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Ell ERNST & YOUNG

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Shareholders and Board of Directors of

RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

We have audited the accompanying consolidated talaheets of Rada Electronic Industries Ltd. ("the
Company") and subsidiary as of December 31, 2009 2008 and the related consolidated statements of
operations, changes in shareholders' equity and flaws for each of the three years in the periodies
December 31, 2009. These financial statements laerésponsibility of the Company's management. Our
responsibility is to express an opinion on thesarfcial statements based on our audits.

We conducted our audits in accordance with thedstas of the Public Company Accounting Oversight
Board (United States). Those standards requirevibgtlan and perform the audit to obtain reasonabseirance
about whether the financial statements are fraaaiérial misstatement. We were not engaged to perém audit
of the Company's internal control over financigbading. Our audits included consideration of insdrcontrol
over financial reporting as a basis for designiaditaprocedures that are appropriate in the cir¢antes, but not
for the purpose of expressing an opinion on thectiffeness of the Company's internal control ouegiricial
reporting. Accordingly, we express no such opini&n.audit also includes examining, on a test basigjence
supporting the amounts and disclosures in the fimhistatements, assessing the accounting prirsciyged and
significant estimates made by management, and avaduthe overall financial statement presentativie. believe
that our audits provide a reasonable basis foopimion.

In our opinion, the financial statements referredabove present fairly, in all material respectse t
consolidated financial position of the Company audbsidiary as of December 31, 2009 and 2008, aed th
consolidated results of their operations and teesh flows for each of the three years in the pesgaded
December 31, 2009, in conformity with U.S. gengraticepted accounting principles.

Tel-Aviv, Israe KOST FORER GABBAY & KASIEREF
March 25, 201( A Member of Ernst & Young Glob



RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

CONSOLIDATED BALANCE SHEETS

U.S. dollars in thousands

December 31

2009 2008
ASSETS
CURRENT ASSETS
Cash and cash equivale $ 987 $ 964
Restricted cas 76C 79
Trade receivables (net of allowance for doubtfaoamts of : 78 and : 60 at
December 31, 2009 and 200&spectively 4,67 3,43¢
Other accounts receivable and prepaid expe 604 597
Costs and estimated earnings in excess of billbmgsncompleted contra 1,291 2,21(
Inventories 5,68t 4,40¢
Total current asse 14,00: 12,40;
LONG-TERM RECEIVABLES AND DEPOSIT¢ 602 20¢
PROPERTY, PLANT AND EQUIPMENT, NE’ 3,26¢ 3,69¢
OTHER ASSETS
Intangible assets, r 53C 97z
Goodwill 587 n 557
Total other asse 1,117 1,52¢
Total asset $ 18,98¢ $ 17,844

The accompanying notes are an integral part ofdmsolidated financial statements.



RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

CONSOLIDATED BALANCE SHEETS

U.S. dollars in thousands, except share and per steadata

December 31

200¢ 200¢
LIABILITIES AND SHAREHOLDERS' ECUITY
CURRENT LIABILITIES:
Current maturities of lor-term loan $ 184 $ 162
Trade payable 2,59( 2,76(
Convertible note from a shareholder, 2,48 -
Other accounts payable and accrued exp 3,45¢ 3,21(
Billings in excess f costs and estimated earnings on uncompletedanzit 51k 43
Total current liabilitie: 9,22¢ 6,17¢
LONG-TERM LIABILITIES:
Long-term bank loa - 33
Loans from shareholders, r 1,41(C 1,54¢
Convertible note from a shareder, ne - 1,98(
Accrued severance pay and other long term lia 48¢ 55¢
Total long-term liabilities 1,89¢ 4,115
COMMITMENTS AND CONTINGENT LIABILITIES
SHAREHOLDERS' EQUITY
Share capite-
Ordinary shars of NIS 0.015 par valu- Authorized: 16,333,333 shares
December 31, 2009 and 2008; Issued and outstargl®g8,857 and
8,858,553 shares at December 31, 2009 and Dec&thp2008, respective 11¢ 11¢
Additional paic-in capita 69,57¢ 69,49t
Accumulated other comprehensive inc 31€ 317
Accumulated defic (62,722 (62,935
Total RADA Electronic Industries shareholders’ ¢y 7,291 6,99¢
Non-controlling interest 57C 55€
Total equity 7,86 7,552
Total liabilities and equit $ 18,98¢ $ 17,84«

The accompanying notes are an integral part ofdinsolidated financial statements.



RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

CONSOLIDATED STATEMENTS OF OPERATIONS

U.S. dollars in thousands, except per share data

Year ended December 3.

200¢ 200¢ 2007

Revenue:

Product $ 16,01( $ 15,54 $ 11,70¢

Service 2,432 2,33¢ 2,31

18,44. 17,88: 14,02:

Cost of revenue

Product 11,29: 12,47 9,501

Service 1,14( 1,21« 1,18(

12,43: 13,68¢ 10,68:

Gross profit 6,017 4,19¢ 3,34(
Operating costs and expen:

Research and developm 1,61¢ 68€ 324

Marketing and sellin 1,39¢ 1,49¢ 1,21

General and administrati 1,93i 1,83 2,19(
Total operatng costs and expen: 4,95; 4,01¢ 3,72
Operating profit (lost 1,05¢ 17¢ (387,
Financial expenses, 1 83z 734 62¢
Netincome (loss 227 (558 (1,016
Net income attributable to noncontrolling inte (14) (18) (62)
Net income (loss) attributable to RADA Electronicustries
shareholde $ 212 $ (576, $ (1,078
Net income (loss) per sha

Basic and diluted net income (loss) per sharebatiible tc

RADA Electronic Industrie shareholde! $ 0.0z $ (007 $ (012

Weighted average number of Ordinary shares

used for computing basic and diluted net income

(losq) per shar 8,862,54. 8,855,20! 8,705,78:

The accompanying notes are an integral part ofdinsolidated financial statements.



RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY
CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS' EQUITY

U.S. dollars in thousands, except share data

Accumulated

Number of Additional other Non
Ordinary Share paid-in comprehensive  Accumulated  controlling Total
shares capital capital income (loss deficit interest (**) equity
Balance at January 1, 2( 8,705,78 $ 11€ $ 67,23¢ % - $ (61281 $ 397 $ 6,471
Sharebased compensation for employ - - 17¢ - - 17¢
Issuance of warrar - - 98¢ - - 98¢
Beneficial conversion feature on converti -
note - - 56¢ - 56¢
Net los: - - - - (1,078 62 (1,016
Balance at December 31, 2( 8,705,78: 11€ 68,96¢ - (62,359) 45¢ 7,18¢
Share-based compensation for employ - - 131 - - 131
Conversion of loan into sha 152,76! 3 39¢€ - - 39¢
Foreign currency translation adjustment, - - - 317 - 79 39¢
Net los: - - - (57€) 18 (558
Balance at December 31, 2( 8,858,55: 11¢ 69,49¢ 317 (62,935 55€ 7,552
Share-based compensation for employ - - 62 - - 62
Exercise of optior 5,30¢ *) 12 - - 12
Exercise owarrant: 5,00( *) 9 - - 9
Foreign currency translation adjustment. - - - (1) - (1)
Net incom: - - - - 213 14 221
Balance at December 31, 2( 8,868,85 $ 11¢ $ 6957¢ % 31€ $ (62,722 $ 57C $ 7,86

*) Represents an amount lower than $ 1.
**)  Effective January 1, 2009, the Company reclisdinoncontrolling interest in the equity.

The accompanying notes are an integral part ofdinsolidated financial statements.



RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

CONSOLIDATED STATEMENTS OF CASH FLOWS

U.S. dollars in thousands

Cash flows from operating activitit

Net income (los:
Non-controlling interesiin earnings of subsidial

Adjustments required to concile net income (loss) to net c:

provided by (used in) operating activiti

Depreciation and amortizati

Amortization expense on a convertible 1

Amortization expense on log

Loss due textinguishment of a lo:

Sharebased compensation for employ

Severance pay, I

Decrease (increase) in trade receivable:

Increase in other accounts receivable and prepgense:

Decrease (increase) in costs and estimated earniggses:
of billings, ne

Decrease (increase) in invento

Increase (decrease) in trade paye

Increase (decreasin other accounts payable and accr
expense

Net cash provided by (used in) operating activ

Cash flows from investing activitie
Cash paid in conjunction with the acquisition oftaim asset:
and liabilities of Vectop, ne
Change in restricted ca
Purchase of property, plant and equipr
Increase (decrease) in I-term receivableanddeposit

Net cash usein investing activitie

Cash flows from financing activitie
Proceeds from lor-term loan from a sharehol¢
Proceeds from lor-term receivable
Proceeds from issuance of loan and war
Proceeds from issuance of convertible loan andam&
Proceeds from lor-term loans from banks, r
Repayments of current maturities of l-term loan
Repayments of lor-term convertible no
Repayment of long term loan from a shareh
Shor-term bank credit, n
Exercise of options and warrai

Net cash provided by financing activit

Effect of exchanc rate changes on cash and cash equiv
Increase (decrease) in cash and cash equiv

Cash and cash equivalents at the beginning ofehi

Cash and cash equivalents at the end of the

The accompanying notes are an integral part ofdnsolidated financial statements.

-7 -

Year ended December 3.

200¢ 200¢ 2007
$ 212 (576, $ (1,078
14 97 62
1,17¢ 1,15¢ 1,221
50z 35¢ 142
15 114 37

- 10C -

62 131 17¢
(25) 35 2
(1,241 1,507 (611
(30) (250, (105,
854 (1,554 (230,
(1,315 (2,214 104
(170’ 95C (139
267 (163 29€
322 (316 (118
(93) (235, -
33 (195, 10€
(261 (498’ (353
9) 1 21
(330 (927 (226
- 1,50( -

172 15¢ -

- - 40C

- - 3,00(

- 16 -
(132 (157, (306,
- - (3,000

(30) - -

- (333 95

21 - -

32 1,33: 18¢
1) 39 -

23 12¢ (155,
964 83t 99C

$ 987 964 $  83F




RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY
CONSOLIDATED STATEMENTS OF CASH FLOWS

U.S. dollars in thousands

Year ended December 3.

200¢ 200¢ 2007
(b)  Supplemental disclosur of cash flow activities
Net cash paid during the year-
Income taxe $ 9 $ 22 $ 15
Interes $ 24C $ 21€ $ 30¢
(©) Non-cash transactio
Transfer of inventory to equipme $ - $ 42¢ $ 24¢

Goodwill in respect of Vectop (royalties payal 30 93 48

$ $ $
Purchase of fixed ass $ - $ 48¢ $ -
Conversion of loan into sha $ $ 39¢ $

The accompanying notes are an integral part ofdnsolidated financial statements.



RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollars in thousands

NOTE 1:-

NOTE 2:-

GENERAL

a.

Rada Electronic Industries Ltd. ("the Companys),an Israeli corporation involved in the
military and commercial aerospace industries. Tloen@any is engaged in the development,
manufacture and sale of defense electronics: Dataofding & Management, Inertial
Navigation Systems, UAV Avionics and avionics simnos and their supporting ground systems
(automated testers, data debriefing stations).ddrapany also provides test and repair services
using its CATS testers and test program sets fomoercial aviation electronic systems mainly
through its Chinese subsidiary.

As reflected in the consolidated financial statats as of December 31, 2009, the Company has
an accumulated deficit of $ 62,722. Based on caetinfinancial support from the Company's
shareholders and existing and anticipated order20b0, management believes that the
anticipated cash flows from operations, as wellfiaancial support from the Company's
controlling shareholders, will enable the Compaayfihance its operations at least through
December 31, 2010.

The Company operates a test and repair shopg utsirAutomated Test Equipment ("ATE")
products in Beijing, China through its 80% ownedr@ke subsidiary, Beijing Huari Aircraft
Components Maintenance and Services Co. Ltd. ("CAGS "subsidiary"). CACS was
established with a third party, which owns the rigrimg 20% equity interest.

SIGNIFICANT ACCOUNTING POLICIES

The consolidated financial statements have beepaped in accordance with accounting principles
generally accepted in the United States. The sagmif accounting policies followed in the preparati
of the financial statements, applied on a considiasis, are as follows:

a.

Use of estimates:

The preparation of financial statements in confoymiith accounting principles generally
accepted in the United States requires manageroemake estimates and assumptions that
affect the amounts reported in the financial stetetsrand accompanying notes. Actual results
could differ from those estimates.

Financial statements in U.S. dollars:

Most of the revenues of the Company are generatdd.$. dollars ("dollar"). In addition, a
substantial portion of the costs of the Companyinisurred in dollars. The Company's
management believes that the dollar is the currefidhe primary economic environment in
which the Company operates. Thus, its functiondlra@porting currency is the dollar.

Accordingly, monetary accounts maintained in cucies other than the dollar are remeasured
into U.S. dollars in accordance with ASC 830 (aradly issued as "SFAS 52"). All transaction
gains and losses of the remeasured monetary bathiees items are reflected in the statement
of operations as financial income or expenses, pgogariate, in the period in which the
currency exchange rate changes.



RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. dollars in thousands

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (Cont.)

The financial statements of the Company's foreigrsiliary, whose functional currency is not

the U.S. dollar, have been translated into doll@&d. balance sheet amounts have been
translated using the exchange rates in effect Enba sheet date. Statement of operation
amounts have been translated using the averagarehate prevailing during the year. Such
translation adjustments are reported as a compookeiccumulated other comprehensive

income (loss) in shareholders' equity.

C. Basis of consolidation:

The consolidated financial statements include ttwants of the Company and its subsidiary.
Inter-company transactions and balances have bie@nated upon consolidation.

d. Reclassifications:

Certain amounts in prior years' financial statemdrdve been reclassified to conform to the
current year's presentation.

e. Cash and cash equivalents:
All highly liquid investments that are readily camible to cash and are not restricted as to
withdrawal or use and the period to maturity of ethdid not exceed three months at time of
deposit, are considered cash equivalents.

f. Restricted cash:
Restricted cash is invested in a short-term barposié (less than three months), which is
mainly used as security for the Company's guaranteecustomers. The deposit is in U.S.
dollars and bears a variable interest of up to 1%.

g. Inventories:
Inventories are stated at the lower of cost or efaviklue. Inventory write-offs are provided to
cover risks arising from slow-moving items, excies&ntories and for market prices lower than
cost, See also Note 4.
Cost is determined as follows:

Raw materials and components - using the FIFOroethod.

Work in progress and finished goods - represem<stist of manufacturing with the addition of
allocable indirect manufacturing costs.

Costs incurred on long-term contracts in prograskide direct labor, material, subcontractors,

other direct costs and an allocation of overheatig;h represent recoverable costs incurred for
production.

- 10 -



RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollars in thousands

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

h.

Property, plant and equipment:

Property plant and equipment are stated at cosgfreeecumulated depreciation. Depreciation is
calculated by the straight-line method over tharested useful lives of the assets. Annual rates
of depreciation are as follows:

%

Factory and other buildin 4
Machinery and equipmel 7-33
Office furniture and equipme 6-15

Leasehold improvements are depreciated over theeshad the estimated useful life or the lease
period.

Assets, in respect of which investment grants lmen received, are presented at cost less the
related grant amount. Depreciation is based ol asit

Intangible assets:

Capitalized software costs are amortized by thatgreof the amount computed using: (i) the
ratio of current gross revenues from sales of divare to the total of current and anticipated
future gross revenues from sales of that software(ii) the straight-line method over the
estimated useful life of the product. The Compasseases the recoverability of these intangible
assets on a regular basis by determining whetleeartiortization of the asset over its remaining
life can be recovered through undiscounted futyserating cash flows from the specific
software product sold.

At each balance sheet date, the unamortized dapiabosts of the software products are
compared to the net realizable value of the prodfithe unamortized capitalized costs of a
computer software product exceed the net realizadilee of the product, such excess is written
off. The net realizable value is calculated as ¢s@mated future gross revenues from the
product reduced by the estimated future costs afpbeting and disposing of that product,
including the costs of performing maintenance austamer support required to satisfy the
Company's responsibility set forth at the timehef sale.

A customer relationships asset (intangible asset)been recorded as a result of the acquisition
of Vectop and is being amortized over the expeasedul life of five years. See also Note 7.

No impairment charges were recorded for the yeaded December 31, 2009, 2008 and 2007.
Impairment of long-lived assets:

The Company's long-lived assets are reviewed fgrairment in accordance with ASC 360
("Formerly SFAS No. 144") whenever events or changecircumstances indicate that the
carrying amount of the assets may not be recower&tdcoverability of assets to be held and
used is measured by a comparison of the carryinguamof the assets to the future
undiscounted cash flows expected to be generatddebgssets. If such assets are considered to
be impaired, the impairment to be recognized issmesl by the amount by which the carrying
amount of the assets exceeds the fair value ofatsets. As of December 31, 2009, no
impairment losses have been identified.

- 11 -



RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollars in thousands

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

K.

Goodwill

Goodwill represents excess of the costs over thessets of businesses acquired. Under ASC
350 (Formerly "SFAS No. 142"), goodwill acquired anbusiness combination should not be
amortized. ASC 350 requires goodwill to be testadmpairment at least annually or between
annual tests in certain circumstances, and writtan when impaired. In 2009 and 2008, the
Company recorded goodwill in respect of additiocahsideration payable in connection with
the acquisition of Vectop relating to royalties digsed on actual revenues derived from Vectop
projects. The Company operates in one segmentthédegment comprises its only reporting
unit, as required under ASC 350.

ASC 350 prescribes a two-phase process for impairtesting of goodwill. The first phase
screens for impairment while the second phaseefiEasary) measures impairment. In the first
phase of impairment testing, goodwill attributabdeeach of the reporting units is tested for
impairment by comparing the fair value of each répg unit with its carrying value. The
Company determines its fair value according to @oenpany's market capitalization and the
goodwill was tested for impairment by comparing fla@ market value with its carrying
amount. As of December 31, 2009, no impairmente®$mve been identified. As a result, step
two was not required.

Research and development costs:

Research and development costs, net of participagi@ants, include costs incurred for
independent research and development and are expassncurred.

The Company received royalty-bearing grants, froenlsraeli Chief Scientist's Office ("OCS")
for the purpose of partially funding research arslelopment projects. The grants are
recognized as a deduction from research and dewelojpcosts or capitalized costs on the basis
of costs incurred. See also note 10(b).

Statement of ASC 985 (Formerly "SFAS No. 86") regslicapitalization of certain software
development, costs subsequent to the establishofigethnological feasibility. Based on the
Company's product development process, technolodeasibility is established upon
completion of a working model.

Research and development costs incurred in theegsoaf developing product masters and the
Company's Test System Programs Sets ("TPS") sddtlil@ary, integrated with the Company's
test station, are charged to expenses as incu@ests incurred by the Company between
completion of the working model and the point aichtthe product is ready for general release
has been capitalized.

Income taxes:

The Company accounts for income taxes in accordaitbeASC 740 (Formerly "SFAS 109").
This statement prescribes the use of the liabititythod whereby deferred tax assets and
liability account balances are determined basedifferences between financial reporting and
tax based assets and liabilities and are meassieg the enacted tax rates and laws that will be
in effect when the differences are expected torseveThe Company provides a valuation
allowance, if necessary, to reduce deferred tasta$s their estimated realizable value.

- 12 -



RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollars in thousands

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

n.

On January 1, 2007, the Company adopted ASC 74@-afmerly "FIN 48"). ASC 740-10
contains a two-step approach to recognizing andsurggy uncertain tax positions accounted
for in accordance with ASC 740. The first stepoi®taluate the tax position taken or expected
to be taken in a tax return by determining if theight of available evidence indicates that it is
more likely than not that, on an evaluation of teehnical merits, the tax position will be
sustained on audit, including resolution of anpted appeals or litigation processes.

The second step is to measure the tax benefitedsutiest amount that is more than 50% likely
to be realized upon ultimate settlement. The adaptf ASC 740-10 did not result in a change
in the Company's accumulated deficit. The Compadyndt record any provision in connection
with ASC 740-10 as of December 31, 2008 and 2009.

Severance pay:

The Company's agreements with most of its emplogee$n accordance with section 14 of the
Severance Pay Law -1963, under which the Compaoyibutions for severance pay shall be
instead of severance compensation. Upon releasfeegbolicy to the employee, no additional
liability exists between the parties regarding thatter of severance pay and no additional
payments shall be made by the Company to the employ

The Company's liability for severance pay for tinepkoyees that are not under section 14 is
calculated pursuant to Israel's Severance Pay lbased on the most recent salary of the
employees as of the balance sheet date less moagiplgsits for insurance policies and/or
pension funds. Employees are entitled to one nwtdary for each year of employment or a
portion thereof.

The carrying value of deposited funds includes itgdfosses) accumulated up to the balance
sheet date. The deposited funds may be withdrawnupon the fulfillment of the obligations
pursuant to Israeli severance pay law or laboreagests.

Severance expense recorded in the statement dditigyer is net of interest and other income
accumulated in the deposits. Severance expendbadaorears ended December 31, 2009, 2008
and 2007 amounted to $ 433, $ 505 and $ 313, rixplgc

Fair value of financial instruments:

The carrying amount of cash and cash equivaleesricted cash, trade receivables, other
accounts receivable, current maturities of longntévans, trade payables and other accounts
payable approximate their fair value due to thetstesm maturity of these instruments.

The fair value of the convertible note and longrtdoans are estimated by discounting the
future cash flows using current interest ratesléans of similar terms and maturities. The
carrying amount of the convertible note and lormgatébans approximate their fair value.

Effective January 1, 2008, the Company adopted 83L(Formerly "SFAS 157").

- 13 -



RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollars in thousands

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

g.

ASC 820 clarifies that fair value is an exit pricepresenting the amount that would be received
to sell an asset or paid to transfer a liability an orderly transaction between market
participants. As such, fair value is a market-basedsurement that should be determined based
on assumptions that market participants would nggricing an asset or a liability. As a basis
for considering such assumptions, ASC 820 estaddish three-tier value hierarchy, which
prioritizes the inputs used in the valuation metilodies in measuring fair value:

Level 1 - Observable inputs that reflect quotedcesi (unadjusted) for identical assets or
liabilities in active markets.

Level 2 - Include other inputs that are directlyiratirectly observable in the marketplace.

Level 3- Unaobservable inputs which are supportelittle or no market activity.

The fair value hierarchy also requires an entitynaximize the use of observable inputs and
minimize the use of unobservable inputs when méagfair value.

The adoption of ASC 820 did not result in a chaimgghe Company's accumulated deficit. The
Company did not record any provision in connectioth ASC 820 as of December 31, 2008
and 2009.

Concentrations of credit risk:

Financial instruments that potentially subject thempany to concentrations of credit risk
consist principally of cash and cash equivalemstricted cash, trade receivables and long-term
receivables.

The Company's cash and cash equivalents and tedtgash are mainly held in U.S. dollars
with major banks in Israel. Management believes tha financial institutions that hold the
Company's investments are financially sound am, lninimal credit risk exists with respect to
these investments.

The Company's trade receivables are derived frdes $a large and solid organizations located
mainly in the United States, Asia and Israel. TloenPany performs ongoing credit evaluations
of its customers and to date has not experiencgdnarterial losses. An allowance for doubtful
accounts is determined with respect to these armdhat the Company has determined to be
doubtful of collection. The allowance is computed $pecific debts and the collectability is
determined based upon the Company's experience.

The Company has no off-balance sheet credit risks.

Comprehensive income (loss):

The Company accounts for comprehensive income)(insscordance with ASC 220 (Formerly

"SFAS No. 130"). This statement establishes stalsddor the reporting and display of
comprehensive income and its components in a élbsgeneral purpose financial statements.
Comprehensive income (loss) generally represehthahges in shareholders' equity during the
period except those resulting from investmentsdoydistributions to, stockholders. The other
comprehensive income (loss) relates to gain and los foreign currency translation
adjustments.

- 14 -



RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollars in thousands

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

r.

Warranty:

In connection with the sale of its products, thenpany provides product warranties for periods
between one to two years. Based on past experimmdeengineering estimates, the liability
from these warranties is immaterial as of Dece3ie2008 and 2009.

Share-based compensation:

At December 31, 2009, the Company has one stoakebasiployee compensation plan, which
is described in Note 11b.

The Company accounts for stock-based compensatider lASC 718, "Compensation — Stock
Compensation”, (formerly SFAS No. 123(R)), whichuiges the measurement and recognition
of compensation expense based on estimated faieydbr all share-based payment awards
made to employees and directors.

ASC 718 requires companies to estimate the fairevaf equity-based payment awards on the
date of grant using an option-pricing model. Théugaof the portion of the award that is
ultimately expected to vest is recognized as aes@ over the requisite service periods in the
Company's statements of operations.

The Company estimates the fair value of stock ogtion the grant date using the Black-
Scholes-Merton option-pricing model with the follo weighted average assumptions. No
options were granted in 2009:

Year ended December 3.

200¢ 2007
Expected ter 3 year 4 year
Dividend yielc 0% 0%
Expected volatilit 53% 43%
Risk-free interest ra 2.7% 4.7%

The risk-free interest rate assumption is basedhenyield from U.S. Treasury zero-coupon

bonds with an equivalent term as of the Companysl@yee stock options. The dividend yield

assumption is based on the Company's historicabapéctation of future dividend payouts and

may be subject to changes in the future. The egfdderm of the options represents the period
of time that the options are expected to be outétgrand is based on the simplified method, as
allowed under ASC 718-10, which is the midpointwestn the vesting dates and end of the
contractual of the option. The Company used it®hisal stock price movement over the most
recent periods ended on the date of grant equéhdcexpected option term for calculating

volatility in accordance with ASC 718. Estimatedféitures are based on actual historical pre-
vesting forfeitures.

Revenue recognition:

The Company generates revenues mainly from thedafgbeoducts and from long-term fixed

price contracts of defense electronics: Data Réwegrd Management, Inertial Navigation

Systems, UAV Avionics and avionics solutions aneirthsupporting ground systems. In
addition, the Company leases ATE to customers aoddes manufacturing, development and
product support services.
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RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollars in thousands

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

Product revenues:

The Company recognizes revenue from sales of ptedacaccordance with ASC 605-10
"Revenue Recognition" (Formerly "Staff AccountinqulBtin ("SAB") No. 104"). Product
revenue is recognized when there is persuasiveeresglof an arrangement, the fee is fixed or
determinable, delivery of the product to the cusprhas occurred and the Company has
determined that collection of the fee is probalilethe product requires specific customer
acceptance, revenue is deferred until customerpéeee occurs or the acceptance provisions
lapse, unless the Company can objectively andolgldemonstrate that the criteria specified in
the acceptance provisions are satisfied.

Revenues from long-term fixed price contracts wigobvide a substantial level of development
efforts are recognized in accordance with ASC 605Rormerly "Statement of Position No.
81-1"), using contract accounting on a percentdgmimpletion method in accordance with the
"Input Method". The percentage of completion isedained based on the ratio of actual costs
incurred to total costs estimated to be incurreer dlre duration of the contract. With regard to
contracts for which a loss is anticipated, a pilioviss made for the entire amount of the
estimated loss at the time such loss becomes dvidlerof December 31, 2009 and 2008, the
provision for estimated losses identified is $ &nd $ 106, respectively.

Revenues under long-term fixed-price contracts ithailve both development and production
are recorded using the cost-to-cost method (dewsdop phase) and units-of-delivery method
(production phase) as applicable to each phadeeofdntract, as the basis to measure progress
toward completion.

Estimated gross profit or loss from long-term caaots may change due to changes in estimates
resulting from differences between actual perforceaand original forecasts. Such changes in
estimated gross profit or loss are recorded inltegd operations when they are reasonably
determinable by management, on a cumulative cgtdbasis.

The Company believes that the use of the percemtfagempletion method is appropriate as the
Company has the ability to make reasonably depéadatiimates of the extent of progress
towards completion, contract revenues and contcasts. In addition, contracts executed
include provisions that clearly specify the enfaige rights regarding services to be provided
and received by the parties to the contracts, dmsideration to be exchanged and the manner
and terms of settlement. In all cases, the Compapgcts to perform its contractual obligations
and its customers are expected to satisfy theigatbns under the contract.

Revenues from certain arrangements may includeiptfeulélements within a single contract.
The Company's accounting policy complies with thevisions of ASC 605-25 (Formerly
"Emerging Issues Task Force Issue 00-21"), relatinthe separation of multiple deliverables
into individual accounting units with determinalféér value. The Company's arrangements are
accounted for as separate units of accounting vithenpossible to determine objective and
reliable evidence of fair value of the undelivesdments in order to separate the fees among
the elements. Revenue is recognized when the eteimatelivered and all other criteria for
revenue recognition are met.
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RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. dollars in thousands

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (Cont.)
Service revenues:
Revenues from services are recognized as the esraie performed.

Revenue under operating leases of equipment ignezed ratably over the lease period, in
accordance with ASC 840 (Formerly "SFAS No. 13").

Deferred revenues include unearned amounts recéigadcustomers, but not yet recognized
as revenues.

u. Basic and diluted net income (loss) per share:

Basic net income (loss) per share is computed basethe weighted average number of
Ordinary shares outstanding during each year. &llutet income (loss) per share is computed
based on the weighted average number of Ordinageshoutstanding during each year, plus
dilutive potential Ordinary shares considered @uising during the year in accordance with
ASC 260 (Formerly "SFAS No. 128"). For the yeareshdecember 31, 2009, 2008 and 2007,
all the outstanding options, convertible note andrrants have been excluded from the
computation of diluted net loss per share, sineg gffect is anti-dilutive.

V. Derivatives and hedging:

The Company accounts for derivatives and hedgirsgd@an ASC 815 ("SFAS No. 133"), as

amended and related Interpretations. ASC 815 reguthe Company to recognize all

derivatives on the balances sheet at fair valug dérivative meets the definition of a hedge and
is so designated, depending on the nature of tligeiechanges in the fair value of the

derivative will either be offset against the chaimgéair value of the hedged assets, liabilities, o

firm commitments through earnings (for cash flovddpe transactions) or recognized in other
comprehensive income until the hedged item is neigegl in earnings (for fair value hedge

transactions).

The ineffective portion of a derivative's changefair value is recognized in earnings. If a
derivative does not meet the definition of a hedlge,changes in the fair value are included in
earnings. Cash flows related to such hedges assifital as operating activities.

The Company enters into forward exchange contraatsder to limit the exposure to exchange
rate fluctuation associated with payroll expensesnin incurred in NIS. Any gain or loss
derived from such instruments, which are not defias hedging instruments, is recognized
immediately as financial expenses, net.
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RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollars in thousands

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (Cont.)

As of December 31, 2009, the fair value of thestatding forward contracts is $ 14 which was
recorded in other liabilities against financial erpes.

w.  Recently issued Accounting Standards:

In June 2009, the FASB issued ASU No. 2009-01, dopd5 — Generally Accepted
Accounting Principles amendments based upon StateafeFinancial Accounting Standards
No. 168, The FASB Accounting Standards Codificatiand the Hierarchy of Generally
Accepted Accounting Principles — a replacement ASB Statement 162 ("ASU 2009-01").
ASU 2009-01 establishes the FASB ASC as the sisgle&rce of authoritative accounting
principles to be applied to financial statementa@figovernmental entities in conformity with
U.S. GAAP. ASU 2009-01 was effective for financsghtements issued for interim and annual
periods ending after September 15, 2009. The Coywadoption of ASU 2009-01 did not
affect its consolidated results of operations wafiicial condition.

In October 2009, the FASB issued an update to AS&:X5, "Revenue recognition — Multiple-
Element Arrangements", that provides amendmenthecariteria for separating consideration
in multiple-deliverable arrangements to:

- Provide updated guidance on whether multiplevdedibles exist, how the deliverables in
an arrangement should be separated, and how tk@lecation should be allocated;

Require an entity to allocate revenue in an arnamege using estimated selling prices
("ESP") of deliverables if a vendor does not hagador-specific objective evidence of
selling price ("VSOE") or third-party evidence @fling price ("TPE"); and

- Eliminate the use of the residual method andirecan entity to allocate revenue using
the relative selling price method.

- Require expanded disclosures of qualitative anodntjtative information regarding
application of the multiple-deliverable revenueaagement guidance.

The Company may elect to adopt the update prospégtito new or materially modified
arrangements beginning on the adoption date, ovgmctively, for all periods presented. The
Company is currently evaluating the impact on isolidated results of operations and
financial condition.
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RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. dollars in thousands

NOTE 3:- CONTRACTS IN PROGRESS
Amounts included in the financial statements, whigate to costs and estimated earnings in exdess o
billings on uncompleted contracts are classifiedcasent assets. Billings in excess of costs and

estimated earnings on uncompleted contracts assifital as current liabilities. Summarized below
are the components of the amounts:

a. Costs and estimated earnings in excess ofdsliam uncompleted contracts:

December 31

200¢ 200¢
Costs incurred on uncompleted contracts, n $ 9,29( $ 6,03¢
Estimated earningloss) (157 732
9,13t 6,76¢
Less- billings and progress paymet 7,30¢ 4,55¢
Costs and estimated earnings in excess of billom
uncompleted contrac 1,82¢ 2,21(
Less: Lonw-term portin (537 -
Current portio $ 1,297 $  2,21C

(*) Net of OCS grants in the amount of $382 (seéN®db)

b. Billings in excess of costs and estimated egson uncompleted contracts:

Costs incurred on uncompleted contr $  1,99¢ $ 83E
Estimated earnings (lo: 1,06¢ (118
3,06 717

Less- billings and progress payme 3,57 76(
$ (515 $ (43)

NOTE 4:- INVENTORIES

Raw materials and compone $ 2,44¢ $ 2,32(
Work in progres 2,831 1,93¢
Finished gods 40t 15€

$ 5,68¢ $ 4,40¢

Write-offs of inventories for the years ended Deben31, 2009, 2008 and 2007 amounted to $ 310,
$ 191 and $ 134, respectively. The write-offs wawe to slow-moving items and excess inventories
and were recorded as cost of revenues.
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RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. dollars in thousands

NOTE 5:- LONG -TERM RECEIVABLES AND DEPOSITS
December 31,

200¢ 200¢
Costs and estimated earnings in excess of billom
uncompleted contrac (see also Note $ 537 $ -
Long term receivable to former officers, (see also Note 1C - 15¢
Leasing deposit 65 56
$ 60z $ 20¢
NOTE 6:- PROPERTY, PLANT AND EQUIPMENT
Cost
Factory buildin $ 1,98¢ $ 1,987
Other building 1,22¢ 1,22z
Machinery and equipment | 10,52¢ 11,95¢
Office furniture and equipmel 36¢€ 34z
Leasehold improvemer 5C 50
14,15¢ 15,56(
Accumulated depreciatic
Factory buildin 1,50( 1,41¢
Other building 46€ 414
Machinery and equipment | 8,65( 9,78¢
Office furniture and equipme 244 21k
Leasehold improvemer 27 24
10,88" 11,86
Depreciated co $ 3,26¢ $ 3,69¢

(*) Write-offs of machinery and equipment (cost agtumulated depreciation) for the year ended
December 31, 2009 and 2008 amounted to a grossranodup 1,816 and $ 3,063, net of
depreciated cost of $ 0. The write-offs in 2009 2008 were due to fully depreciated assets
that are no longer in use.

The Company's factory building in Beit-She'an, d$iia located on land leased from the Israel Lands
Administration until 2034.

Depreciation expense amounted to $ 734, $ 712 angl¥or the years ended December 31, 2009,
2008 and 2007, respectively.

As for charges, see Note 10f.
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RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. dollars in thousands

NOTE 7:- OTHER ASSETS
a. Intangible assets, net:

On February 13, 2005, the Company purchased cesikgints and assumed certain liabilities
related to the operations of Vectop Limited ("Vexjoin order to increase its customer base.
The Company purchased Vectop's net assets for $384sh and additional future royalties
based on revenues derived from Vectop projectsy@aes from the date of the agreement. The
net assets purchased are considered to be a kaysimesaccordance with EITF 98-3,
"Determining Whether a Non-monetary Transactiorolwes Receipt of Productive Assets or
Business". The acquisition was accounted for utftepurchase method of accounting.

December 31, 20C December 31, 20C
Gross Gross
Useful carrying Accumulated Amortized carrying Accumulated Amortized
life amount _amortization balance amount amortization balance
(Years)
Amortized intangible
assets
Test System
Programs Sets
("TPS") 5-1C $ 8,27t $ 7,74t $ 53C $ 8,27t $ 7,56¢ $ 707
Customel
relationship 5 1,26:% 1,26 - 1,26 99¢ 265
Total $ 953t $ 9,00¢ $ 53C $ 9,53t $ 8,56¢ $ 972

Amortization expense was $ 442, $ 442 and $ 492heryears ended December 31, 2009, 2008 and
2007, respectively. The expected amortization expaver the next four years is approximately as

follows:
201( $ 177
2011 177
2012 17¢€

$ 53C

The weighted average useful life of the intangdnsets is five years. No impairment of TPSs
was recorded in 2009, 2008 and 2007.

b. Goodwill:

In 2009 and 2008, the Company recorded $ 30 artB$raspectively, of goodwill in respect of
additional consideration payable in connection witle acquisition of Vectop relating to
royalties due based on actual revenues derived ¥tectop projects.
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RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollars in thousands

NOTE 8:- LOANS

a. Current maturities

December 31

200¢ 200¢

Loan from bank in NIS (1) $ 33 $ 13z
Loan in U.S. dollars from shareholder, ne 91 -
Loan in U.S. dollars from shareholder 6C 30

$ 184 $ 162

b. Long-term loans:

Loan from bank in IS (1) $ - $ 33
Loan in U.S. dollars from shareholder, ne - 76
Loan in U.S. dollars from shareholder 1,41( 1,47(

(1)

(2)

®3)

$ 1,41( $ 1,57¢

In March 2008, the Company received a loan fridm bank in the amount of
approximately $260. The principal of the loan is2do 24 monthly installments from
March 2008 until March 2010. The interest rate ac&mber 31, 2009 and 2008 was
5.35% and 6.1% respectively.

In July 2007, the Company received a loan fetrareholders in the amount of $ 400. The
loan bears an annual interest rate of 8%. Theikdne in one installment in June, 2010.
In January 2008, the shareholders entered intgerement with the Company whereby
$ 300 of the loan was converted into shares. Theargion of the loan was treated as an
extinguishment of debt in accordance with ASC470(66rmerly "EITF 96-19" and
"EITF 06-6"). See also Note 11(c).

In July 2008, the Company entered into a $ rmiflion loan agreement with its

controlling shareholder. The loan was provided tyaim order to facilitate the

development of the Company's inertial navigationstams technology ("INS

Technology"). The loan was drawn down in July ($thillion) and in December 2008
($ 0.5 million). The loan bears interest of 3% BOR payable at the beginning of every
quarter. Principal payments equal to $ 90 are gdayab six equal installments

commencing July 1, 2009 on a quarterly basis aeddmaining principal amount will be
payable in eight equal installments, commencingilAfr 2011. In addition, the

controlling shareholder received a non-exclusicerise to sell the INS Technology for
non-military/commercial purposes. The non-exclusileense granted under this
agreement will automatically convert into an exslaslicense should the Company
default on any of its obligations under the loameagent. The fair value of the non-
exclusive license at the transaction date is deefegdnimus.

The Company's line of credit from the bank (inchgdguarantees and loans) is $ 2,750,
from which $ 2,450 was utilized at December 31,2®ee also Note 10(g).
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RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollars in thousands

NOTE 9:- OTHER ACCOUNTS PAYABLE AND ACCRUED EXPENSE S

December 31

200¢ 200¢

Payroll and related accru $ 1,40 $ 1,23¢
Accrued expens 664 66(
Accruedroyalties 45C 794
Accrued commissiot 254 254
Tax authoritie 287 -
Deferred revenut 10z 36
Contracts in progres- provision for estimated loss 17C 10¢€
Others 127 121

$ 3,45¢ $ 3,21(

NOTE 10:- COMMITMENTS AND CONTINGENT LIABILITIES

a.

As of December 31, 2009, the Company was a pangrious legal proceedings, including the
following:

1.

Since 1998 the Company was engaged in litigatibn Mr. Haim Nissenson, its former
president and chief executive officer in connectiotih payments that were allegedly due
to him in connection with his employment with ther@pany and the termination thereof
(Case No. 3/4074/98 H. Nissenson v. RADA Electrdngustries Ltd. and others, in the
Regional Labor Court in Tel Aviv). In addition, MKissenson also sought a permanent
injunction and declarative relief, stating thateagonal loan that was provided to him by
the Company had been forgiven.

In August 2000, the Company filed a claim against Nissenson in the Regional Labor
Court in Tel Aviv (Case No. 7049/00 RADA Electrotiwustries Ltd. v. Nissenson.) for
the repayment of the loan granted to Mr. Nissemsdhe amount of NIS 2.0 million that
allegedly was forgiven by the Company in Mr. Nissams retirement agreement, as
mentioned above. In February 2009, the Regionélotaourt determined that Mr.,
Nissenson is required to repay the $ 485 of loansebeived from the Company together
with accrued interest and linkage differences asiged by law. The Regional Court also
denied all of Mr. Nissenson's claims and allegatiagainst Mr. Herzle Bodinger, the
current Chairman of the Board of Directors of thepany, as well as substantially all of
Mr. Nissenson's claims against the Company. TheioRaeb Court found that the
retirement agreement between the Company and MseNson is null and void since it
was not legally approved, tainted with misleadimfgpimation provided by Mr. Nissenson
and included provisions that were not properly aped by the Company's Board of
Directors. Mr. Nissenson appealed to the Natiorabdr Court in Jerusalem and on
January 2010, the National Court approved the gement between the parties
according to which the judgment of the Regional draBourt remains in full force and
effect. In addition, based on the authorizatioregito the National Labor Court by the
parties to rule by way of settlement, the Natidbalrt has determined that the Company
shall pay Mr. Nissenson, on account of social bkiendfie to him in connection with his
employment as our CEO, a gross amount of 760,080($I201).
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RADA ELECTRONIC INDUSTRIES LTD. AND ITS SUBSIDIARY
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U.S. dollars in thousands

NOTE 10:- COMMITMENTS AND CONTINGENT LIABILITIES (C ont.)

The Company and Mr. Nissenson reached an agreemithntespect to the repayment of
the loan pursuant to which 600,000 NIS ($159) waisl in December 2009, additional
300,000 NIS ($80) will be paid until May 1, 2010dathe remaining balance will be paid
in 50 equal, consecutive monthly installments comeivgg on January 15, 2010. The
amounts due to Mr. Nissenson in accordance withjutlgment of the National Labor
Court will be paid to him proportionately to thesestallments. The decision of the
National Labor Court brought to an end the disfpgeveen Mr. H. Nissenson and the
Company and any proceeding connected thereto.

2. The Company is involved periodically in varidegal claims in the ordinary course of
business, including claims by agents and othercdonmissions, royalties and others.
The Company has provided an amount which it believeufficient to cover damages, if
any that may result from these claims. The Comgamgnagement, based on the advice
of its legal counsel, believes that such claimd gt have a material adverse effect on
the financial position or results of operationshed Company.

b. The Company's research and development effaxts been partially financed through royalty-
bearing programs sponsored by the OCS. In returtht®oOCS's participation, the Company is
committed to pay royalties at a rate ranging fro¥h ® 5% of sales of the products whose
research was supported by grants received fronOtb8, up to 100% of the amount of such
participation received linked to the U.S. dollaheT obligation to pay these royalties is
contingent on actual sales of the products anchénabsence of such sales, no payment is
required. The Company's total obligation for roigslt net of royalties paid or accrued, totaled
approximately $ 410 as of December 31, 2009. Thal tamount of royalties charged to
operations for the years ended December 31, 20088 2nd 2007 was approximately $ 14,
$ 13 and $ 10, respectively.

C. Research and development projects undertakeheb@€ompany were partially financed by the
Binational Industrial Research and Development FUIBIRD") Foundation. The Company is
committed to pay royalties to the BIRD Foundatioma aate of 5% of sales proceeds generating
from projects for which the BIRD Foundation prouidending up to 150% of the sum financed
by the BIRD Foundation. The obligation to pay thesgalties is contingent on actual sales of
the products and in the absence of such salesayment is required. The Company's total
obligation for royalties, net of royalties paid accrued, totaled approximately $ 2,066 as of
December 31, 2009. The total amount of royaltiesrgdéd to operations for the years ended
December 31, 2009, 2008 and 2007 was approxim@te)ys 0 and $ 7, respectively.

d. The Company's offices in Netanya are rented uadgon-cancelable operating lease expiring
January 31, 2012. In addition, the Company's megbicles are rented under operating leases.

Annual minimum future rental commitments under ¢hk=ases, at exchange rates in effect on
December 31, 2009, are approximately as follows:

201( $ 84z
2011 69¢
2012 14¢

$ 1,682

Lease expense for the years ended December 31, 2008 and 2007 was $ 796, $ 719 and
$ 619, respectively.
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NOTE 10:- COMMITMENTS AND CONTINGENT LIABILITIES (C ont.)

e.

During 2008, the Company entered in to a legesement to purchase a machine in the amount
of approximately $ 224, which was accounted foaaspital lease under ASC 840(Formerly
"SFAS 13"). The total amount of the lease liabilitgs $ 104 and $ 147 as of December 31,
2009 and 2008 respectively.

Floating charges have been recorded on ah®fCompany's assets and specific charges have
been recorded on certain assets in respect of tnep@ny's liabilities to its banks and other
creditors.

The Company provides bank guarantees to itoeess and others in the ordinary course of
business. The guarantees which are provided tormass are to secure advances received at the
commencement of a project or to secure performariceperational milestones. The total
amount of bank guarantees provided to customersodimers as of December 31, 2009 is
approximately $ 2,417.

NOTE 11:- SHAREHOLDERS' EQUITY

a.

Share capital:

Ordinary shares confer upon their holders votights, the right to receive cash dividends and
the right to share in excess assets upon liquidatiehe Company.

In January 2008, the Company repaid $ 300 of th#0@ loan received in June 2007 in
consideration for 152,765 Ordinary shares (seelddde 8).

Stock option plans:

In 1999 and 2003, the Company's Board approvedatioption of Israeli Employee Stock
Option Plans ("the Plans"), which authorized thengjof options to purchase up to an aggregate
of 346,667 and 1,166,667 Ordinary shares (in 2666ompany's Board approved an increase
in the 2003 plan by an additional 500,000 optiongspectively, to officers, directors,
consultants and key employees of the Company ansulbsidiary. Options granted under the
Plans expire within a maximum of ten years frommibm of the plan. One third of the options
granted under the Company's Plans vest immediatelhe grant date and the remaining two
thirds vest ratably over two years. Compensatiopeeze is recognized by the straight-line
method.

The exercise price of an option granted to an eygglanay not be less than 60% of the fair
market value of the Ordinary shares on the daggranit of the option. The exercise price of an
option granted to a non-employee director or cdaastimay not be less than 80% of the fair
market value of the Ordinary shares on the datgrant of the option. Any options that are
cancelled or forfeited before expiration becomeilalsée for future grants. At December 31,
2009, 340,832 options were available for grant umige 2003 Israeli Stock Option Plan. Upon
exercise of options by employees, the Companyfeatishe requirements by issuing newly
issued shares.
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NOTE 11:- SHAREHOLDERS' EQUITY (Cont.)

In May 2008, the Company granted under the 200&elsiStock Option Plan to four of its
directors options to purchase a total of 261,0@bnary shares for an exercise price of $ 2.14
per share in exchange for 258,000 options that \gearted to those directors in 2003 for an
exercise price of $ 4.02 per share and additiof@Bnew options. Those new options granted
were fully vested and there was no compensatiorresgrelated to those optiofiie options
will vest as follows: 25% of the options grantedech of our directors will vest on January 1,
2009, additional 40% shall vest in four equal itstants of 10% each on the last date of each
calendar quarter commencing on March 31, 2009 laadalance of 35% shall vest in two equal
installments of 17.5% each on March 31, 2010 ame B0, 2010, respectively.

The Company accounted for the exchange of optiamdemthe provisions of ASC 718
(Formerly "SFAS 123(R)") as a modification. A madgtion to the terms of an award should
be treated as an exchange of the original awaré foew award with total compensation cost
equal to the grant-date fair value of the origiaafard plus the incremental value measured at
the same date. Under ASC 718, the calculation e@fribremental value is based on the excess
of the fair value of the (modified) award basedconrent circumstances over the fair value of
the original option measured immediately before tégems are modified based on current
circumstances. That is, the original (pre-modifma) option will be valued based on current
assumptions, without regard to the assumptions nesdéhe grant date. As a result of the
modification, the Company will record incrementatrpensation cost of $ 123 to be recognized
over the new service period beginning on the modlifon date. In 2009 and 2008, $ 45 and
$ 48 were recorded, respectively, due to this nmatibn.

Transactions related to the above Plans (includiagants to directors) during the year ended
December 31, 2009 were as follows:

Year ended December 31, 20!

Weighted
average
Weighted remaining
average contractual Aggregate
Amount of exercise term intrinsic
options price (in years) value
Options outstanding
beginning of yes 877,26t $ 2.8¢ 3.8¢ $ -
Exercise (5,304 $ 2.1 3.07
Expirec (62,600 $ 8.1¢ -
Forfeited (40,000 $ 2.7¢ 2.5¢
Options outstanding at el
of yea 769,36. $ 2.44 3.07 $ 41,46
Vested and expected
vest at December 31,
200¢ 769,36. $ 2.44 3.07 $ 41,46!
Exercisable options at el
of yea 678,01 $ 2.4¢ 3.07 $ 33,242
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NOTE 11:- SHAREHOLDERS' EQUITY (Cont.)

Share based compensation for the years ended Dec&tp2009, 2008 and 2007 was $ 62,
$ 131 and $ 175 respectively.

The weighted-average grant-date fair value of ogtiggranted during the years ended
December 31, 2008 and 2007 was $ 0.81 and $ 28fectively. No options were granted in
2009. The aggregate intrinsic value in the tablevalrepresents the total intrinsic value (the
difference between the Company's closing stockepsit December 31, 2009 and the exercise
price, multiplied by the number of in-the-moneyiops) that would have been received by the
option holders had all option holders exercisedrtbptions on December 31, 2009. As of
December 31, 2009, 281,983 options were in-the-snofie of December 31, 2009 and 2008,
there was $ 31 and $ 93, respectively of total emgrized compensation cost related to non-
vested share-based compensation arrangements dyranter the Company's stock option
plans. That cost is expected to be recognized 11020

C. Warrants:
As of December 31, 2009, warrants to purchase 2)8290rdinary shares were outstanding.

On December 10, 2007, in connection with the isseaf convertible note in the amount of $
3,000 to a shareholder, the Company issued warfangsurchase up to an aggregate of
1,578,947 Ordinary shares at an exercise price88 per share for a term of five years. The
convertible note bears interest at a rate of sixtim&IBOR plus 3.5%. The principal is due in

October 2010 and the interest is payable in qugritestallments until October 2010. The notes
are convertible to Ordinary shares at a convengiae of $ 2.09 per share.

The consideration was allocated based on the vel&ir values of the convertible loan and
warrants in accordance with ASC 470 (Formerly "ARB. 14"). In connection with the
issuance of the convertible note, $ 568 was recbate a beneficial conversion feature in
accordance with ASC 470-20 (Formerly "EITF 98-9Me total amount of the deemed discount
on the convertible note as a result of the allat@t@ceeds attributable to the warrants and the
beneficial conversion feature amounting to $ 1,448s amortized over the term of the note
using the interest method. The fair value of thera@s was based on the Black-Scholes-
Merton option-pricing model, assuming a risk freterest of 3.49%, a volatility factor of 47%,
dividend vyield of 0% and contractual life of fiveegrs. As of December 31, 2009, the net
deemed discount is $ 530.

In July 2007, the Company received a loan in thewrhof $ 400 from certain shareholders,
See also Note 8(b). These shareholders had wattaptschase 762,585 Ordinary shares which
expired on the same date of the issuance of thre Inaconnection with the issuance of the loan
the warrants to purchase 606,803 Ordinary shares eiended for a term of three years and
repriced to an exercise price of $ 1.88 per shaarants to purchase the remaining 155,782
Ordinary shares were extended for an additionadethyears. The extended and re-priced
warrants were accounted for as modification acangnih accordance with ASC 718.

The consideration was allocated based on the veld#iir values of the loan and warrants
(extended and repriced) in accordance with ASC #1e. fair value of the warrants was based
on the Black-Scholes-Merton option-pricing modedswaming a risk free interest of 5%, a
volatility factor of 43%, dividend yield of 0% amntractual life of three years.
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NOTE 11:- SHAREHOLDERS' EQUITY (Cont.)

The total amount of the deemed discount on the &6&158, is amortized over the term of the
loan using the interest method. In January 2008,stiareholders entered in to an agreement
with the Company in order to convert $ 300 of thenl into shares. As of December 31, 2009,
the net deemed discount is $ 9. (See also Note 11a)

NOTE 12:- TAXES ON INCOME
a. Measurement of taxable income under the Incoaxg([hflationary Adjustments) Law, 1985:

Results for tax purposes are measured and adjust@rtordance with the change in the CPI.
As explained in Note 2b, the consolidated finansiatements are presented in U.S. dollars. The
differences between the change in the Israeli @Rliathe NIS/U.S. dollar exchange rate cause
a difference between taxable income or loss andhtteme or loss before taxes reflected in the
consolidated financial statements. In accordandéd paragraph 9(f) of ASC 740 (Formerly
"SFAS No. 109"), the Company has not provided detkincome taxes on this difference
between the financial reporting basis and the teeb of assets and liabilities.

b. Tax benefits under the Law for the Encourageroétridustry (Taxes), 1969:

The Company is an "Industrial Company" under the lfar the Encouragement of Industry.
The principal benefit from the above law is the wgthn of expenses in connection with a
public offering.

C. Tax rates applicable to income of companiesradll:

In June 2004, an amendment to the Income Tax QrdaéNo. 140 and Temporary Provision),
2004 was passed by the "Knesset" (Israeli parligyreerd on July 25, 2005, another law was
passed, the amendment to the Income Tax Ordinateel@d7) 2005, according to which the
corporate tax rate is to be progressively reduodtie following tax rates: 2006 - 31%, 2007 -
29%, 2008 - 27%, 2009 - 26% and 2010 - 25%.

d. Reduction in Israeli tax rates (cont.):

During July 2009, an additional reduction to thepooate tax rate was approved in the Israeli
parliament (“the Knesset"), according to it thepooate tax rate is scheduled to decrease as
follows: 24% - 2011, 23% - 2012, 22% - 2013, 212014, 20% - 2015 and 18% - 2016 tax
year and thereafter.

e. As of December 31, 2009, the net operating @ag tarryforward relating to the Company in
Israel amounted to approximately $ 61,105, inclgdincarryforward capital loss amounting to
approximately $ 3,516. Carryforward losses in Israay be carried forward indefinitely and
may be offset against future taxable income.

As the Company believes that it is more likely tima that the deferred tax assets in respect of
these carryforward losses amounting to approximpa$el4,400 will not be utilized, the
Company recorded a valuation allowance for theemlance of the deferred tax asset relating
to the carryforward losses.
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NOTE 12:- TAXES ON INCOME (Cont.)

f. The main reconciling items between the statutaryrate of the Company and the effective tax
rate is the valuation allowance recorded in respédhe deferred tax assets relating to net
operating loss carryforwards and other temporafferdinces due to the uncertainty of the
realization of such tax assets.

g. Income (loss) before income taxes:
Year ended December 31
200¢ 200¢ 2007
Domesti $ 14C $ (647, $ (1,386
Foreigr 73 71 30¢

$ 217 $ (576 $ (1,078

NOTE 13:- FINANCIAL EXPENSES, NET

Income
Foreign currency exchange differer $ 58 $ 19C $ 2€
Interest on cash equivalents and restricted 9 63 10t
Other: 1C - -
77 258 131
Expense:
Interest on convertible ncand loans fron
shareholde 21F 24¢ 26¢
Amortization expense on a convertible note
loans from shareholde 517 47z 19¢
Loss due to extinguishment of a It - 10C -
Foreign currency exchange differer 63 - 207
Interest on loans fromanks and other crec
balance: 22 37 3¢
Bank commissior 92 131 52
90¢ 987 76C

NOTE 14:- RELATED PARTY TRANSACTIONS

a. For the year ended December 31, 2009, the Compemyred $ 215 in respect of interest on
loans received from its shareholders.

b. For the year ended December 31, 2007 the Compamgmeed revenues in the amount of
$ 870 from a related party (a company controlledhgymajor shareholder).

See also Notes 8b (3), 10(a) and 11(c) for trafmactvith Company's shareholders.
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NOTE 15:- MAJOR CUSTOMERS AND GEOGRAPHIC INFORMATIO N

a.

In accordance with Statement of ASC 280 (Foyn#dfAS. 131"), the Company is organized
and operates as one business segment, which dsyvetapufactures and sells ATE products,
avionics equipment and aviation data acquisiticth @ebriefing systems (see also Note 1a).
Revenues by geographic areas:

Revenues are attributed to geographic area basetheotocation of the end customers as
follows:

Year erded December 31

200¢ 200¢ 2007
Israe $ 6,461 $ 8,032 $ 5,65¢
Asia 4.43¢F 5,64: 2,98(
North Americi 3,75¢ 3,66: 4.51¢
South & Latin Americ 3,20¢ 244 192
Europ 582 301 67€
Total $ 18,44 $ 17,88 $ 14,02:

Major customers:

Revenues from single customers that exceed 10%edbtal revenues in the reported years as a
percentage of total revenues are as follows:

Year ended December 31

200¢ 200¢ 2007
%

Customer / 6 15 *)

CustomeiB 12 11 17
Customer ( 12 16 17
Customer [ *) *) 1C
Customer | 15 29 14
Customer 11 *) -

*) Less than 10%
Long-lived assets by geographic areas:

December 31

200¢ 200¢
Israe $ 3,61t $ 4,35¢
Chine 77C 87k

$ 4,38t $ 5,22¢
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