NEARERIATY

07040938

Jam Y 92007

HOMSON
FANANCIAL

/- OF931

o — X ‘ ' = DRPORA o

e s e e gl AR i j s - 706 4 s J= PO R
; " : a it i
°099999 ke itk i ikt --“u

Q ’
(. N e F e . g 12 T
zwm o .

\4

b/

Lo LA Ty R e & AL e 7
. it iy, - .
.?“:,,, ma e e ———r— == —— —— e e B e~ — T e -

— ST 1

_ .
= - — ————— e N W -

" T———— een— . LR T L S S e P S B
o = - = - [ — \‘—“H.—J —_— _7_1‘-».__—% —_— . d [ ¥ * . K

== . A VI L ——

PP .
- — % AY |
e \\ . s 1 It by R R Rt T T T J
—— . d St Y — — b [T . S . ;_W,._._,_‘
—_— e N T T o T ' ——
.. A ins o S S | Vo e
_ — —— o —_— —_— T e
. — ' P v
t::-;ﬂ _ PINRERCAR PSRRI & VT, e, BTG .
T .

T S P —— — Tt

— Ams— bemnsnvasast 1 o< 4 s

Pr—— sy e **W
Hoodeman iomnn. | e ‘“nmlﬁ" Er e

Fca s

e
—_ PR
—— [
. i
- S fi
L

g sooe e P — e
;']'_!'? [rre s . « o i Gt

AR B D | A L AT TONA |} St = ? X !

“Higses .

A PV ;.(n;q,pﬁn > L .
KR e gt 5 --Mmm"' s S, - '-




gAY A L

{(Amex: CUB) occupies leadership positions

Akt ¢ o - i
tive supplier of d

bt et

SRR

R e o oI
st S SR S -
oL -3.*“@%)‘:‘0-.,-‘




FINANCIAL HIGHLIGHTS AND SUMMARY OF CONSOLIDATED OPERATIONS sme————— .

Results of Operations:

Sales

Cost of sales

Selling, general and administrative expenses
Interest expense

Income taxes

Net income

Average number of shares outstanding

Per Share Data:
Net income
Cash dividends

Year-End Data:
Sharehclders’ equity
Equity per share
Total assets
long-term debt

Years Ended September 30,

2006 2005

2004

2003

2002

(amounts in thousands, except for per share data)

$ B21,386 § 804372 §$ 722012 § 634,061

687,213 672,541
97,166 110,644

5,112 5,386
12,196 453
24,133 11,628
26,720 26,720

$ 090 % 044 %
0.18 0.18

549,170
107,139
4,658
19,394
36.911

26,720

1.38
0.16

$ 323,226 3 297,i58 $ 298,767

12.10 11.12
548,071 547,280
38,159 43,776

11.18
542,924
50,037

493,377
87,888
3,659
18,514
36,519

26,720

3 1.37
0.14

$ 255292
9.55
460,226
47,142

This summary should be read in conjunction with the related consolidated financial statements and accompanying notes.

MARKET AND DIVIDEND INFORMATION

$ 559,604
426,012
85,459
3.538
11,484
29,437

26,720

$ 1.10
0.13

$ 213,163
7.98
374,459
48,571

Sales Price of Common Shares

2006 2005
Quarter High Low High
First $20.56 $15.63 $25.92
Second 23.94 20.74 24.15
Third 2440 18.27 19.80

Fourth 20.74 18.30 19.47

Low

$21.36
18.35
16.53

16.61

Dividends per Share
2006 2005

$0.09 $0.09

.
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» KJ.CUBIC

Dear FELLOW SHAREHOLDERS,

Our performance improved in 2006 with sales
growing to $821 millicn and profits mare than doubling
compared to 2005. While our profits improved
substantially from the disappointing level in 2005, we will
continue to remain focused on additional opportunities
to significantly improve our performance and return to
shareholders.

DEerenseE APPLICATIONS SEGMENT

We believe we are unique
in the defense industry. Our
wide breadth of live-virtual-
consiructive training technologies
and services, and our focus on
network centric communications
set us apart from other defense
companies our size. Assessing
the outlook for defense spending
in light of the new Congress and
potential shifts in U.S. strategy
in Iraq, we do not expect the
market for our technologies and
services to diminish. We also see
increasing opportunities in the
internationa! markat.

| recently visited our Threat
Technologies division based
in Kingstowne, Virginia. This
division is a growing provider of
modeling and other software support services involving
chemical, biological, radiological, nuclear and high-yield
explosives incidents, as well as related training exercises
for multiple governmental agencies and our allies. As
C.EQ, it was particularly gratifying for me to see the
dedication of our employees in this emerging division
develop technology that can make a difference for Cubic
and positively impact our national security. Created in
2003, our Threat Technologies division has grown from
less than $4 million per year in revenue to approximately
$20 million in 2006. We expect the division to continue
growing at 20 to 25 percent per year, reflecting the high
priority of their work,

Threat Technaologies is part of our Mission Support
Business Unit, which continues to enjoy strong growth as
a top-tier performer in the defense services marketplace.
In 2007, Mission Support will be bidding to renew its

largest contract, which provides full-spectrum support
services to the Army's Joint Readiness Training Center
at Fort Polk, Louisiana. We are optimistic we will be
successful in this competition and will continue to grow
this important aspect of our defense business.

Qur Communications and Electronics Business
Unit continued to field next generation data link
technology. Since initial efforts to transform our position
in this marketplace four years ago, Cubic data links
have been adopted for multiple U.S. and international
programs including the Navy
Common Data Link System
now being deployed on major
surface warships, the U.S. Fire
Scout and U K. Watchkeeper
unmanned aerial vehicle
systems, and a Marine Cerps
man-portable system. It is also
being flight demonstrated on the
US. Army’'s Shadow unmanned
aerial vehicle system. | believe
we will continue to find growth
opportunities in this market area;
and as these programs mature,
our profit performance in
communications and electronics
will greatly improve,

Our Training Systemns
Business Unit is the global
leader in live nstrumented
training systems for air and land forces, and is bolstered
by muitiple long-term contracts. In addition to the 10-year
P5 U.S. air combat training system, for which we have
bocked more than $100 millien in orders, we are under
contract to provide and/or support ground systems in
nine nations and are pursuing similar work in eight other
nations.

We have established a record of continuous
nnovation through technology upgrades that has kept
our training customers up-to-date with the latest training
technologies. These include a new wireless personal
area network for our MILES simulation system; a bilateral
and interoperable training system between the U.S. and
Australia; and portable combat training systems that aliow
training anywhere troops are located. We continue to
see significant opportunities involving live-virtual training
technologies in U.S. and foreign markets.




TRANSPORTATION SYSTEMS SEGMENT

Qur transportation business is the world’s leading
provider of automated fare collection sysiems. We have
long established operations in both the U.S. and U.K.
in 2005, profits in our U.K. business were offset by
costs on several U.S. contracts. These costs, including
development related to our Nextfare™ software suite,
customer directed changes and acquisition of two
parking companies, resulted in an overall loss in the
transportation segment.

in 2006, we turned this around and made a small
profit of $2.8 million despite additional development
losses on several U.S. contracts. While the development
of Nextfare has been more costly than we anticipated, it is
now successfully operating in six different locations. We
made an investment in Nextfare because we believe it
will prove to be a competitive advantage for Cubic in the
future.

Since most large cities in the U.S. have recently
purchased new automatic fare collection systems, the
market for large new systems in the U.S. will decling in
the near term. However, the operation and maintenance
of technically complex regional smart card systems
is creating a growing market for outsourced support
services. In 2007, we will begin providing support
services for systems we have delivered in Minneapolis,
Los Angeles, Atlanta and Brisbane.

The multiple award-winning PRESTIGE/Oyster™
card system continues to deliver high standards of
performance and customer satisfaction in London. Itis
the largest and most complex fare collection system in
operation in the world with more than six million Oyster
cards in circulation.

Subseguent to our fiscal year end, Transport for
London, Cubic via the TranSys consortium, and Barclays
Bank commenced on a new endeavor that will result in
the first-of-its-kind smart card. In 2007, we will develop
a new card incorporating the Oyster transit application
and Barclay Visa an one card, creating a '‘Wave and Pay’
Qyster/Visa. We are enthusiastic about the potential of
this new application to provide greater convenience and
increase the use of smart cards by public transit patrons
in London.

Recently our transportation business was honored
with a prestigious award for its more that 30-years of
contributions to the transportation industry. Frost and
Sullivan, an established leader in business analyses
and forecasts of market trends, named Cubic as the
recipient of the 2006 Smart Card Industry Innovation and
Advancement of the Year Award. This award recognized
Cubic's leadership in creating state-of-the-art ticketing
technology for mass transit.

Today we see opportunities to integrate security
features into existing transportation infrastructure, which
will help transit agencies protect their systems and
patrons from terrorist acts. We are working with General
Electric and the Department of Homeland Security on
solutions that we believe will enhance returns for our
shareholders and extend our reputation for innovative
leadership.

LookinGg AHEAD

Solving tough preblems is the driving force behind
much of our success. It is what makes Cubic tick, Solving
these tough problems is dependent on experience,
leadership and our 6,000 dedicated employees.

Cubic's future depends on good leadership at many
levels in the organization. This year we expanded our
management development program by instituting a
comprehensive leadership-training course. | would like
to thank Dr. Robert Sullivan, one our directors and Drean
of the Rady School of Management at the University of
California, San Diege, for assisting in this very importaﬁt
endeavor.

The growth praspects for Cubic remain very
favorable. We lock forward to improving results in 2007
and beyond.

Walter J. Zable

Chairman, President and Chief Executive Officer
December 20, 2006
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FiscaL Year 2006
REVENUES

B $563 milion
2006 Year EnD
BACKLOG

B $763 million

EMPLOYEES

B 4.800in 25 states and 19
nations

PRinciPAL LINES OF
BusINESS

B Training Systems

B Mission Support Services

B Communications & Electronics

CusTOoMERS

B U.S Armed Forces

8 Other U.S. agencies and
departments

B 46 nations

STrAaTeGic Focus

B Maintain long-term customer
relationships

B Sustain product and service
innovations

B Meet growing international
demands for training and
communications systems

B Strengthen the business through

acquisitions

Key DiSCRIMINATORS

M Breadth of live training
capabilities

B Unigue position as a “full-
spectrum” provider of training
systems and training support
services

B Aggressive technology
upgrades for existing markets

Innovative new products

Strong reputation in mission
support services

B Platform independent

B Common Data Link (CDL)
certified

MAaARKET DRIVERS

B Global war on terror

B Domestic and international
defense and security budgets

B Department of Defense budget

and prioritizations
B Technology advancements

Joint warfighting

B Interoperability among allied and

coalition forces

B Network operations

Future GROWTH
OPPORTUNITIES

B Data links for manned and
unmanned platforms

B Live, virtual and constructive
training
B Joint and multinational training

B International ground combat
training centers

B Systems to counter the threat of
improvised explosive devices

B Modeling and simulation of the
effects of weapons of mass
destruction

B Optical communication solutions
for friendly force identification on
the battlefield

B Logistics, operations, and
rmaintenance services



Key INNOVATIONS

Integration of live, virtual and
constructive training dcmains

Personal area network for
tactical engagement simulation
systerms

Integration of terrestrial and
satellite communications into
combat training systems

Advanced weapons for small
arms virtual training

Incorporation of fighter aircraft
and combat helicopters into joint
combat training systems

Cost-efficient mission rehearsal
exercises for deployed troops

Simulation of weapons of mass
destruction effects in training
environments

Adaptive communication
jamming systern

Tactical data links and
advanced C4ISR networks

Tactical application of optical
communications technology

Airborne geolocation and
secure transmission system for
intelligence applications

GLossaRy

FiscaL YEar 2006 Revenue Mix

Market
B Military Training

B Intelligence Surveillance
and Reconnaissance

Operation and Maintenance

Force Modernization
and Transformation

{.S. and International

B Domestic
B Direct International

B FMF/FMS International

Business Unit
B Mission Support Services
[t Training Systems

B Communications and
Electronics

Sirategic Operations/Other

Live Simuliation — Live simuiation involves real people operating real systems, and it is
the training domain that most closely replicates the actual combat environment.

Virtual Simulation — in virtual simulation real people cperate simulated systems.

Constructive Simulation — In constructive simulation, real people interact with
simulated events, but are not involved in determining outcomes. THIS training
environment is oflen referred to as “war gaming.”







@ubic is an established leader in providing

air and land combat training systems to the U.S.

and allied militaries in more than 25 nations.

Cubic designs, develops and installs
instrumented training range systems for
fighter aircraft, armored vehicles and infantry
force-on-force live training, weapons effects
simulations, tactical engagement simulation
systems, and precision gunnery.

We are on the forward edge of integrated
training systems technology. Our adaptable
systems enable military aircrews and land
forces to carry out realistic combat training
exercises and mission rehearsals as a unified
but geographically dispersed force, multiplying
their ability to effectively train for any mission.

2006 Key Accomplishments

Developed and will be delivering Individual
Weapon Systems (IWS) to multiple U.S. Army
training centers and homestations. This 5-year
contract, awarded to Cubic in 2005, will reach $113
million if all options are exercised.

Developed and delivered the U.S. Army’s first
Initial-Homestation Instrumentation Training
System (I-HITS). Cubic is now delivering I-HITS at
two more locations. This 5-year contract will grow to
$72 million if all options are exercised.

Received more than $100 million in task orders
since receipt of the single award for the P5 Air
Combat Training Systems contract in 2003. The
indefinite delivery/indefinite quaniity contract, valued
at $525 million, calls for the delivery of the system (o
potentially 30 sites over 10 years.

Awarded a $25 million contract to develop a new
personal area network for tactical engagement
simulation systems. The new wirgless manworn
systern is smaller and lighter in weight than its
predecessor, and is universally configurable to fit on
any soldier's vest.

Received several orders totaling $15.5 million for
virtual training systems and services. Cubic will
deliver its systems to the U.S. Army and Air Force,
and Department of Energy.

Received contract 1o integrate training systems
and facilities for interoperable bilateral training
between the U.S. and Australia. This is a joint
project between the Australian Defence Force and
the U.S. Pacific Command, and the U.S. Joint Forces
Command.

'




ProGRESSIVE TRAINING

Realistic combat training—the cornerstone of
operational readiness—is a strategic priority for U.S. and
allied military forces. As they transform their mission and
warfighting concepits to defeat unconventional threats,
armed services worldwide are turning 1o Cubic for its 21st
century training systems.

Cubic is working on the frontier of military
technology. We aggressively insert new capability into
our training systems, improving the combat readiness
and effectiveness of uniformed military services, both
individually and collectively.

With our systems, military forces “train as they will
fight." Soldiers, marines and aircrews all draw upon the
realism gained from using our training systems to help
them effectively perform their mission.

URimately, our realistic
training systems improve the combat
readiness of military forces engaged

in protecting the national security
of the U.S. and its allies.

Lanp ComeaTr TRAINING SYSTEMS

Last year when U.S. Army, Army Reserve and
National Guard bases in the U.S. and abrcad identified
a need for mobite combat training systems, they chose
Cubic.

Now Army troops stationed at Camp Casey,
Korea, are training with Cubic's Initial-Homestation
Instrumentation Training System (I-HITS)—a compact
and portable combat training instrumentation system that
can be quickly set up for training anytime, anywhere for a
variety of missions.

I-HITS is a comprehensive training package. Using
satellite-linked communications, I-HITS tracks the

positions and status of troops and vehicles in real time
and relays exercise data to command centers for post-
mission analysis and production of lessons-learned
presentations.

At Camp Casey, I-HITS delivers to the U.S. Army
much of the same training capability previously available
only at major fixed ranges, such as the Joint Readingss
Training Center, the National Training Center and the
Joint Multinational Readiness Center. I-HITS supplements
these ranges by providing additional deployable
capability where and when needed, but it does not
replace them.

Cubic has also fielded I-HITS at two U.S. Army
training sites in Hawaii. In Eastern Europe, Cubic is
preparing to deliver the first mobile combat training
instrumentation systems to the armed forces of Slovakia
and Romania.

A fully ruggedized and modular system, I-HITS
adapts to command and control operations conducted in
tents, fixed shelters, buildings and vehicles. In addition to
providing live force-on-foree training, 1-HITS is configured
to interface with both virtual and constructive simulations.

TacTicaL ENGAGEMENT SiMULATION
SvysTEMS

Cubic is pushing the limits of technology to
significantly advance the quality of tactical engagement
simulation systems equipment in use today. We are
developing a wireless personal area network for the
man-worn system that is part of our family of Multiple
Integrated Laser Engagement Simulation systems
(MILES). Using infrared lasers, these systems simulate
the exchange and effects of weapons fire among
ground troops and their vehicles with small, lightweight
components.

Our domain knowledge of MILES technology has
reliably produced and delivered the standard laser-based




device for the U.S. Army and Marine Corps, and the
armed forces of allied nations for more than 10 years.
Cubic's leadership in MILES technclogy continues.
Under a 5-year U.S. Army contract awarded to Cubic
in 2005, we are developing the next generation MILES
Individual Weapcon System {IWS) for infantry weapons,
which will be delivered to U.S. Army training centers and
homestations located in the U.S. and in allied nations.

ViIRTUuAL TRAINING

This year we successfully executed a strategic move

to produce our own weapon simulations for virtual skills

trainers. As a result of this investment, Cubic now directly
controls and performs all of the design and development

for its entire virtual skills trainer product line.

Cubic has delivered EST 2000 systems to the U.S.
Army, Air Force, and Department of Energy, and allied
militaries and governments. The systems are operational
throughout the world, including the Continental U.S.,
Hawaii, Alaska, Korea, Germany and Afghanistan.

AiIr ComBaT TRAINING SYSTEMS

Cubic has a rich heritage in the design and delivery
of highly reliable air combat training systems to U.S.
and allied nations. The 60 systems Cubic has delivered
to date, including several systems installed more than
15 years ago, remain operational and serve as national
training assets that contribute to combat readiness,

We continue this legacy with our 10-year P5 CTS
air combat training contract, awarded in 2003 by the

U.S. Navy and Air Force. With this contract, Cubic has
secured its long-term future in the evolution of air combat
training systems for the U.S. and its allies.

JOINT TRAINING CaPasiLITY

Joint force training is the future of military training
systems and Cubic is actively invelved in supporting the
U.S. Department of Defense transformation plan.

We participate in the industry advisory committee—
the Joint National Training Capability Working
Group—to help the U.S. military integrate live, virtual
and constructive training across the armed services.

In addition, we are under contract to help develop the
Joint Combined Training Center. It will establish bilateral
training between the U.S. and Australia, integrating both
air and ground training ranges belonging to the two
countries.

2 019N9EY

With a strong footprint in the
Pacific Rim, Cubic is uniquely
positioned to help the U.S. and
Australia move toward integrating their
air and ground combat training ranges.

Cubic's expertise in the underlying software
technology, which is used to integrate training ranges,
strengthens the joint training effort and positions
Cubic to be in on the ground floor of emerging training
transformation initiatives in the U.S. and abread.







Cuhic is an established leader in a broad
spectrum of support services. From more than
100 locations worldwide, we provide technical,
training, and operational support services and
related domain expertise that help prepare all
echelons of U.S. and allied forces for combat
and national security missions.

Our principal lines of business include live,
virtual, and constructive training and exercise
development and implementation; training
development, management and support;
operations and maintenance; professional
military education; knowledge management
systems; weapons effects; modeling
and simulation; and allied military force
modernization.

Outstanding past performance across all its
service businesses has earned Cubic a strong
reputation throughout the industry as a trusted
provider of highly specialized support services.

2006 Key Accomplishments

B Met increased demand for critical mission
rehearsal exercises at the Joint Readiness
Training Center. Supported training exercises for
U.S. troops before their deployment to Afghanistan
and Irag.

B Expanded the scope of support services
provided for comprehensive consequence
management training worldwide. Supported
several major training events worldwide involving
multiple s¢enarios, and interational and multiagency
first responders.

B Awarded landmark 324 million Navy contract to
provide weapons threat assessment software.
This 3-year contract expands our services to now
include the design and development of software
applications used for military operations.

B Awarded $33 million Navy contract for flight and
tactical instruction over a 5-year period. Cubic
won the recompete as part of the Field Training
Systems Support Il indefinite deliveryfindefinite
quantity contract received last year.

B Increased support services to U.S. Marine
Corps. Significantly extended our live, virtual and
constructive training support services for the Marine
Air-Ground Task Force Support Program, and was
awarded a new $43 million contract to support all
Marine aircrew training systems worldwide.

B Won a new 6-year contract to continue support
to U.S. Joint Forces. As part of a team, Cubic won
the recompete of the U.S. Joint Forces Command's
Joint Wartighting Center (JWFC} contract. JWFC
provides operational and training support te U.S. and
allied forces worldwide.
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IncreasING RoLE oF TRAINING

Driven by the global war on terrorism, including
operations in Afghanistan and Irag, the U.S. Department
of Defense (DoD) is executing a training transformation
intiative across all its armed services. The initiative will
c¢hange how, where and when uniformed military forces
train for their missions.

Now and in the future, there is and will be & much
greater reliance upon the armed services working
iogether as a joint force to accomplish their mission.
Ultimately joint forces will train in an integrated live, virtual
and constructive simulation environment that is intended
to be globally available at anytime, and linked to real-
world command and control systems,

As an industry-recognized leader in live-virtual-
constructive training, Cubic draws upon a wide breadth
of experience. We have designed and executed training
and exercise events in more than 45 nations within the
past five years. Our reputation for dependability, and
high quality operationat and maintenance support is a
key reason why we have served as a prime contractor for
more than 35 military training and support facilities.

Training continues to be a high pricrity within the U.S.
military. Cubic is a trusted support services provider to
allU.S. Armed Forces, the joint community, and armed
services of allied nations. We are the only contractor
supporting three of the U.S. Army’s four combat training
centers.

JOINT TRANSFORMATION

The U.S. Joint Forces Command (JFCOM) is the:
DoD organization spearheading the national military
transformation initiatives. In addition o continued
support 1o the Joint Warfighting Center, Cubic is
assisiing JFCOM to advance the realism and capability
of joint training worldwide, Through key development
and experimentation activities, Cubic is assisting with

development and integration of weapons effects models
and simulations across joint live, virtuai and constructive
training domains.

Cubic support is widespread at JFCOM. Cubic
provides on-site support services to both the J-7 Joint
Training Directorate and to the J-2 Joint Experimentation
Directorate. Cubic on-site support 1o the J-7 includes
the Joint Warfighting Center, the Joint Nationat Training
Capability (JNTC) Joint Management Office, the Joint
Systerns Integration Command. and other offices.

Mission ReEHEARSAL EXERCISES

Preparing armed forces for their mission on short
notice and before deployment is a top priority within
the U.S. DoD. Cubic is at the forefront of supporting
this critical training, particularly in support of the U.S.
Army’s Combat Training Center program. At the Joint
Readiness Training Center in Fort Polk, Louisiana, Cubic
helps military leaders plan, coordinate and execute the
most realistic and complex training exercises, which
often include units from the U.S. Air Force, Navy and
Marine Corps, and military units from allied countries. The
exercises employ highly realistic battle scenarios played
out in the center's comprehensive training facilities.

Cubic helps ensure that mission
rehearsal exercises provide the
maximum training effectiveness to
exercise participants.

Cubic replicates the realism of actual combat in
the settings, characters, scenarios, battlefield effects,
and opposing force intelligence situations we devise;
and in turn, expose participants to the uncertain threats
of combat during a “practice run.” We provide similar
rmission rehearsal support to the U.S. Marine Corps




through Cubic’s contract for the Marine Air-Ground Task
Force (MAGTF) Staff Training Program.

ExrortaBLE COMBAT TRAINING

The U.S. Reserve components continue to bear a
heavy load in the ongoing glebal war on terrorism. To
assist in final preparations prior to deployment, Cubic
is helping them define and satisfy an urgent need for
mission rehearsal training that was previously available
only at major combat training centers.

Now, National Guard, Army Reserve, and Marine
Corps Reserve units can improve their readinass for
combat, security and peacekeeping missions at or near
their base locations. This past summer, Cubic supported
two Exportable Combat Training Capability exercises
far the Army and Marine Corps. We bring the training
exercise to the soldiers, and deliver much of the same
training experience troops receive at the Joint Readiness
Training Center.

SAFEGUARDING AGAINST WEAPONS OF
Mass DEsTRUCTION INCIDENTS

Multiple federal, state and local agencies rely upon
Cubic to help them prepare for and defend against
threats frormn weapons of mass destruction. Cubic
has specialized expertise in chemical and biological
modeling and related threat prediction analysis, and
extensive experience supporting emergency training
exercises worldwide.

Cubic is a leading services provider to the Defense
Threat Reduction Agency (DTRA). In 2003, the agency
awarded Cubic and four competitors a five-year indefinite
delivery/indefinite quantity contract with a $1.26 biltion
ceiling value. Cubic continues to receive significant task
orders under this contract.

Growing demand for our services
is a direct result of Cubic’s technical
capability and user-oriented
high quality support.

Under a separate competitively awarded DTRA
contract, we continue to support the agency’s globally
significant Chemical, Biological, Radiological, Nuclear,
and High Explosives {CBRNE) Exercise Support
Program. Qur "full circle” support services train and test
the capabilities of decision makers and others down to
and including first responders from the DoD, other federal
agencies, state and local governments, and U.S. allies to
respond to a broad range of disasters and events caused
by terrorist activities, natural disasters, and accidents.

In the past year, Cubic supported several key DTRA-
sponsored exercises, including Eagle Resolve 06, ‘A
Kele, and CAPEX 06. CAPEX 06 included participation
by Russia and was the most comprehensive nuclear
response exercise ever held on U.S. soik.
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@ubic is a strategic supplier of advanced
electronics for use in military applications. Our
products and systems include high bandwidth
data links, high power amplifiers, signal
intelligence/electronic warfare systems, and
search and rescue avionics.

Cubic applies more than 40 years of
expertise to design, develop and manufacture
critically important equipment that reliably
operates in the harshest environmental
conditions encountered on the battlefield.

We are transitioning from a specialty
products provider to a systems supplier. To
that end, we strive to integrate our innovative
equipment into systems that not only extend the
military’s technical capability but also interface

with legacy systems in use today.

2006 Key Accomplishments

Achieved final acceptance for Communications
Data Link System {CDLS). Successfully completing
this milestone means CDLS is approved for
additional production under Cubic's 2003 contract
with the U.S. Navy, potentially worth up to $93 million.

Completed initial design for data links onboard
Fire Scout MQ-8B. Our tactical common data link
system will be integrated into the most advanced
rotary wing unmanned aerial vehicle used by the
U.S. Navy for situation awareness.

Met Walchkeeper'’s design standards for network
enabled data links. Cubic's data links will interface
with network enabled capability for the largest
unmanned aerial vehicle program in the United
Kingdom.

Adapted data link technology for transport by
foot soldiers on the move, Cubic is under contract
to demonstrate its man-portable ground data link
terminals for use in Marine Corps' applications.

Applied our technologies to high-priority signal
intelligence and electronic warfare programs.
As part of a team on several U.S. Navy contracts,
Cubic is supplying a combination of its products
and systems to create new or significantly upgraded
intelligence and communications systems.

Developed next generation combat search and
rescue equipment. We are now fielding our next
generation combat search and rescue avionics for
the U.S. Special Forces, Navy and Air Farce, and
allied forces.
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NeTwork ENaBLED COMMUNICATIONS

U.S. and allied military forces are becoming more
reliant upon data communications to network their
battlespace—and increasingly Cubic’s data links are a
core element of these networks.

Our data links quickly and reliably transmit
information between military assets. Our technology
enables any airborne platferm—manned or unmanned—
to communicate with other military assets in the air, at
sea, or on the ground. Warfighters rely on Cubic's high-
speed data transmissions to help them transmit, receive,
assess, process and decisively defeat threats on the
battlefield before the enemy can take action.

Data LINKS

Cubic's data links are improving the U.S. Navy's
capability for sharing information across the battlespace.

Our data link system has demonstrated
interoperability with legacy systems
and received approval from the
Department of Defense Joint
Interoperability Test Command.

This achievement was recently earned in a series of
sea trials onboard the USS Dwight D. Eisenhower and in
flight tests.

During these government tests, Cubic's system
demonstrated its ability to network with other tactical
data communication systems, and interface with legacy
systems used today by the U.S. Navy.

Now that our data link system has passed
acceptance testing, Cubic is approved to manufacture
and install additional systems under the CDLS contract.

Our air and ground data link terminals are a key

part of the United Kingdom's premier network enabled
unmanned aerial vehicle program called Watchkeeper.
Currently, we are in the early stages of the design
phase for this program, engineering a robust data link
system to meet an array of demanding interoperability
specifications.

Under contract on another capstone program,
Cubic's systemns will be onboard a rotary wing unmanned
aerial vehicle—the MQ-8B Fire Scout—enabling it to
provide reconnaissance and surveillance, and precision
targeting support for the Littoral Combat Ship.

MiLitary COMMUNICATIONS AND
INTELLIGENCE

In addition to data links, Cubic designs and
manufactures communications products adaptable
for a wide range of defense and homeland security
applications. Our high frequency power amplifiers,
direction finders, receivers and transmitters perform
multiple functicns. They enhance intelligence collection,
provide secure position location information, and employ
adaptive signal jamming technologies aimed at disrupting
enemy communications.

This year, we made further inroads into the signals
inteligence and electronic warfare arena. For this market,
Cubic equips a variety of U.S, Navy ship classes,
and surveilance and fighter aircraft with robust signal
processing receivers for the purpose of immediate threat
recognition.

Operational commanders assigned to the P-3 Crion
aircraft use our receivers to help them search, intercept,
identify, and locate potential threats during their missions
directed by naval and joint commanders, inctuding
support for carrier strike groups and expeditionary strike
groups. In the past year, our receivers were selected
for two other U.S. Navy programs including the Ship's




Signals Exploitation Equipment - Upgrade F and the EP-3

signal intelligence receiver upgrade program.

Unifying its expertise in air combat training and
communications, Cubic designed a prototype network-
enabled communications pod for the U.S. Navy. The
new communications suite includes our digital receiver,
miniaturized tactical common data link and embedded
software. Qur equipment is packaged into a single,
ruggedized instrumentation pod, which is carried below
the wings of a fighter jet.

This new communications suite enables fighter
aircraft and U.S. Navy combat ships to jointly carry out
missions at greater distances. Our systern signiftcantly
extends an aircraft carrier's radio range, which is limited
by the height ot the antenna on the ship and the horizon.

ComeaTr SeEarcH anD Rescue
During wartime, U.S. and allied combat search and

rescue crews rely upon Cubic's personnel Jocator system

to help them covertly retrieve and provide assistance to
downed military perscnnel behind enemy lines. Cubic’s
system is carried onboard close air support aircraft such
as helicopters and fixed wing attack aircraft.

Our personnel locator system interfaces with all
U.S. deployed combat survival radios and standard civil
emergency distress beacons.

Last year, Cubic released its next generation
personnel locator system. It employs advanced
microelectronics, delivering improved reliability and

performance while providing a significant reduction in
both size and weight from earlier versions.

Demand for our new system is increasing as the U.S.
Air Force and other services modernize their avionics,
extending the life of long-serving combat aircraft.

FuturE COMMUNICATIONS
INFRASTRUCTURE

Cubic is taking important steps to shape the future of
military communications infrastructure. Working with eight
maijor defense industry companies, Cubic established
DirecNet—a consortium pursuing a uniform and open
standard for network enabled data links.

Untimately, the consortium’s data
lins standard will unite and multiply
the combat power of the military’s
battlespace assets, helping them
to fulfill a Department of Defense
transformation priority.

In the year just ended, the consartium formalty
defined its mission in its bylaws, and is now focused
on developing a high-level standard for a common
architecture that is compatible with Department of
Defense transformation goals for the global information
grid and network centric warfare initiatives.
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REVENUES

B 3244 milion

2006 Year EnD
BackLoG

B $716 million

EmMPLOYEES

B 1,200 in 24 locations worldwide

PrinciPAL LINES OF
BusINESS

B Electronic fare collection,
passenger control and
transaction management

Operational services

Maintenance services

CusTOMERS

B 175 active transit agency
customers

STtRateEGIic Focus

B Maintain long-term customer
relationships

B Expand support services in key
mass transit markets

B Develop and apply technology
to improve the efficiency of fare
collection systems for mass
transit operations

B Augment security infrastruciure
for mass transit

B Continue to develop
opportunities in select
international markets

Key DISCRIMINATORS

B A leader in supplying industry
standards for regional and
intermodal systems

B Innovative smart card
technologies and applications

B Significant installed base of
new and legacy fare collection
systems

B More than 30 years of
experience designing,
integrating, installing and
supporting highly reliable
automated fare collection
systems in major cities

MaRkeT DRIVERS

B Regionalization ¢of automated
fare collection systems

B Intermodal transit systems
that link different modes of
transportation and parking

B Emerging industry standards for
smart card technoclogy used in
public transit applications

B Outsourcing of support services
by transit agencies to maintain
increasingly sophisticated smart
card-based automated fare
collection systems

Keyvy INNOVATIONS

I NextFare™—a modular fare
collection management system

W Muitifunction card processors
adaptable to a variety of smart
cards

W Low-usage srmart card fare
collection apptlications

I High-speed ticketing device
technology compatible with
multiple transit smart cards

B Security features for mass transit
infrastructure

INDUSTRY AWARD

W Industry Innovation &
Advancement of the Year Award
by Frost & Sullivan (2006}

PRESTIGE/OvYsTER
Canrp AwaRDS

I RFID Implementation Award,
7th RFID Networking Forum
{20086)

B Best Private Finance Initiative,
Public:Private Finance Awards
(2005)

B Best Operational Transport
Project

B Grand Prix as the Best
Operational Project—all
sectors

B Gold Award for Technology
Exploitation by Management
Today, Britain's leading monthly
business magazine (2005)




OnGoING AuTtOomMmATED FARE CoOLLECTION PROJECTS

iN Mavor TRAaNSPORTATION IMARKETS

LonDonN
PRESTIGE/Ovysrer Carp™
Largest smart card fare collection
contract ever awarded

Cubic's work share awarded under
the PRESTIGE contract is now in
excess of $1 billion since 1998

New York/INEW JERSEY
Recion

$468 million in contracts awarded
since 1991

WasHinaTon D.C./
BaLtimore/VirciNiA REGION
$176 million in contracts awarded
since 2000

Los AnceELEs REGION
$134 million in contracts awarded
since 2002

\“7_ i & . _
TRANSin:t -1

g

San Dieco REGION
$27 million in contracts awarded
since 2002

San FRanCISCO
$68 million in contracts awarded
since 1999

Mmunearous/ST. PauL
$19 million in contracts awarded
since 2002

CHICAGO
$106 million in contracts awarded
since 1993

ATLANTA
$78 mitlion in contracts awarded
since 1993

BriSBANE, AusSTRALIA
$110 mitlion in contracts awarded
since 2003

SWEDEN
$23 million in contracts awarded
since 2005
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@ubic is the world’s leading integrator of
automated fare collection systems and services
for public transport. Cubic has delivered over
400 projects in 40 major markets on five
continents, totaling approximately $3.6 billion in
installed systems,

We design, develop, supply, install and
support complete automated fare collection
solutions for public transit authorities. The
front-end components of our systems include
gates, ticket vendors and card readers that
reliably serve millions of passengers every day.
Our back-office computers and components
make the systems run. We also provide
managed services including technical, financial,
and operations and maintenance support.

With more than 30 years of experience,
Cubic is the most established company in the
industry dedicated to delivering and supporting
large scale, regional smart card fare collection

systems.

2006 Key Accomplishments ————

® Received contract to expand new retail ticketing
system across U.K. Train Operating Companies.
Cubic will install new Oyster devices, provide data
management services and supply a minimum of 3
years of maintenance services.

Awarded additional contracts to expand regional
smart card system in Southern Sweden. Now
Cubic’s contracts in Sweden cover five counties,
connecting bus and rail fare collection operaticns
for public transport through use of a common fare
payment system.

Deployed smart card system for bus and rail
commuters in Brisbane. \When the fare collection
system is completed, Cubic will continue to provide a
wide range of support services for 9 years.

Completed one of the first self-service payment
terminal networks in the U.K, Enables passengers
traveling on the London underground and some of
its light railways to purchase travel tickets with dekbit
or credit cards at ticket machines without assistance
from a staff member.

M Awarded add-on contract to link park-and-
ride and regional bus systems to Washington
Metropolitan’s SmarTrip® smart card system.
When completed, patrons will use cne card for
multimodal rides between regional fare systems.

B Deployed retail merchant network for the
Chicago Card® program. This enhancement
reduced the number of cash fares paid by patrons
who favor credit/debil transactions, thereby lowering
the service cost incurred by the transit agency.
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SvysteEm ExPANSION AND MANAGED
SERVICES

Major transit authorities in the United States and
around the world are transitioning their magnetic-based
automated fare collection systems to contactless smart
card technology. These sophisticated electronic systems
offer significant operational benefits to transit authorities
and unprecedented convenience to their patrons.

Contactless smart card technology helps transit
agencies maintain and attract ridership—a primary
goal of every transit authority. Passengers are drawn to
the convenience of using a single smart card for quick
passage in and out of the transit system. As transit
agencies and operators progressively integrate multiple
fare collection systems to interface with a common smart
card, thelr systems provide more utility to their patrons.
For example, using one smart card, a passenger can
connect between different modes of transportation and
between fare systemns belonging to more than one transit
authority—a singie ticket for multiple journeys.

Smart card tecnnology also helps transit agencies
fulfill their common objective to improve customer
satisfaction. Contactless smart cards are user friendly.
With these cards, transit patrons can automatically
prepay their public transit fares and have the assurance
of knowing the card is secure.

Improved operational efficiency is another
compelling reason why transit agencies decide to
introduce electronic fare systems. Contactless smart
card technology helps them reduce fare evasion,
reduce costly cash transactions and reduce equipment
maintenance. They also help transit agencias support
a wide variety of fare incentive programs, including
corporate-sponsored transit benefits.

Because of the technical complexities of operating
an electronic system, the rmarket for managed services

I

is growing. Transit agencies are turning to third parties to
supply operational and maintenance services that would
otherwise be performed by a transit agency. A key reason
for this growth relates to the considerable increase in
regional integration of fare collection systems.

Major metropolitan transit authorities have selected
Cubic to design, supply, integrate and upgrade their
transit systems. Now these transit autherities are
recognizing a growing need for managed services to
support their 21st century fare collection systems. Our
heritage in the fare collection industry enables us to
provide our customers with effective support services,
including operations and maintenance services, that are
transparent to the transit authority staff and customers.

FuLL Service SuprPorT INn BRISBANE

Cubic is providing full-service support for the design,
installation, operation and management of the new
electronic fare system in Brisbane.

Transit patrons in Brisbane are now using a smart
card systern designed by Cubic for bus and rail journeys.
The system will eventually link the region’s other transport
operators, including ferry services and train rides to the
airport.

Cubic’s NextFare technology enabled
Brisbane to be the first of Australia’s
three major East Coast cities to bring a
contactless smart card system into use
by transit patrons.

The design of the Brisbane contactless smart
card system is similar to other recently deployed Cubic
systems. It allows muttiple agencies in different cities
to exploit a common fare-processing infrastructure to
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handle all the back-office fare collection and revenue
management functions via a shared communications
network.

Cubic's commitment to the success of the system
in Brisbane extends beyond its design and installation
to managed services. We will be providing services for
system operations and maintenance, regicnal clearing
and settlement, card management and cardholder
support under this contract.

ExpPansioN oF THE PRESTIGE
SvysTeEM IN LONDON

London's PRESTIGE system, the most sophisticated
regional and muttimodal automated fare collection
system in the world, relies on fare collection infrastructure
designed, supplied and supported by Cubic. With more
than six million cards in circulation, London's highly
acclaimed Oyster contactless smart card is now the most
widely circulated smart card in Europe.

Under the PRESTIGE contract awarded by Transport
for London (TfL} in 1998, Cubic has supplied the
autornated fare collection system and is now providing
maintenance and support services for it.

Having receivied four prestigious British awards
since 2004, the PRESTIGE fare collection system stands
as a benchmark of success at every level—design,
implementation, operations and customer satisfaction,
London has made a significant commitment to continue

to improve nearly all aspects of its transport system over
the next several years. The plan is partly driven by the
need to prepare London's transport system for the city's
commitment to host the 2012 Olympics.

As part of London's improvement plan, the UK.
Government is encouraging Train Operating Companies
to integrate Oyster validation equipment into London rail
stations. When completed, Oyster rides will be available
to all trains operating in Greater London.

DEsIGN AND SUPPORT OF SMART
CarD-ONLY SYSTEM IN ATLANTA

The Cubic-designed system in Atlanta is called
“Breaze.” This smart card-only muitimodal fare collection
and revenue management system is the first in the us.
to deploy a “limited use” smart card for occasional riders
and visitors to Atlanta.

Transit agencies in two major U.S.
cities are introducing smart-card
fare payment systems and Cubic is
supporting both of them.

In 2003, the Metropolitan Atlanta Regional Transit
Authority (MARTA) chose Cubic to help them implement
a multimodal transit system with a contract value of 72
million. The new system makes it easy for commuters 10
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travel throughout Atlanta with a common smart card to
pay for rail, bus, L-van (paratransit) fares and park-and-
ride fees,

Cubic is supplying a comprehensive transit fare
collection system to MARTA. We are providing computer
networks, communications, software and terminals to
form a complete system, including equipment supplied
for parking, bus fareboxes, faregates, and ticket vending
machines that issue smart cards.

INTEGRATION OF REGIONAL SMART
CarD SvysTem 1N Los ANGELES

The Los Angeles County Metropolitan Transportation
Authority’s (Metro) Universal Fare System is the newest
smart card system being deployed in a major U.S. city.
Metro awarded Cubic an $84 million contract in 2002
to implement the Universal Fare Systemn. Since then,
Cubic has received $19 million in contracts from ten Los
Angeles County Municipal bus operators to expand and
integrate their systems into the regional Universal Fare
System with Metro's Transit Access Pass smart cards,
further advancing the one card-one systern vision for the
county.

Last year we compieted delivery and integration for
the new Van Nuys Airport FlyAway Bus Terminal and
debuted the Metro Orange line for bus rapid transit in the
San Fernando Valley. In the same year, Cubic received
additional service contracts from Metro, We are now
providing a full complement of systems and software
services to Metro including its regional central data
collection systerm and maintenance of the system,

We anticipate supplying additionat services to Metro
as their system expands to include all public transit
Operators in the region, making it California’s largest smart
card transit fare collection system.

INNOVATIONS

We strive to advance automated fare collection
technology on many fronts. in partnership with General
Electric. we are continuing to explore opportunities to help
transit agencies implement explosive detection capability
in their transit systems. Our efforts to date have involved
pilot tests and demonstrations for select customers and
the Department of Homeland Security.

Cubic's innovations are widely recognized for
industry leadership. Last year Cubic received an award
for developing a Regicnal Interoperability Specification
for the greater New York region. Qur work is helping to
establish a common industry specification for regional,
interoperable smart card transit applications.

In 2005, the PRESTIGE Oyster card project received
three awards. All related to maodernizing transit operations
in Greater London, including its private finance initiative
and innovative information communications technology.

In 2008, the PRESTIGE Oyster project was
recognized with a Radio Frequency Identification ( RFID)
Implementation award by the 7th RFID Networking
Forum—Europe's largest event dedicated to recognizing
breakthrough achievements in RFID across many
industries.

This year Frost & Sullivan selected
Cubic for the 2006 Industry innovation
and Advancement of the Year Award in

the smart card mass transit market,

The 2006 Industry Innovation and Advancement
of the Year award acknowledges Cubic’s more than 30
years of contributions in helping progress the mass transit
industry from magnetic ticketing to multimodal, regional
smart card fare collection systems.




Front End Systems

CompPREHENSIVE ELECTRONIC FARE COLLECTION SOLUTIONS semmmcr——
for Multiple Transit Applications

Cusic Is UniQuE IN THE INDUSTRY

We Provide Full-Circle Systems and Services for Mass Transit

Fareboxes .
Point of sale terminals

Validators and ticket issuers

Ticketing machines
Gates

Card and ticket media
Software

Communications

Back Office Systems

Central computer systems
Servers
Software applications

Networks

Managed Services

Account management

Patron support services
Business support services
Back office systems services
Front end operational services

Equipment maintenance

Software maintenance
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

Our two primary businesses are in the defense and transportation industries. For the year
ended September 30. 2006, 69% of sales were derived from defense, while 31% were derived from
transportation fare collection systems and other commercial operations. These are high technology
businesses that design, manufacture and integrate complex systems to meet the needs of various
federal and regional government agencies in the U.S. and ather nations around the world. The U.S.
Government remains our largest customer, accounting for approximately 52% of sales in 2006
compared to 53% in 2005 and 50% in 2004,

Cubic Defense Applications (CDA) is organized into three market-focused business units:
Training Systerns Business Unit (TSBU), Mission Support Services Business Unit (MSBU), and
Communications & Electronics Business Unit {CEBU). The segment is a diversified supplier of
constructive, live and virtual military training systerns, services and communication systems and
products to the U.S. Department of Defense, other government agencies and allied nations. We design
instrumented range systemns for fighter aircraft, armored vehicles and infantry force-on-force live
training; weapons effects simulations; laser-based tactical and communication systems: and precision
gunnery soluticns. Our services are focused on training mission support, computer simulation
training, distributed interactive simulation, development of military training doctrine, force modernization
services for NATO entrants and field operations and maintenance. Our communications products
are aimed at intelligence, surveillance, and search and rescue markets. The segment also has a b0%
interest in a joint venture which in 2006 received its first contracts to produce certain advanced tactical
systermns for the U.S. and Israel.

Cubic Transportation Systems develops and delivers innovative fare collection systems for
public transit authorities worldwide. We provide hardware, software and multiagency, multimodal
transportation integration technologies and services that allow the agencies to efficiently collect fares,
manage their operations, reduce shrinkage and make using public transit a more convenient and
attractive option for commuters.

CONSOLIDATED OVERVIEW

Sales in fiscal 2006 increased by 2% to $821.4 million compared to $804.4 million in 2005. Sales
in 2005 represented an 11% increase over 2004 sales of $722.0 million. The sales growth in both
2005 and 2006 came from cur defense segment, while transportation systems sales were nearly flat
for the three year period from 2004 to 2006. Essentially all the growth in defense sales in both years
came from existing businesses, with an immaterial amount coming from a small strategic acquisition
we made in 2006. We also made two small transportation systems acquisitions, one at the end of
2004 and one early in 2005, which added about $4.3 millicn and $9.1 million to fiscal 2006 and 2005
fransportation systermns sales, respectively. See the segment discussions following for further analysis
of segment sales.

Qperating income mere than doubled in 2006 to $30.9 million from $13.1 million in 2005.
The primary reason for the improvement in 2006 was that our transportation business returned to
profitability after having incurred an operating loss in fiscal 2005. Defense operating income also
increased in 2006, at a slightly better rate than the growth in defense sales. Costs of compliance with
Section 404 of the Sarbanes-Oxley Act of 2002, which are included in corporate and other costs in
our segment reporting, decreased in fiscat 2006 to $0.9 million compared to $1.4 million in 2005, our
initial year of compliance. Operating income decreased by 76% in 2005 from 2004 operating income




of $54.2 million. The primary reason for the large decrease was the operating loss incurred in 2005 by
our transportation systems segment, in addition to a small decrease in defense operating income. See
the segment discussions following for further details of segment operating results.

Net income more than doubled from $11.6 million ($0.44 per share) in 2005 to $24.1 million
{$.90 per share) in 2006, primarily because of the improvemnent in transportation systems operating
results, Net income in 2005 had dropped from the 2004 level of $36.9 million ($1.38 per share)
primarily because of the operating loss in transportation systems in 2005, and was further impacted
by the decrease in defense segment operating income in that year. Approximately $4.3 million, after
applicable income taxes, of the 2006 net income was from a gain on the sale of real estate that had
been held for investment purposes for many years, but was sold in the first quarter of the fiscal year.
Approximately $2.8 million of the 2005 net income was from a reduction in tax contingency reserves in
the fourth quarter, while $2.3 million, after taxes, of the 2004 net income was from a gain on the sale of
a life insurance palicy in the third quarter. In 2004, a loss provision for a legal matter had also reduced
net income in the fourth quarter by approximately $3.8 million after taxes.

The gross margin from product sales improved slightly in 2006 to 16.0% from 15.1% in 2005, due
to improved perfarmance in the transportation systems segment. However, cost growth on a training
systems contract in the defense segment and on several transportation systems coniracts in 2006,
kept the gross margin from products lower than the 2004 level of 26.6%. The gross margin from
service sales was 16.9% in 2006, compared to 18.1% in 2005 and 19.6% in 2004. The primary cause
of the decreasing service gross margin during the three year period was lower sales from a service
contract in Europe that had generated higher than average gross margins. This contract continues to
decrease in scope and is expected to be completed in the second guarter of fiscal 2007.

Selling, general and administrative (SG&A) expenses decreased to 11.8% of sales in 2006
compared 10 13.8% in 2005 and 14.8% in 2004. SG&A expenses were $13.5 million lower in 2006
than in 2005, with the decrease coming from both segments. In 2005, the defense segment incurred
higher than normal selling expenses related to contract proposals, while such activities returned to
a more normal level in 2006. Lower transportation systems selling expenses and staffing reductions
contributed to reduced SG&A expenses in that segment. In addition, an allowance for doubtful
accounts provision of more than $4 million had contributed to higher SG&A expenses in transportation
systems in 2005, Transportation systems SG&A expenses decreased in 2005 despite the allowance
for doubtful accounts provision, due to a reduction in legal, consulting and engineering support costs
incurred in 2004 related to a contractual dispute with a former subcontractor.

Company sponsored research and development (R&D) spending decreased in 2006 from
the 2005 level, however, R&D costs continued to be incurred primarily in connection with custormer
funded activities. We do not rely heavily on company sponscred R&D, as most of our new product
development occurs in conjunction with the performance of work on our contracts. The amount of
contract required development activity in 2006 was $64 million, compared to $65 million in 2005 and
$51 million in 2004; however, these costs are included in cost of sales as they are directly related to
contract performance.

Interest and dividend income increased in 2006 over both 2005 and 2004 due primarily to higher
interest rates in 2006. Other income was lower in 2006 than in 2005 and 2004 due in part to lower
rental income, resulting from the sale of the real estate mentioned above. Other income in 2005
had also included higher foreign currency exchange gains on intercompany advances to our UK,
subsidiary. Interest expense decreased in 2006 from the 2005 level primarily because of a reduction in
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FINANCIAL CONDITION AND RESULTS

long-term borrowings. Interest expense was higher in both 2005 and 2006 than in 2004 due primarily
to higher levels of short-term borrowings during each of those vears.

Our effective tax rate for 2006 was 33.6% of pretax income compared to 3.7% in 2005 and 34.4%
in 2604. Tax expense in 2006 included a provisicn of $1.6 million for taxes due upon the repatriation of
capital to the U.S. from our UK. subsidiary during the year. The effective rate in both 2006 and 2005
benefited from the reversal of tax contingency provisions amounting to $1.1 million and $2.8 million,
respectively. Our effective tax rate could be affected in future years by, among other factors, the mix of
business between U.S. and foreign jurisdictions, our ability to take advantage of available tax credits,
and audits of our records by taxing authorities.

In December 2004, Financial Accounting Standards Board Position 102-2 was issusd and
established standards for how an issuer accounts for a special one-time dividends received deduction
on the repatriation of certain foreign earnings to a U.S. taxpayer pursuant to the American Jobs
Creation Act of 2004 (the Act). The Financial Accounting Standards Board (FASB) staff belisves that
the lack of clarification of certain provisions within the Act and the timing of the enactment necessitated
a practical exception to the Statement of Financial Accounting Standards No. 109, Accounting for
Income Taxes {SFAS 109), requirement to reflect in the period of enactment the effect of a new tax
law. Accordingly, an enterprise was allowed time beyond the financial reporting pericd of enactment to
evaluate the effect of the Act en its plan for reinvestment or repatriation of foreign eamings for purposes
of applying SFAS 109. We determined during the third fiscal quarter of 2006 that we had sufficient
information to make an informed decision on the impact of the Act on our repatriation plans and a
provisian of $1.5 million was recorded at that time. In the fourth quarter, an extraordinary dividend, as
defined by the Act, was paid by cur LK. subsidiary amaounting to $48.3 million.

In light of this extraordinary dividend and changing market conditions, we have reevaluated
our capital requirements in Europe to determine what portion of our investment can be considered
indefinitely reinvested. Qur analysis determined that the level of investment we currently have in Europe
will be required far the foreseeable future and is considered indefinitely reinvested; therefore, no
provision for taxes due upon repatriation has been provided. However, we currently have no firm plans
to invest further capital in Europe, so we have concluded that we will provide for .S, taxes on future
garnings in Europe until such time as our plans for investment in Europe become solidified.

Tax legislation enacted in 2004 repealed the Extraterritorial Incoma {ETI) exclusion relating to
export sales. Over a transition period which began in 2005, the new tax rules phase-out the ETI
exclusion benetit and provide for a new tax deduction in computing profits from the sale of products
manufactured in the United States. The tax benefit we may realize from the new legislation is expected
to be substantially equivalent to the benefit we realized under the repealed ETI exclusion; however,
changing business conditions could affect this benefit in the future.




DEFENSE SEGMENT

Years ended September 30, 2006 2005 2004

(in milfions)

Defense Segment Sales

Communications and electronics (CEBU) $ 64.6 $ 525 3 65.5
Training systems (TSBU} 228.0 2279 181.6
Mission support services (MSBU) 262.9 257.0 202.4
Tactical systems and other 7.3 6.0 3.4

$ 5628 $ 5434 $ 4529

Defense Segment Cperating Income

Communications and electronics (CEBU) $ 3.9 3 (4.8) $ 6.8
Training systems (TSBU) 9.7 18.2 15.2
Mission support services (MSBU) 20.6 17.9 12.3
Tactical systems and other (2.8) (1.2) 0.2

$ 31.4 3 30.1 3 345

As depicted in the table above, sales from our defense segment increased 4% in 2006 to $562.8
million from $543.4 million in 20085, after having increased by 20% in 2005 from the 2004 level of
$452.9 million. All defense business units generated higher sales in 20086, with the biggest increase
coming from CEBU. In 2005 sales from CEBU decreased from the 2004 level, while the other defense
business units experienced significant growth. The caption “Tactical systems and other” in the table
above includes operating results of our 50% owned joint venture company as well as advanced
programs for the development of new defense technologies. The joint venture company began work
on its first contracts in 2006, which is reflected in the sales amounts above.

Operating income in our defense segment increased te $31.4 million in 20086 from $30.1 millicn in
2005, a 4% increase, after having decreased in 2005 by 13% from $34.5 million in 2004, The increase
in 2006 cperating income was primarily due to a turnaround to profitability in CEBU, which incurred
an operating loss in 2005. MSBU operating income increased in both 2005 and 2006, while TSBU
operating income decreased by nearly 50% in 2006 after having increased in 2005. The joint venture
company incurred operating losses of $2.0 millicn and $1.3 million in 2006 and 2005, respectively, and
is not expected to generate operating profits in the near term as it is still in its start-up phase. Operating
income amounts in the above table for 2005 and 2004 have been revised from previous reports to
conform i0 the 2006 method of allocating corporate costs to the business units.

CommunicaTions ano ELectronics (CEBU)

Sales from CEBU increased from $52.5 million in 2005 to $64.6 million in 2006, a 23% increase,
after having decreased 20% in 2005 from the 2004 level of $65.5 million. The business unit has gone
through a transition during this time period as new data link technology has been developed to replace
legacy data link systems and the business unit has transitioned to building more power amplifiers than
surveillance receivers. The sales increase in 2006 came primarily from contracts for the new data link
technology, in addition to growth in sales of avionics products and power amplifiers. Sales in 2005 had
decreased primarily because of the completion of contracts for legacy data links in 2004,
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Operating income from CEBU also reflects the transition that has taken place during this
period. Operating income improved to $3.9 million in 2006 from the operating loss of $4.8 million
incurred in 2005. Operating income in 2006 came primarily from the sale of power amplifiers and
data links, in addition to the favorable settliement of a long-standing dispute with a customer during
the year, which added $1.2 million to operating income. The operating loss in communications and
electronics in 2005 was primarily due to cost growth totaling nearly $5 million on two contracts, one
a program for the development of new data link technology and the other a program involving a new
intelligence application of our data link and receiver technology. in addition, approximatety $2 miltion
in overstacked or obsolete surveillance receiver inventory was written down in value to zero in 2005,
CEBU operating income was bolstered in 2004 by high marging on a legacy data link contract with a
foreign customer, which was completed that year. Avicnics products, such as our personnel locator
systems had also generated higher operaling income in 2004; however, this was offset by operating
losses from the surveillance receiver product line.

TraininG SysTems (TSBU)

Sales of training systems were virtually flat from 2005, increasing slightly to $228.0 million in 2006
compared to $227.9 million in 2005, after having increased in 2005 by 25% from $181.6 million in
2004. Air combat training and laser engagement systems (MILES) sales increased in 2006 compared
to 2005 while ground combat training sales decreased slightly from the 2005 level. Delayed U.S.
government funding for small arms training systems in 2006 also resulted in lower sales from this
product line. Work continued in 2006 on development of the next generation air combat training
system known as P5 and on ground combat training ranges in Canada, Australia and the Middle East.
Sales in 2005 increased over 2004 as a result of growth in sales from these air and ground combat
training systems as well as the MILES product line.

TSBU operating income fell nearly 50% to $9.7 million in 2006 from $18.2 million in 2005. The
primary reason for the decrease was cost growth of $4.6 million that was accrued on a contract for the
development of a ground combat training system for a foreign customer. In addition, operating income
from small arms training systems was lower, due to planned development costs of $1.9 million for new
weapons simulations systems for this product line in an effort to become more competitive. This major
weapons simulations development effort is now complete. Lower sales of small arms virtual training
systemns, as mentioned above, further impacted operating income from this product line. Operating
income in 2005 was up by 20% from 2004 operating income of $15.2 million. This increase was the
result of higher sales from ground combat training and MILES contracts.

Mission SurpPorT SERvices (MSBU)

Sales from MSBU increased in 2006 to $262.9 million compared to $257.0 million in 2005, a
2% increase. This increase followed a 27% sales increase in 2005 from $202.4 million in 2004. The
increase in 2006 sales came despite a $20 million decrease in sales from the Joint Readiness Training
Center (JRTC) contract in Fort Polk, LA, due to a reduction in training exercises conducted by the
customer. Salés from all MSBU contracts other than the JRTC increased by 15% between 2005 and
20086, as the result of both new contracts and the expansion of existing programs. The most significant
growth in 2006 sales came from contracts for modeling the effects of weapons of mass destruction.
Sales in 2005 grew from the 2004 level due primarily to higher sales from the JRTC contract because
of an increase in training exercises thal year. Sales from contracts for modeling the effects of weapons
of mass destruction also increased in 2005 over the 2004 level.




Operating income from MSBU increased in 2006 to $20.6 million from $17.9 million in 2005,
an increase of 15%. Operating income in 2005 increased 46% over the 2004 leve! of $12.3 miillion.
Operating income as a percentage of sales increased during the three year period due to improved
operating performance on several contracts and due te sales growth without a proportional increase in
SG&A expenses. Operating income as a percentage of sales increased to 7.8% in 2006, compared to
7.0% in 2005 and 6.1% in 2004.

TRANSPORTATION SYSTEMS SEGMENT

Transportation systems sales trended down slightly for the 2004 to 2006 period. Sales for 2006
were $243.9 million compared to $245.8 million in 2005 and $253.5 million in 2004. Sales in North
America increased in 2006 compared to 2005, while sales in Australia decreased and European sales
were consistent from year to year. Increased sales from a contract in Sweden in 2006 helped to offset
an anticipated decrease in sales from the PRESTIGE contract in London and from European service
contracts. As we have discussed in previous reports, the PRESTIGE system is in the operations and
maintenance phase, which generates lower sales than the system design and installation phase.
Service sales were lower in Europe primarily because of the gradual phase-out of old ticket issuing
equipment which is being replaced by modern equipment requiring less maintenance. We are
competing for the contracts to provide the new equipment and have been successful in winning a
portion of the work awarded thus far. In addition, we completed a contract for the maintenance of
communications equipment in London at the end of fiscal 2005 which was not renewed in 20086,
further impacting service sales. The reduction in sales in 2005 from 2004 resulted from a decrease
in North American sales by 15%, while sales in Australia and Europe increased about 14%. We
anticipate lower sales from the transportation systems segment in fiscal 2007 due to the expected
completion of several systems contracts in North America and a decrease in opportunities to sell new
systems in the near term.

We made acquisitions of two small parking system companies, one at the end of 2004 and
one early in 2005, which added $4.3 million and $9.1 million, respectively, to fiscal 2006 and 2005
transportation preduct sales in North America.

The transportation systems segment returned to profitability in 2006, with operating income of $2.8
million, compared to an operating loss of $13.8 million in 2005 and operating income of $28.2 million
in 2004. In 2006, healthy operating income from contracts in Europe was partially offset by operating
losses on contracts in North America and Australia. Projected costs to complete fare collection
systemns on several North American and one Australian contract increased by approximately $21
million more than we had estimated last year; therefore, we recorded a loss of that amount on these
contracts during the year. The primary cause of the cost growth was an increase in engineering hours
incurred to complete the projects, in addition to project management costs incurred due to delays in
project completion. This compares to cost growth of approximately $28 million on these contracts in
2005.

The design, manufacture and a substantial portion of the installation of equipment on the North
American and Australian contracts referred to above is complete. Nevertheless, there continues to
be risk that we will not be able to complete these contracts within our current estimates. These risks
include potential higher costs for integration, customer-caused delays in the installation of hardware
and other customer directed changes. We also beligve that customer directed work outside the scope
of the contracts and customer delay of progress toward completion of these contracts has resulted in
a portion cf the cost growth we have already experienced. We are continuing to assess the contractual
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basis for claims on these contracts and measuring the cost impact related to these customer reguired
changes to the scope of work. While we believe we are entitled to recover some of the additiona! costs
we have incurred and costs we may incur in the future due to custemer delays or changes, the amount
of recovery from claims cannot be determined at this time. Therefore, all related costs have been
expensed and no revenues from these claims have been recorded 1o date.

-

N

Also included in the results described above are operating losses of $3.4 million in 2006 and $4.5
million in 2005 from the parking businesses we acquired in late 2004 and early 2005. This was the
result of cost growth on two contracts as well a lack of sufficient sales volume to absorb the overhead
costs of the business. These businesses have now been incorporated into our other North American
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!\g ’2) In 2005 we also recorded an allowance of $4.2 million for doubtful coliection of an accounts
L» =/ receivable balance with a customer that terminated its contract with us. This provision is included in
== =X 2005 SG&A expenses in the consolidated statement of income. We believe that we have subsiantially
l ; g’ performed the requirements of the contract such that this payment is due to us and we believe the
L —_ termination attempt by this customer is unwarranted.
I L]
[ m.:
| —3 BACKLOG
i =]
=)
- September 30, 2006 2005
=< (in millions)
L g Total backlog
! =t Transportation systems $ 715.6 $ 733.3
L___ o E; Defense
' — Communications and electronics 71.9 57.3
Training systems 285.9 318.9
Mission support services 366.4 3441
Tactical systems and other 38.8 7.4
Total defense 763.0 727.7
Total $ 1,478.6 $ 1,461.0
— Funded backlog
g Transportation systems $ 715.6 3 733.3
L] Defense
@ Communications and electronics 71.9 57.3
Training systems 285.9 3189
36
Mission support services 112.2 92.0
Tactical systems and other 38.8 7.4
Total defense 508.8 475.6

Total $ 1,224.4 $ 1,208.9




In addition to the amounts identified above, the company has been selected as a participant in or,
in some cases, the sole contractor for several substantial Indefinite delivery/ indefinite quantity (IDIQ)
contracts. IDIQ contracts are not included in backtog until an order is received.

The difference between total backlog and funded backlog represents options under multiyear
service contracts. Funding for these contracts comes from annual operating budgets of the U.S.
government and the cptions are normally exercised annually. Options for the purchase of additional
systems or equipment are not included in backlog until exercised.

NEW ACCOUNTING STANDARDS

Gn July 13, 20086, the Financial Accounting Standards Board issued Interpretation No. 48,
Accounting for Uncertainty in Income Taxes (FIN 48), which is effective for fiscal years beginning after
December 31, 2006. The purpose of FIN 48 is ta clarify ang set forth consistent rules for accounting
for uncertain tax positions in accordance with FAS 109, Accounting for Income Taxes. The cumulative
effect of applying the provisions of this interpretation are required to be reported separaiely as an
adjustment to the opening balance of retained earnings in the year of adoption. We are in the process
of reviewing and evaluating FIN 48, and therefore the ultimate impact of its adoption is not yet known.

In September 2006, the Financial Accounting Standards Board published Staterment of Financial
Accounting Standards No. 158 (SFAS 158), Employers' Accounting for Defined Benefit Pension
and Other Postretirement Plans, to reguire an employer to {ully recognize the obligations associated
with single-employer deiined benefit pension, retiree healthcare, and other postretirement plans in
their financial statements. The new standard is effective for fiscal years ending after December 15,
2006. Previous standards required an employer to disclose the complete funded status of its plan
only in the notes to the financial statements. Moreover, because those standards allowed an employer
to delay recognition of certain changes in plan assets and obligations that affected the costs of
providing benefits, employers reported an asset or liability that almost always differed from the plan's
funded status. Under SFAS 158 , a defined benefit postretirement plan sponsoer that is a public or
private company or a nongovernmental not-for-profit organization must (a) recognize in its statement
of financial position an asset for a plan’s overfunded status or a liability for the plan's underfunded
status, (b} measure the plan’s assets and its obligations that determine its funded status as of the end
of the employer's fiscal year {with limited exceptions), and (c) recognize, as a component of other
comprehensive income, the changes in the funded status of the plan that arise during the year but
are not recognized as components of net periodic benelit cost pursuant to SFAS 87 , Employers’
Accounting for Pensions, or SFAS 106 , Employers’ Accounting for Postretirement Benefils Other
Than Pensions. SFAS 158 also reguires an employer to disclose in the notes to financial staternents
additional information on how delayed recognition of certain changes in the funded status of a defined
benefit postretirement plan affects net periedic benefit cost for the next fiscal year. We are in the
process of reviewing and evaluating SFAS 158, and therefore the ultimate impact of its adoption in not
yet known.

In May 2005, the FASB issued SFAS No. 154, Accounting Changes and Error Corrections
(SFAS 154). This Staterment replaces APB Opinion No. 20, Accounting Changes, and SFAS 3,
Reporting Accounting Changes in Interim Financial Statements. SFAS 154 sets forth new guidelines
on accounting for voluntary changes in accounting principle and requires certain disclosures. It
also applies 1o the unusual situation in which an accounting pronouncement is issued but does not
include specific transition guidelines. This Statement requires such accounting principle changes to
be applied retrospectively to all pricr periods presented and an adjustment to the balance of assets or
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liabilities aftected along with an offsetting adjustment to retained earnings for the cumulative effect on
periods prior to those presented. This Statement carries forward without change the guidance in APB
Opinion No. 20 for reporting the correction of an error and a change in accounting estimate. SFAS 154
will be effective for the Company beginning with fiscal year 2007.

LIQUIDITY AND CAPITAL RESOURCES

Cash flows from operations totaled $31.4 million in 2006 compared to $54.7 miltion in 2005.
Operating activities had used cash of $28.2 million in 2004. A decrease in accounts receivable of
$5.8 million in 2006 and $38.5 million in 2005 contributed to the positive cash flows. Both the defense
and transportation systems segments generated positive cash flows in 2006, with the larger amount
contributed by transportation systems. Operating cash flows from the defense segment were positive
in all three years, while transportation systemns operating cash flows were positive in 2006 and 2005
after having been negative in 2004.

We have classified certain unbilled accounts receivable balances as noncurrent because we do
not expect to receive payment within one year from the balance sheet date. At September 30, 20086,
this balance improved to $2.2 million compared to $22.9 million at September 30, 2005.

Cash flows used in investing activities in 2006 included $9.8 million in capital expenditures,
partially offset by proceeds of $8.0 million from the investrnent real estate sale. We also invested $8.9
million of our excess cash in short-term investments in 2006. In 2005, investing activities included $8.3
million in capital expenditures, partially offset by the liquidation of $6.2 million in short-term investments.
Investing activities in 2004 included a $13.6 million cash receipt from the sale of a life insurance policy,
$6.9 million in capital expenditures, $7.1 million used for acquisitions and the net purchase of short-
term investments of $3.2 million.

Financing activities in 2006 included the repayment of short term borrowings of $16.4 million and
scheduled payments on long-term borrowings of $6.1 million, in addition to the payment of a dividend
to shareholders of $4.8 million (18 cents per share). Financing activities in 2005 included scheduled
debt payments of $6.1 million, dividends paid to shareholders of $4.8 million and net borrowings of
$0.7 million on a short-term basis. In 2004 we obtained a $9.0 million mortgage on our facility in the
UK. and used the proceeds to repay short-term borrowings in the U.K. We also borrowed $25 million
on a short-term basis in the U.S. and New Zealand that year to fund working capital requirements.
Other financing activities in 2004 included scheduled debt payments of $1.8 million and the payment
of $4.3 million in dividends to shareholders,

Accumulated other comprehensive income increased by $6.7 million in 2006 because of foreign
currency translation adjustments of $4.3 million and a decrease in the minimum liability for our pension
plan of $2.4 million. This increases the positive balance in accumulated other comprehensive income
to $8.4 million as of September 30, 2006 compared to $1.7 million at September 30, 2005.




The pension plan under-funded balance improved from the September 30, 2005 balance of $41.1
million to $32.2 million at September 30, 2006. Of this improvement, $7.4 million was the result of our
decision to discontinue accrual of benefits under the defined benefit pension plan that provides benefits
to certain U.S. based employees, effective January 1, 2007. We will replace this benefit with a company
match of employee’s contributions up to 3% of their qualified pay under cur existing defined contribution
401(k) plan. Over the long-term, the cost of this defined contribution is expected to be equivalent to or
slightly lower than the cost of the defined benefit pension plan; however, we expect this change will result
in & more consistent and predictable retirement cost in the future. The remainder of the improvement in the
funding position can be attributed 1o a return on plan assets for the year that was higher than our assumed
rate of return.

The net deferred tax asset was $26.4 milion at September 30, 2006 compared to $28.1 million at
September 30, 2005. Of these amounts, $4.7 million and $6.0 million at September 30, 2006 and 2005,
respectively, resulted from the tax effect of recording an additional minimurm pension liability. We expect to
generate sufficient taxabte income in the future such that the net deferred tax asset will be realized.

Our financial condition remains strong with working capital of $277.5 million and a current ratio of 2.7
at September 30, 2006. We expect that cash an hand and our ability to access the debt markets wili be
adequate to meet our working capital requirements far the foreseeable future. In addition to the short-term
borrowing arrangements we have in the UK. and New Zealand, we have a committed five year credit
facility from a group of financial institutions in the U.S., aggregating $150 million. As of September 30,
2006, $19.9 miltion of this capacity was used, leaving an additional $130.1 million available. Our total debt
to capital ratio at September 30, 2006 was less than 15%. In addition, our cash and short-term investments
totated $51.3 miltion at September 30, 2006 which was nearly the level of our total short and long-term
borrowings of $54.2 million.

The following is a schedule of our contractual obligations outstanding as of September 30, 2006:

Less than 1
Total Year 1-3years 4-5years After 5 years
{in millions)
Long-term debt $ 442 § 61 3% 121 % 93 % 16.8
Interest payments 10.8 25 3.9 25 1.9
Operating leases 18.6 5.0 7.1 4.1 2.4
Deferred compensation 83 08 0.8 0.7 6.0
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CRITICAL ACCOUNTING POLICIES, ESTIMATES AND JUDGMENTS

Cur financial statements are prepared in accordance with accounting principles that are generally
accepted in the United States. The preparation of these financial statements requires us to make
estimates and judgments that affect the reported amounts of assats and liabifities, and disclosure
of contingent assets and liabilities at the date of the financial statements, and the reported amounts
of revenues and expenses during the reperting period. We continually evaluate our estimates and
judgments, the most critical of which are those related to revenue recogniiion, inGome taxes, valuation
of goodwill and pension costs. We base our estimates and judgments on historical experience and
other factors that we believe to be reasonable under the circumstances. Materially different results can
occur as circumstances change and additional information becomes known.

Besides the estimates identified above that are considered critical, we make many other
accounting estimates in preparing our financial statements and related cisclosures. All estimates,
whether or not deemed critical, affect reported amounts of assets, liabilities, revenues and expenses,
as well as disclosures of contingent assets and liabilities. These estimates and judgments are
also based on historical experience and other factors that are believed to be reasonable under
the circumstances. Materially different results can occur as circumstances change and additional
information becomes known, even for estimates and judgments that are not deemed critical.

This discussion of critical accounting policies, estimates and judgments should be read in
conjunction with other disclosures included in this discussion, and the Notes to the Consolidated
Financial Staternents related to estimates, contingencies and new accounting standards. Significant
accounting policies are identified in Note 1 to the Consolidated Financial Statements. We have
discussed each of the “critical” accounting policies and the related estimates with the audit commitiee
of the Board of Directors.

Revenue RECOGNITION

Most of our business is derived from long-term development, preduction and system integration
contracts which we account for consistent with the American Institute of Certified Public Accountants’
{AICPA) audit and accounting guide, Audits of Federal Government Contractors, and the AICPA's
Statement of Position No. 81-1, Accounting for Performance of Construction-Type and Certain
Production-Type Contracts. We consiger the nature of these contracts, and the types of products and
services provided, when we determine the proper accounting for a particular contract. Generally,
we record revenue for long-term fixed price contracts on a percentage of completion basis using
the cost-to-cost method to measure progress toward completion. Mast of our long-term fixed-price
contracts require us to deliver minimal guantities over a long period of time or to perform a substantial
level of development effort in relation to the total value of the contract. Under the cost-io-cost method
of accounting, we recognize revenue based on a ratio of the costs incurred to the estimated total costs
at completion. Amounts representing contract change orders, claims or other items are included in
the contract value only when they can be reliably estimated and realization is considered probable.
Provisions are made on a current basis to fully recognize any anticipated losses on contracts.

We record sales under cost-reimbursement-type contracts as we incur the costs. Incentives or
penalties and awards applicable 1o performance on contracts are considered in estimating sales
and profits, and are recorded when there is sufficient information t¢ assess anticipated contract
performance. Incentive provisions that increase or decrease earnings based solely on a single
significant event are not recognized until the event occurs. We have accounting policies in place to
address these and other complex issues in accounting for long-term contracts.




Sales of products are recorded when a firm sales agreement is in place, delivery has occurred
and coliectibility of the fixed or determinable sales price is reasonably assured. Sales of services are
recorded when performed in accordance with contracts or service agreements. Sates and profits on
contracts that specify multiple deliverables are allocated to separate units of accounting when there is
chjeclive evidence that each accounting unit has value to the customer on a stand-alone basis.

IncomE TAXES

Significant judgment is required in determining our income tax provisions and in evaluating our tax
return positions. We establish reserves when, despite our belief that our tax retumn positions are fully
supportable, we believe ihat certain positions are likely to be challenged and that we may not prevail.
We adjust these reserves in light of changing facts and circumstances, such as the progress of a tax
audit.

Tax regulations require items to be included in the tax return at different times than the items
are reflected in the financial staterments and are referred to as timing differences. In addition, some
expenses are not deductible on our tax return and are referred to as permanent differences. Timing
differences create deferred tax assets and liabilities. Deferred tax assets generally represent items
that can be used as a tax deduction or credit in future years for which we have already recorded
the benefit in our income staternent, We establish valuation allowances for our deferred tax assets
when the amount of expected future taxable income is not likely to support the use of the deduction
or credit. Deferred tax liabilities generally represent deductions we have taken or: our tax return but
have not yet recognized as expense in our financial statements. We have not recognized any United
States tax expense on undistributed earnings of our foreign subsidiaries since we intend to reinvest
the earnings outside the United States for the foreseeable future. These undistributed earnings totaled
approximately $37.3 million at September 30, 2006,

VarLuatmion oF GooowiLL

We evaluate our recorded goodwill balances for potential impairment annually by comparing the
fair value of each reporting unit tc its carrying value, including recorded goodwill. We have not yet
had a case where the carrying value exceeded the fair value; however, if it did, impairment would be
measured