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TO OUR SHAREHOLDERS:

As the new Chief Executive Officer of Xenonics, Inc., | want to take this opportunity to introduce myself and update
you on our financial and strategic progress. | am both humbled and honored by this opportunity to serve Xenonics,
its team, and its shareholders. | am extremely excited about being here and look forward to building Xenonics into a
world class security and technology company. | assure you, the Xenonics team will continue to work together to grow
our company while we preserve its important traditions and values.

Our core products, the NightHunter, NightHunter EXT and NightHunter ll, remain the solid foundation on which
we will build. These three NightHunters are still the world’s longest range, handheld, multifunction (covert
infrared, visible, non lethal) illumination systems. The Army and Marine Corps use these systems everyday in Iraq
and Afghanistan. They are making a difference to cur men and women who serve; nothing is more important.
Continuing feedback fr;@m{our customers confirms that no other product performs like the NightHunter and it is
saving lives in combat.“Ouk core business model, based on our proprietary technology, remains sound and we
continue to have high gross margins and demand for our product. We are now uniquely positioned tc leverage our
existing technology to drive growth and ongoing profitable financial performance.

During the last two quarters of fiscal 2005, we focused on positioning Xenonics to take advantage of our unique
capabilities and technology. We concentrated on developing new markets and new products to expand the
business model. We also focused on developing our rate of revenue growth through both new client additions as
well as the expansion of our existing client base. Our strategic imperative for 2006 is to continue, in the near term,
to focus on the Army and Marine Corps customers while simultaneously forming the right tactical alliances with
large and small companies to introduce our existing and new technologies into the world wide security industry.
This is extremely important now; the world is not going to get any safer in the future. What was described as the
“new world order” in the nineties has become the “new world disorder”. Asymmetric threats and the security
required to counter them are going to be facts of life for the foreseeable future. We have been and will continue to
position Xenonics to be a vital part of the security systems of choice for domestic and international customers. It
is our objective to drive our business strategies to capitalize on this critical need.

During fiscal 2005, we saw demand from customers to mount NightHunter products on vehicles and weapons.
We aggressively prototyped and exhibited these mounts at the end of 2005. The mounts have been tested by the
armed services and defense contractors and we expect this to be a new high margin business for Xenonics in
2006. In response to other customer demands, we are now producing a “NATO slave adaptor” that will allow the
NightHunter to run directly from 12 to 32 volt DC power. This enables the NightHunter to run directly from any
number of vehicles and operate continuously while the internal battery charges. We will continue to be responsive
to our customers needs and strive to exceed their expectations for quality while simultaneously improving
operating processes that drive cost benefits for our shareholders.




Also during fiscal 2005, we saw progress in the development of our new extreme low light Digital Viewing System
(DVS). As with all new products, there were some technical challenges. But we have moved from the concept
phase to final component selection and manufacturing design. We currently expect to bring this product to market
in 2006 and remain confident that our DVS system, which will be attractively priced, will generate a significant
demand in what we see as a void in the security and first responder industry.

We have also laid the ground work 10 expand into the commercial market. By leveraging our resources and
partnering with other technologies we can accelerate the commercialization of our products and bring to market
a non-lethal capability that will protect critical and industrial infrastructure. We are also well on the way to having
versions of the NightHunter illumination family intended to capture the commercial recreation market. This has
long been a Xenonics goal and we expect to achieve that goal during 2006. We are confident we can produce
products of superior quality that are very competitively priced and will generate additional financial growth.

While revenues in 2005 were down from 2004, we are working aggressively to target an increase in our revenue
growth. We are working with current customers to become part of their long term programs and procurements. In
response to feedback from our existing relationships we were encouraged to build the slave adaptor and weapons/
vehicle mounts. Recently, the Army named the NightHunter products the “best of breed” for illumination systems.
As long term programs for vehicles, ships and new systems develop, we will continue to explore every opportunity
to be part of long term solutions.

Also during 2005, we explored opportunities in international marketing and relationship development. We will
continue to pursue this aspect of our business and ensure that we have the right dealer representative for the right
market.

As we look to 2006, | can say without hesitation, that this is truly an exciting year ahead. We set lofty goals for

our company. But we remain confident that our products and relationship developments fill a critical need in the
world today. We will continue to dominate the night. We intend to remain the leader in the technology innovation of
illumination systems and remain committed to building sharehoider value as we guide Xenonics into a world class
security and technology company.

Best regards,

=

Richard J. Naughton
Chief Executive Officer
Xenonics Holdings, Inc.
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Introductory Comment

Throughout this annual report on Form 10-KSB, the terms “we,” “us,” “our,” and “our company”
refer to Xenonics Holdings, Inc., a Nevada corporation formerly known as Digital Home Theater
Systems, Inc., and, unless the context indicates otherwise, also includes our subsidiary, Xenonics, Inc., a
Delaware corporation.

Forward-Looking Statements

This annual report contains forward-looking statements, which reflect the views of our
management with respect to future events and financial performance. These forward-looking statements
are subject to a number of uncertainties and other factors that could cause actual results to differ
materially from such statements. Forward-looking statements are identified by words such as
“anticipates,” “believes,” “estimates,” “expects,” “plans,” “projects,” “targets” and similar expressions.
Readers are cautioned not to place undue reliance on these forward-looking statements, which are based
on the information available to management at this time and which speak only as of this date. Our actual
results may differ materially from results anticipated in these forward-looking statements. We undertake
no obligation to update or revise any forward-looking statements, whether as a result of new information,
future events or otherwise. For a discussion of some of the factors that may cause actual results to differ
materially from those suggested by the forward-looking statements, please read carefully the information
under “Risk Factors.”



PART I
ITEM 1. DESCRIPTION OF BUSINESS

Overview

We design, manufacture and market high-end, high-intensity portable illumination products. Our
core product line consists of lightweight, long-range, ultra-high intensity illumination products used in a
wide variety of applications by the military, law enforcement, security, search and rescue and, to a lesser
extent, in commercial markets. We hold several patents for our technology platform, which applies high
efficiency dimmable electronic ballast circuitry and precision optics to xenon light to produce an
illumination device that delivers improved performance over current technologies.

We are largely dependent upon government orders for our revenues. Existing customers include
all branches of the United States Armed Forces. We also sell to other government agencies such as the
U.S. Border Patrol.

We market our illumination products under the NightHunter brand name. The NightHunter series
of products is produced in a variety of configurations to suit specific customer needs. These include
compact hand-held systems for foot-borne personnel and stabilized systems for airborne, vehicular and
shipboard use. These NightHunter illumination systems are used for reconnaissance, surveillance, search
and rescue, physical security, target identification and navigation. The systems allow the user to
illuminate an area, an object or a target with visible or non-visible light, and to improve visibility through
many types of obscurants such as smoke, haze and most types of fog.

History

We conduct all of our operations through our subsidiary, Xenonics, Inc. On July 23, 2003,
Digital Home Theater Systems, Inc. acquired in a reorganization all of the issued and outstanding shares
of Xenonics, Inc.’s common stock in exchange for 8,750,000 shares of our common stock, and we
changed our name from Digital Home Theater Systems, Inc. to Xenonics Holdings, Inc. The transaction
was accounted for as a reorganization of Xenonics, Inc. with the issuance of stock for cash. For
accounting purposes, Xenonics, Inc. was treated as the acquirer and, as such, its historical financial
statements will continue and are incorporated by reference into this prospectus.

In addition, we exchanged all of the then-outstanding options to purchase stock in Xenonics, Inc.
for options to purchase our stock (at the same price then in effect, but with different terms), and
exchanged 94% of the warrants to purchase stock in Xenonics, Inc. (one warrant to purchase 135,000
shares of Xenonics, Inc. common stock remained outstanding), for warrants to purchase our stock (with
modified terms and a higher exercise price). On December 14, 2004, the holder of the remaining warrant
to purchase shares of Xenonics, Inc. partially exercised his warrant and purchased 125,000 shares of
Xenonics, Inc. As a result, we currently own approximately 98.6% of the issued and outstanding capital
stock of Xenonics, Inc.

Between 1999 and the time of the transaction described in the preceding two paragraphs, Digital
Home Theater Systems engaged in no business activity or operations. The sole officer and director of the
company formerly known as Digital Home Theater Systems, Inc. resigned and was replaced by the
officers and directors of Xenonics, Inc.

Our Products

The NightHunter series of products currently consists of three versatile compact illumination
systems -- NightHunter, NightHunterIl and NightHunter™. Our products are lightweight, ruggedized for
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operation in harsh environments, and allow users to illuminate objects with visible or infrared (IR) light at
distances of more than one mile. With our infrared filter accessory in place, the NightHunter products
emit non-detectable infrared light. When used with night vision devices or low-light cameras, our
NightHunter products can illuminate a target without the target knowing that it is being illuminated. We
have also developed an ultraviolet filter which enables our product to fluoresce materials from great
distances for applications including forensics and special lighting effects. Each NightHunter product
incorporates a mechanical focusing design that enables the user to vary the flood spread of the beam. For
example, the systems can be focused at a 0.5° spread that results in only a 60-90 foot footprint at one
mile, or at a 10° spread that results in a 900 foot footprint at one mile. Unlike other high intensity lighting
systems (and traditional flashlights), the NightHunter products do not have a “black hole” at the center of
the light beam that obstructs the field of view (that is, there is no "blind spot" in the beam), allowing the
user to keep the illumination centered on the target area. Our NightHunter and NightHunterIl both have
an internal rechargeable battery and built-in charger. In addition, the NightHunter and NightHunter™ can
be operated from external power sources. Depending on the functionality and accessories of the product,
the prices for our products range from $2,000 to $3,200 per unit.

Our currently available products and their respective features are listed below.

NightHunter The NightHunter system is a lightweight (9.7 1bs.) illumination system that can be
readily adapted to a variety of uses and platforms, from handheld to fixed mounted use on vehicles, boats,
and helicopters. The NightHunter can be powered from its internal rechargeable battery or from any 12-
32 VDC power source.

NightHunterII The NightHunterlI is a self-contained, durable, waterproof and lightweight (4.4
Ibs) unit. The unit has an extended battery life (1.5 hrs on a single charge), can recharge in 1.5 hours, and
is durable and waterproof. To date, we have received most of our orders for this system.  The
NightHunterlIl is manufactured for us by PerkinElmer Electronics, Inc.

NightHunter™ The NightHunter™ is a durable and lightweight (5.5 lbs) illumination system
that is designed for fixed mounted applications, for use on stationary platforms or vehicles, boats, or
helicopters. The NightHunter™ has the same range as the NightHunter, but with an increased field-of-
view. The NightHunter™ can be equipped with an optional pistol grip and utilized as a powerful
spotlight.

The Markets
The actual and potential markets for our products consist of the following.

Military Forces, of the United States and Foreign Allies

Military forces in the United States currently represent the primary target market for our
NightHunter products. Through September 30, 2005, we have sold approximately $18.1 million of
NightHunter brand illumination systems into this market for testing or deployment. Our customers
include the U.S. Army 75™ Ranger Regiment, U.S. Army 82™ and 101 Airborne Divisions, the 10"
Mountain division, the U.S. Air Force Kuwait Physical Security unit, the U.S. Navy SEALSs, and the U.S.
Marine Corps.

The Defense Appropriations Bill for 2005 was $3.0 million for the Marine Corps to purchase the
NightHunter products. Also, individual Army, Marine Corps, Air Force and Navy units have ordered
NightHunters directly from us. We have also received orders from the discretionary budget dollars funds
of several U.S. military units, and we have sold small quantities to foreign military units from Canada, the



United Kingdom and Australia. The Defense Appropriations Bill for 2006 was $1.4 million for the
purchase of NightHunter products.

According to the International Institute for Strategic Studies and the U.S. Department of Defense,
there are nearly 5 million active troops, over 9 million reserve troops, 660 warships, and 858 amphibious,
major mine, and support ships, 30,839 heavy tanks, and 64,679 armored infantry vehicles in the armed
forces of the United States and its allies. Given the large number of applications for NightHunter
products, we believe that this represents a substantial market opportunity.

U.S. Department of Homeland Security

The agencies of the U.S. Department of Homeland Security represent another key market for
NightHunter products. These agencies include the U.S. Customs and Border Protection, Federal
Emergency Management Agency, the Transportation Security Administration, the U.S. Secret Service
and the U.S. Coast Guard. Our products have been tested and deployed in key strategic locations for port,
waterway, coastline, airport and border security, and as of September 30, 2005 we have sold more than
$1.5 million of NightHunter products to these organizations. We believe that the increased concern about
homeland security and the higher amounts budgeted for new security products may make homeland
security a potentially significant market for our products. Our goal is for agencies within the United States
Department of Homeland Security to use discretionary funding to purchase our products, and we believe
that in the future we may achieve specific line items in the budget similar to our experience with the
defense budget.

U.S. Law Enforcement and Fire, Search & Rescue

We are in the early stage of pursuing additional opportunities for sales of NightHunter
illumination systems to U.S. law enforcement and fire, search & rescue organizations. Thus far sales to
this market group have been limited. However, law enforcement and fire, search & rescue represent
potentially significant market opportunities. More than 700,000 law enforcement personnel are estimated
to be employed in the United States and there are over 30,000 fire, search & rescue departments in the
United States.

Sales & Marketing

We generate most of our revenue from the direct sale of our products to customers. To date, most
of our sales have been to the United States military. The strategy for generating revenue in this market
segment is two-fold. We communicate to those in the field the existence and application of our products.
Once the application and need are substantiated, we help determine how the specific military unit might
find funding for the purchase of the products. The successful deployment of our products to some
branches of the US Army has led to purchase orders from other Army units that are currently deployed in
Afghanistan, Kosovo, Bosnia and Iraq. We believe that testimonials from military units currently
employing our NightHunter products in active military situations may assist us in penetrating other units
of the military that also could benefit from the use of our products.

As this "bottom-up" marketing process is unfolding, we also communicate the existence and
application of the products from the "top-down" to the appropriate offices of the various military branches
located in Washington, DC and to the offices of those members of Congress involved in appropriating
funds for specific needs in the defense budget. Our contacts with these offices in Washington DC are
initiated either by our officers and directors or on our behalf by lobbyists. It is also possible for a military
unit to spend discretionary funds to purchase our products. We have generated military sales from both
line item budgets and discretionary spending from specific units.




We also generate sales from the United States Border Patrol, which recently became realigned
under the Department of Homeland Security. In the past, our products were sold directly to specific
border patrol locations. We expect that with the new Homeland Security organizational structure, the
marketing effort will be similar to that used with the military.

Small orders are also sold to numerous other customers including international customers, law
enforcement and resellers.

We currently have three persons engaged on a full-time basis in sales and marketing. In addition,
our senior executives actively assist in our marketing efforts by initiating and maintaining customer
relationships and interacting with external consultants who assist the company with its marketing
activities.

In the future, we may consider partnering with others to generate additional sales though
distributorships and/or licenses and may utilize such models to expand our sales capabilities in certain
domestic market segments as well as internationally. We may offer exclusive marketing and/or
manufacturing licenses to partners in key markets, such as China, Japan, the Middle East, South America
and Europe. We are currently attempting to recruit representatives to market our products in the United
States and Europe.

Manufacturing

We conduct manufacturing and final assembly operations on the NightHunter and NightHunter®™
at our headquarters in Carlsbad, California, and own all of the equipment required to manufacture and
assemble these finished products. In addition, we also own all molds, schematics, and prototypes utilized
by our vendors in the production of the components and sub-assemblies used in our products. With our
current work force and facilities, we are able to produce approximately 150 NightHunters per month. We
can expand our production capabilities by adding additional personnel with negligible new investment in
tooling and equipment.

We currently purchase both commodity off-the-shelf components and custom-designed fabricated
parts and sub-assemblies for use in our products from a number of qualified local, national and
international suppliers. We believe that there are readily available alternative suppliers that can
consistently meet our needs for these components. Although we currently obtain these components from
single source suppliers, we believe we could obtain components from alternative suppliers without
incurring significant production delays. We acquire all of our components on a purchase order basis and
do not have long-term contracts with suppliers. We believe that our relations with our suppliers are good.

In January 2003, we entered into a three-year agreement with PerkinElmer Electronics, Inc. for
the manufacturing of our NightHunterIl product. This agreement will renew automatically for an
additional 12 month term unless otherwise terminated by either party. PerkinElmer, a publicly traded
company (NYSE: PKI), is a leader in the life sciences, fluid sciences and optoelectronics industries.
Under the terms of this agreement, PerkinElmer will manufacture all NightHunterII products exclusively
for Xenonics, on a fixed price basis. In return, we have agreed not to purchase any NightHunterll
products from any other manufacturer or to manufacture any NightHunterll products ourselves. In
addition, PerkinElmer agreed not to produce, market, or sell NightHunterlI products to any entity except
Xenonics. PerkinElmer further agreed that all intellectual property relating to the NightHunterIl products
is solely owned by Xenonics.

PerkinElmer is responsible for the purchasing, shipping and receiving, production, inventory
management and quality assurance of the NightHunterll. PerkinElmer provides the working capital
required for inventory and manages the labor pool required to meet our delivery requirements without any



cash investment by Xenonics. PerkinElmer has demonstrated the ability to increase production to meet
growing demand. Despite this sole source relationship, Xenonics retains all documentation and know-
how to build the NightHunterIl and owns all tooling required to produce NightHunterll products and
related components, and we believe we could transition to a second source if required without significant
disruption.

Competition

Other companies that offer high intensity, portable lighting products include Reva International
and Peak Beam Systems, Inc. We believe that neither of these companies currently offers a product with
the features or range of applications of our NightHunter series. To our knowledge, only one company,
Peak Beam Systems, supplies a short-arc xenon-based product. Peak Beam’s product also has the
capability of utilizing infrared and ultraviolet filters, and provides a long-range light beam. However,
unlike our products, we believe that Peak Beam’s products project a "black hole" and hence an obstructed
field-of-view.

In addition to these suppliers of hand-held high intensity lighting products, we believe that other
companies that use first generation xenon technology, such as Spectrolab (helicopter searchlights),
Phoebus (entertainment spotlights), and Strong (entertainment spotlights) could enter our market in the
future. Our strategy is to become the recognized market and technology leader before competitors can
deliver a comparable product to the market.

Regulation

We applied to the United States Department of Commerce, Bureau of Export Administration for
an export license. In response to our inquiry, the department assigned an EAR classification of 99. We
can export our product without a license to all countries that are not on the restricted list IAW part 746 of
the EAR.

Intellectual Property

We have nine design and utility patents issued, allowed or pending, including patents for our
technology platform, which applies high efficiency dimmable electronic ballast circuitry and precision
optics to xenon light. We continue to make advancements, and have recently filed for an additional patent
covering certain technologies that complement our NightHunter product technologies. In addition to the
foregoing patents, we also rely on certain know-how and trade secrets related to the design and
manufacture of our products. We believe that the patents (both granted and pending) and our know-how
and trade secretes provide protection to certain of our core technologies, and allow us to develop future
products that can be scaled up or down (or to develop alternative packages for the existing products). We
are not aware of any infringement of our patents or that we are infringing any patents owned by third
parties.

- We also are the licensee of an issued patent, which was transferred to us based on an agreement
with Lightrays, Inc. (Lightrays). The licensed patent is not used in any of our current products. In
December 2004, we entered into an agreement to issue 97,000 shares of our common stock and other
consideration to Lightrays as payment in full for all obligations we may owe Lightrays, including the
$400,000 accrued royalty payment and Lightrays agreed to assign and transfer the Lightrays patent and
related intellectual property to us.

Our “NightHunter” and “Xenonics” trademarks have been registered with the United States
Patent and Trademark Office.




Research and Development

We maintain an engineering, research and development program for the development and
introduction of new products and accessories and for the development of enhancements and
improvements to our existing products. In addition, we collaborate closely with certain of our largest
customers in the design and improvement of our products to suit their respective needs. As such, we
consider our research and development program to be an important element of our business, operations
and future success.

Our research and development efforts currently are focused on (i) improving our current product
line, (ii) designing and developing product line extensions that employ our proprietary illumination and
electronics platforms, and (iii) designing and developing new products complementary to our existing
products. We maintain an active research and development program at our facilities in Carlsbad,
California, and as needed we retain outside consultants who can provide any necessary additional
engineering or technological expertise. In addition, our relationship with PerkinEimer provides us with
the resources and know-how of a multi-billion dollar manufacturing company. Under terms of our
exclusive agreement, any intellectual property relating to new products or improvements to our existing
products that result from our relationship will belong to us. We also regularly work with our outside
vendors and manufacturers to improve product performance and manufacturability, and to reduce
manufacturing costs.

During the fiscal year ended September 30, 2005 and 2004, we spent $504,000 and $248,000,
respectively, on engineering, research and development.

Employees

As of September 30, 2005, we employed 16 persons. There are four members in our executive
management team, five persons employed in operations, two persons in engineering and five persons
involved in sales and administrative support. We are not a party to any collective bargaining agreements.

ITEM 2. DESCRIPTION OF PROPERTY

Our principal operations and executive offices are located at 2236 Rutherford Road, Suite 123,
Carlsbad, California 92008 and our telephone number is (760) 438-4004. The facility consists of
approximately 9,200 square feet of leased office, warehouse and manufacturing space in Carlsbad,
California. The lease on this facility expires in the year 2008.

ITEM 3. LEGAL PROCEEDINGS

On July 2, 2004, we filed a complaint for cancellation of a stock certificate and rescission of a
contract against a former officer, director and consultant and a company purportedly owned by such
individual in the Superior Court of California, County of San Diego. The suit alleged a failure to perform
contractual obligations under a written contract to provide lighting equipment valued at $250,000 to our
subsidiary, Xenonics, Inc., in exchange for 250,000 shares of Xenonics, Inc.'s common stock. We alleged
that the stock certificate is void or voidable. In our complaint, we requested that the 250,000 shares be
declared void or the defendants be ordered to pay us $1,250,000 or the current value of the 250,000
shares of our common stock plus interest at the rate of 10% per year. We also asked the court to award us
costs of the lawsuit.

An answer to our complaint was filed on August 11, 2004 in which the defendants denied our
allegations, and asserted a number of affirmative defenses. On the same day, a cross complaint was also
filed against us and our subsidiary, Xenonics, Inc. The cross complaint asked the court to (i) rescind the
assignment of the NightHunterll patent application that one of the defendants assigned to us in November
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2003, (ii) declare that one of the defendants is the sole owner of the NightHunterIl patent application and
that he is the inventor of an unrelated xenon illumination and television camera system, (iii) enjoin us
from further exploitation of the NightHunterII and the xenon illumination and television camera system,
and (iv) account for all profits that we have earned on the NightHunterll from November 23, 2003. The
cross-complainant alleged that we had not provided the agreed upon consideration for assignment of the
NightHunterll patent application, and that we had not recognized him as the inventor of the xenon
illumination and television camera system.

On January 26, 2005, we amended our complaint to add causes of action for misappropriation of
trade secrets and breach of fiduciary duty. The new causes of action were based on allegations that the
defendant, while working for us and thereafter, revealed our trade secrets in violation of California law
and in breach of his fiduciary duties. In addition to the relief sought in the original complaint, the
amended complaint also sought compensatory and punitive damages, attorneys' fees, and injunctive relief.

On September 28, 2005, we reached a formal settlement with the former officer and his
company. Among other things, the settlement required the former officer to return to us 112,500 of the
250,000 shares of our common stock at issue in the lawsuit and provided that he will keep the remaining
137,500 shares. The former officer has also agreed to certify the company’s ownership of all intellectual
property that he worked on or conceived while serving as an officer, director or consultant for us, and
provide us with a tape recorded interview detailing any use he may have made of our intellectual
property. The settlement does not include a monetary payment by either side. Pursuant to the settlement,
the parties have entered into a mutual release and dismissal of all claims, with the exception of the claims
that the company asserted for breach of fiduciary duty and misappropriation of trade secrets, which will
be released without prejudice after he gives us the interview.

We are occasionally subject to legal proceedings and claims that arise in the ordinary course of
our business. [t is impossible for us to predict with any certainty the outcome of pending disputes, and we
cannot predict whether any liability arising from pending claims and litigation will be material in relation
to our consolidated financial position or results of operations.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.
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PART II
ITEM 5. Market for Common Equity and Related Stockholder Matters

Our common stock is currently traded under the symbol “XNN” on the American Stock
Exchange. Prior to April 4, 2005, our common stock was traded under the symbol “XNNC” on the OTC
Bulletin Board. Prior to October 26, 2004, our common stock was quoted, and sporadically traded, in the
Pink Sheets, a quotation service operated by Pink Sheets LLC that collects and publishes market maker
quotes for over-the-counter securities. These represent prices between dealers, exclusive of retail markup,
markdown or commission and do not necessarily represent actual transactions.

Year ended September 30. 2005 High Low
First Quarter. . 12.25 3.25
Second Quarter. . 8.00 4.00
Third Quarter 5.00 2.05
Fourth Quarter . ... . 3.70 1.60

Year ended September 30, 2004 High Low
First Quarter 7.00 1.70
Second Quarter 7.30 4.10
Third Quarter 8.75 4.75
Fourth Quarter . 6.50 3.00

v As of September 30, 2005, there were 15,572,675 common shares outstanding and approximately
109 shareholders of record, not including holders who hold their stock in “street name”.

Dividends

The Company has never paid any cash dividends on its common stock. The Company currently
anticipates that it will retain ail future earnings for use in its business. Consequently, it does not
anticipate paying any cash dividends in the foreseeable future. The payment of dividends in the future
will depend upon our results of operations, as well as our short-term and long-term cash availability,
working capital, working capital needs and other factors, as determined by our Board of Directors.
Currently, except as may be provided by applicable laws, there are no contractual or other restrictions on
our ability to pay dividends if we were to decide to declare and pay them.

Repurchase of Securities

We did not repurchase any shares of our common stock during the fourth quarter of the year
ended September 30, 2005.

Recent Sales of Unregistered Securities
Not applicable
Equity Compensation Plan Information

The following table summarizes as of September 30, 2003, the number of securities to be issued
upon the exercise of outstanding derivative securities (options and rights); the weighted-average exercise
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price of the outstanding derivative securities; and the number of securities remaining available for future
issuance under our equity compensation plans.

Number of securities Number of securities
to be issued upon Weighted-average remaining available for
exercise of exercise price of future issuance under
outstanding options, outstanding options, | equity compensation plans
Plan Category and rights and rights (excluding column (a))
(a) (b) (c)
Equity compensation plans
approved by security holders 1,635,000 $2.56 860,000
Equity compensation plans
not approved by security
holders 438,000 §2.00 —
Total 2,073,000 $2.44 860,000

The equity compensation plans approved by the security holders are the 2003 Stock Option Plan
of Xenonics Holdings, Inc and the 2004 Stock Incentive Plan of Xenonics Holdings, Inc. Except as
described in the following paragraph, the Company has not adopted without the approval of security
holders any equity compensation plan under which securities of the issuer are authorized for issuance.

On September 9, 2005, the Company and a consultant entered into an agreement pursuant to which the
consultant will provide advice relating to the marketing of the Company’s products and consulting services
relating to the development of domestic and non-domestic sales and marketing strategies for the Company’s
products in the United States and in foreign countries including, without limitation, the Company’s portable
illumination products. As part of this agreement the Company issued the consultant a warrant to purchase
438,000 shares of the Company’s common stock at an exercise price of $2.00.
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ITEM 6. Management’s Discussion and Analysis or Plan of Operation
Forward-Looking Statements

The following Management's Discussion and Analysis or Plan of Operation, as well as
information contained elsewhere in this report, contain statements that constitute "forward-looking
statements” within the meaning of Section 27A of the Securities Act of 1933, and Section 21E of the
Securities Exchange Act of 1934. These statements include statements regarding the intent, belief or
current expectations of us, our directors or our officers with respect to, among other things: anticipated
financial or operating results, financial projections, business prospects, future product performance and
other matters that are not historical facts. The success of our business operations is dependent on factors
such as the impact of competitive products, product development, commercialization and technology
difficulties, the results of financing efforts and the effectiveness of our marketing strategies, general
competitive and economic conditions. Forward-looking statements are not guarantees of future
performance and involve risks and uncertainties. Actual results may differ materially from those projected
in the forward-looking statements as a result of various factors, including those described under "Risk
Factors" below. '

Overview

We design, manufacture and market high-end, high-intensity portable illumination products. Our
core product line consists of lightweight, long-range, ultra-high intensity illumination products used in a
wide variety of applications by the military, law enforcement, security, search and rescue and, to a lesser
extent, in commercial markets. We hold several patents for our technology platform, which applies high
efficiency dimmable electronic ballast circuitry and precision optics to xenon light to produce an
illumination device that delivers improved performance over current technologies.

We are largely dependent upon government orders for our revenues. Existing customers include
all branches of the United States Armed Forces, including such elite forces as the U.S. Navy SEALs,
USMC FAST and the U.S. Army Rangers. Other customers include the U.S. Border Patrol, the U.S.
Secret Service, the U.S. Coast Guard, and the California Highway Patrol.

We market our illumination products under the NightHunter brand name. The NightHunter series
of products is produced in a variety of configurations to suit specific customer needs. These include
compact hand-held systems for foot-borne personnel and stabilized systems for airborne, vehicular and
shipboard use. These NightHunter illumination systems are used for reconnaissance, surveillance, search
and rescue, physical security, target identification and navigation. The systems allow the user to
illuminate an area, an object or a target with visible or non-visible light, and to improve visibility through
many types of obscurants such as smoke, haze and most types of fog.

We conduct all of our operations through our subsidiary, Xenonics, Inc. On July 23, 2003,
Digital Home Theater Systems, Inc. acquired in a reorganization all of the issued and outstanding shares
of Xenonics, Inc.’s common stock in exchange for 8,750,000 shares of our common stock, and we
changed our name from Digital Home Theater Systems, Inc. to Xenonics Holdings, Inc. The transaction
was accounted for as a reorganization of Xenonics, Inc. with the issuance of stock for cash. For
accounting purposes, Xenonics, Inc. was treated as the acquirer and, as such, its historical financial
statements will continue and are incorporated by reference into this prospectus.

In addition, we exchanged all of the then-outstanding options to purchase stock in Xenonics, Inc.
for options to purchase our stock (at the same price then in effect, but with different terms), and
exchanged 94% of the warrants to purchase stock in Xenonics, Inc. (one warrant to purchase 135,000
shares of Xenonics, Inc. common stock remained outstanding), for warrants to purchase our stock (with
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modified terms and a higher exercise price). On December 14, 2004, the holder of the remaining warrant
to purchase shares of Xenonics, Inc. partially exercised his warrant and purchased 125,000 shares of
Xenonics, Inc. As a result, we currently own approximately 98.6% of the issued and outstanding capital
stock of Xenonics, Inc.

How We Generate Revenue

We generate our revenue from the sale of our products to customers. To date, most of our sales
have been to the United States military. The strategy for generating revenue in this market segment is
two-fold. We communicate to those in the field the existence and application of our products. Once the
application and need are substantiated, we help determine how the specific military unit might find
funding for the purchase of the products. As this marketing process is unfolding at one level, we also
communicate the existence and application of the products to the appropriate offices of the various
military branches located in Washington, DC and to the offices of those members of Congress involved in
appropriating funds for specific needs in the defense budget. Our contacts with the foregoing offices in
Washington DC are initiated either by our officers and directors or on our behalf by lobbyists. It is also
possible for a military unit to spend discretionary funds to purchase our products. We have generated
military sales from both line item budgets and discretionary spending from specific units.

We also generate sales from the United States Border Patrol, which became realigned under the
Department of Homeland Security. In the past, our products were sold directly to specific border patrol
locations. We expect that with the new organizational structure, the marketing effort will be similar to
that used with the military.

Small orders are also sold to numerous other customers including international customers, law
enforcement and resellers.

Trends in Our Business

The prior fiscal year marked the first year in which revenue levels were sufficient to generate net
income and the current year revenue levels did not maintain the traction. In order to improve our revenue
levels, we are focusing on improving our current products, introducing new products, expanding our
customer base and from a marketing perspective becoming a part of long range requirement programs.
We are in the process of determining new products, opportunities and distribution channels that will best
help us to reach a goal of an expanded customer base. In addition to an ongoing effort to improve
revenue levels, we continually look to lower costs wherever possible to improve our operating margin.

We believe that there is an opportunity to further increase our sales to the military by
demonstrating the various benefits and uses of our products. Our current challenge is to supplement
government sales with commercial sales of both our current products and new products. Risks include
new competitors entering the market, decreases in government budgets (particularly the defense budget)
and our inability to penetrate other markets.

Critical Accounting Policies and Estimates

The preparation of financial statements and related disclosures in conformity with accounting
principles generally accepted in the United States requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities, the disclosure of contingent assets
and liabilities at the date of the financial statements and revenues and expenses during the period
reported. The following accounting policies involve a “critical accounting estimate” because they are
particularly dependent on estimates and assumptions made by management about matters that are highly
uncertain at the time the accounting estimates are made. In addition, while we have used our best
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estimates based on facts and circumstances available to us at the time, different estimates reasonably
could have been used in the current period, and changes in the accounting estimates we used are
reasonably likely to occur from period to period which may have a material impact on the presentation of
our financial condition and results of operations. We review these estimates and assumptions periodically
and reflect the effects of revisions in the period that they are determined to be necessary and reviewed by
the audit committee.

Accounts Receivable - We recognize revenue upon shipment in accordance with Staff Accounting
Bulletin (SAB) No. 101. Our history indicates that we will collect all of our accounts receivabie, 100% of
which on September 30, 2005 were due from the U.S. government. Accordingly, we have not established
any reserve for doubtful accounts.

Tax Valuation Allowance - A tax valuation allowance is established, as needed, to reduce net
deferred tax assets to the amount for which recovery is probable. We have established a full valuation
allowance against our U.S. net deferred tax assets because our history of losses. In the event it becomes
more likely than not that some or all of the deferred tax assets will be realized, we will adjust our
valuation allowance. Depending on the amount and timing of taxable income we ultimately generate in
the future, as well as other factors, we could recognize no benefit from our deferred tax assets, in
accordance with our current estimate, or we could recognize a portion of or their full value.

Inventory Valuation —-Inventories are stated at the lower of cost or market. Cost is computed using
standard cost, which approximates actual cost, on a first-in, first-out basis. The Company may also
provide inventory allowances based on excess and obsolete inventories determined primarily by future
demand forecasts. Certain orders from the United States Government that were anticipated in the fourth
quarter of fiscal 2005 were not realized, and the quantities of inventory at September 30, 2005 which
were estimated to be excessive have been fully reserved, based on existing orders and assumptions of
future demand. The allowance is measured as the cost of the excess inventory and the estimated amount
realized based upon assumptions about future demand. The allowance was charged to the provision for
inventory, which is a component of cost of sales. A new basis for the inventory is established, and
subsequent changes in facts and circumstances will not result in the restoration or increase in that newly
established cost basis.

A physical inventory is completed on a monthly basis, and adjustments are made quarterly based
on such inspections. If it is determined that our estimates of the valuation of inventories is incorrect, we
may need to establish additional reserves, which would negatively affect any future earnings.

SFAS No. 151 amends Accounting Research Bulletin (“ARB”) No. 43, Chapter 4, “Inventory
Pricing,” to clarify the accounting for idle facility expense, freight, handling costs and waste (spoilage).
Previously, these costs were recognized as current period expenses when they were considered “so
abnormal.” SFAS No. 151 requires those items be recognized as current period charges regardless of
whether they meet the “so abnormal” criteria. In addition, this Statement clarifies that fixed overhead
allocations to inventory costs be based on normal capacity of production facilities. This Statement is
effective for inventory costs incurred during fiscal year 2006 and earlier application is permitted. We
believe our current accounting policies closely align to the new rules. Accordingly, we do not believe this
new standard will have a material impact on our financial statements.

Results of Operations

Twelve-months ended September 30, 2005 compared to September 30, 2004

Revenues: We operate in one industry segment, the security lighting systems industry, and all of
our revenues are derived from sales of our illumination products to various customers in that segment.
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Revenues for the fiscal year ended September 30, 2005 were $4,434,000 compared to revenues of
$11,927,000 for the fiscal year ended September 30, 2004.

In the fiscal year ended September 30, 2005, the Company sold $4,026,000 or 91% of revenue to
the military market which includes both direct sales (U.S. Army, U.S. Navy and U.S. Marines) as well as
sales to military resellers. This compares to $11,226,000 or 94% of revenue to the military market (U.S.
Army, U.S. Navy, U.S. Marines and military resellers) in the prior year. The decrease in revenue is due
to fewer orders received in the current fiscal year. The Company has increased its marketing activity in
this segment to increase awareness of the product and build future orders. The feedback regarding the
product from current customers and those who are introduced to the product is positive and substantiates
an increased demand, although there is no assurance that our increased marketing efforts will result in
increased revenues. The Company continues to work with current and prospective customers to improve
our position in the procurement process for all of the armed services. In the current fiscal year, we
focused on becoming part of long range programs. We expect this effort to start impacting revenue in the
next year. The Company is also developing and engaging in partnerships with first tier defense
contractors to use Company technology in a variety of defense and security applications. The Company
believes that it has made substantial efforts in this regard.

There was $151,000 or 3% of revenue to U.S. government agencies in the fiscal year ended
September 30, 2005. This compares to $534,000 or 4% of revenue for the prior fiscal year. The Company
- did not receive any significant orders this period compared to filling one order in the prior period. The
Company is expanding its number of distributors and distribution channels and hopes to see more activity
in this segment in the future.

The Company sold $50,000 or 1% of revenue to various international customers in fiscal year
2005 and $78,000 or 1% of revenue in 2004. This is another segment where expanding the number of
distributors and distribution channels may result in increased revenue.

The balance of this fiscal year’s sales of approximately $207,000 or 5% of revenue was generated
with orders from other customers compared to $89,000 or 1% of revenue for fiscal year 2004.

Although our plan is to expand our customer base to more commercial and international clients,
we anticipate that the U.S. military will continue to be our largest customer in the fiscal year ending
September 30, 2006.

Cost of Goods and Gross Profit: Cost of goods consist of our cost of manufacturing our
NightHunter products and the price that we pay to PerkinElmer for NightHunterll products that
PerkinElmer manufactures for us under our manufacturing agreement. The gross profit percentage on
revenue was 0% for the year ended September 30, 2005 compared to 42% for the prior year. The
company determined that based on the decrease in revenues of a specific product in fiscal year 2003,
$1,953,000 of finished goods inventory should be identified as excess inventory. Management believes
this inventory will be sold but currently does not possess significant sales history or future backlog. This
adjustment reduced the gross profit percentage from 44% to 0%. The 44% was an improvement over
prior year due to a sales mix of higher margin accessories in fiscal year 2005 and a decrease in the cost of
manufacturing from Perkin Elmer experienced in the middle of fiscal year 2004. Future sales of excess
inventory will have a positive effect on the company’s gross profit percentage.

We review costs and processes on an ongoing basis in an effort both to maintain quality and to

reduce costs when possible. With an emphasis on both increased volume requirements and quality issues,
the addition or replacement of vendors may be required.
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Selling, General and Administrative: Selling, general and administrative expenses increased by
$1,771,000 to $4,884,000, in the year ended September 30, 2005 compared to $3,113,000, for the year
ended September 30, 2004. The increase in expenses reflected additional expenses related to employee
option compensation expense, litigation, and corporate governance matters. These incremental expenses
consisted primarily of increases in employee option compensation expense of $429,000, consuiting
expense (including compensation expense for warrants) of $340,000, litigation expenses of $383,000,
corporate governance expenses of $182,000, accounting expenses of $137,000 and other legal expenses of
$159,000.

The company expects to be able to reduce legal costs significantly. As a small company, we
employ outside services in such areas as legal, engineering, accounting and sales & marketing consulting.
We are continuously evaluating the most efficient use of the company’s funds for such services.

Engineering, Research & Development: Engineering, research and development expenses
increased by $256,000 during the year ended September 30, 2005 compared to the prior year ended
September 30, 2004. Engineering, research and development spending levels are expected to increase in
the future as we increase our efforts to develop new products and make improvements to our existing
products.

We will continue to improve our current product line and are creating a second generation of
products. The improvements to our products are based on customer feedback. In addition, we recognize
the need to develop additional products in an effort to expand our customer base and product selection to
our current customers.

Other Income / Expense: Common stock was returned to the company as part of a settlement of
a lawsuit which created a gain of $306,000 for the year ended September 30, 2005. The balance of other
expense in both the September 30, 2005 and 2004 twelve-month periods consisted primarily of interest
expense. Interest expense, net of interest received; decreased to $14,000 for the year ended September
30, 2005 compared to net interest expense of §$16,000 for the prior year ended September 30, 2004.
Interest expense related to notes payable and short-term borrowings.

Provision for Income Taxes: For the year ended September 30, 2005, the 349,000 credit
provision for income taxes was created due to the receipt of a state refund relating primarily to an
adjustment based on California state franchise tax overpayment for the 2004 tax year. The $158,000
provision for income taxes consisted primarily of California state franchise tax payable as the result of
our taxable income of $1,634,000 for the year ended September 30, 2004,

Liquidity amd Capital Resources

The accompanying financial statements have been prepared assuming that the Company will
continue as a going concern. As reflected in the accompanying financial statements, the Company
experienced a net loss for the year ended September 30, 2005 and has a capital deficit. These factors raise
substantial doubt about the Company's ability to continue as a going concern. The Company's continued
existence is dependent on its ability to obtain orders from the Department of Defense and/or additional
equity and/or debt financing to support planned operations and satisfy obligations. There is no assurance
that the Company will be able to obtain enough orders of its products or additional financing or support
the Company's current operations. The financial statements do not include any adjustments relating to the
recoverability or classification of recorded asset amounts or the amount and classification of liabilities
that might be necessary as a result of this going-concern uncertainty.

As of September 30, 2005, we had working capital of $1,691,000 and a current ratio of 3.4-to-1.
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Historically, we invested substantial resources in the development of our products and in the
establishment of our business, which negatively impacted our cost structure and created a significant
accumulated deficit ($12,485,000 as of September 30, 2005 and $7,481,000 as of September 30, 2004).
Prior to the year ended September 30, 2004, we relied on the sale of equity and the issuance of short-term
promissory notes to fund our working capital needs.

During the year ended September 30, 2004, our operations significantly improved, as did our
liquidity and our capital structure. However, during the year ended September 30, 2005, cash at the end
of the year decreased by $2,379,000 from the amount of cash on hand at September 30, 2004, and our
total current assets decreased by $2,242,000. The decrease in liquidity is the result of lower than
expected revenues and increased inventory levels offset by our financing activities.

We did not have any material commitments for capital expenditures as of September 30, 2005
and currently do not anticipate any such material expenditures during the current fiscal year ending
September 30, 2006.

Our net loss of $5,004,000 for the year ended September 30, 2005 negatively impacted use of
cash. During the year ended September 30, 2005, we used $4,937,000 of cash from operations, which
differs from our net income primarily as a result of changes in liabilities offset by stock option
compensation and the issuance of warrants and compensation for services. In the year ended September
30, 2005, the company increased finished goods inventory by$2,049,000. The inventory build was in
contemplation of increased revenue levels and to provide enhanced delivery times to our customers.
However, the company determined that based on the decrease in demand of a specific product in fiscal
year 2005, $1,953,000 of finished goods inventory was identified as excess inventory. Management
believes this inventory will be sold but currently does not possess significant sales history or future
backlog. Future sales of excess inventory will have a positive effect on the company’s gross profit
percentage.

Financing activities for the year ended September 30, 2005 included a private placement of
500,000 shares of common stock at $5.00 per share (from which we received $2,179,000) and the
proceeds of $372,000 from the exercise of options and warrants to purchase 859,000 shares of common
stock. The Company aiso received $34,000 for the exercise of warrants in the subsidiary. Additionally,
the Company factored receivables and received short-term borrowings of $1,305,000 which was repaid
prior to the end of the fiscal year.

During the year ended September 30, 2004, we generated $1,670,000 of cash from operations,
which differs from our net income primarily as a result of the timing of the recognition of sales and the
collection of accounts receivables, as well as changes in other significant assets, such as inventory and
liabilities.

Financing activities for the year ended September 30, 2004 included a private placement of
600,000 shares of common stock at $2.50 per share (from which we received $1,500,000), the private sale
of 200,000 shares of common stock and warrants to purchase an additional 50,000 shares (from which
sale we received $850,000), and the repayment in cash of $716,000 of short-term borrowings and notes
payable. Additionally, another note payable for $250,000, plus accrued interest of $17,000, was
converted into 533,726 shares of common stock in accordance with the terms of that note at $0.50 per
share. Our noncash transactions included the issuance of 20,000 shares of our common stock, valued at
$2.50 per share, to Bryant Park Capital, Inc. as compensation for services.

The following is a summary of our contractual cash obligations at September 30, 2005 for the
following fiscal years:
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2010

Contractual Obligations Total 2006 2007 2008 2009 and thereafter
Long-Term Office Lease  $331,000  $104,000  $108,000  $110,000 $9,000 -
Other § 3,000 § 3,000 - - - -
Total $334,000 $107,000  $108,000  $110,000 $9,000 -

We do not believe that inflation has had a material impact on our business or operations.

We are not a party to any off-balance sheet arrangements and do not engage in trading activities
involving non-exchange traded contracts. In addition, we have no financial guarantees, debt or lease
agreements or other arrangements that could trigger a requirement for an early payment or that could
change the value of our assets.

Based on the amount of working capital that we had on hand on September 30, 2005 and the
amount of unfilled orders we have pending, the Company is dependent on its ability to obtain sales orders
and/or additional equity or debt financing to continue to support planned operations and satisfy
obligations. The Company’s marketing activity has been intensified and management remains optimistic
about our growth opportunity. However, due to the nature of our business, there is no assurance that we
will receive new orders during the quarters that we expect them. Although management believes it can
obtain additional financing, there is no certainty that it can.

RISK FACTORS

An investment in our common stock is subject to a high degree of risk. The risks described
below should be carefully considered, as well as the other information contained in this annual
report and in the documents incorporated herein by reference. If any of the following risks actually
occurs, our business, financial condition, results of operations and business prospects could be
materially and adversely affected. In such event, the trading price of cur common stock would
likely decline.

Risks Related to Our Business

We have a limited operating history, which makes it difficult for investors to evaluate our business
prospects.

While we have been developing high illumination products since 1997, we have been engaged in
selling our products for only the past four years and have generated material sales only since March 2003.
As a result, we have a very limited operating history for investors to consider in evaluating an investment
in our common stock.

Fluctuations in our quarterly and annual operating results make it difficult to assure future positive
cash flows from operations.

For the most recent fiscal year ended September 30, 2005, we posted a net loss of $5,004,000 on
sales of $4,434,000, compared to net income of $1,476,000 on revenues of $11,927,000 for the year
ended September 30, 2004. Prior to the fiscal year ended September 30, 2004, we experienced losses in
each year since our formation. Our net losses totaled $832,000 in 1999, $1,043,000 in 2000, $1,593,000
in 2001, $1,196,000 in 2002 and $1,963,000 for the period ended September 30, 2003, a nine-month
transition period due to a change in fiscal year end from December 31 to September 30. Since our
revenues are primarily dependent upon the receipt of large orders from the military and other
governmental organizations, which orders are sporadic and unpredictable, our revenues fluctuate
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significantly from quarter to quarter and from year to year. No assurance can be given that we will
generate sales at any specific levels or that any additional sales that may be generated will result in the
profitability or viability of this company.

The loss of any one of our major customers would have an adverse effect on our revenue.

We are dependent on a few large customers. For the fiscal year ended September 30, 2005, sales
to the U.S. Marine Corps represented 69% of our total sales. For the fiscal year ended September 30,
2004, sales to the U.S. Army represented 76% of our total sales. Accordingly, the loss of either the U.S.
Army or U.S. Marine Corps as a customer could have a material adverse impact on the results of our
operations and on our financial condition. Currently, we do not have any long-term purchase
commitments from the U.S. military or any other customer. No assurance can be given that our existing
customers will continue to purchase our products or that we will receive similar orders from other
customers.

Most of our NightHunter illumination products that we have recently sold and shipped have been
shipped to U.S. military forces operating in, or related to, the currently on-going military operations in
Afghanistan and Iraq. These shipments have contributed to the recent significant increase in our sales.
While we believe that we would have received orders from the U.S. military even without the recent
military activity in Afghanistan and Iraq, the events in Afghanistan and Iraq have affected the amount of
our recent sales and the timing of the delivery of the products ordered by the military. The withdrawal of
U.S. forces from these regions, or any other reduction in the military’s need for our illumination products,
may in the future reduce the demand for our products by such military forces.

The loss of contracts with U.S. government agencies would adversely affect our revenue.

To date, substantially all of our sales have been derived from sales to military and security
organizations, such as the U.S. military, the U.S. Border Patrol, and various other governmental law
enforcement agencies. While we believe that we will continue to be successful in marketing our products
to these entities, there are certain considerations and limitations inherent in sales to governmental or
municipal entities such as budgetary constraints, timing of procurement, political considerations, and
listing requirements that are beyond our control and could affect our future sales. There is no assurance
that we will be able to achieve our targeted sales objectives to these governmental and municipal entities
or that we will continue to generate any material sales to these entities in the future.

Potential customers may prefer our competitors’ technology and products.

The ultra-high intensity lighting industry, in which we operate, is characterized by mature
products and established industry participants. We compete with other providers of specialized lights in
the United States and abroad who have created or are developing technologies and products that are
similar to the products we are selling to many of the same purchasers in our targeted markets. Although
we believe that our competitors do not offer products as advanced as ours, competition from these
companies is intense. Because we are currently a small company with a limited marketing budget, our
ability to compete effectively will depend on the benefits of our technology and on our patents. There is
no assurance that potential customers will select our technology over that of a competitor, or that a
competitor will not market a competing technology with operating characteristics similar to those owned
by us.

Our products could be rendered obsolete or uneconomical by the introduction and market
acceptance of competing products, technological advances by current or potential competitors, or other
approaches. If such a development were to occur, we might be required to reduce our prices in order to
remain competitive and these lower prices could affect our profitability. We compete on the basis of a
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number of factors in areas in which we have limited experience, including marketing to the military and
governmental agencies, and customer service and support. There is no assurance that we will be able to
compete successfully against current or future competitors.

Because we have limited marketing and sales experience in the illumination products marketplace, we
may be unable to compete successfully against other companies that have a history and track record in
the high-intensity lighting marketplace.

We have a small marketing and sales division and relatively limited experience in marketing,
sales and distribution of illumination products. We currently only have three persons engaged on a full-
time basis in marketing and sales. Although our other officers have experience in the operations and
management of various businesses and have experience in the high intensity lighting field, they have
limited experience in the management of a company engaged in the high volume sale of high-intensity
lighting. In addition, while we have had success in marketing to certain branches of the U.S. military and
to certain other U.S. governmental agencies; we have not been successful in generally marketing our
products to a wider market. There can be no assurance that our limited marketing and sales capabilities
will enable us to compete successfully against competitors that have a history and track record in the
high-intensity lighting marketplace. If we do not establish or maintain an effective marketing and sales
organization, our business will be adversely affected.

The loss of any of our key personnel could adversely affect our business.

We depend on the efforts of our senior management, particularly Alan P. Magerman, our
Chairman of the Board, Richard J. Naughton, our Chief Executive Officer, and Jeffery P. Kennedy, our
Chief Operating Officer and President. The loss of the services of one or more of these individuals could
delay or prevent us from achieving our objectives.

The interests of our current stockholders will be diluted if we seek additional equity financing in the
future, and any debt financing that we seek in the future will expose us to the risk of default and
insolvency.

We are dependent on our ability to obtain sales orders and/or additional equity or debt financing
to continue to support planned operations and satisfy obligations. The Company’s marketing activity has
been intensified and management remains optimistic about our growth opportunity. However, due to the
nature of our business, there is no assurance that we will receive new orders during the quarters that we
expect them. Although management believes it can obtain additional financing, there is no certainty that
it can. Any equity financing may involve dilution of the interests of our current stockholders, and any
debt financing would subject us to the risks associated with leverage, including the possible risk of default
and insolvency.

We are subject to government regulation which may require us to obtain additional licenses and could
limit our ability to sell our products outside the United States.

The sale of certain of our products outside the United States is subject to compliance with the
United States Export Administration Regulations. Compliance with government regulations may also
subject us to additional fees and costs. The absence of comparable restrictions on competitors in other
countries may adversely affect our competitive position.  The need to obtain licenses could limit or
impede our ability to ship to certain foreign markets. Although we currently hold the requisite export
licenses required under current requirements, future laws and regulations cannot be anticipated that could
impact our ability to generate revenues from the sale of our products outside the United States, which
could have a material adverse effect on our business, financial condition and results of operations.
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We may experience production delays if suppliers fail to deliver materials to us, which could reduce
our revenue.

The manufacturing process for our products consists primarily of the assembly of purchased
components. Although we can obtain materials and purchase components from different suppliers, we
rely on certain suppliers for our components. If a supplier should cease to deliver such components, this
could result in added cost and manufacturing delays and have an adverse effect on our business.

Our operations involve evolving products and technological change, which could make our
products obsolete.

Ultra-high intensity portable illumination products are continuously evolving and subject to
technological change. Our ability to maintain a competitive advantage and build our business requires us
to consistently invest in research and development. Many of the companies that currently compete in the
portable illumination market, or that may in the future compete with us in our market, may have greater
capital resources, research and development staffs, facilities and field trial experience than we do. Our
products could be rendered obsolete by the introduction and market acceptance of competing products,
technological advances by current or potential competitors, or other approaches.

We may not have adequate protection of our intellectual property, which could result in a reduction in
our revenue if our competitors are able to use our intellectual property or if we lose our rights to the
NighthunterIl patent application.

We own the rights to seven patents (or allowed patent applications) and three patent pending
applications relating to the design and configuration of our xenon illumination technology. There is no
assurance, however, that our patents will provide competitive advantages for our products or that our
patents will not be successfully challenged or circumvented by our competitors. No assurance can be
given that our pending patent applications will ultimately be issued or provide patent protection for
improvements to our base technology. While we believe that our patent rights are valid, we cannot be
sure that our products or technologies do not infringe on other patents or intellectual property or
proprietary rights of third parties. In the event that any relevant claims of third-party patents are upheld
as valid and enforceable, we could be prevented from selling our products or could be required to obtain
licenses from the owners of such patents or to redesign our products to avoid infringement. In addition,
many of the processes of our products that we deem significant are not protected by patents or pending
patent applications.

We regard portions of the designs and technologies incorporated into our products as proprietary,
and we attempt to protect them with a combination of patent, trademark and trade secret laws, employee
and third-party nondisclosure agreements and similar means. Despite these precautions, it may be
possible for unauthorized third parties to copy certain portions of our products or to otherwise obtain and
use to our detriment information that we regard as proprietary. There is no assurance that the agreements
we have entered into with employees or third parties to maintain the confidentiality of our confidential or
proprietary information will effectively prevent disclosure of our confidential information or provide
meaningful protection for our proprietary information or that our confidential or proprietary information
will not be independently used by our competitors.

Because we currently only have a single line of products, any delay in our ability to market, sell or
ship these existing proeducts would adversely affect our revenue.

To date, all of our revenues have been geherated from the sales of our three NightHunter
illumination system products (the NightHunter, NightHunterll and NightHunter™") and related
accessories. Other than the three NightHunter models, we currently do not have any other products that
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we market. While we are currently developing other illumination products, we will be dependent upon
our NightHunter line of products until such time, if ever, that we develop or acquire other products. The
profitability and viability of our company is dependent upon our continued ability to sell, manufacture
and ship our three illumination models, particularly the NightHunterlI illumination system, and any delay
or interruption in our ability to market, sell, or ship our NightHunter illumination systems and related
accessories will have a material adverse affect on our business and financial condition.

Further, our future growth and profitability will depend on our ability to both successfully
commercialize NightHunter and to develop and commercially release other products. While our goal is to
develop and commercialize a line of ultra-high intensity illumination systems, our research and
development programs with respect to other potential products are at an early stage, and it is uncertain
whether we will be able to develop any other commercially viable products. If we are unable to develop
and release other products, the future of this company will depend on the commercial success of our
existing three NightHunter products.

Because we depend on a single manufacturer to make our NightHunterIl products, any failure by
the manufacturer to honor its obligations to us will impair our ability to deliver our products to
customers.

In January 2003, we entered into a three-year manufacturing agreement with PerkinElmer, a
global provider of products and services to, among others, the optoelectronics industries, for the
manufacture of NightHunterll products. In the absence of termination notification by either party, the
agreement will automatically renew for a twelve-month term.

Under this agreement, PerkinElmer is the sole and exclusive manufacturer of the NightHunterlI
products, and we are not permitted to engage any other manufacturer. In addition PerkinElmer is
responsible for testing, packaging, maintaining product inventories, and shipping the NightHunterll
products directly to our customers. Accordingly, we are dependent upon PerkinElmer for the
manufacture and delivery of our principal product, the NightHunterIl. To date, as a small company with
limited resources, our arrangement with PerkinElmer has provided us with the manufacturing, packaging
and shipping expertise normally only available to larger firms. However, should PerkinElmer for any
reason in the future be unable or unwilling to fully live up to its obligations under our manufacturing
agreement, we would lose the ability to manufacture and deliver our principal product until PerkinElmer
recommences manufacturing, or until we obtain an alternate manufacturer. While we believe that we
could replace PerkinElmer in such an event, any such event would adversely affect our operations and
financial results during the period in which we transitioned to another manufacturer.

Risks Related to Our Common Stock

Because our stock is thinly traded, you may be unable to sell your shares at an adequate price or at
all.

There has been no long-term established public trading market for our common stock, and there is
no assurance that a regular and established market will be developed and maintained for our common
stock. There is also no assurance as to the depth or liquidity of any market for the common stock or the
prices at which holders may be able to sell the shares. Our common shares are thinly traded on the
American Stock Exchange, meaning that the number of persons interested in purchasing our common
shares at or near ask prices at any given time may be relatively small or non-existent. This situation is
attributable to a number of factors, including the fact that we are a small company that is relatively
unknown to stock analysts, stock brokers, institutional investors and others in the investment community
that generate or influence sales volume, and that even if we came to the attention of such persons, they
tend to be risk-averse and would be reluctant to follow an unproven, early stage company such as ours or
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purchase or recommend the purchase of our shares until such time as we became more seasoned and
viable. As a consequence, there may be periods of several days or more when trading activity in our
shares is minimal or non-existent, as compared to a seasoned issuer which has a large and steady volume
of trading activity that will generally support continuous sales without an adverse effect on share price.
Due to these conditions, there is no assurance that you will be able.to sell your shares at or near ask prices
or at all.

If securities or industry analysts do not publish research reports about our business or if they
downgrade our stock, the price of our common stock could decline.

Small, relatively unknown companies can achieve visibility in the trading market through
research and reports that industry or securities analysts publish. However, to our knowledge, no analysts
either cover our company or the segment of the industry in which we operate. The lack of published
reports by independent securities analysts could limit the interest in our common stock and negatively
affect our stock price. We do not have any control over the research and reports these analysts publish or
whether they will be published at all. If any analyst who does cover us downgrades our stock, our stock
price would likely decline. If any analyst ceases coverage of our company or fails to regularly publish
reports on us, we could lose visibility in the financial markets, which in turn could cause our stock price
to decline.

Anti-takeover provisions in our articles of incorporation could adversely affect the value of our common
stock.

Our articles of incorporation contain certain provisions that could impede a non-negotiated
change in control. In particular, without stockholder approval we can issue up to 3,000,000 shares of
preferred stock with rights and preferences determined by the board of directors. These provisions could
make a hostile takeover or other non-negotiated change in control difficult, which takeover or change of
control could be at a premium to the then-current stock price.

The future issuance of additional common and preferred stock could dilute existing stockholders.

We are currently authorized to issue up to 50,000,000 shares of common stock. To the extent that
common shares are available for issuance, our board of directors has the ability, without seeking
stockholder approval, to issue additional shares of common stock in the future for such consideration as
the board of directors may consider sufficient. The issuance of additional common stock in the future
will reduce the proportionate ownership and voting power of the common stock held by our existing
stockholders.

We are also authorized to issue up to 5,000,000 shares of preferred stock, the rights and
preferences of which may be designated in series by the board of directors. Such designation of new
series of preferred stock may be made without stockholder approval and could create additional securities
which would have dividend and liquidation preferences over our common stock. Preferred stockholders
could adversely affect the rights of holders of common stock by:

- exercising voting, redemption and conversion rights to the detriment of the holders of common
stock;

- receiving preferences over the holders of common stock or surplus funds in the event of our
dissolution or liquidation;

- delaying, deferring or preventing a change in control of our company; and

- discouraging bids for our common stock.
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There has been, and may continue to be, significant volatility in our stock price and, as a result, you may
be unable to sell your shares for more than your purchase price.

Since we acquired Xenonics, Inc., the closing price of our shares of common stock on the Pink
Sheets electronic trading system and subsequently on the OTC Bulletin Board and then on the American
Stock Exchange has fluctuated from $1.63 per share to $11.25 per share. The future market price of our
common stock may be affected by many factors and may continue to be subject to significant fluctuations
in response to variations in our operating results and other factors such as investor perceptions, supply
and demand, interest rates, general economic conditions and those specific to the industry, developments
with regard to our activities, future financial condition and management.

We do not plan to pay any cash dividends on our common stock.

We do not plan to pay any cash dividends on our common stock in the foreseeable future. Any
decision to pay dividends is within the discretion of the board of directors and will depend upon our
profitability at the time, cash available and other factors. As a result, there is no assurance that there will
ever be any cash dividends or other distributions on our common stock.

The exercise of outstanding stock options and warrants would dilute the ownership interests of our
existing stockholders and could cause our stock price to decline.

There are currently outstanding stock options and warrants entitling the holders to purchase
4,281,000 shares of our common stock, including a number of options granted to directors, officers,
employees and consultants that are subject to vesting conditions. These options and warrants have
exercise prices ranging from $0.25 per share to $8.00 per share. It is likely that many of the holders of
these options and warrants will exercise and sell shares of our common stock when the stock price
exceeds their exercise price. Substantial option and warrant exercises and subsequent stock sales by our
option and warrant holders would significantly dilute the ownership interests of our existing stockholders
and could cause our stock price to decline.

Future sales of common stock by our existing stockholders and option and warrant holders could
cause our stock price to decline.

As of September 30, 2005, we had 15,572,675 outstanding shares of common stock.
Approximately 9,287,936 of those shares are freely tradable without further registration under the
Securities Act of 1933. Furthermore, an additional 4,281,168 shares of our common stock that are
issuable upon the exercise of outstanding options and warrants will be freely tradable if they are acquired
upon the exercise of the underlying options or warrants.

Approximately 6,284,739 of our outstanding shares are “restricted securities,” as that term is
defined by Rule 144 under the Securities Act, and may be sold in the public market only if their resale is
registered or if they qualify for an exemption from registration under the Securities Act. Approximately
5,940,179 of those outstanding restricted shares of our common stock are currently eligible for resale in
the public market in accordance with the volume limitations and other restrictions of Rule 144.
Furthermore, any shares of common stock that are held by our “affiliates,” as that term is defined in Rule
144, may be publicly sold only if the sale is registered under the Securities Act or if the sale is made in
compliance with certain volume limitations and other restrictions imposed by Rule 144, regardless as to
whether the issuance of such shares to our affiliates was registered under the Securities Act.

The release into the public market of a large number of freely tradable shares and restricted
securities that are now eligible or subsequently become eligible for public resale under Rule 144 could
cause the market price of our common stock to decline. The perception among investors that these sales
may occur could produce the same adverse effect on our market price.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders
Xenonics Holdings, Inc.

We have audited the accompanying consolidated balance sheet of Xenonics Holdings, Inc. and subsidiaries (the
"Company") as of September 30, 2005, and the related consolidated statements of operations, shareholders' equity
(deficit) and cash flows for the years ended September 30, 2005 and 2004. These consolidated financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these financial
statements based on our audits.

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

In our opinion, the financial statements enumerated above present fairly, in all material respects, the consolidated
financial position of Xenonics Holdings, Inc. and subsidiaries as of September 30, 2005, and the consolidated results
of their operations and their consolidated cash flows for the years ended September 30, 2005 and 2004, in
conformity with accounting principles generally accepted in the United States of America.

The accompanying financial statements have been prepared assuming that the Company will continue as a going
concermn. As discussed in Note 1 to the financial statements, the Company experienced a net loss and had cash
outflows from operating activities for the year ended September 30, 2005 and has an accumulated deficit. The
Company's continued existence is dependent on its ability to obtain orders from the Department of Defense or
additional equity and/or debt financing to support planned operations and satisfy obligations. These conditions raise
substantial doubt about the Company's ability to continue as a going concern. The financial statements do not
include any adjustments that might result from the outcome of this uncertainty.

Eisner LLP

New York, New York
November 10, 2005

F-2



CONSOLIDATED BALANCE SHEET

September 30,
2005
in thousands, except per share amounts
Assets
Current assets:
Cash . $ 8%
Accounts receivable, net of allowance for doubtful accounts of $0 213
Inventories, net 1,206
Other current assets 82
Total Current Assets 2,391
Equipment, furniture and fixtures at cost, less accumulated
depreciation of $70 50
Other non-current assets 25
Total Assets $2,466
Liabilities and Shareholders’ Equity
Current liabilities:
Accounts payable $ 608
Accrued royalty -
Accrued payroll and related taxes 86
Other current liabilities 6
Total Current Liabilities 700
Commitments and contingencies (Note 14)
Shareholders' equity:
Preferred shares, $0.001 par value, 5,000 shares authorized,
0 shares issued and outstanding -
Common shares, $0.001 par value, 50,000 shares authorized,
15,686 shares issued and outstanding 16
Less treasury stock, at cost, 113 shares (306)
Additional paid-in capital 14,541
Accumulated deficit (12,485)
Total Shareholders' Equity 1,766
Total Liabilities and Shareholders' Equity 32,466

The accompanying notes are an integral part of these consolidated financial statements.




CONSOLIDATED STATEMENTS OF OPERATIONS

Year ended
September 30,
2005 2004
in thousands, except per share amounts '
Revenue $ 4434 . $ 11,927
Cost of goods sold (including write down of excess
inventory of §$1,953 in 2005) 4431 6916

Gross profit 3 5,011
Selling, general and administrative 4,884 3,113
Engineering, research and development 504 248
(Loss) / income from operations (5,385) 1,650
Other income/(expense), net:

Interest income 22 15

Gain on settlement 306 -

Interest expense (36) 3hH

Other income 6 -
(Loss) / income before provision for income taxes (5,087) 1,634
Income tax (benefit) provision (49) 158
(Loss) / income before minority interest $ (5,038) $1,476

Minority interest 34 -
Net (loss) / income $ (5,004) $ 1,476
Net (loss) / income per share:

Basic (33) 11

Diluted (.33) .09
Weighted average shares outstanding

Basic 14,963 13,508

Diluted 14,963 16,932

The accompanying notes are an integral part of these consolidated financial statements.
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY (DEFICIT)

Additional
Common Stock Treasury Stock Paid-In Accumulated
Shares Amount Shares Amount Capital Deficit Total
in thousands
Balance at September 30, 2003 12,792 13 — — 7,757 (8,957) (1,187)
Options exercised 10 - - - 3 - 3
Issuance of common stock in private
placement 600 1 - - 1,499 -~ 1,500
Warrants exercised 12 - - - 8 - 8
Issuance of common stock in private
placement, net of offering costs of
$136 200 - - - 714 - 714
Conversion of debt of $250 and
related accrued interest of $17 to
common stock 533 - - - 267 - 267
Issuance of common stock for services 20 - - - 50 50
Compensation charge for stock
options issued to employees and
directors - - - - 185 - 185
Issuance of warrants for services - - - - 57 - 57
Net income — — — — — 1,476 1,476
Balance at September 30, 2004 14,167 S 14 - - $ 10,540 $(7.481) $ 3,073
Options exercised 495 1 - - 123 - 124
Warrants exercised 364 - - - 248 - 248
Issuance of common stock for services 63 - ~ - 110 - 110
Issuance of common stock in private
placement, net of offering costs of
$321 500 1 - - 2,178 - 2,179
Conversion of accrued royalties to
common stock 97 - - -~ 400 - 400
Gain on settlement - (113) (306) - (306)
Compensation charge for stock
options issued to employees and
directors - - - - 614 - 614
Issuance of warrants for services - - - - 328 - 328
Net loss — - — ~ - (5,004) (5,004)
Balance at September 30, 2005 15,686 $ 16 (113) $ (306) $ 14,541 $ (12,485) $1,766

The accompanying notes are an integral part of these consolidated financial statements.




CONSOLIDATED STATEMENTS OF CASHFLOWS

Year ended
September 30,
2005 2004
in thousands
Cash flows from operating activities:
Net (loss) / income $ (5,004) $ 1,476
Adjustments to reconcile net (loss) / income to net cash
(used in) provided by operating activities:
Depreciation and amortization 11 6
Compensation to employees and directors paid with
stock options 614 185
Issuance of warrants for services 328 57
Gain from settlement of common stock (306) -
Write down of excess inventory 1,953 -
Interest expense converted to common stock - 17
Issuance of common stock for services 110 50
Minority interest in net loss of subsidiary 34) -
Changes in operating assets and liabilities:
Accounts receivable 40 274
Inventories, net (2,237) (738)
Other current assets 106 (156)
Accounts payable (518) 548
Accrued payroll and related taxes @) 43
Accrued interest - (92)
Other current liabilities 6 -
Net cash (used in) provided by operating activities (4,938) 1,670
Cash flows from investing activities:
Purchases of equipment, furniture and fixtures (26) (36)
Net cash used for investing activities (26) (36)
Cash flows from financing activities:
Proceeds from short-term borrowings 1,305
Repayment of short-term borrowings (1,305) (400)
Repayments on notes payable - (316)
Net proceeds from issuance of common stock net of
expenses 2,179 2,214
Proceeds in connection with the exercise of options and
warrants 372 11
Proceeds in connection with the exercise of warrants in
subsidiary 34 -
Net cash provided by financing activities 2,585 1,509
(Decrease) Increase in cash (2,379) 3,143
Cash, beginning of period 3,269 126
Cash, end of period $ 890 $ 3,269
Supplemental cash flow information:
Cash paid during the year for income taxes - 237
Cash paid during the year for interest 36 69
Noncash transactions:
Conversion of long-term debt to common stock - $ 250
Conversion of accrued interest to common stock - § 17
Conversion of accrued royalties to common stock $ 400 -

The accompanying notes are an integral part of these consolidated financial statements
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (in thousands, except for per share amounts)
1. OPERATIONS AND OTHER ORGANIZATIONAL MATTERS

Xenonics, Inc. (Xenonics) was organized under the laws of the state of Delaware in November
1996. Xenonics was formed to develop and commercialize compact, ultra-high intensity illumination
products, based on patented technology. Xenonics markets its products directly to end users on a contract
and purchase order basis in a variety of markets for military, law enforcement, security, and search and
rescue applications.

In July 2003, Xenonics completed a reorganization with Digital Home Theater Systems, Inc.
(DHTS), a Nevada corporation that had previously operated as a multimedia service provider. DHTS had
discontinued operations in 1999. In connection with the transaction, DHTS acquired 100% of Xenonics
for 8,750 shares of common stock. Immediately preceding the transaction, DHTS issued 1,460 shares of
its stock at $0.875 per share for total gross proceeds of §1,277. Legal and commission costs incurred in
the private placement totaled $123. Upon the closing of the reorganization, DHTS changed its name to
Xenonics Holdings, Inc. (Holdings), together with Xenonics, collectively, the “Company”. The
transaction was accounted for as a recapitalization of Xenonics with an issuance of common stock for
cash. Although Holdings was the legal acquirer in the transaction, Xenonics was the accounting acquirer
and, as such, its historical financial statements will continue. No goodwill was recorded as a result of the
transaction.

On December 14, 2004, one warrant holder of Xenonics exercised his warrant to purchase 125
shares of Xenonics, Inc. As a result, the Company currently owns 98.6% of the issued and outstanding
capital stock of Xenonics. The minority interest in the consolidated financial statements represents the
minority stockholder’s proportionate share of equity in Xenonics. All significant inter-company items
have been eliminated upon consolidation.

The accompanying financial statements have been prepared assuming that the Company will
continue as a going concern. As reflected in the accompanying financial statements, the Company
experienced a net loss for the year ended September 30, 2005 and has an accumulated deficit. In addition,
net cash used in operating activities amounted to $4,938 during the year ended September 30, 2005.
These factors raise substantial doubt about the Company's ability to continue as a going concern. The
Company's continued existence is dependent on its ability to obtain orders from the Department of
Defense or additional equity and/or debt financing to support planned operations and satisfy obligations.
There is no assurance that the Company will be able to obtain enough orders of its products or additional
financing to support the Company's current operations. The financial statements do not include any
adjustments relating to the recoverability or classification of recorded asset amounts or the amount and
classification of liabilities that might be necessary as a result of this going-concern uncertainty.

2 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Principles of Consolidation - The consolidated financial statements include the accounts of
Holdings and its 98.6% owned subsidiary Xenonics. All significant inter-company items have been
eliminated upon consolidation.

Use of Estimates - The preparation of financial statements, in conformity with accounting
principles generally accepted in the United States of America, requires management to make estimates
and assumptions that affect the reported amounts of assets and liabilities, and disclosure of contingent
assets and liabilities, at the date of the financial statements, and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ from those estimates.

Cash and Cash Equivalents - The Company considers all highly liquid debt instruments
purchased with a maturity of three months or less to be cash equivalents.
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Equipment and Leasehold Improvements - Equipment and leasehold improvements are stated at
cost less accumulated depreciation which is computed using the straight-line method over the estimated
useful lives of the assets, generally ranging from five to seven years. Leasehold improvements are
amortized using the straight-line method over the shorter of the estimated useful life of the asset or the
lease term. Expenditures for repairs and maintenance are charged to operations as incurred.

Long-Lived Assets - The Company reviews long-lived assets whenever events or changes in
circumstances indicate that the carrying amount of an asset may not be recoverable. Any long-lived
assets held for disposal are reported at the lower of their carrying amounts or fair value less costs to sell.

Fair Value Of Financial Instruments - The Company’s principal financial instruments
represented by cash, trade receivables, accrued expenses and notes payable, approximate their fair value
due to the short-term nature of these items.

Inventories - Inventories are stated at the lower of cost or market. Cost is computed using
standard cost, which approximates actual cost, on a first-in, first-out basis. The Company may also
provide inventory allowances based on excess and obsolete inventories determined primarily by future
demand forecasts. Certain orders from the United States Government that were anticipated in the fourth
quarter of fiscal 2005 were not realized, and the quantities of inventory at September 30, 2005 which
were estimated to be excessive have been fully reserved, based on existing orders and assumptions of
future demand. The allowance is measured as the cost of the excess inventory and the estimated amount
realized based upon assumptions about future demand. The allowance was charged to the provision for
inventory, which is a component of cost of sales. A new basis for the inventory is established, and
subsequent changes in facts and circumstances will not result in the restoration or increase in that newly
established cost basis.

Revenue Recognition - The Company recognizes revenue net of discounts upon shipment and
when it has evidence that arrangements exist and the price to the buyer is fixed through signed contracts
or purchase orders. Collectibility is reasonably assured through one or more of the following: government
purchase, historical payment practices or review of new customer credit. Customers do not have the right
to return product unless it is damaged or defective.

Advertising Costs — Advertising costs are expensed as incurred. For the years ended September
30, 2005 and 2004, advertising expense was approximately $223 and $101, respectively.

Industry Segment And Geographical Data - The Company operates in one industry segment,
which includes security lighting systems. Substantially all revenue is from the US government.

Geographical data:

Year ended
September 30,
2005 2004
US Military 91% 94%
US Border Patrol 3% 4%
International 1% 1%
Other 5% 1%
100% 100%

Cost of Goods Sold - Cost of goods sold includes raw materials and components, labor, and
manufacturing overhead. Also included are the costs invoiced to the Company related to outside
production of product through a three-year exclusive manufacturing agreement.

Income Taxes - Income taxes are provided for the effects of transactions reported in the financial
statements and consist of taxes currently due plus deferred taxes related primarily to differences between
the basis of certain assets and liabilities for financial and income tax reporting. Deferred taxes are
classified as current or non-current depending on the classification of the assets and liabilities to which
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they relate. Deferred taxes arising from temporary differences that are not related to an asset or liability
are classified as current or non-current depending on the periods in which the temporary differences are
expected to reverse. A valuation allowance is established, when necessary, to reduce deferred tax assets
if it is more likely than not that all, or some portion of, such deferred tax assets will not be realized.

Earnings Per Common Share - Basic earnings per share is computed by dividing the income
available to common shareholders by the weighted average number of common shares outstanding.

Diluted earnings per share includes the dilutive effect, if any, from the potential exercise of stock options
and warrants using the treasury stock method.

The weighted average shares outstanding used in the calculations of earnings per share were as follows:

For the year ended

2008 2004

Shares outstanding, beginning 14,167 12,792
Weighted average shares issued 796 716
Weighted average shares outstanding - 14,963 13,508

Basic
Effect of dilutive securities

(stock options and warrants) - 3,424
Weighted average shares outstanding — diluted 14,963 16,932

Potential common shares not included in the calculation of net income per share, as their effect would be
anti-dilutive, are as follows:

2005 2004

Stock options and warrants 4,281 135

Research and Development - Engineering, research and development costs are expensed as
incurred. Substantially all engineering, research and development expenses are related to new product
development and designing improvements in current products.

Stock Options - The Company uses the fair value based method of accounting for share-based
compensation provided to the Company’s employees in accordance with Statement of Financial
Accounting Standards (SFAS) No. 123, Accounting for Stock-Based Compensation. The Company
values stock options issued based upon an option-pricing model and recognize this fair value as an
expense over the period in which the options vest.

Major Concentrations — For the year ended September 30, 2005, two customers represented 83%
of revenue. The US Marine Corps contributed 69% of revenue, primarily generated from one order. For
the year ended September 30, 2004, the US Army contributed 76% of revenue. This consisted of orders
from eight different units, although two units contributed 44% and 16%, respectively.

As of September 30, 2005, one customer represented substantially all of the Company’s accounts
receivable. As of September 30, 2004, two customers represented 93% of the Company’s total accounts
receivable with 39% and 54%, respectively.

For the years ended September 30, 2005 and 2004, one vendor represented 53% and 59%,
respectively, of company expenses. (See Note 14, Commitments and Contingencies).
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Recent Accounting Pronouncements

In November of 2004, the FASB issued SFAS No. 151, Inventory Costs. SFAS No. 151 clarifies
the accounting for abnormal amounts of idle facility expense, freight, handling costs, and wasted material.
SFAS No. 151 requires that these items be recognized as current-period charges. In addition SFAS No.
151 requires that allocation of fixed production overhead to the costs of conversion be based on the
normal capacity of the production facilities. This statement is effective for inventory costs incurred
during fiscal years beginning after June 15, 2005. The Company has adopted SFAS No. 151 which has
no significant effect on the Company’s results of operations for the year ended September 30, 2005.

In December 2004, the Financial Accounting Standards Board (FASB) issued Statement of
Financial Accounting Standards (SFAS) No. 123R, “Share Based Payment, which replaces SFAS No. 123
and supercedes APB Opinion No. 25 “Accounting for Stock Issued to Employees”. This statement
requires that the cost resulting from all share-based payment transactions be recognized in the financial
statements based on their fair values on the date of the grant. This statement is effective as of the
beginning of the first interim or annual reporting period that begins after June 15, 2005. Since the
Company uses fair value to account for options issued to employees under SFAS No.123, the adoption of
SFAS No. 123R is not expected to have a material impact on the results of operations and earnings per
share of the Company.

In May 2005, the FASB issued SFAS No. 154, “Accounting Changes and Error Corrections—a
replacement of APB Opinion No. 20 and FASB Statement No. 3” (“SFAS 154 7). This Statement replaces
APB Opinion No. 20, Accounting Changes, and FASB Statement No. 3, Reporting Accounting Changes
in Interim Financial Statements, and changes the requirements for the accounting for and reporting of a
change in accounting principle. This statement is effective for fiscal periods beginning after December 15,
2005 and is not expected to have a significant impact on the Company’s financial statements.

3. FIXED ASSETS
Fixed assets consist of the following: Estimated September 30,
Useful Lives 2005
Computer equipment 5 $ 80
Computer software 5 23
Leasehold improvement 7 17
120
Less: accumulated depreciation and amortization 70
$ 50
4. INVENTORIES
Inventories were comprised of: September 30,
2005
Raw materials S 107
Work in process 247
Finished goods 2,816
Reserve for obsolescence (1,964)
$ 1,206

In the year ended September 30, 2005, the company increased finished goods inventory by
$2,049. The inventory build was in contemplation of increased demand levels and to provide enhanced
delivery times to the Company’s customers. However, the company determined that based on the
decrease in demand of a specific product in fiscal year 2005, $1,953 of finished goods inventory was
identified as excess inventory. Management believes this inventory will be sold but currently does not
possess significant sales history or future backlog. Future sales of any excess inventory will have a
positive impact on the company’s gross profit percentage.
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5. ACCOUNTS PAYABLE AND ACCRUED EXPENSES

The components of accounts payable and accrued expenses September 30,
consist of the following: 2005
Accounts payable $ 409
Accrued expenses 199
S 608

6. SHORT-TERM BORROWINGS

On June 10, 2005, the Company entered into a six month factoring agreement. Under this
agreement the Company may factor the Company’s trade receivables on a recourse basis in return for an
immediate cash credit equal to 80% of these factored receivables not to exceed $2,500. Additionally, the
Company is charged a transaction fee of 2% for the first thirty days period of the gross invoice amount of
the factored receivables. For factored receivables outstanding more than thirty days the Company is
charged a transaction fee of .6667% per ten day period. If such recourse receivables are not paid within
90 days, the Company must buy back the total outstanding receivable. Obligations due to the factor under
the factoring agreement are collateralized by a continuing security interest in all the Company’s assets
including accounts receivable, notes receivable, chattel paper, documents, instruments and general
intangibles now existing or hereafter acquired of every kind wherever located, together with merchandise
returns and goods represented thereby, and all proceeds there from of every kind and nature.

7. NOTES PAYABLE

In March 2004, a convertible note totaling $250 and accrued interest of $17 was converted into
534 shares of common stock, in accordance with the terms of the note agreement. The origination date of
the note was February 14, 2003. At that time, prior to the reorganization, Xenonics was a private
company. The conversion price of $0.50 per share was indicative of the deemed fair value of Xenonics'
common stock at that time. The note holder was a beneficial shareholder.

During the year ended September 30, 2004, an unsecured demand note payable totaling $184 was
paid.

8. ACCRUED ROYALTIES

In March 1997, the Company entered into a license agreement with Lightrays, Ltd. (Lightrays)
pursuant to which the Company received an exclusive license to a patent and to certain related intellectual
property. In consideration for the license, the Company issued 100 shares of common stock to Lightrays
and agreed to pay Lightrays up to $3,967, which would be paid based on future gross profits and sales.
At the time of the original agreement, management believed that the Lightrays technology would be the
base technology of the Company’s product for the future.

Subsequent to the agreement, the Company initiated a lawsuit against Herbert Parker who had
been working as a consultant for the Company. The lawsuit against Mr. Parker was for fraud, breach of
contract, conversion and misappropriation of trade secrets. Lightrays was named in the suit because at the
time Mr. Parker was the general partner of Lightrays, Ltd.

In April 1998, the Company and Lightrays amended the license agreement whereby the Company
agreed to pay Lightrays $400 and issued an additional 150 shares of common stock. At this point in time,
management still believed that the Lightrays technology would be the base technology of the Company’s
product for the future. In connection with the amendment, the Company dismissed Lightrays from the
lawsuit. The $400 liability is to be paid at the rate of 50% of the Company’s after-tax income until the
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aggregate amount of such payments equals $400. The full amount of the liability was accrued at
December 31, 2001 and classified as current with the expectation that the Company would reach the
required profit levels in the following year and payment would be required.

In 1998, the Company received, and currently still owns, a 10% interest in Lightrays.
Management believes that the Company’s interest in Lightrays has no value and, as such, no asset has
been recorded.

Robert Buie, the general partner of Lightrays and shareholder of the Company, became a member
of the Board as stipulated in the amended agreement in April 1998.

On December 3, 2004, Lightrays and the Company entered into an agreement and the $400
liability was satisfied through the issuance of 97 shares of the Company’s common stock, Xenonics’ 10%
ownership in Lightrays was returned and the patent was assigned to Xenonics Holdings, Inc. The
Company has not used, and is not currently using, the patented technology assigned from Lightrays.

9. SHAREHOLDERS’ EQUITY

The Company has two classes of stock as described below. There is no cumulative voting by
shareholders and no preemptive rights. Each shareholder is entitled to have one vote for each share of
stock held.

Common Stock -

On September 9, 2005, the Company and a consultant entered into an agreement pursuant to
which the consultant will provide advice relating to the marketing of the Company’s products and
consulting services relating to the development of domestic and non-domestic sales and marketing
strategies for the Company’s products in the United States and in foreign countries including, without
limitation, the Company’s portable illumination products. As part of this agreement the Company issued
to the consultant 63 shares of the Company’s common stock. These shares were registered in an S-3
registration that became effective on October 14, 2005.

On August 9, 2005, the Company reached a settlement with a former officer and his company.
Among other things, the settlement provides him to return to the Company 113 of the 250 shares of the
Company’s common stock at issue in the lawsuit and he will keep the remaining 137 shares.

In January 2005, the Company and certain of its stockholders closed a private placement of an
aggregate total of 821 shares of the Company’s common stock to institutional investors. The shares were
sold at a price of $5.00 per share. Of the shares sold in the private placement, 500 were sold by the
Company, and the balance was sold by stockholders of the Company. As a result, the Company received
approximately $2,200 in net proceeds. Roth Capital Partners, Newport Beach, California and Bryant Park
Capital (BPC), New York, New York, acted as co-placement agents in this transaction. The Company
paid a cash fee of $150 along with warrants to purchase 40 shares of common stock to Roth Capital and a
cash fee of $50 along with warrants to purchase 10 shares of common stock to BPC. The warrants have an
exercise price of $5.50 and an expiration date of January 27, 2010. The principal of BPC is the son of the
Chairman of the Board. The shares offered in the private placement along with the underlying shares of
the warrants provided to the placement agents were registered in an S-3 dated October 14, 2005.

In March of 2004, the Company completed an offering of its common stock at $2.50 per share.
The Company issued a total of 600 shares of common stock which yielded proceeds of $1,500.

In March of 2004, the Company entered into a consulting agreement, as amended, with BPC. In
connection with this agreement the Company issued 20 shares of common stock valued at $50, and
agreed to pay a monthly fee of $10. One of the principles of BPC is the son of the Chairman of the
Board. The agreement was terminated on January 31, 2005.
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During the year ended September 30, 2004, the Company paid BPC $176 including the fees for
the private placement. :

In April of 2004, the Company raised $850.through the sale of units in a private placement. Each
unit was sold for $17.00 and consisted of 4 shares of common stock and 1 warrant. Each warrant entitles
the registered warrant holder to purchase one share of common stock at an initial exercise price of $8.00
per share (subject to adjustment for stock splits, combination and reclassification) at any time prior to
April of 2009. In accordance with the BPC consulting agreement, the Company was permitted to reduce
the transaction fees in connection with this offering for the 20 shares discussed above and monthly
payments of $40.

10. INCOME TAXES

The provision for income taxes is summarized below: Year ended
September 30,
2005 2004
Current provision:
Federal $§ 28 $ -
State (7 158
§ 49 § 138
The principal components of deferred tax assets, liabilities and the
valuation allowance are as follows: September 30,
2005 2004
Inventory reserve 782 4
Accrued royalties - 159
Stock compensation expense 256 255
Warrant expense 154 -
Accumulated depreciation / amortization 17 &)
R&D credit 147 -
Other 50 19
Net operating loss carryforwards 2,951 1,805
4,323 2,234
Valuation allowance (4,323) (2,234)
Net deferred tax asset $ — 3 —

As of September 30, 2005, the Company had federal and state net operating loss carryforwards
(NOLs) of $7,746 and $5,431, respectively, which begin to expire in 2012 for federal tax purposes and
2010 for state purposes. A valuation allowance of $(4,323) has been recorded to offset the federal and
state net operating losses since the realization of these assets is uncertain. Some of these carry forward
benefits may be subjected to limitations imposed by the Internal Revenue Code. Except to the extent of
the valuation allowance that has been established, the Company believes these limitations will not prevent
the carry forward benefits from being realized.

The valuation allowance increased by $2,089 for the year ended September 30, 2005 and
decreased by $649 during the year ended September 30, 2004.




The reconciliation of the federal statutory income tax rate to the Year ended

effective tax rate is as follows: - September 30,

2005 2004
Federal statutory rate (34.0%) 34.0%
State income taxes, net of federal income tax benefit (5.7%) 5.8%
Change in valuation allowance 41.7% - (32.7%)
R&D credit carryforward (2.9%) -
Other (0.1%) 2.3%

1.0% 9.4%

11 MINORITY INTEREST

On December 14, 2004, one warrant holder exercised his warrant to purchase 125,000 shares

of Xenonics, Inc. As a result, Xenonics Holdings, Inc. currently owns 98.6% of the issued and
outstanding capital stock of Xenonics, Inc. The calculated minority interest in net loss from December
14, 2004 thru September 30, 2005 was $34.

12. SIGNIFICANT CONTRACTS

During the year ended September 30, 2005, the Company received a $2,900 contract from the
United States Marine Corps. Revenue recognized in the current year related to this contract was $2,900.
There were no accounts receivable at September 30, 2005 related to this contract.

During the year ended September 30, 2004, the Company received purchase orders from the U.S.
Army of approximately $7,900. Revenue recognized under these purchase orders for the twelve months
ended September 30, 2004 amounted to approximately $7,900.

In September of 2003, the Company received purchase orders from the US Border Patrol for
NightHunter and NightHunterII searchlights. The total value of these purchase orders is approximately
$520. Recognized revenue related to this order totaled $475 in the year ended September 30, 2004. There
was no recognized revenue in the year ended September 30, 2005 related to this contract.

In March of 2003, the US Army Communications - Electronics Command (CECOM), Fort
Monmouth, NJ announced the award of a $2,980 firm fixed price contract to the Company. In the year
ended September 30, 2004, revenue was $1,802. There was no recognized revenue in the year ended
September 30, 2005 related to this contract.

13. SAVINGS PLAN

On July 1, 2004, the Company implemented a 401(k) Savings Plan (the “Savings Plan”) which
covers all eligible employees. Participants may contribute no less than 1% and up to the maximum
allowable per the Internal Revenue Service regulations. In addition, the Company may make
discretionary contributions to the Savings Plan, subject to certain limitations. For the years ended
September 30, 3005 and 2004, the Company made no matching contributions.

14. COMMITMENTS AND CONTINGENCIES

Leases - The Company leases its facility under a noncancelable operating lease through October
2008. The agreement requires that the Company pay a pro-rata share of all operating expenses including,
but not limited to, real estate taxes, common area maintenance and utilities. The Company also leases
office equipment under noncancelable operating leases. Rent expense under these leases totaled $137 and
$145 for the years ended September 30, 2005 and 2004, respectively.
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Minimum future obligations for these leases total $107, $108, $110 and $9 for the years ending
September 30, 2006, 2007, 2008 and 2009, respectively.

Purchase Agreement with PerkinElmer, Inc. - In January 2003, the Company entered into a
three-year exclusive manufacturing agreement with PerkinElmer, Inc. (PE) for the manufacture of one of
its major products. PE has agreed to manufacture the ordered product in accordance with the Company’s
specifications and under price terms, quality control and workmanship standards as set out in the
agreement. In the absence of termination notification by either party, the agreement will automatically
renew for a twelve month term.

Consulting Agreements —

In September 2005, the Company and a consultant entered into an agreement pursuant to which
the consultant will provide advice relating to the marketing of the Company’s products and consulting
services relating to the development of domestic and international sales and marketing strategies for the
Company’s products in the United States and in foreign countries including, without limitation, the
Company’s portable illumination products. As part of this agreement the Company issued to the
consultant 63 shares of the Company’s common stock and the Company issued to the consultant a
Warrant dated September 9, 2005 to purchase 438 shares of the Company’s common stock, par value
$0.001 per share, at an exercise price of $2.00 per share, such Warrant to vest immediately and to be
exercisable over a five-year period. The issuance of these warrants resulted in a charge to operations of
approximately $328, based on the fair value of the warrants. The fair value of these warrants was
estimated using the Black-Scholes pricing model with the following assumptions: interest rate of 4.22%,
dividend yield of 0%, volatility factor of 65% and the average expected life of three years. The common
stock and shares underlying the warrants were registered in an S-3 registration that became effective on
October 14, 2005.

The Company also agreed to evaluate the performance of the consultant and to determine whether
it is appropriate to pay any bonuses to the consultant. On October 19, 2005, the Company and the
consultant entered into Amendment No. 1 to the Consulting Agreement. Pursuant to the Amendment, the
Company agreed to issue to the consultant, effective as of October 19, 2005, subject to approval by the
American Stock Exchange, (i) 188 shares of the Company’s common stock, par value $0.001 per share,
and (ii) a Warrant to purchase 1,313 shares of the Company’s common stock at an exercise price of $2.00
per share. The Warrant will vest in full and become exercisable on the ninetieth day after October 19,
2005 based on the consultant’s performance under the Consulting Agreement, subject to an earlier vesting
date if approved by the Company based on the consultant’s performance. On October 19, 2005, the
closing price of the Company’s common stock as reported on the American Stock Exchange was $1.95
per share.

This agreement is currently under review by the American Stock Exchange.

In September 2005, the Company entered in a three-year agreement to provide various marketing
consulting services. The agreement requires the Company to pay a monthly fee of $3 and includes a 60
day termination notice.

In August 2005, the Company entered in a one-year agreement to provide various marketing and
public relations services. The agreement requires the Company to pay a monthly fee of $15 and includes a
60 day termination notice.

In May 2005, the Company entered into a one year agreement to provide various marketing
consulting services. The agreement requires the Company to pay a monthly fee of $7.5 and includes a 30
day termination notice. The Company also had an agreement with this consultant during fiscal year 2004
with a monthly fee of $16.




Employment Agreements - In July 2003, the Company’s officers, the Chairman (Chief Executive
Officer at that time) and Chief Operating Officer, who are also stockholders and directors of the
Company, entered into employment agreements retroactive to January 1, 2003.

One agreement was for two years which ended on December 31, 2004, while the other was for
twelve months which ended on December 31, 2003. Both agreements provide for base compensation of
$180 per year and are automatically renewed annually with increases tied to CPI. In addition, should one
of the officers be terminated other than for cause, both agreements include severance packages that
require the Company to pay any remaining compensation through the term of the agreement and provide
for liquidating damages of an additional amount equal to the remaining compensation through the term of
the agreement. No CPI increase was given for the 2005 calendar year.

Litigation - The Company is involved in legal actions arising in the normal course of business.
After taking into consideration legal counsel’s evaluation of such actions, management is of the opinion
that their outcome will not have a significant effect on the Company’s financial position or results of
operations.

A vendor filed a complaint against the Company on December 31, 2003 in the amount of $201.
The complaint amount includes $20 of accounts payable which is not disputed and has been included in
accounts payable since early 2002 when the invoices were received. The Company settled this complaint
in September of 2004 for $39.

On July 2, 2004, the Company filed a complaint for cancellation of a stock certificate and
rescission of a contract against a former officer, director and consultant and a company purportedly
owned by such individual in the Superior Court of California, County of San Diego. The suit alleged a
failure to perform contractual obligations under a written contract to provide lighting equipment valued at
$250 to our subsidiary, Xenonics, Inc., in exchange for 250 shares of Xenonics, Inc.'s common stock.
The Company alleged that the stock certificate is void or voidable. In the Company’s complaint, the
Company requested that the 250 shares be declared void or the defendants be ordered to pay the Company
$1,250 or the current value of the 250 shares of the Company’s common stock plus interest at the rate of
10% per year. The Company also asked the court to award the Company costs of the lawsuit.

An answer to the Company’s complaint was filed on August 11, 2004 in which the defendants
denied the Company’s allegations, and asserted a number of affirmative defenses. On the same day, a
cross complaint was also filed against the Company and the Company’s subsidiary, Xenonics, Inc. The
cross complaint asked the court to (i) rescind the assignment of the NightHunterlI patent application that
one of the defendants assigned to the Company in November 2003, (ii) declare that one of the defendants
is the sole owner of the NightHunterll patent application and that he is the inventor of an unrelated xenon
illumination and television camera system, (iii) enjoin the Company from further exploitation of the
NightHunterIT and the xenon illumination and television camera system, and (iv) account for all profits
that the Company has earned on the NightHunterIl from November 25, 2003. The cross-complainant
alleged that the Company had not provided the agreed upon consideration for assignment of the
NightHunterll patent application, and that the Company had not recognized him as the inventor of the
xenon illumination and television camera system.

On January 26, 2005, the Comapny amended the Company’s complaint to add causes of action
for misappropriation of trade secrets and breach of fiduciary duty. The new causes of action were based
on allegations that the defendant, while working for the Company and thereafter, revealed the Company’s
trade secrets in violation of California law and in breach of his fiduciary duties. In addition to the relief
sought in the original complaint, the amended complaint also sought compensatory and punitive damages,
attorneys' fees, and injunctive relief.
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On September 28, 2005, the Company reached a formal settlement with the former officer and his
company. Among other things, the settlement required the former officer to return to the Company 113
of the 250 shares of the Company’s common stock at issue in the lawsuit and provided that he will keep
the remaining 137 shares. The former officer has also agreed to certify the Company’s ownership of all
intellectual property that he worked on or conceived while serving as an officer, director or consultant for
the Company, and provide the Company with a tape recorded interview detailing any use he may have
made of the Company’s intellectual property. The settlement does not include a monetary payment by
either side. Pursuant to the settlement, the parties have entered into a mutual release and dismissal of all
claims, with the exception of the claims that the Company asserted for breach of fiduciary duty and
misappropriation of trade secrets, which will be released without prejudice after he gives the Company

the interview.

15. STOCK OPTIONS AND WARRANTS

The Company accounts for stock-based instruments vsing the fair-value method. Compensation
cost for stock options, if any, is measured as the excess of the fair market value of the Company’s stock at
the date of grant over the exercise price the recipient must pay to acquire the stock. The fair value of
warrants is determined based on the fair market value of the warrant at the date of issuance over the
conversion price the recipient must pay to acquire the stock. The fair value of stock-based instruments is

calculated through the use of an option pricing model.

2003 Stock Option Plan - In July 2003, the Board of the Company adopted a new stock option
plan (2003 Option Plan) in connection with the reorganization (Note 1, Operations and Other
Organizational Matters). Under the 2003 Option Plan, options to purchase up to 1,500 shares of common
stock are available for employees, directors, and outside consultants. The 2003 Option Plan is
administered by the Board. Each option is exercisable as set forth in the documents evidencing the
option, however, no option shall have a term in excess of ten years from the grant date. Options
outstanding under the 2003 Option Plan vest under one of the following three scenarios: immediately;
one-third upon grant, one-third after one year and one-third after two years; or one-third after one year,

one-third after two years and one-third after three years.

There were 995 and 1,245 of options outstanding under the 2003 Option Plan as of September 30,
2005 and 2004, respectively.

In October 2004, the Company issued 245 new stock options under the 2003 Option Plan to
employees. The fair value of each option was estimated on the date of issuance using the Black-Scholes
option-pricing model, with the following weighted-average assumptions: dividend yield of 0%; expected
volatility of 65%; risk-free interest rate of 2.78% through 2.84%; and expected lives of five years from

the date of grant.

In August 2005, the Company issued 155 new stock options under the 2003 Option Plan to the
chief executive officer. These options vest when certain revenue milestones are achieved.

2004 Stock Option Plan - In December 2004, the Company’s board of directors adopted the 2004
stock incentive plan (the 2004 Option Plan). The company may issue up to 1,500 shares of common
stock under the 2004 Option Plan and no person may be granted awards during any twelve-month period
that cover more than 300 shares of common stock. Options outstanding under the 2004 Option Plan vest
under one of the following three scenarios: immediately; one-third upon grant, one-third after one year
and one-third after two years; or one-third after one year, one-third after two years and one-third after

three years.

There were 640 options outstanding under the 2004 Option Plan as of September 30, 2005.
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In April 2005, the Company issued 590 new stock options under the 2004 Option Plan to several
executive officers. The fair value of each option was estimated on the date of issuance using the Black-
Scholes option-pricing model, with the following weighted-average assumptions: dividend yield of 0%;
expected volatility of 65%; risk-free interest rate of 3.94%; and expected lives of five years from the date
of grant,

In August 2005, the Company issued 50 new stock options under the 2004 Option Plan to the
chief executive officer. These options vest when certain revenue milestones are achieved.

The August 2005 option grants (under both the 2003 and 2004 Option Plan) to the chief executive
office were originally disclosed as an option for 240 shares. However, only 205 shares were granted in

order to be in compliance with the 2004 Option Plan regarding maximum grants to an individual within a
twelve month period.

The Company recorded noncash compensation expense totaling $614 and $185 during the period
ended September 30, 2005 and 2004, respectively for option in both plans.

A summary of the Company’s stock option activity and related information is as follows:

Year ended September 30,

2005 2004

Weighted Weighted

Average Average

Options  Exercise Price  Options  Exercise Price
Outstanding-beginning of period 1,245 $0.958 1,250 $0.500
Granted 1,040 £3.408 155 $4.126
Exercised (495) $0.250 (10 $0.250
Forfeited (155) $2.726 (150) $0.458
Outstanding-end of period 1,635 $2.563 1,245 $0.958
Exercisable at end of period 680 $1.347 963 30.508
Weighted-average fair value of

options granted during the period $1.550 $2.160

The following table summarizes information concerning currently outstanding and exercisable stock options as of
September 30, 2005:

Options Qutstanding Options Exercisable
at September 30, 2005 at September 30, 2005
Weighted
Average Weighted- Weighted-
Range of Remaining Average Number Average
Exercise Number Contractual Exercise Vested and Exercise
Prices Qutstanding Life (Years) Price Exercisable Price
$0.250 - $2.850 770 5.96 $1.074 558 $0.760
$3.500 - $3.800 820 4.39 $3.778 107 $3.777
$5.750 - $6.000 43 5.00 $5.917 15 $5.917
__ 1,635 5.15 $2.563 680 $1.347




Stock Warrants - The Company, from time to time, has issued common stock purchase warrants
to employees, directors, stockholders and others. The warrants are nontransferable and are exercisable at
any time after the date of issuance and on or before their respective expiration date, which is generally
five years.

At September 30, 2005 and 2004, there were 2,646 and 2,522 warrants to purchase common stock
outstanding, respectively. The company granted 488 warrants to purchase common stock and 364
warrants were exercised. The exercise prices ranged from $0.60 to $1.05.

In September 2005, Xenonics Holdings, Inc. and a consultant entered into a Consulting
Agreement. Pursuant to the Consulting Agreement, the Company issued to the consultant, a Warrant to
purchase 438 shares of the Company’s common stock, par value $0.001 per share, at an exercise price of
$2.00 per share, such Warrant to vest immediately and to be exercisable over a five-year period. The
issuance of these warrants resulted in a charge to operations of approximately $328, based on the fair
value of the warrants. The fair value of these warrants was estimated using the Black-Scholes pricing
model with the following assumptions: interest rate of 4.22%, dividend yield of 0%, volatility factor of
65% and the average expected life of three years.

In January 2005, the Company issued 50 warrants to two placement agents as fees in a private
sale of common stock. One placement agent, BPC, a related party, received 10 of the 50 warrants. The
warrants have an exercise price of $5.50 per share, are vested immediately and have an exercise period of
five years.

A summary of the Company’s warrant activity is as follows:

Warrants: Year ended September 30,

2005 2004

Weighted Weighted

Average Average

Warrants  Exercise Price  Warrants  Exercise Price

Outstanding-beginning of period 2,522 $0.894 2,459 $0.707
Issued 488 $2.359 75 $7.017
Exercised (364) $0.683 (12) $0.727
Outstanding-end of period 2,646 $1.193 2,522 $0.894

The following table summarizes information concerning currently outstanding and exercisable warrants as of
September 30, 2005;

Warrants Qutstanding and Exercisable

at September 30, 2005
Weighted
Number Average Weighted-
Range of Outstanding, Remaining Average
Exercise Vested and Contractual Exercise
Prices Exercisable Life (Years) Price

$0.600 - $2.000 2,521 3.16 $0.935
$5.050 - $8,000 125 391 $6.410
2,646 3.20 $1.193

All such warrants were vested and exercisable as of September 30, 2005.
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ITEM 8. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON
ACCOUNTING AND FINANCIAL DISCLOSURE

Not applicable
ITEM 8A. CONTROLS AND PROCEDURES

We maintain disclosure controls and procedures that are designed to ensure that information
required to be disclosed in our Exchange Act reports is recorded, processed, summarized and reported
within the time periods specified in the Securities and Exchange Commission’s rules and forms and that
such information is accumulated and communicated to this company’s management, including our Chief
Executive Officer and Chief Financial Officer, as appropriate, to allow for timely decisions regarding
required disclosure. In designing and evaluating the disclosure controls and procedures, management
recognizes that any controls and procedures, no matter how well designed and operated, can provide only
reasonable assurance of achieving the desired control objectives, and management is required to apply its
judgment in evaluating the cost-benefit relationship of possible controls and procedures.

As required by Securities and Exchange Commission Rule 13a-15(b), we carried out an
evaluation, under the supervision and with the participation of the Company’s management, including our
Chief Executive Officer and the Company’s Chief Financial Officer, of the effectiveness of the design
and operation of our disclosure controls and procedures as of the end of the quarter covered by this report.
Based on the foregoing, our Chief Executive Officer and Chief Financial Officer concluded that our
disclosure controls and procedures are effective to ensure the information required to be disclosed in our
reports filed or submitted under the Exchange Act is timely recorded, processed and reported within the
time periods specified in the Securities and Exchange Commission rules and forms.

There has been no change in our internal control over financial reporting during our most recent
fiscal quarter that has materially affected, or is reasonably likely to materially affect, our internal control
over financial reporting.

ITEM 8B. OTHER INFORMATION

None.
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PART I11

ITEM 9. DIRECTORS, EXECUTIVE OFFICERS, PROMOTERS AND CONTROL
PERSONS; COMPLIANCE WITH SECTION 16(a) OF THE EXCHANGE ACT

The information required is incorporated herein by reference to the issuer’s definitive Proxy
Statement for the 2006 Annual Meeting of Stockholders.

ITEM 10. EXECUTIVE COMPENSATION

The information required is incorporated herein by reference to the issuer’s definitive Proxy
Statement for the 2006 Annual Meeting of Stockholders.

ITEM 11. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND
MANAGEMENT AND RELATED STOCKHOLDER MATTERS

The information required is incorporated herein by reference to the issuer’s definitive Proxy
Statement for the 2006 Annual Meeting of Stockholders.

ITEM 12. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information required is incorporated herein by reference to the issuer’s definitive Proxy
Statement for the 2006 Annual Meeting of Stockholders.
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ITEM 13.

Exhibit
Number

2.1

3.1
3.2
10.1

10.2

10.3

10.4

10.5

10.6

10.7

10.8

10.9

10.10

EXHIBITS

Description

Agreement and Plan of Reorganization between Xenonics, Inc. and Digital Home Theater
Systems, Inc., dated July 23, 2003 (incorporated by reference to Exhibit 2.1 to the Registration
Statement on Form SB-2 of Xenonics Holdings, Inc., File No. 333-115324, filed on May 10,
2004).

Restated Articles of Incorporation of Xenonics Holdings, Inc. (incorporated by reference to
Exhibit 3.1 to the Registration Statement on Form SB-2 of Xenonics Holdings, Inc., File No.
333-123221, filed on March 9, 2005).

Bylaws of Xenonics Holdings, Inc., formerly known as Digital Home Theater Systems, Inc.
(incorporated by reference to Exhibit 3.3 to Amendment No. 1 to the Registration Statement
on Form SB-2 of Xenonics Holdings, Inc., File No. 333-115324, filed on June 30, 2004).

Lease between Xenonics, Inc. and SM/CT Partners, L.P., dated August 16, 2000 (incorporated
by reference to Exhibit 10.3 to Amendment No. 1 to the Registration Statement on Form SB-2
of Xenonics Holdings, Inc., File No. 333-115324, filed on June 30, 2004).

1 Amendment to Lease Agreement, dated July 21, 2004, between Bay West Equities Carlsbad
Research Center, LLC and Xenonics, Inc. (incorporated by reference to Exhibit 10.11 to
Amendment No. 3 to the Registration Statement on Form SB-2 of Xenonics Holdings, Inc.,
File No. 333-115324, filed on September 2, 2004).

PerkinElmer Manufacturing Terms and Conditions Agreement, dated as of January 6, 2003,
between Xenonics, Inc. and PerkinElmer Electronics, Inc. (incorporated by reference to
Exhibit 10.7 to Amendment No. 4 to the Registration Statement on Form SB-2 of Xenonics
Holdings, Inc., File No. 333-115324, filed on September 21, 2004; the Commission has
granted confidential treatment to selected portions of this document).

Agreement for the License and Transfer of Intellectual Property Rights from Lightrays, Ltd. to
Xenonics, Inc., dated March 27, 1997, between Xenonics, Inc. and Lightrays, Ltd.
(incorporated by reference to Exhibit 10.9 to Amendment No. 2 to the Registration Statement
on Form SB-2 of Xenonics Holdings, Inc., File No. 333-115324, filed on August 16, 2004).

Amendment to Agreement for the License and Transfer of Intellectual Property Rights, dated
April 23, 1998, between Xenonics, Inc. and Lightrays, Ltd. (incorporated by reference to
Exhibit 10.10 to Amendment No. 2 to the Registration Statement on Form SB-2 of Xenonics
Holdings, Inc., File No. 333-115324, filed on August 16, 2004).

Settlement Agreement and Mutual Release, dated as of December 3, 2004, among Xenonics
Holdings, Inc., Xenonics, Inc. and Lightrays, Ltd. (incorporated by reference to Exhibit 10.1 to
the Current Report on Form 8-K of Xenonics Holdings, Inc. filed on December 8, 2004).

Engagement letter, dated March 1, 2004, as amended by letters dated April 12, 2004 and May
18, 2004, between Bryant Park Capital, Inc. and Xenonics Holdings, Inc. (incorporated by
reference to Exhibit 4.6 to Amendment No. 1 to the Registration Statement on Form SB-2 of
Xenonics Holdings, Inc., File No. 333-115324, filed on June 30, 2004).

Form of Indemnification Agreement entered into between Xenonics Holdings, Inc. and its
directors and certain officers (incorporated by reference to Exhibit 10.1 to the Registration
Statement on Form SB-2 of Xenonics Holdings, Inc., File No. 333-115324, filed on May 10,
2004).*

Employment Agreement between Xenonics, Inc. and Alan P. Magerman, dated January 1,
2003 (incorporated by reference to Exhibit 10.5 to the Registration Statement on Form SB-2 of
Xenonics Holdings, Inc., File No. 333-115324, filed on May 10, 2004).*

Amendment dated April 15, 2005 to Employment Agreement between Xenonics, Inc. and Alan
P. Magerman (incorporated by reference to Exhibit 99.1 to the Current Report on Form 8-K of
Xenonics Holdings, Inc. filed on April 21, 2005).*
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10.11

10.12

10.13

10.14

10.15

10.16

10.17

10.18

10.19

10.20

10.21

10.22

10.23

10.24

Employment Agreement between Xenonics, Inc. and Jeffrey Kennedy, dated January 1, 2003
(incorporated by reference to Exhibit 10.6 to the Registration Statement on Form SB-2 of
Xenonics Holdings, Inc., File No. 333-115324, filed on May 10, 2004).*

2003 Stock Option Plan of Xenonics Holdings, Inc. (incorporated by reference to Exhibit 10.4
to Amendment No. 1 to the Registration Statement on Form SB-2 of Xenonics Holdings, Inc.,
File No. 333-115324, filed on June 30, 2004).*

Form of Option Agreement for the 2003 Stock Option Plan (incorporated by reference to
Exhibit 4.3 to the Registration Statement on Form S-8 of Xenonics Holdings, Inc., File No.
333-125468, filed on June 3, 2005).*

2004 Stock Incentive Plan of Xenonics Holdings, Inc (incorporated by reference to Exhibit
10.12 to Post-Effective Amendment No. 1 to the Registration Statement on Form SB-2 of
Xenonics Holdings, Inc., File No. 333-115324, filed on February 17, 2005).*

Form of Option Agreement for the 2004 Stock Incentive Plan (incorporated by reference to
Exhibit 10.13 to the Registration Statement on Form SB-2 of Xenonics Holdings, Inc., File No.
333-123221, filed on March 9, 2005).*

Form of Warrant Certificate of Xenonics Holdings, Inc. (incorporated by reference to Exhibit
4.2 to the Registration Statement on Form SB-2 of Xenonics Holdings, Inc., File No. 333-
115324, filed on May 10, 2004).

Form of Participating Dealer’s Warrant Agreement, entered into by Xenonics Holdings, Inc.
and certain participating broker-dealers on July 23, 2003 (incorporated by reference to Exhibit
4.3 to the Registration Statement on Form SB-2 of Xenonics Holdings, Inc., File No. 333-
115324, filed on May 10, 2004).

Form of Stock Purchase Agreement entered into by Xenonics Holdings, Inc. and certain
investors in March 2004 in connection with the purchase of common stock (incorporated by
reference to Exhibit 10.2 to the Registration Statement on Form SB-2 of Xenonics Holdings,
Inc., File No. 333-115324, filed on May 10, 2004).

Form of Warrant to Purchase Common Stock of Xenonics Holdings, Inc., dated April 26,
2004, issued to White Rock Capital Partners, L.P. (incorporated by reference to Exhibit 4.4 to
the Registration Statement on Form SB-2 of Xenonics Holdings, Inc., File No. 333-115324,
filed on May 10, 2004).

Form of Warrant to Purchase Common Stock of Xenonics Holdings, Inc., dated April 26,
2004, issued to Texrock, Ltd. (incorporated by reference to Exhibit 4.5 to the Registration
Statement on Form SB-2 of Xenonics Holdings, Inc., File No. 333-115324, filed on May 10,
2004).

Warrant Certificate, dated July 1, 2004, for the purchase of 25,000 shares of Xenonics
Holdings, Inc. common stock, issued to Neil G. Berkman Associates (incorporated by
reference to Exhibit 4.7 to Amendment No. 3 to the Registration Statement on Form SB-2 of
Xenonics Holdings, Inc., File No. 333-115324, filed on September 2, 2004).

Form of Selling Stockholder and Securities Purchase Agreement, dated as of January 17, 2005,
entered into by and among Xenonics Holdings, Inc. and the Selling Stockholders and the
Investors named therein (incorporated by reference to Exhibit 10.1 to the Current Report on
Form 8-K of Xenonics Holdings, Inc. filed on January 18, 2005).

Form of Registration Rights Agreement, dated as of January 17, 2005, entered into among
Xenonics Holdings, Inc. and the Selling Stockholders and the Investors named therein
(incorporated by reference to Exhibit 10.2 to the Current Report on Form 8-K of Xenonics
Holdings, Inc. filed on January 18, 2005).

Consulting Agreement, dated as of September 9, 2005 and effective as of August 9,
2005, between Xenonics Holdings, Inc. and Patriot Associates LLC (incorporated by
reference to Exhibit 10.1 to the Current Report on Form 8-K of Xenonics Holdings,
Inc. filed on September 14, 2005).
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10.25

10.26

10.27

10.28

23.1
31.1

31.2

321

322

ITEM 14.

Amendment No. 1, dated as of October 19, 2005, between Xenonics Holdings, Inc. and Patriot
Associates LLC, to the Consulting Agreement dated as of September 9, 2003, between
Xenonics Holdings, Inc. and Patriot Associates LLC (incorporated by reference to Exhibit 10.1
to the Current Report on Form 8-K of Xenonics Holdings, Inc. filed on October 24, 2005).

Warrant, dated September 9, 2005, issued by Xenonics Holdings, Inc. to Patriot Associates
LLC, for the purchase of 437,500 shares of the common stock of Xenonics Holdings, Inc.
(incorporated by reference to Exhibit 10.2 to the Current Report on Form 8-K of Xenonics
Holdings, Inc. filed on September 14, 2005).

Warrant, dated October 19, 2005, issued by Xenonics Holdings, Inc. to Patriot Associates
LLC, for the purchase of 1,312,500 shares of the common stock of Xenonics Holdings, Inc.
(incorporated by reference to Exhibit 10.2 to the Current Report on Form 8-K of Xenonics
Holdings, Inc. filed on October 24, 2005).

Registration Rights Agreement, dated as of September 9, 2005, between Xenonics Holdings,
Inc. and Patriot Associates LLC (incorporated by reference to Exhibit 10.3 to the Current
Report on Form 8-K of Xenonics Holdings, Inc. filed on September 14, 2005).

List of subsidiaries of Xenonics Holdings, Inc. (incorporated by reference to Exhibit 21.1 to
the Registration Statement on Form SB-2 of Xenonics Holdings, Inc., File No. 333-115324,
filed on May 10, 2004).

Consent of Eisner LLP.

Certification of the Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act
of 2002.

Certification of the Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act
of 2002.

Certification of the Chief Executive Officer pursuant to Section 906 of the Sarbanes-Oxley Act
of 2002.

Certification of the Chief Financial Officer pursuant to Section 906 of the Sarbanes-Oxley Act
of 2002.

Denotes a management contract or compensatory plan or arrangement in which one or more directors or
executive officers participate.

PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information required is incorporated herein by reference to the issuer's definitive Proxy

Statement for the 2006 Annual Meeting of Stockholders.
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'SIGNATURES

In accordance with Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant caused

this report to be signed on its behalf by the undersigned, thereunto duly authorized.

Xenonics Holdings, Inc.

Date: January 13, 2006 By: /s/ Richard J. Naughton

Richard J. Naughton

Chief Executive Officer

In accordance with the Securities Exchange Act of 1934, this report has been signed below by the

following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature Title
/s/ Alan P. Magerman Chairman of the Board

Alan P. Magerman

/s/ Richard J. Naughton Chief Executive Officer, Director
Richard J. Naughton (Principal Executive Officer)

/s/ Jeffrey P. Kennedy Chief Operating Officer and President
Jeffrey P. Kennedy

/s/ Donna G. Lee Chief Financial Officer (Principal Financial
Donna G. Lee Officer and Principal Accounting Officer)
/s/ Robert Petersen Director

Robert Petersen

/s/ Robert Buie Director

Robert Buie

/s/ Eli Shapiro Director

Eli Shapiro
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January 13, 2006

January 13, 2006

January 13, 2006

January 13, 2006

January 13, 2006

January 13, 2006

January 13, 2006




ANNUAL MEETING
March 24, 2006

Olympic Resort Hotel & Spa
6111 El Camino Real
Carlsbad, CA 92009

10:30 awm

STOCKHOLDER’S INFORMATION

XENONICS HOLDINGS (XNN) AMEX

CORPORATE/INVESTOR RELATIONS

Send inquiries to: IR@Xenonics.com

For further information on the company, additional
copies of this report, Form 10-KSB, the Proxy Statement
other financial information, contact:

Xenonics Holdings, Incorporated
2236 Rutherford Road

Carlsbad, CA 92008

760.438.1184 '
WWW.Xenonics.com

TRANSFER AGENT

Interwest Transfer Company, Inc.
1981 East 4800 South, Suite 100
Salt Lake City, UT 84117
801.272.9294

INDEPENDENT ACCOUNTANTS

Eisner, LLP

750 Third Avenue
New York, NY 10017
212.949.8700

CORPORATE COUNSEL

Troy & Gould

1801 Century Park East, 16th Floor
Los Angeles, CA 90067
310.789.1338

XENONICS BOARD OF DIRECTORS

Alan P Magerman, Chairman of the Board
Richard J. Naughton, Chief Executive Officer
Jeffrey P Kennedy, President and COOQ, Director
Robert Buie, Director

Robert Petersen, Director

Dr. Eli Shapiro, Director

© 2005 XENONICS Holdings, Incorporated. All rights reserved. All
trademarks are the property of their respective owners. 2/05




