kept, or returns adequate for our audit have not been
recerved from branches not visited by us, or

the financial statements are not 1n agreement with the accounting records and returns, or
certain disclosures of directors' remuneration specified by law are not made, or
*  we have not recetved all the information and explanations we requure for our audit

22 A v« AN
ohn Corbishley

Senior Statutory Auditor

for and on behalf of Grant Thornton UK LLP
Statutory Auditor, Chartered Accountants
Kettering

A/ %‘,«_‘7 0201,.
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Principal accounting policies

Basis of preparation
The financial statements have been prepared under the historical cost convention

The financial statements have been prepared on a going concern basis, which assumes that the company
will conttnue to trade for the foreseeable future Dunng the year the company generated a profit after tax
of £1 4m (2009 - £0 1m) and had an accumulated profit and loss account deficit of £28 9m at

30 September 2010

The directors have obtained confirmatton that the parent company, Xtera Communications Inc, will
continue, as far as they are able, to provide financial support for the company through the group creditor
balances which will enable 1t to continue 1ts activities for the foreseeable future As a result, the dtrectors
behieve that the company will remain financially viable and therefote that it 1s appropnate that these
financial statements are prepared on the going concern basis This basis of preparation assumes that the
company will continue 1 operational existence for a period of at least twelve months from the date of
approval of these financial statements, the validity of which depends on Xtera Communicanons Lid not
being requured to repay the balance 1o Xtera Communications Inc The financial statements do not
mclude any adjustments that mught anse 1if the going concern basis 1s not appropriate

Turnover

The company recognises 1ts revenue in accordance with the Revenne Recognetion of the FASB ASC and UK
GAAP Revenue 1s recognised when persuasive evidence of an arrangement exists, delivery has occurred,
the sales price 1s fixed or determinable and collection 15 reasonably assured Delivery does not occur unuld
products have been shipped or services have been provided to the customer and utle and risk of loss have
transferred to the customer The company also provides for estimated costs that may be meurred for
product warranties and for sales returns When other significant obligations or acceptance terms remain
after products are delivered, revenue 1s recognised only after such obligations are fulfilled Revenue s
recognsed net of cash discounts and sales tax

Contracts for optical network solutions often mnvolve muluple deliverables which may include any
combination of products, solutons, installavton or other services Revenue under muluple element
arrangements 1s recogrused in accordance with the Aavwniing for Revenwe Arrangements with Multiple
Delerables of the FASB ASC A multiple-element arrangement 15 separated into mote than one umt of
accounung 1f all of the following cntena are met

®  The debivered item(s) has value to the chent on a stand-alone basis,
¢ Therte 1s objective and reliable evidence of the fair value of the undelivered item(s), and

e [f the arrangement includes a general nght of return relative to the delivered itemn(s), delivery or
performance of the undelivered 1tem(s) 1s considered probable and substantially 1n the control of the
companv
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Turnover {continued)

If these criterta are not met, the arrangement 1s accounted for as one umit of accounting which would
result 1n revenue being tecogmsed on a straight-line basis or being deferred untl the earlier of when such
criteria are met or when the last undelivered element is delivered This occurrence could materally impact
the company's financial results because of the sigmficant dollar amount of many of its contracts and the
significant portion of total revenues that a single contract may represent in any particular period If these
criteria are met for each element and there 1s objective and rehable evidence of fair value for all units of
accounting 1n an arrangement, the arrangement consideratton s allocated to the separate units of
accounting based on each untt's relauve fair value As installation of products 1s tvpically included 1n
muluple element arrangements, revenue 1s generally recogmised once nstallation ts complete

Deferred revenue 1s recorded when cash has been received from the customer and the arrangement does
not qualify for revenue recognition under the revenue recognition polictes described above Costs
incurred for projects not completed are defetred and recorded as a cost upon recognition of the related
revenue

Tangible fixed assets
The cost of fixed assets 1s their purchase cost, together with any mmcidental expenses of acquisition
Deptreciation 1s calculated so as to wrte off the cost of tangible fixed assets, less their estimated residual

values, over the expected useful economuc lives of the assets concerned on a straight-line basis The
principal annual rates used for thus purpose are

Leasehold improvements - over the hfetime of the lease term
Test equipment - over2-3years

Office equupment and fittings - overl -3 years

Computer equipment - over 2 - 3 years

Stocks

Stocks are valued at the lower of cost and net realisable value, after making due allowance for obsolete
and slow moving items

Operating lease agreements

Rentals applicable to operating leases whete substanually all of the benefits and nisks of owncrship remaimn
with the lessor are charged against profits on a strught line basis over the peniod of the lease

Deferred taxation

Deferred tax 15 recogrused tn respect of all uming differences that have onginated but not reversed at the
balance sheet date where transactions or events have occurred at that date that will zesult 1n an obligatton
to pay more, or a right to pay less or to recetve more tax, with the following exceptions

Provision 1s made for tax on gains ansing from the revaluation (and simdlar fair value adjustments) of
fixed assets, and gains on disposal of fired assets that have been rolled over into replacement assets,
only to the extent that, at the balance sheet date, there 15 a binding agreement to dispose of the assets
concerned However, no provision 15 made where, on the basis of all avaiable evidence at the balance
sheet date, 1t 1s mote likely than not that the taxable gain will be rolled over into replacement assets and
chatged to tax only wheze the replacement assets are sold

Deferred tax assets are recognised only to the extent thar the directors consider thar 1t 1s more hkely
than not that there will be suitable taxable profits from which the future reversal of the underlying
uming differences can be deducted
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Deferred taxation (continued)

Deferred tax 1s measured on an undiscounted basis ar the tax rates that are expected to apply i the
perniods in which bming differences reverse, based on tax rates and laws enacted or substannvely enacted
at the balance sheet date

Foreign currencies

Balances denominated 1 foreign currencies are translated at the rate of exchange ruling at the balance
sheet date Transactions in foreign currencies are recorded at the rate ruling at the date of transaction
Drfferences ansing on settlement or translation are charged or credited to the profit and loss account as
incurred

Pension costs

The company contnbutes to employees' personal pension plans, which are money purchase schemes
Contnibutions are chatged to the profit and loss account as incurred

Research and development

Expenditure on research and development 1s charged to the profit and loss account as incurred
Cash flow statement

The company has taken the exemption available to small companites under FRS1 (revised 1996), 'cash flow
statements', not to prepare a cash flow statement

Financial instruments

Financial Liabihties and equity instruments are classified according to the substance of the contractual
arrangements entered 1nto An equity instrument 1s any contract that evidences a residual interest in the
assets of the entity after deducung all of us financial habihes

Where the contractual obligatons of financral mstruments (including share capital) are equivalent to a
similar debt instrument, those financial instruments are classed as financial habilities Financial liabilities
are presented as such in the balance sheet Finance costs and gamns or losses relating to financial habilities
are included 1n the profit and loss account Finance costs are calculated so as to produce a constant rate of
return on the outstanding kability

Where the contractual terms of share capital do not have any terms meeting the definition of a financial
lLability then this 1s classed as an equity mstrument Dividends and distubutions relatnng to equuty
instruments are debited direct to equuty
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Profit and loss account

Note 201¢ 2009

£ £

Turnover 1 12,408,880 9,732,983

Cost of sales (7,439,411) (3,277,233)
Gross profit 4,969,469 4,453,750

Other operating charges 2 (3,223,613) {4,502,736)

Operating profit/(loss) 1,745,856 (46,986)
Nert interest 3 (318,930) 175,547
Profit on ordinary activities before taxation 1,426,926 128,561
Tax on profit on erdmnary activities 6 11,500 -
Profit fot the financial year 15 1,438,426 128,561

All of the acuvities of the company 1n the current year are classed as continung

The company has no recognised gains or losses other than the result for the year as set out above

The accompanying accounting policies and notes form part of these financial statements.
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Balance sheet

Fixed assets
Tangible assets

Current assets

Debtors amounts due n less
than one vear

Debtors amounts due 11 more
than one year

Cash at bank and i hand

Creditors amounts fallng due
within one year

Net current assets

Total assets less current
habilities

Creditors amounts falling due
after more than one year

Provisions for habilities

Net assets

Capitat and resetves
Called up share capital
Share premium account
Other teserves

Profit and loss account

Shareholder's funds

and are signed on their behalf by

JH T
Dyefctor

Note

10

11

13
14
14
14

15

Company registration number 4260336

2010

£ £

218,103
2,593,134
2,758,196
713,494
6,064,824
(366,484)

5,698,340

5,916,443

(3,990,277)

(155,065)

1,771,101

5,109

20,344,530

10,287,160

(28,865,698)

1,771,101

12

2009
£ L
89,377
3,385,312
885,703
4,271,015
(258,144)
4,012,871
4,102,248
(3,769,573)
332,675
5,109
20,344,530
10,287,160

(30,304,124)

332,675

The accompanying accounting polictes and notes form part of these financial statements.,

brwy 20t

.
These Einancal statements were approved by the directots and authonised for 1ssue on {5 @
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Notes to the financial statements

Turnover and profit on ordinary activities before taxation

The turnover and profit before tax are attnbutable ta the one princtpal activity of the company

The company's turnover for the year was £12,408,880 (2009 - £9,732,983) and was generated wholly from
operations 1n the UK

Other operating charges

2010 2009
£ £
Distnibution costs 1,456,289 1,866,331
Admnsstrative expenses 1,767,324 2,636,405
Net operating expenses 3,223,613 4,502,736
Net interest (payable)/ receivable and similar charges
2010 2009
£ L
Interest payable on non-bank borrowing (195,208) {420,534)
Foreign exchange losses (123,923) -
{319,131) {420,534)
Interest tecervable 201 2,369
Forewygn exchange gaimns - 593,712
(318,930) 175,547
Operating profit/(loss)
Operating profit/(loss) 1s stated after charging-
2010 2009
£ £
Depreciation of owned fixed assets 64,542 122,431
Auditor's remuneration
Audit fees 16,500 16,500
Research and development expenditure 1,767,324 1,866,331
Operating leases
Land and buldings 135,348 139,548

Other assets - 1,507
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Directors and employees
The average number of staff employed by the company during the financial year amounted to
2010 2009
No No
Sales and marketing 5 5
Research and development 18 15
Admmistranion 1 1
Operations 3 3
27 24
The aggregate payroll costs of the above were
2010 2009
£ £
Wages and salaties 1,907,556 1,725,875
Social security costs 213,760 214,661
Other pension costs 38,859 37,260
2,160,175 1,977,802
Remuneration in respect of directors was Lrul (2009 - £nil)
No directors accrued benefits under company penston schemes in the year (2009 - none)
Taxation on profit on ordinary activities
The tax credit represents
2010 2009
£ £
Corporation tax @ 28% (2009 - 28%) 25 -
Adjustments 1n respect of prior year (11,525) -
Total cutrent tax (11,500) -

The tax assessed on the profit on ordinary activities for the year 1s lower (2009 - lower) than the standard

rate of corporation tax 1n the UK of 28% (2009 - 28%)

2010 2009

£ L

Profit on ordinary activities before taxation 1,426,926 128,561
Profit on activities by rate of tax 399,540 35,997
Expenses not deducuble for tax purposes 1,127 2,870
Differences between depreciation and caputal allowances (70,695) (60,113)
Utlisauon of tax losses (329,947) (84,650)
Research and development expenditure - (11,675)
Other short term uming differences - 117,577
Adjustments to tax 1n respect of previous penods (11,525) -
Total current tax (11,500) 3

Unreheved tax losses of £22 8m (2009 - £23 9m) remain available to offset against future taxable trading

profits
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Tangible fixed assets
Construction  Leasehold Office
under  improve- Test equpment Computer
progress ments equpment and fitungs equipment Total
£ £ £ £ £ £
Cost
At 1 October 2009 - 39,987 1,707,315 97,558 255,343 2,100,203
Addiuons 185,340 - 623 - 7,305 193,268
At 30 September 2010 185,340 39,987 1,707,938 97,558 262,648 2,293,471
Depreciation
At 1 October 2009 - 23,985 1,649,174 90,543 247,124 2,010,826
Charge for the vear - 2,131 51,175 4,101 7,135 64,542
At 30 Seprember 2010 - 26,116 1,700,349 94 644 254259 2,075,368
Net book value
At 30 September 2010 185,340 13,871 7,589 2,914 8,389 218,103
At 30 September 2009 - 16,002 58,141 7,015 8,219 89,377
Debtors
2010 2009
£ L
Amounts due within one year:
Trade debtors 1,202,571 6,369
Other debtors 27,324 11,669
Amounts recoverable on contracts 1,289,106 3,310,399
Prepayments and accred meome 73,733 56,875
2,593,134 3,385,312
Amounts due after more than one year
Amounts recoverable on contracts 2,758,196 -
Creditors: amounts falling due within one year
2010 2009
£ L
Trade creditors 79,822 122,622
Soctal security and other taxes 74,508 54,869
Amounts due to group undertakings - 19,117
Accruals and deferred income 212,154 61,536
366,484 258,144
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Creditors: amounts falling due after more than one year
2010 2009
£ L
Amounts due to group underrakings 3,990,277 3,769,573
Provisions for liabilities
Warranty
provision
£
At 1 October 2009 -
Created 1n the year 155,065
At 30 September 2010 155,065

Deferred taxation

The company's proviston for deferred taxation conststs of the tax effect of umung differences in respect

of
2010 2009
Provided Unprovided Provided Unprovided
£ £ L £
Accelerated capiral allowances - 279,612 - 350,307
Short term timing differences - 186,890 - 186,846
Tax losses carned forward - 6,372,840 - 6,701,920
Net deferred tax asset - 6,839,342 - 7,239.073
Share capital
Authorised share capital
2010 2009
£ L
13,192 Ordinary shares of £1 each 13,192 13,192
Allotted, called up and fully pard
2010 2009
No £ No L

Ordinary shares of {1 each 5,109 5,109 5,109

5,109
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Reserves
Share Profit
premium Capital and loss
account reserve account
£ £ £
At 1 October 2009 20,344,530 10,287,160  (30,304,124)
Profit for the veat - - 1,438,426
At 30 September 2010 20,344,530 10,287,160 (28,865,698)
Reconciliation of movements in shareholders’ funds
2010 2009
£ L
Profit for the financal year 1,438,426 128,561
1,438,426 128,561
Opening shareholder's funds 332,675 204,114
Closing shareholder’s funds 1,771,101 332,675

Retirement henefits

Defined contnbution scheme

The company operates a defined contribution scheme for its directors and employees The assets of the
scheme ate held separately from those of the company tn an independently adminstered fund The
penston charge for the year was {38,859 (2009 - £37.2606) and £8,977 (2009 - £8,780) was included 1n
creditors at the year end

Capital commitments

The company had no capital commitments at 30 September 2010 or 30 September 2009
Contingent Lhabilities
There wete no contingent habilines at 30 September 2010 or 30 September 2009

Leasing commitments

At 30 September 2010 the company had annual commitments under non-cancellable operating leases as
set out below

2010 2009
Land and Land and
buldings Buddings

£ £

Operatng leases which expire

Within two to five years 124,000 124,000
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Transactions with related parties

As a subsidharv undertaking, 100% of whose voung nghts are controlled withun the group, the
company has taken advantage of the exemption not to disclose transactions with entites that are part
of the group, 1n accordance with FRSS

Coantrolling related party

The company's immediate parent undertaking 1s Azea Networks Inc, which 1s incorporated in the State of
Delaware, USA and 1ts ultmate parent undertaking and controlling party 1s Xtera Communications Inc,
which 15 incorporated in the State of Delaware, USA, and this 15 the largest and smallest group of which
the company 1s a member and for which group financial statements are prepared Copies of these group
financial statements may be obtained from the company secretary




