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Corporate Profile

EXFO is a recognized test and measurement expert in the global telecommunications industry through the design and man-
ufacture of advanced and innovative solutions as well as best-in-class customer support. The Telecom Division, which rep-
resents our main business activity, offers fully integrated and complete test solutions to network service providers, system
vendors and component manufacturers in approximately 70 countries. One of our strongest competitive advantages is our
PC/Windows-based modular platforms that host a wide range of tests across optical, physical, data and network layers,
while maximizing technology reuse across several market segments. The Photonics and Life Sciences Division mainly lever-
ages core telecom technologies to offer value-added solutions in the life sciences, high-precision assembly and research

sectors. For more information about EXFO, visit www.exfo.com.
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Forward-looking statements
This Annual Report may contain forward-looking statements within the meaning of the U.S. Private Securities Litigation Reform Act of 1995 and we intend that such forward-looking statements be subject to the safe harbors created thereby.
Forward-looking statements are statements other than historical information or statements of current condition. Words such as “may,” “will,” “expect,” “believe,” “anticipate,” “intend,” “could,” “estil or “continue” or the negative or compa-
rable terminology are intended to identify forward-looking statements. In addition, any that refer to exy ions, projections or other characterizations of future events or circumstances are forward-looking statements. Forward-looking
statements are not guarantees of future performance and involve risks and uncertainties, and actual results may differ materially from those in the forward-looking statements as a result of various factors such as: economic uncertainty; capital
ding in the telecc ions and high-tech industrial manufacturing sectors; fluctuating exchange rates and our ability to execute successfully in these uncertain conditions; the effects of the additional actions we have taken in response to
such economic uncertainty (including workforce reductions, ability to quickly adapt cost structures to align with anticipated levels of business, ability to manage inventory levels to adapt to slowdowns); market acceptance of our new products and
other upcoming new products; limited visibility with regards to customer orders and the timing of such orders; our ability to successfully integrate and run our acquired and to-be-acquired busi our ability to fully realign our
business plan; the retention of key technical and management personnel; and future economic, competitive and market conditions. Assumptions relating to the foregoing involve judgments and risks, all of which are difficult or impossible to predict
accurately and many of which are beyond our control. Other risk factors that may affect our future performance and our operations are detailed in our Annual Report on Form 20-F and our other filings with the U.S. Securities and Exchange Commission
and the Canadian securities commissions. Although we believe that the expectations reflected in the forward-looking statements are reasonable based on information currently available to us, we cannot assure you that the expectations will prove
to have been correct. Accordingly, you should not place undue reliance on these forward-looking statements. In any event, these statements speak only as of the date of this document. We undertake no obligation to revise or update any of them to
reflect events or circumstances after the date of this document.

Trademarks and logos

EXFO and the EXFO logo are registered trademarks of EXFO Electro-Optical Engineering Inc. in Canada, the United States and/or other countries. Other EXFO product names or logos referenced in this document are either trademarks or registered
trademarks of EXFO Electro-Optical Engineering Inc. or of its affiliated companies. All other product names and trademarks mentioned herein are trademarks of their respective owners. However, neither the presence nor absence of the identifica-
tion symbols ® or v affects the legal status of any trademark.

All dollar amounts in this Annual Report are expressed in US dollars, except as otherwise noted.
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Consolidated Statements of Earnings Data 2004 2003 2002 2001 2000
Sales $ 74,630 $ 61930 $ 68330 $ 146013 $ 71,639
Gross margin (1) $ 40,074 $ 25733 $ 15964 $ 89806 $ 46,254
53.7% 41.6% 23.4% 61.5% 64.6%
Gross research and development $ 15,668 $ 17133 $ 17005 $ 17601 $ 9,374
21.0% 27.7% 24.9% 12.1% 13.1%
Earnings (loss) from operations (2) $(10,570) $ (39,584) $ (74,783) $ 14,507 $ 14723
(14.1%) (63.9%) (109.4%) 9.9% 20.6%
Net earnings (loss) $ (8,424) $ (54,950 $(308,524) $ (15,294) $ 9,924
(11.3%) (88.7%) (451.5%) (10.5%) 13.9%
Basic and diluted net eamings (loss) per share $ (0.13) $ (087) $ (5.09) $  (0.29) $ 025
Other Statements of Earnings Data (unaudited) (3)
Pro forma net earnings (loss) $ (1,952) $ (10,879) $ (10,702) $ 24,693 $ 10,279
(2.6%) (17.6%) (15.7%) 16.9% 14.3%
Basic and diluted pro forma net earnings (loss) per share $ (0.03) $  (017) $ (0.18) $ 0.47 $ 026
Consolidated Balance Sheets Data
Cash and short-term investments $ 89,128 $ 57376 $ 49,681 $ 74590 $ 163,388
Working capital $ 115,141 $ 77408 $ 91374 $ 130,289 $ 194,167
Total assets $ 172,791 $ 146,254 $ 177926 $ 442577 $ 219723
Long-term debt (excluding current portion) $ 332 $ 453 $ 564 $ 664 $ 16
Shareholders' equity $ 157,327 $ 120826 $ 165,406 $ 414,805 $ 206,994

(1) Including inventory write-offs of $4,121 and $18,463 for the years ended August 31, 2003 and 2002, respectively, and nil for the years ended August 31, 2004, 2001 and 2000. Including an unusual gain of $473 for the year ended August 31, 2003, and
nil for the years ended August 31,2004, 2002, 2001 and 2000. Excluding inventory write-offs and the unusual gain, gross margin would have reached 47.4% for the year ended August 31, 2003. Excluding inventory write-offs, gross margin would have reached

50.4% for the year ended August 31, 2002. This latter information is unaudited and is a non-GAAP measure.

(2) Including charges for stock-based compensation costs, inventory and tax credit write-offs, unusual grants recovery, amortization of intangible assets, impairment of long-lived assets and goodwill as well as restructuring and other charges of $7.878, $22,943,

$57451, $13,456 and $84 for the years ended August 31, 2004, 2003, 2002, 2001 and 2000, respectively.

(3) Net eamnings (loss) excluding stock-based compensation costs, amortization and write-down of goodwill, unusual tax recovery, future income tax assets valuation allowance and the after-tax effect of amortization of intangible assets, restructuring and other
charges, inventory and tax credit write-offs, unusual grants recovery and impairment of long-lived assets. This information may not be comparable to similarly titled measures reported by other companies because it is non-GAAP information. Please refer to
page 20 of this Annual Report for a detailed quantitative reconciliation.

Total Sales in thousands of US dollars)

2004 2003
$74,630 $61,930
Geographic Sales
@ Americas

O EMEA

O Asia-Pacific
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‘ Telecom Division
O Photonics & Life Sciences Division

2002
$68,330
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2004

2004

2003

2003

2002

2002
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Dear Shareholders,

If no one ever took risks, Michelangelo would have painted

the floor of the Sistine Chapel.

Germain Lamonde
Chairman, President and Chief Executive Officer

EXFO made significant progress with its strategic turnaround plan in
fiscal 2004. The company, which from its founding had posted 16
consecutive years of growth and profitability before the onset of the
telecommunications downturn in 2001, necessarily developed
turnaround skills to increase sales 20.6% year-over-year, even though
the marketplace remained relatively flat in 2004. We outperformed our
market largely because we had made bold decisions in prior years.
Despite painstaking restructuring, we maintained our R&D
investments to position ourselves within growth vectors like protocol
testing, Internet protocol (IP) networking and fiber-to-the-premises
(FTTP) deployments. We also held onto our experienced sales team
and customer support staff to increase market share and expand
customer relationships, while several of our peers were forced to
make more radical cuts. In short, we reached out to customers through
the recognized expertise of our entire staff, strengthening the EXFO
brand name in the process.

Throughout the telecom downturn, we kept all our stakeholders
apprised of our long-term direction, so they would understand and
support our initiatives. | often used a car-racing analogy, illustrating
how we intended to navigate this sharp, hairpin curve and turn it into
a lasting strategic advantage for EXFO. We also demonstrated our

commitment to corporate governance

by clearly spelling out four objectives

..we maintained our R&D investments to position in 2004 and tagging key performance
ourselves within growth vectors like protocol indicators (KPls) to each goal. Such
testing, Internet protocol (IP) networking and transparency reflects my confidence
fiber-to-the-premises (FTTP) deployments. in our management team and speaks

volumes about our dedication to best
disclosure practices.

—Neil Simon, American playwright
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Fiscal 2004 Corporate Objectives

Growth. Our first goal consisted of increasing sales through market-share
gains. We posted our second-best sales performance in history—better than
our early bubble results in 2000—growing sales 20.5% to $74.6 million in
2004, compared to our KPI of 10%. Not coincidentally, Frost and Sullivan
named EXFO recipient of the
2004  Growth  Strategy

Excellence Award for the Corporate Performance in Fiscal 2004

EXFO Management Team

In early fiscal 2004, we reorganized our business under the Telecom and Photonics
& Life Sciences (P&LS) divisions. This proved to be a judicious decision as it
significantly contributed to our sales growth and progress towards profitability.
Sales from our Telecom and P&LS divisions increased 21% and 20% year-over-
year, respectively. In ongoing
efforts to maximize efficiency,
we merged our protocol test

largest market-share increase

operations in Montreal and

in the global optical test and Goal 200 SEILS announced the consolidation
measurement (T&M) industry Increase sales through | 10% sales growth 20.5% sales growth v of our P&LS D'V_'sllon I
between 2001 and 2003 and market-share gains year-over-year year-over-year Toronto, thus streamlining our
confirmed EXFO as No. 1 in R&D/manufacturing sites from
the optical test installation and Maximize profitability | 50% gross margin 53.7% gross margin \ five to three. These latest actions
maintenance space with an and growth will not only produce significant
estimated 17% market share. Innovate our way 45% of sales from new products | 31.7% of sales from X savings In years o come, but they
Clearly, we captured market out of the downtum | (< two years on the market) new products will also provide a clearer focus
share under good and dire to our respective management,
market conditions, which for me Maintain a sound Positive cash flows from Positive cash flows from y R&D, sales and manufacturing
is the ultimate measure of financial position operations in at least one quarter | operations for the fiscal year teams and, more importantly,

corporate performance.

Profitability. We sought to

maximize profitability with a focus on raising our gross margin above 50%.
We achieved a gross margin of 53.7% in 2004 from 47.4% (excluding inventory
write-offs and an unusual gain) in 2003 mainly by paying close attention to our
supply chain; focusing our R&D not only on being first to market, but also on
shaving points off our cost of goods; streamlining our number of manufacturing
sites; and delivering superior value to customers. Our long-term objective aims
to return our gross margin to the lower 60% range as sales volume increases,
fixed costs are better absorbed, revenues from our software-intensive protocol
solutions become more prominent, and new products with higher margins gain
acceptance.

Innovation. We reported that sales from new products (on the market two
years or less) represented 31.7% of total sales in 2004, while our KPI was
45%. Although we fell short on that count, | remain convinced our commitment
to innovation will pay off in the long term. We have steadily invested in R&D
since the telecom peak of 2001 and brought 20 new products to the market in
fiscal 2004 alone. These initiatives should enable our new products to continue
gaining traction and lead to further market-share gains in upcoming years.

Strong Balance Sheet. We reported positive cash flows from operations for
the last three quarters of 2004 and for the entire fiscal year, while our KPI
required us to generate positive cash flows in at least one quarter. We also closed
a bought-deal offering of 5.2 million shares for net proceeds of $29.2 million,
which raised our cash and short-term investments to $89.1 million at the end of
the year. This cash position provides comfort to customers and positions EXFO
as the long-term vendor of choice with strong organic and acquisition growth
potential.

deliver greater value to our
customers.

Overall, | am pleased with our team execution during fiscal 2004—we met or
exceeded targets for three out of four goals—but | cannot be fully satisfied as we
reported a GAAP net loss of $8.4 million, or $0.13 per share, compared to
$55.0 million, or $0.87 per share, in 2003. On a pro forma* basis, we incurred a
net loss of $2.0 million, or $0.03 per share, in 2004, compared to $10.9 million,
or $0.17 per share, in the prior year.

Back to the Future

Before moving on to our plans for 2005, | would like to paint for you a picture of the
major trends and technologies shaping the global telecom industry.
The telecom space is currently undergoing major transformations with
technological discontinuities and market shifts serving as important drivers for
market-driven companies like EXFO. We intend to leverage these new
requirements and opportunities to generate value in upcoming years. We have
conscientiously been preparing for this industry upheaval through a steady level of
R&D investments, well-defined product roadmaps and selected strategic
acquisitions over the last few years. Let's examine some of these key market trends:

== Globally, bandwidth demand will continue instigating backbone
construction in developing countries, further Interet penetration in other
parts of the world and facilitate rapid applications evolution in the most
advanced nations. Accessing the Web directly through wireline (or its
wireless extension) has become an essential part of our online lives for
business travel, home entertainment and schoolwork. Consumers just cannot
get enough bandwidth. Carriers in advanced countries like South Korea and
Japan, for example, are on the verge of offering 100 Mb/s to homes, enabling
the delivery of multiple high-definition television (HDTV) channels, online
gaming and a host of other bandwidth-intensive applications.

* GAAP net loss excluding stock-based compensation costs, amortization and write-down of goodwill, unusual tax recovery, future income tax assets valuation allowance and the after-tax effect of amortization of intangible assets,
restructuring and other charges, inventory and tax credit write-offs, unusual grants recovery and impairment of long-lived assets. This information may not be comparable to similarly titled measures reported by other companies

because it is non-GAAP information.
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== As |ong-haul utilization increases and metro-ring construction progresses in
most advanced countries, the access network, or so-called “last mile”,
will be the comerstone of the network service providers' (NSPs) strategy to
increase or maintain their consumer base. This market reality will inevitably
lead to much deeper and richer fiber penetration into the network, whether
NSPs intend to leverage their existing copper plant or deploy fiber-to-the-
home (FTTH).

== |P networking. SONET/SDH telecom transport standards were defined
almost 30 years ago to optimize voice traffic, but they are largely inefficient
in today's data-centric world. A highly flexible and scalable, next-generation
SONET/SDH platform is required for the efficient and high-quality delivery
of several new applications like VolP and IP video, while achieving
significant OPEX reductions through the management of a single network
architecture. NSPs will be streamlining their operations, deployment and
maintenance processes as well as moving to higher-margin service
revenues.

== System vendors are back driving the telecom innovation curve in this
post-DWDM era, whereby data networking is a primary catalyst. As a result,
these vendors are heightening their focus on delivering ubiquitous,
consumer-friendly networking solutions and highly differentiated product
offerings in order to partner with public and private network operators.
System vendors are focusing more than ever on shortening their innovation
cycle and improving operating performance—from the design phase all the
way to network deployment.

== Competition between incumbent telecom carriers and cable multiple-system
operators (MSOs), especially in North America, is intensifying as they race to
increase revenue streams. Both groups are deploying triple-play services
(voice, data and video) as a pre-emptive measure to retain customers and as
an offensive means to secure new ones.

On the photonics and life sciences side:

== |ndustrial manufacturing sectors like microelectronics, optoelectronics and
medical devices remain strong. The distinct trend of moving high-tech
manufacturing to Asia continues, while the global market is driven by
innovative new products and stronger customer intimacy. The life sciences
market trend is towards application-based, total-solution selling and taking
advantage of new, disruptive technologies.

Customer Intimacy as a Motto

On top of offering best-in-class solutions that surpass highest expectations in
this changing environment, all EXFO employees are committed to enhancing
customer intimacy, since customer satisfaction represents our true raison d'étre.
As part of our strategic direction, we intend to raise our business relationships
to the next level—from mere supplier to partner of choice. This customer-first
mindset will enable us to expand market share to a dominant position in optical
testing and extend it to protocol testing, which represents a major growth vehicle
for our company.

To reach our ultimate goal of becoming the leading player in the telecom T&M
space, we Wwill intensify our sales and marketing efforts, both domestic and
international, in 2005 to further leverage our strong technology base and
innovation pipeline. We will also focus on strengthening and expanding our
business relationships with major accounts. Finally, we will continue building
EXFO into one of the most respected brand names in the industry by allowing
our recognized expertise to reach out to customers where and when it is needed.
In an increasingly competitive landscape, | am counting on these actions,
combined with our strategies related to the aforementioned industry trends,
to provide our shareholders with long-term growth and profitability.

Measuring Up

As we did in fiscal 2004, | would like to communicate the key performance
indicators against which management's performance should be measured in
2005. It should be specified that these are metrics, not guidance, for fiscal 2005.
Not surprisingly, our goals reflect continuity from last year with a renewed focus
on profitable growth.

== Sales growth of 20% year-over-year. As we have since our founding in
1985, we intend to grow sales faster than the market by leveraging our
sustained R&D investments in areas such as next-generation IP and FTTP
testing, as well as increase our sales and marketing footprint worldwide.

== Profitability on a pro forma basis. Higher sales volumes, richer business
mix, improved manufacturing efficiency and consolidation efforts will
support our return to profitability on a pro forma basis in 2005.

== At least 45% of revenues from new products. Our relentless focus on
product differentiation, time-to-market and astute product portfolio
management—combined with a heightened sales focus and product
traction—should increase this result in 2005.

Wrap-Up

As we embark on our 20" year of operation, | would like to thank all our
employees for their unwavering commitment and passion in returning the
company to growth; our customers for their extraordinary confidence in our
products and services and for sharing their outlook on the future—they are, after
all, the reason why EXFO is in business; our Board of Directors for its constant
availability and sage counsel; and our shareholders for their staunch belief in our
long-term vision. With the continued support of everyone, in 2005 and beyond,
| am confident that we will continue progressing towards increased revenue,
profitability and market-share gains.

Sincerely,

Germain Lamonde
Chairman, President and Chief Executive Officer
October 26, 2004



June 2004

== |ntroduces passive optical network (PON) power meter for FTTP deployments
== | aunches next-generation Fibre Channel test solution for storage area networks

April 2004

== Releases next-generation OTDR for FTTP, access and metro networks

March 2004

== Receives 2004 Growth Strategy Excellence Award from Frost and Sullivan
== Announces consolidation of protocol test operations in Montreal
== Recognizes revenue from existing products for FTTP-related applications

February 2004

== Closes $29.2 million bought-deal financing
== | aunches next-generation automated loss test set

== |ntroduces Gigabit Etheret test solution for remote testing and turn-up of Ethernet services

== Releases new line of handheld test instruments for FTTP networks

October 2003

== Launches new ultraviolet/visible spot-curing platform
== |ntroduces 10+ Gigabit multi-rate transceiver

September 2003

== Qffers network testing application for multi-service provisioning platforms

5 | 2004 Annual Report | EXFO

FTTP-ready PON power meter

Gigabit Ethernet tester

Spot-curing platform
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Expertise Reaching Out

The growing number of Internet users and their sheer demand for broadband
applications—video conferencing, data storage, e-commerce, online gaming,
rich media streaming and peer-to-peer file sharing, to name a few—have placed
an enormous strain on access networks connecting businesses and homes.
This insatiable appetite for bandwidth is driving capital expenditures much
deeper into optical networks.

Telecom carriers and cable multiple-system operators (MSOs) are increasing
their investments to deliver a bundled offering—commonly known as the
triple-play—to secure the consumer’s bill for television, Internet and telephone
services. The consensus is that converged, IP-based networks represent the
ideal solution to support triple-play services via a single architecture with
increased savings, simplification and efficiency. Not surprisingly, both carriers
and cable MSOs are making significant investments in this area.

Growth Strategy Excellence Award

EXFO has expanded its market share in optical testing through
ongoing investments in R&D and a proven product portfolio
review process. We introduce products that make a difference to
our customers. As a result, Frost and Sullivan named EXFO
recipient of the 2004 Growth Strategy Excellence Award. This
leading market research firm reported that we increased overall
market share from 6.4% in 2001 to 8.4% in 2003—the single
largest increase within the global optical test and measurement
industry. We were also deemed leader in the optical test
installation and maintenance space with an estimated 17%
market share worldwide. These share gains should increase
following 20.5% sales growth within a flat marketplace in 2004.
“With a technically advanced product line and a good focus on
the end-user, EXFO is likely to grab major market share in the
near future,” Frost and Sullivan said.

Leading Provider of FTTx Test Solutions

To bundle video, data and voice services in a single offering, a number of carriers
have opted for FTTx technology, which encompasses deployment strategies
such as fiber-to-the-premises (FTTP), fiber-to-the-curb (FTTC), fiber-to-the-home
(FTTH), fiber-to-the-node (FTTN) etc. In fiscal 2004, EXFO worked closely with
lead customers to develop and introduce the most advanced products
dedicated to this technology:

== A passive optical network (PON) test set for ‘ - = b
installation and service-activation;

== A patented, multi-function automated tester
to increase crew productivity;

== A comparable multi-function automated
test module for our flagship FTB-400
platform;

== A new line of handheld instruments
dedicated to service-activation
requirements; and

== A next-generation OTDR module mainly
used for installation applications.

In addition, we published our FTTx PON Guide
to help carriers optimize their deployment
strategies, thus positioning EXFO as the
leading provider of FTTx test solutions. KMI Research, a leading market research
firm in the optical networking industry, estimates that the FTTP market for
equipment, cable and apparatus in the U.S. will reach $3.2 billion in 2009,
representing a compound annual growth rate (CAGR) of 54% from 2003.

Line of handheld FTTx products
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Next-Generation SONET/SDH and Gigabit Ethernet Test Solutions

IP-based system deployments have been widely accepted by carriers as an
effective strategy to reduce capital (CAPEX) and operating expenditures
(OPEX), while allowing highly scalable and flexible technology to support a host
of applications over a single network architecture. EXFO has prepared itself for
this market development through strategic acquisitions and significant R&D
investments as evidenced by recent product launches:

== A SONET/SDH analyzer that is fully scalable from low rates to 10 Gb/s as
well as a next-generation solution for data-centric IP networks—all within
our FTB-400 field-testing platform;

== A Gigabit Ethernet solution with VolP test functionality; and
== A Fibre Channel test solution for security-intensive network applications.

Gigabit Ethernet tester Next-generation Fibre Channel analyzer

SONET/SDH analyzer

Within a short period of time, EXFO has established itself as a disruptive force
in protocol testing. On the strength of our rich product pipeline, we will continue
introducing additional products in fiscal 2005 and beyond.

Serving the Entire Telecom Supply Chain

EXFO covers the entire supply chain in the telecom industry through an
extensive portfolio of handheld, modular and benchtop test instruments that
meet customers' specific needs. Whether talking about installation, maintenance
and network monitoring applications for NSPs, or R&D and manufacturing
applications for system/component vendors, EXFO has the ready-made solution
to enable significant CAPEX and OPEX savings.

Teaming Up with System Vendors

Over the years, we have forged strong relationships with system vendors
because they ultimately create the next-generation technologies that define the
telecom industry. We also have implemented a multi-platform design strategy,
developing one high-end test solution for the system manufacturing/laboratory
market and leveraging it onto the NSP market. For instance, test modules found
inside our FTB-400 field-testing platform are fully compatible with our IQS-500
manufacturing/lab platform and vice versa. Clearly, EXFO remains ahead of the
innovation curve by teaming up with system vendors and deploying a single
solution across multiple market segments.

1QS-500 FTB-400
Manufacturing/lab platform Field-testing platform

Global Market Presence

EXFO has created a network of sales offices and service centers, as well as a
web of direct sales representatives and distribution partners, to reach customers
worldwide. We have a sales presence in more than 70 countries within the
Americas, Europe, Middle East and Africa (EMEA), and the Asia-Pacific region.
This global market presence will be further enhanced in fiscal 2005 as we
leverage our leading-edge solutions via direct and indirect sales channels.

Going the Extra Mile

As we enter our 20" year of operation, the EX’ in EXFO has
become increasingly meaningful to customers because they rely
more than ever on our ‘EXpertise’ to cope with network
complexity. EXFO has built a strong brand name over the years,
not only based on product and technological leadership, but also
on the commitment of our subject-matter experts to go the extra
mile in a market environment where many customers have
reduced their pool of in-house experts. In short, we do everything
within our power to deliver a best-in-class solution that customers
have come to expect from a strategic partner like EXFO.
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Drawing On Our Own Expertise

Our Photonics and Life Sciences Division is barely a
year old, but already it has a success story to its credit.
The X-Cite™ 120 Fluorescence lllumination System, which
offers three times the average lamp life than conventional
lighting systems, not only gained market acceptance among
microscope manufacturers in 2004, but was also upgraded
for automated applications. An RS-232 connection and a
software interface enable end-users to control the X-Cite
120's iris, lamp, shutter and timer via a personal computer.
Industry leaders like Leica, Nikon Instruments, Olympus and
Zeiss Microlmaging have wholeheartedly embraced this
microscope accessory, reselling it to customers through their
own sales channels.

The early success of the X-Cite 120 illustrates the thinking behind the
creation of the Photonics and Life Sciences Division. This division, on the
strength of its own sales, R&D, manufacturing and management teams,
leverages core technologies into high-precision assembly and life sciences
markets. Our fluorescence microscopy solution, for example, is based on
patented smart-lamp technology used for optical component manufacturing
applications. Other selected solutions include light-based spot curing and
nanotechnology. To improve efficiency, we are in the process of consolidating
all of these activities at one location in Toronto.

X-Cite 120 fluorescence microscopy solution

Building On Our Light-Based Curing Expertise

We have drawn on our expertise in light-based curing to offer optimized solutions
for the microelectronic, semiconductor and medical-device manufacturing
industries. Our Novacure® and Acticure® spot-curing systems, which were originally
designed for optical component manufacturing
applications, deliver precise doses of spectral =
light onto photosensitive adhesives and coatings

to significantly reduce curing time. In 2004, xke
we continued our migration to a single
light-system platform with the release of the
OmniCure™ Series 1000, an entry-level
system for manual-precision assembly
environments, We also released a
cure-ring radiometer, which
measures light output at the cure
site, to ensure a repeatable process when bonding
devices that require a uniform 360-degree exposure.
Following the year-end, we launched the OmniCure™
Series 2000 for automated manufacturing applications. These recent innovations
illustrate why EXFO is widely recognized as the authority on light-based curing and
process control,

OmniCure spot-curing platform

Taking Advantage of Our Expertise in Nanotechnology

We have taken advantage of our expertise in nanometer-scale positioning to
offer piezoelectric-based positioning systems for life science research.
The stability of piezoelectric (PZT) technology provides extremely smooth and
predictable instrument motion used for applications like patch-clamp
experimentation and micromanipulation. In 2004, we introduced the
PCS-6000 Micromanipulator, which features PZT smoothness plus motorized
long travel for electrophysiology research. In addition, we offered new
motor/memory capabilities on our Gibraltar® platform to enable the prompt
retumn of fixed-stage, upright microscopes to their original position with a
single touch of a button. These latest developments stem from renewed
customer intimacy in this market.

l”..:‘*.,!'.-:-.-
aTaTa Ty

PCS-6000 Micromanipulator
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Management'’s Discussion and Analysis of Financial Condition
and Results of Operations

The following discussion and analysis of the consolidated financial condition and results of operations of EXFO Electro-Optical Engineering Inc. for the fiscal years ended
August 31,2002, 2003 and 2004, should be read in conjunction with our consolidated financial statements and the related notes included elsewhere in this Annual Report.
Our consolidated financial statements are reported in US dollars and have been prepared in accordance with generally accepted accounting principles in Canada, or
Canadian GAAP. Significant differences in measurement and disclosure from generally accepted accounting principles in the United States, or U.S. GAAP, are set out in
note 20 to our consolidated financial statements.

The following discussion and analysis of financial condition and results of operations is dated September 30, 2004.

Industry Overview

Following three years of reductions in capital expenditures (CAPEX) among network service providers (NSPs), some measure of stability retumed to the marketplace in
2004. Telecom carriers and cable multiple-system operators (MSOs), which fall under the NSP designation, resumed investing in their networks to ultimately gain stronger
access to the consumer’s pocketbook with their triple-play offering of video, data and voice services. Investments in [P networking were particularly prevalent among these
groups, as this will allow them to provide more cost-effective delivery of voice services (i.e., VoIP). Telecom carriers also invested in network architectures like fiber-to-the-
premises (FTTP) in order to extend their available bandwidth to the home, which will enable them to offer video services as well. These investments, however, were offset by
CAPEX reductions in other areas of the network to produce relatively flat spending patterns year-over-year.

This relative stability in CAPEX spending was witnessed in multiple segments of the global telecommunications supply chain. System manufacturers benefited from NSP
orders for next-generation, converged IP networks and fiber deployments in access areas. Component vendors, who had been hardest hit by the downturn, began seeing
incremental demand for optical components that support IP-based systems. Some test and measurement equipment vendors, whose products enable customers to reduce
CAPEX and operating expenses (OPEX), attracted the attention of NSPs, system vendors and component manufacturers, especially ones offering test solutions for VolP
and/or FTTP applications.

Company Overview

EXFO is a recognized expert in the global telecommunications industry through the design and manufacture of advanced and innovative test and measurement solutions.
The Telecom Division, which represents our main business activity, offers a complete range of dedicated and integrated test solutions to NSPs, system vendors and
component manufacturers in approximately 70 countries. One of our strongest competitive advantages is our modular platform design, based on a PC/Windows-centric
architecture to offer a series of test solutions that maximize technology reuse across multiple market segments. The Photonics and Life Sciences Division mainly leverages
core telecom technologies to offer value-added solutions for life sciences applications and high-precision assembly processes, such as those required for microelectronics
and optoelectronics.

EXFO was founded in Quebec City, Canada, in 1985. Our original products were focused on the needs of installers and operators of fiber-optic networks. Customers use
these field-portable testing products for the installation, maintenance, monitoring and troubleshooting of optical networks. In 1996, we supplemented our product portfolio
with an extensive line of high-end products that are mainly dedicated to research and development as well as manufacturing activities.

In the last three years, we have enhanced our competitive position through the acquisition of two protocol test businesses in order to extend our product offering and address
our customers' requirements more completely. In November 2001, we acquired Avantas Networks Corporation (renamed EXFO Protocol Inc.), a supplier of protocol testing
and optical-network-performance management equipment for NSPs. This transaction was highly strategic because it enabled us to combine optical and protocol test
modules inside a single field-portable test platform to help our customers increase revenues and reduce operating costs. In October 2002, our wholly-owned subsidiary,
EXFO Gnubi, purchased substantially all the assets of gnubi communications, L.P., a supplier of multi-channel telecom and datacom testing solutions for the system
manufacturer market. These strategic acquisitions, which were consolidated in Montreal in fiscal 2004, enabled us to double our addressable market, as we expanded from
optical testing into protocol testing applications, and to offer a more complete test solution to customers.

Previously, we had completed two acquisitions to bolster growth in the optical component manufacturing market. We acquired Burleigh Instruments, Inc. (renamed EXFO
Burleigh Products Group Inc.) in December 2000 for its wavelength measurement instruments and nanopositioning alignment systems. We also added EFOS Inc. (renamed
EXFO Photonic Solutions Inc.) in March 2001 for its precision light-based, adhesive spot-curing technology. We have since exited the optical component manufacturing
automation business.

At the beginning of fiscal 2004, we reorganized our business under two divisions: the Telecom Division and the Photonics and Life Sciences Division. Our objectives behind
this new structure were to simplify our business model, adopt a market approach rather than a product approach and increase accountability throughout the organization.
Our Telecom Division, which consists of the former Portable and Monitoring and telecom-related Industrial and Scientific product lines, is focused on NSPs,
telecommunication system manufacturers and optical component vendors on a global basis. Our Photonics and Life Sciences Division, which includes previous non-telecom
Industrial and Scientific product lines, mainly leverages developed and acquired core telecom technologies for diverse high-precision assembly and life sciences markets.

Following this reorganization, our two divisions now have respective sales, marketing, manufacturing, research and development as well as management teams and are,
therefore, presented as two corresponding reportable segments in the financial statements. We have disclosed segmented information about each of these segments in our
consolidated financial statements for fiscal 2004. However, we did not provide comparative information for previous periods about each reportable segment (except for sales
and long-lived assets) because this information is not available and it is impracticable to determine. Please refer to note 18 to our consolidated financial statements for
detailed segment information.
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Until August 31, 2003, the company was organized under one reportable segment; that is, the development, manufacturing and marketing of fiber-optic test, measurement
and monitoring solutions for the global telecommunications industry.

In fiscal 2004, we launched 20 new products, including several aimed at establishing leadership in the emerging FTTP market and others dedicated to expanding our life
sciences product portfolio. We also strengthened our competitive position in protocol testing through the introduction of a next-generation Fibre Channel test set for security-
intensive applications and, subsequent to the year-end, we released a next-generation SONET/SDH analyzer for data-centric IP networks as well as a Gigabit Ethernet test
solution with VoIP test capabilities.

In February 2004, we closed a public offering of 5.2 million subordinate voting shares to a syndicate of Canadian-based underwriters for net proceeds of $29.2 million
(Cdn$38.4 million). EXFO closed the fiscal year with cash and short-term investments amounting to $89.1 million.

In May 2004, we successfully renewed our collective bargaining agreement with unionized manufacturing employees in Quebec City, Canada.

In the third quarter of fiscal 2004, we performed our annual impairment test for goodwill and reviewed the carrying value of certain acquired intangible assets for impairment.
Based on our impairment tests, we concluded that goodwill and these intangible assets were not impaired.

Near the end of the fiscal year, we reached the decision to consolidate operations of our Photonics and Life Sciences Division in order to improve its market focus and
efficiency. Consequently, we have begun transferring operations from Victor/Fishers, NY, mostly to Toronto. To fully implement this consolidation, we expect to incur
restructuring and other charges of $2.7 million, of which $1.7 million was already recorded in the fourth quarter of fiscal 2004; the remainder will be recorded in 2005.
We estimate that we will derive $1.5 million in annual savings from these streamlined operations.

Finally, in August 2004, we reviewed the carrying value of one of our buildings that has been put up for sale and we concluded that the building was impaired. We recorded
an impairment charge of $620,000. This building reports to the Telecom Division.

Sales

We sell our products to a diversified customer base in approximately 70 countries through our direct sales force and, indirectly, through distribution channels. As mentioned
above, our customers are comprised of NSPs, manufacturers of communication systems and optical components, as well as research and development laboratories.
We have a diversified customer base, both in terms of industry sector and geographical area, which provides us with reasonable protection against concentration of credit risk.

Cost of Sales

Cost of sales includes raw materials, salaries and related expenses for direct and indirect manufacturing personnel (net of government grants) as well as overhead costs.
Excess, obsolete and scrapped materials are also included in cost of sales. However, cost of sales is exclusive of amortization, which is shown separately in the statement
of earnings.

Operating Expenses
We classify our operating expenses into three main categories: selling and administrative expenses, research and development expenses and amortization expenses.

Selling and administrative expenses consist primarily of salaries and related expenses for personnel (net of government grants), sales commissions, travel expenses,
marketing programs, professional services, information systems, human resources and other corporate expenses.

Gross research and development expenses consist primarily of salaries and related expenses for engineers and other technical personnel, material component costs as well
as fees paid to third-party consultants. We are eligible to receive research and development tax credits and government grants on research and development activities carried
out in Canada. All related research and development tax credits and government grants are recorded as a reduction of gross research and development expenses. Tax credit
write-offs are also included in net research and development expenses.

Operating charges related to our restructuring plans have been recorded as a separate component of operating expenses. These charges consist primarily of severance
expenses, costs to exit leased facilities as well as write-offs of long-lived assets.

Our Strategy

Strategic Objectives for Fiscal 2004

In our fiscal 2003 Annual Report, we had established four strategic objectives for fiscal 2004. We planned to increase sales through market-share gains; maximize profitability
and growth on a long-term basis by focusing on gross margin improvements; innovate our way out of the downturn by successfully bringing to market differentiated products
that allow us to seize targeted market opportunities; and maintain a sound financial position both as a strategic and defensive asset. We had also established key performance
indicators as measures to assess the realization of our objectives. The following table summarizes these objectives and key performance indicators as well as the results
achieved in fiscal 2004:

Strategic objectives Key performance indicators Actual results Goal achieved
Increase sales through market-share gains 10% sales growth year-over-year 20.5% sales growth year-over-year v
Maximize profitability and growth on a long-term basis ~ 50% gross margin 53.7% gross margin \
Innovate our way out of the downturn 45% of our sales from new products (on the 31.7% of our sales from new products X

market for two years or less)

Maintain a sound financial position Positive cash flows from operating activities Cash flows from operating v
for at least one quarter activities at $751,000 for fiscal 2004
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Increase sales through market-share gains

We posted our second-best sales performance in history, growing sales 20.5% to $74.6 million in fiscal 2004, compared to our KPI of 10%. Considering that the
marketplace remained relatively flat in 2004, this is a clear indication that we gained market share overall. For fiscal 2004, our Telecom Division and Photonics and
Life Sciences Division reported sales increases of 20.8% and 19.5%, respectively.

Maximize profitability and growth on a long-term basis

We sought to maximize profitability with a focus on raising our gross margin above 50%. In fact, for fiscal 2004, we achieved a gross margin of 53.7%. We surpassed our
objective mainly due to our increased sales volume and because we paid close attention to our supply chain. We focused our R&D not only on being first to market, but also
on achieving the lowest possible cost of goods required to meet the highest performance criteria. In addition, we streamlined manufacturing operations into fewer sites, while
continuing to deliver superior value to customers.

Innovate our way out of the downturn

Ever since we founded EXFO in 1985, innovation strategies were focused on being first to market with unique solutions that anticipate and better address customer
requirements. Our market-driven approach can be demonstrated through a long history of industry firsts. This focus on delivering a unique value proposition to the
marketplace is of strategic importance to improve our gross margin. As a KP| for this strategic objective, we anticipated that sales of new products (on the market two years
or less) would reach 45% of global sales for fiscal 2004. However, in fiscal 2004, new products represented 31.7% of total sales mainly because key customers in our
space were more conservative than expected, as they were more active planning their future strategies than deploying them.

We remain firm believers that the 20 new products and key innovations brought to market in the last 12 months are well targeted for market opportunities and that our
percentage of sales from new products is going to increase in the quarters and year to come. Incidentally, for the fourth quarter of 2004, this innovation rate was at 38%.

Maintain a sound financial position

In fiscal 2004, cash flows provided by operating activities were positive at $751,000, enabling us to meet our KPI of attaining positive cash flows from operations in at least
one quarter in the fiscal year. In fact, cash flows from operating activities were positive for the last three quarters of 2004. Our solid balance sheet (including cash on hand
and short-term investments amounting to $89.1 million and practically no debt) is not only reassuring to customers but, more importantly, this advantage is also a strategic
asset that will help ensure our long-term development and allow for possible acquisitions.

Strategic Objectives for Fiscal 2005
For fiscal 2005, we believe general market conditions will be relatively similar to 2004 as CAPEX spending is expected to remain fairly tight for wireline operators overall.
However, they will spend within certain growth vectors (namely IP networking and FTTP deployments), for which we have already begun positioning ourselves.

As you might expect, our strategic directions, and therefore our KPIs, will not be radically different from those of 2004. Since we are highly focused on creating value for our
shareholders, providing the highest degree of profitable growth is at the heart of our actions. We intend to maintain our long-term focus on profitable growth by increasing
sales through further market-share gains; maximize profitability through proper execution and efficiency of our cost-reduction programs; and focus on innovation to positively
position the organization for the long-term growth opportunities that exist in our space.

Increase sales through market-share gains

In fiscal 2005, we will focus on continued market-share gains to achieve growth, assuming the stability or slight growth of our addressable telecommunications market.
We expect the CAPEX environment to be relatively stable with a few clear shifts made by carriers towards their key strategic initiatives. In fiscal 2004, our 20.5% sales
growth in a stable market clearly indicated that we gained market share. For fiscal 2005, we intend once again to grow sales faster than the market by leveraging our
sustained R&D investments in areas such as next-generation Internet protocol (IP) and fiber-to-the-premises (FTTP) testing, by intensifying our sales and marketing efforts,
both domestic and international, as well as by strengthening and expanding our business relationships with major accounts.

Maximize profitability
Retuming to profitability remains a top priority at EXFO. Our expected sales growth combined with a series of internal initiatives will bring us to profitability on a pro-forma
basis in fiscal 2005. At EXFO, pro forma net eamings represent GAAP net eamings excluding stock-based compensation costs, amortization of intangible assets,
restructuring charges and other unusual items. Recent consolidation efforts of our protocol activities in Montreal and our life sciences operations in Toronto are expected to
bear fruit in fiscal 2005. We also applied strategies to maximize supply chain efficiency, overall execution, as well as R&D (focusing on cost of goods, rather than strictly on
being first to market).

Focus on innovation

In fiscal 2005, innovation will continue to be a key driver for us. Although we fell short of this strategic objective for fiscal 2004, we remain convinced that our commitment
to innovation will pay off in the long term and support our growth and profitability targets. We have maintained a significant level of R&D investment since the telecom peak
in 2001 and brought 20 new products to the marketplace in fiscal 2004—several of which were released in the second half of the fiscal year and have therefore not yet
reached their market potential. For fiscal 2005, we intend to invest a similar amount in R&D compared to fiscal 2004. These initiatives should enable our new products to
continue gaining traction with customers and lead to further market-share gains in the coming years.
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Key Performance Indicators
As measures to assess the realization of our strategic plan and its objectives, we have set out three consolidated key performance indicators for fiscal 2005.
They are summarized as follows:

Strategic objectives Key performance indicators

Increase sales through market-share gains 20% sales growth year-over-year, assuming a stable telecommunications market
Maximize profitability Profitability on a pro-forma basis

Focus on innovation 45% of sales from new products (on the market two years or less)

Capability to Deliver Results
At EXFO, we believe that we have the capabilities to deliver expected results thanks to outstanding products, an excellent reputation in the marketplace, a sound financial
position, as well as an experienced workforce and management team.

Critical Accounting Policies and Estimates

Management's discussion and analysis of financial conditions and results of operations is based on our consolidated financial statements included elsewhere in this Annual
Report. As previously mentioned, they have been prepared in accordance with Canadian GAAP. The preparation of financial statements in accordance with GAAP requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and the disclosures of contingent assets and liabilities at the date
of the financial statements, as well as the reported amounts of revenues and expenses during the reporting years. On an ongoing basis, we evaluate these estimates and
assumptions, including those related to revenue recognition, allowance for doubtful accounts, allowance for excess and obsolete inventories, research and development tax
credits and government grants, impairment of long-lived assets and goodwill, valuation allowance of future income tax assets, warranty obligations, restructuring charges as
well as contingencies and other obligations. We base our estimates and assumptions on historical experience and on other factors that we believe to be reasonable under
the circumstances, the result of which form the basis for making judgments about the carrying values of assets and liabilities that are not readily apparent from other sources.
Actual results could differ from these estimates.

The following summarizes our critical accounting policies as well as other policies that require the most significant judgment and estimates in the preparation of our
consolidated financial statements.

Revenue recognition. For products in which software is incidental, we recognize revenue when persuasive evidence of an arrangement exists, the product has been delivered,
the price is fixed and determinable and collection of the resulting receivable is reasonably assured. In addition, provisions are made for estimated returns, warranties and
support obligations.

For products in which software is not incidental, revenues are separated into two categories: product and post-contract customer support (PCS) revenues, based upon
vendor-specific objective evidence of fair value. Product revenues for these sales are recognized as described above. PCS revenues are deferred and recognized ratably
over the years of the support arrangement. PCS revenues are recognized at the time the product is delivered when provided within one year of delivery; the costs of providing
this support are insignificant (and accrued at the time of delivery) and no software upgrades are provided.

For all sales, we use a binding purchase order as evidence that a sales arrangement exists.
Delivery generally occurs when the product is handed over to a transporter for shipment.

At the time of the transaction, we assess whether the price associated with our revenue transaction is fixed and determinable, and whether or not collection is reasonably
assured. We assess whether the price is fixed and determinable based on the payment terms associated with the transaction. We assess collection based on a number of
factors, including past transaction history and the creditworthiness of the customer. Generally, collateral or other security is not requested from customers.

Most sales arrangements do not generally include acceptance clauses. However, if a sales arrangement includes an acceptance provision, acceptance occurs upon the earliest
of the receipt of a written customer acceptance or the expiration of the acceptance period. For these sales arrangements, the sale is recognized when acceptance occurs.

Revenue for extended warranties is recognized on a straight-line basis over the warranty period.

Allowance for doubtful accounts. We estimate collectibility of accounts receivable on an ongoing basis by reviewing balances outstanding over a certain period of time. We
determine our allowance for doubtful accounts receivable based on our historical accounts receivable collection experience and on the information that we have about the
status of our accounts receivable balances. If the financial conditions of our customers deteriorate, resulting in an impairment of their ability to make required payments,
additional allowance may be required, which could adversely affect our future results.

Allowance for excess and obsolete inventories. We state our inventories at the lower of cost, determined on an average cost basis and replacement cost or net realizable
value, and provide reserves for excess and obsolete inventories. We determine our reserves for excess and obsolete inventories based on the quantities we have on hand
versus expected needs for these inventories, so as to support future sales of our products. It is possible that additional inventory reserves may occur if future sales are less
than our forecasts or if there is a significant shift in product mix compared to our forecasts, which could adversely affect our future results.
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Research and development tax credlits and government grants. We record research and development tax credits and government grants based on our interpretation of tax
laws and grant programs, especially regarding related eligible projects and expenses, and when there is reasonable assurance that we have complied and will continue to
comply with all conditions and laws. Also, our judgment and estimates are based on historical experience. It is possible, however, that the tax authorities have a different
interpretation of laws and application of conditions related to the programs or that we do not comply with all conditions related to grants in the future, which could adversely
affect our future results. Furthermore, a large part of our tax credits are refundable against income taxes payable, causing their ultimate realization to be dependent upon the
generation of taxable income. If we obtain information that causes our forecast of future taxable income to change or if actual taxable income differs from our forecast, we
may have to revise the carrying value of these tax credits, which would affect our results in the period in which the change was made. We review the recoverability of such
tax credits on a quarterly basis.

Impairment of long-lived-assets and goodwill. We assess impairment of goodwill on an annual basis, or more frequently, if events or circumstances occur that more likely
than not reduce the fair value of a reporting unit below its carrying value. Goodwill impairment exists when the carrying value of a reporting unit exceeds its fair value.
The fair value of a reporting unit is determined based on a combination of discounted future cash flows and a market approach. The amount of impairment loss, if any, is the
excess of the carrying value of goodwill over its fair value.

We assess impairment of long-lived assets when events or circumstances indicate that costs may not be recoverable. Impairment exists when the carrying value of the asset
is greater than the pre-tax undiscounted future cash flows expected to be provided by the asset. The amount of impairment loss, if any, is the excess of the carrying value
over its fair value. We assess fair value of intangible assets based on discounted future cash flows.

Future income taxes. We account for income taxes using the liability method of tax allocation. Under this method, future income tax assets and liabilities are determined
based on deductible or taxable temporary differences between financial statement values and tax values of assets and liabilities, using enacted income tax rates for the years
in which the differences are expected to reverse. In assessing the recoverability of our future income tax assets, we consider whether it is more likely than not that some or
all of the future income tax assets will not be realized. The ultimate realization of certain future income tax assets is dependent upon the generation of future taxable income
during the periods in which those temporary differences will become deductible. As at August 31, 2004, we had established a full valuation allowance against our future
income tax assets. The valuation allowance will be reversed once management will have concluded that realization of future income tax assets is more likely than not.

During fiscal 2004, we also adopted the following new Canadian Institute of Chartered Accountants (CICA) handbook section and guideline:

+ Section 3870, “Stock-Based Compensation and Other Stock-Based Payments”
* Accounting Guideline 13, “Hedging Relationship”

On September 1, 2004, we adopted new CICA handbook sections 1100 and 1400, “Generally Accepted Accounting Principles” and “General Standards of Financial
Statements Presentation”. The adoption of these new standards had no significant impact on our financial statements.

Please refer to note 2 to our consolidated financial statements included elsewhere in this Annual Report for further information about these new standards and their impact
on our financial statements.
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Results of Operations
The following table sets forth certain Canadian GAAP consolidated financial statements data in thousands of US dollars, except per share data, and as a percentage of sales for the
years indicated:

Consolidated statements of earnings data: 2004 2003 2002 2004 2003 2002
Sales $ 74,630 $ 61,930 $ 68330 100.0 % 100.0 % 100.0 %
Cost of sales(" 34,556 36,197 52,366 46.3 584 76.6
Gross margin 40,074 25,733 15,964 53.7 416 234
Operating expenses
Selling and administrative 25,890 26,991 33,881 34.7 43.6 496
Net research and development 12,390 15,879 12,782 16.6 25.6 18.7
Amortization of property, plant and equipment 4,935 5210 5,096 6.6 8.4 74
Amortization of intangible assets 2 5,080 5,676 12,451 6.8 9.2 18.3
Impairment of long-lived assets and goodwill 620 7427 23,657 0.8 120 34.6
Restructuring and other charges 1,729 4134 2,880 23 6.7 4.2
Total operating expenses 50,644 65,317 90,747 67.8 105.5 132.8
Loss from operations (10,570) (39,584) (74,783) (14.1) (63.9) (109.4)
Interest and other income 1,438 1,245 1,456 19 2.0 2.1
Foreign exchange loss (278) (1,552) (458) 0.4) (2.5) (0.7)
Loss before income taxes and amortization (9,410) (39,891) (73,785) (12.6) (64.4) (108.0)
and write-down of goodwill
Income taxes (986) 15,059 (25,451) (1.3) 24.3 (37.3)
Loss before amortization and write-down of goodwill ~ (8,424) (54,950) (48,334) (11.3) (88.7) (70.7)
Amortization of goodwill - - 38,021 - - 55.7
Write-down of goodwill - - 222,169 - - 325.1
Net loss for the year $ (8,424) $ (54,950 $ (308,524) (11.3) % (88.7) % (451.5) %
Basic and diluted net loss per share $  (0.13) b (0.87) $  (5.09
Segment information (@
Sales:
Telecom Division $ 58,882 $ 48753 $ 54452 78.9 % 78.7 % 79.7 %
Photonics and Life Sciences Division 15,748 13,177 13,878 211 % 213 % 203 %
$ 74,630 $ 61,930 $ 68,330 100.0 % 1000 % 100.0 %
Operating loss:
Telecom Division $ (5557) $ $ (7.4) % - % - %
Photonics and Life Sciences Division (5,013) (6.7) - -
$ (10,570) $ $ (14.1)% - % - %
Research and development data:
Gross research and development $ 15,668 $ 17133 $ 17005 21.0 % 277 % 249 %
Net research and development $ 12,390 $ 15879 $ 12782 16.6 % 256 % 18.7 %
Other statements of earnings data
(unaudited): @
Pro forma net loss $ (1,952) $ (10,879) $ (10702) (2.6) % (176) % (15.7) %
Basic and diluted pro forma net loss per share $  (0.03) $ (017 $ (019
Consolidated balance sheets data:
Total assets $ 172,791 $ 146,254 $ 177926

(1) Including inventory write-offs of nil, $4,121 and $18,463 for the years ended August 31, 2004, 2003 and 2002, respectively, and an unusual gain of $473 for the year ended August 31, 2003. Excluding
inventory write-offs and the unusual gain, gross margin would have reached 47.4% for the year ended August 31, 2003. Excluding inventory write-offs, gross margin would have reached 50.4% for the
year ended August 31, 2002. This latter information is unaudited and is a non-GAAP measure. The cost of sales is exclusive of amortization, shown separately.

(2) Certain comparative figures were reclassified to conform to the current-year presentation.

(3) Comparative information for the loss from operations is not available and is impracticable to determine.

(4) Net loss excluding stock-based compensation costs, amortization and write-down of goodwill, unusual tax recovery, future income tax assets valuation allowance and the after-tax effect of amortization
of intangible assets, impairment of long-lived assets, restructuring and other charges, inventory and tax credit write-offs and unusual grants recovery. This information may not be comparable to similarly
titled measures reported by other companies because it is non-GAAP information. Please refer to page 20 of this Annual Report for a detailed quantitative reconciliation.
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Sales

Fiscal 2004 vs. 2003 150 146.0
In fiscal 2004, our global sales increased 20.5% to $74.6 million from $61.9 million in 2003, with a 79%-21% split in favor of our 135

Telecom Division. 120

Telecom Division
In fiscal 2004, sales of our Telecom Division increased 20.8% to $58.9 million from $48.8 million in 2003. In 2004, despite a relatively N T
stable carrier spending environment, compared to the previous year, we continued to gain market share, which helped us increase our I‘ 03 =

sales year-over-year. We believe these market-share gains are mainly attributable to our optical field-testing products, which represent
our traditional core business, since sales of our protocol-layer test solutions represented just over 10% of our Telecom sales in fiscal
2004. In addition, we benefited from a slight recovery in the telecom system and optical manufacturing markets. Finally, revenues from
FTTP test solutions were higher than expected, especially with a tier-one customer, which contributed to our sales increase.

The current protocol-layer test market proves to be highly competitive as it prepares for deployment of next-generation SONET/SDH
and new |P-intensive architectures. We remain confident that the solid product portfolio we are building for this crucial end-market will
lead to long-term growth for EXFO.

Over the last few months, we have also been offering new and enhanced extended-warranty programs, which have significantly increased extended-warranty sales. Revenues
from these sales are deferred and recognized over the warranty period, causing our deferred revenue to increase year-over-year.

Photonics and Life Sciences Division
In fiscal 2004, sales of our Photonics and Life Sciences Division increased 19.5% to $15.7 million from $13.2 million in 2003. The increase in sales is due to the greater
demand for our high-tech industrial manufacturing solutions.

Overall, for the two divisions, net accepted orders increased 34.6% to $75.0 million in fiscal 2004 from $55.7 million in 2003. Our net book-to-bill ratio rose to 1.00 in fiscal
2004, from 0.90 in 2003.

For the upcoming quarters, we expect the sales split between the two divisions to remain in the same range as for fiscal 2004.

Fiscal 2003 vs. 2002
In fiscal 2003, our global sales decreased 9.4% to $61.9 million from $68.3 million in 2002, with a 79%-21% split in favor of our Telecom Division.

Telecom Division

In fiscal 2003, sales of our Telecom Division decreased 10.5% to $48.8 million from $54.5 million in 2002. Most of the decrease is attributable to the collapsed market for
optical components and the resulting gray market. Also, increased pricing pressure by vendors and the continued slowdown in the global telecommunications industry
affected our sales. However, despite depressed spending levels in the telecommunications industry, our sales of field-testing products increased 3%, compared to 2002,
mainly because of heightened traction in the protocol-layer testing sector.

Photonics and Life Sciences Division
In fiscal 2003, sales of our Photonics and Life Sciences Division decreased 5.1% to $13.2 million from $13.9 million in 2002. The markets addressed by this division were
relatively stable, thus explaining the relative stability in this division's sales year-over-year.

Geographic distribution
During fiscal 2004 and 2003, sales to the Americas, Europe-Middle East-Africa (EMEA) and Asia-Pacific (APAC) accounted for 66%, 18% and 16% of global sales,
respectively. During 2002, sales to the Americas, EMEA and APAC accounted for 61%, 20% and 19% of global sales, respectively.

The geographic distribution of our sales remained unchanged as a percentage of sales in fiscal 2004, compared to 2003, since all geographic areas had the same growth level.

In fiscal 2003, sales to the Americas stayed relatively stable in dollars compared to 2002, while sales to the EMEA and APAC markets decreased year-over-year. The EMEA
market was the most affected by the downturn in the telecommunications industry, which caused our sales to this market to decrease year-over-year. In addition, most of our
sales to the APAC market are made through tenders, which may vary in number and significance from period to period. Finally, the SARS outbreak also affected our sales
to this market to some extent.

Through our two divisions, we sell our products to a broad range of customers, including network service providers, optical component and system manufacturers, as well
as high-tech industrial manufacturers and research and development laboratories. During fiscal 2004, we had only one customer that accounted for more than 10% of sales,
representing 13.8% of sales ($10.3 million). During that same year, our top three customers accounted for 20.8% of our sales. During 2003, no customer accounted for
more than 10% of our sales. In fiscal 2002, we had one customer that accounted for more than 10% of sales, with 10.2% ($7.0 million).
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Gross Margin

Gross margin amounted to 53.7%, 41.6% and 23.4% of sales for fiscal 2004, 2003 and 2002, respectively. 70%
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The increase in our gross margin in fiscal 2004, compared to 2003, can be explained by several factors. First, the rise in sales 0
(20.5% year-over-year) undoubtedly helped increase our gross margin. Increased manufacturing activities allowed us to better :
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Fiscal 2003 vs. 2002

In fiscal 2002, we also recorded write-offs for excess and obsolete inventories of $18.5 million. Excluding these special charges, our gross margin would have reached
50.4% of sales. The decrease in our gross margin in fiscal 2003, compared to 2002, on an adjusted basis, is attributable to several factors. First, the market condition and
competitive landscape inevitably led to increased pricing pressure. This, combined with a lower sales level in fiscal 2003, prevented a better absoption of our fixed
manufacturing costs, which ultimately caused margin erosion. In addition, shift in product mix in favor of our field-testing products caused our gross margin to decrease, as
these products tend to have lower margins than our modular and benchtop products. However, the decrease in our gross margin was offset in part by our increased efficiency
and restructuring efforts in 2002 and 2003.

Outlook for Fiscal 2005

Considering the current state of the telecommunications industry, our recent cost-cutting measures, our tight control on operating costs as well as our expected sales growth,
we believe that our gross margin will improve in fiscal 2005. However, our gross margin may fluctuate quarter-over-quarter as our sales may fluctuate. Furthermore, our gross
margin can be negatively affected by increased competitive pricing pressure, increased obsolescence costs, shifts in product mix, under-absorption of fixed manufacturing
costs and increases in product offerings by other suppliers in our industry. Finally, the expected increased strength of the Canadian dollar should have, to some extent, a
negative impact on our gross margin in 2005.

Selling and Administrative

Selling and administrative expenses were $25.9 million, $27.0 million and $33.9 million for fiscal 2004, 2003 and 2002, respectively. 50 45.0

As a percentage of sales, selling and administrative expenses amounted to 34.7%, 43.6% and 49.6% for fiscal 2004, 2003 and 2002, 0— 39
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Sxo—J- SN SL-ut-

Fiscal 2004 vs. 2003 o0k - - -

In fiscal 2004, thanks to our restructuring actions and tight cost-control measures, we were able to reduce our selling and administrative — - P
expenses by 4% year-over-year, while our sales increased 20.5% in that same period. However, several factors prevented us from further
reducing these expenses year-over-year. A higher sales volume in fiscal 2004, compared to 2003, caused our commission and marketing
expenses to increase. In addition, since September 1, 2003, we account for non-cash stock-based compensation costs related to awards granted to our employees, which
caused our selling and administrative expenses to increase $265,000 year-over-year. Furthermore, in fiscal 2003, we recorded an unusual gain of $239,000 related to a
grant recovery. Finally, a stronger Canadian dollar, compared to the US dollar year-over-year, further increased our selling and administrative expenses, as some of these are
incurred in Canadian dollars.

Fiscal 2003 vs. 2002

In fiscal 2003, as a result of our restructuring plans implemented in 2002 and 2003, we were able to significantly reduce our selling and administrative expenses
year-over-year (20%). Also, the decrease in sales in fiscal 2003 resulted in lower commission and marketing expenses during that year. Finally, in 2003, as mentioned above,
we recorded an unusual gain of $239,000 related to a grant recovery. However, this significant decrease in our selling and administrative expenses was offset in part by the
impact of the acquisitions of EXFO Protocol and EXFO Gnubi in November 2001 and October 2002, respectively. Also, the increased strength of the Canadian dollar,
compared to the US dollar, in fiscal 2003, prevented us from further reducing our selling and administrative expenses, as some of these are incurred in Canadian dollars.

Outlook for Fiscal 2005

For fiscal 2005, we expect our selling and administrative expenses to increase in dollars and be relatively stable as a percentage of sales. In particular, we expect our
commission expenses to increase as sales volume increases. Also, considering our goal of becoming the leading player in the telecom test and measurement space, we will
intensify our sales and marketing efforts, both domestic and international, which will also cause our expenses to rise. Finally, the expected increased strength of the Canadian
dollar should also cause our selling and administrative expenses to increase, as some of these are incurred in Canadian dollars.
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Research and Development

Gross research and development expenses totaled $15.7 million, $17.1 milion, $170 million for fiscal 2004, 2003 and 2002, %

171 .
respectively. As a percentage of sales, gross research and development expenses amounted to 21.0%, 27.7% and 24.9% for fiscal L A 172
2004, 2003 and 2002, respectively. i 5—a=mg N N ”
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The decrease in our gross research and development expenses in fiscal 2004, compared to 2003, both in dollars and as percentage i

of sales can be explained by several factors. First, our restructuring actions, the consolidation of our protocol operations in Montreal,

as well as tight cost-control measures, contributed to the reduction of our gross research and development expenses year-over-year.

In addition, we refocused our research and development activities in our Photonics and Life Sciences Division. Finally, mix and timing of our research and development
projects, especially in our Telecom Division, caused our gross research and development expenses to decrease year-over-year. On the other hand, a stronger Canadian
dollar, compared to the US dollar year-over-year, increased our gross research and development expenses, as most of these are incurred in Canadian dollars.

Although we reduced our gross research and development expenses year-over-year, we still invested significantly in R&D activities in fiscal 2004, mainly in our Telecom
Division for IP-based convergence and FTTP deployments. We firmly believe that innovation and new product introductions are the key to gaining market share in the current
economic environment and to ensuring the long-term growth and profitability of the company. As mentioned above, in fiscal 2004, we launched 20 new products, including
several aimed at establishing leadership in the emerging FTTP market and others dedicated to expanding our life sciences product portfolio.

Fiscal 2003 vs. 2002

In fiscal 2003, our dollar-amount gross research and development expenses remained flat compared to 2002. The savings related to our restructuring actions were fully
offset by the impact of the acquisitions of EXFO Protocol and EXFO Gnubi, which carried out a significant level of research and development activities, and by the strength
of the Canadian dollar, compared to the US dollar, since a large portion of our R&D expenses are incurred in Canadian dollars. The percentage increase in fiscal 2003,
compared to 2002, can be explained by the fact that despite challenging market conditions, we continued investing heavily in research and development, especially in the
protocol-ayer sector. In fact, in 2003, we launched 15 new products, most of which were telecom-related solutions.

Tax credits and grants from the Canadian federal and provincial governments for research and development activities were $3.3 million, $3.6 million and $4.2 million for fiscal
2004, 2003 and 2002, respectively. The decrease in our tax credits and government grants in fiscal 2004, compared to 2003, is mainly related to the decrease in our eligible
gross research and development expenses incurred in Canada, since we were entitled to similar tax credits year-over-year. The decrease in tax credits and grants in fiscal
2003, compared to 2002, is due to several reasons. First, our government grant programs came to an end. Second, the acquisition of U.S.-based EXFO Gnubi, early in
2008, led to a larger portion of our R&D activities being conducted in the U.S., where such activities are not eligible for tax credits. Finally, we did not record Canadian federal
tax credits for EXFO Protocol in the fourth quarter of 2003 because it was more likely than not that those credits would be recovered in the medium term.

Also, in fiscal 2003, we wrote off $2.3 million of Canadian federal tax credits because it was more likely than not that these credits would not be recoverable. These tax
credits can be carried forward against future years' taxable income over the next nine years.

Outlook for Fiscal 2005
During fiscal 2005, we expect to continue investing significantly in research and development activities, reflecting our focus on innovation, our desire to gain market share
and our goal to exceed customer needs and expectations.

Amortization of Intangible Assets

In conjunction with the business combinations we completed over the past few years, we recorded intangible assets, primarily consisting of core technology. These intangible
assets resulted in amortization expenses of $5.1 million, $5.7 million and $12.5 million for fiscal 2004, 2003 and 2002, respectively. The decrease in amortization expenses
in fiscal 2004, compared to 2003, is the result of the $2.9 million impairment charge recorded in the third quarter of fiscal 2008. The decrease in amortization expenses in
fiscal 2003, compared to 2002, is the result of the impairment charge recorded in 2003, as discussed above, and the significant impairment charge of $23.7 million recorded
in 2002. Also, acquired in-process R&D was fully amortized at the end of 2002, which reduced amortization expenses in 2003.

Outlook for Fiscal 2005
For fiscal 2005, we expect the amortization of intangible assets to approximate $1.1 million per quarter, assuming no acquisitions are made during that time.

Impairment of Long-Lived Assets and Goodwill

Fiscal 2002

In May 2002, as part of our review of financial results, we performed an assessment of the carrying value of goodwill and intangible assets recorded in conjunction with the
acquisitions of EXFO Burleigh Products Group Inc. (EXFO Burleigh), EXFO Photonic Solutions Inc. (EXFO Photonic Solutions) and EXFO Protocol Inc. (EXFO Protocol).
The assessment was performed because of the severe and continued downtum in the telecommunications industry, the persisting unfavorable market conditions affecting
our subsidiaries’ industries and the decline in technology valuations. The growth prospects for our subsidiaries were significantly lower than previously expected and less
than those of historical periods. In addition, the decline in market conditions affecting the subsidiaries was significant and other than temporary. As a result, we concluded
that the carrying value of goodwill and certain acquired intangible assets was impaired and we recorded a charge of $222.2 million to write down a significant portion of
goodwill and a pre-tax charge of $23.7 million to write down a significant portion of acquired core technology. Of the total impairment charge of $245.8 million,
$125.0 million was related to EXFO Burleigh for goodwill and acquired core technology, $71.5 million was related to EXFO Photonic Solutions for goodwill and acquired
core technology and $49.3 million was related to EXFO Protocol for goodwil,

The impairment charge was calculated based upon the then-existing accounting rules and represented the excess of the carrying value of the assets over the pre-tax undiscounted
future cash flows. The pre-tax undiscounted future cash flows were estimated at the subsidiaries’ level, since we had distinct cash flows for each of them and because they were
not fully integrated into our activities. The cash flow periods used ranged from three to five years and the annual growth rates ranged between 15% and 30%.
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Fiscal 2003

In May 2003, we performed our annual impairment test of goodwill for all our reporting units, except for newly acquired EXFO Gnubi. Also, considering market conditions
in the telecommunications industry and the persisting unfavorable conditions affecting our subsidiaries’ industries, we reviewed the carrying value of intangible assets related
to these reporting units, consisting primarily of acquired core technology.

As a result of this assessment, we concluded that the carrying value of goodwill related to EXFO Burleigh and the carrying value of intangible assets related to EXFO Burleigh
and EXFO Photonic Solutions were impaired and we recorded an impairment charge of $4.5 million to write down goodwill and a pre-tax impairment charge of $2.9 million
to write down acquired core technology. Of the total impairment charge of $7.4 million, $6.9 million was related to EXFO Burleigh for goodwill and acquired core technology
and $555,000 was related to EXFO Photonic Solutions for acquired core technology.

The write-down of goodwill and acquired core technology of EXFO Burleigh was required, considering that we exited the optical component manufacturing automation
business, whose revenue potential represented a long-term prospect. The write-down of acquired core technology from EXFO Photonic Solutions was required because
revenue potential related to this long-lived asset was less than expected in the short and medium term due to the state of the market at the time.

However, no impairment of goodwill and intangible assets was required for EXFO Protocol since we believed that revenue potential from the protocol-layer testing market
would remain strong in the short and medium term.

For the purposes of estimating fair values, we used a combination of discounted future cash flows and a market approach (sales multiples). The discounted future cash flows
were estimated using periods ranging between eight and ten years, discount rates ranging between 15% and 20%, and an annual growth rate ranging between nil and
35%. The sales multiples used in the market approach ranged between 0.7 and 2.3. The assumptions used reflected our best estimates.

Fiscal 2004
In May 2004, we performed our annual impairment test and concluded that goodwill was not impaired. Goodwill will be reviewed for impairment in May 2005, or prior to
that date if events or circumstances occur that more likely than not reduce the fair value of a reporting unit below its carrying value.

Also, at the end of fiscal 2004, we reviewed the carrying value of one of our buildings that was put up for sale and we concluded that the building was impaired. We recorded
an impairment charge of $620,000, representing the excess of the carrying value of the building over its expected selling price. The building did not meet the criteria of CICA
handbook section 3475, "Disposal of Long-Lived Assets and Discontinued Operations”, because it was not available for sale in its existing condition. Consequently, it was
not shown as a long-lived asset held for sale in the balance sheet as at August 31, 2004. The decision to sell this building was made in order to consolidate our Quebec
City manufacturing operations in a single location, which will allow us to increase efficiency and reduce costs. This building reports to our Telecom Division.

After the end of fiscal 2004, we received a formal offer to buy this building; the offer is conditional upon the usual building inspections. The sale price proposed in the offer
represents the fair value used by management to determine the decrease in the value of the building as at August 31, 2004.

Restructuring and Other Charges

Fiscal 2002
In fiscal 2002, we implemented restructuring plans to reduce our costs. Under these plans, we recorded charges of $2.9 million, including $2.0 million in severance expenses
for the 350 employees who were terminated throughout the company and $868,000 for impaired long-lived assets.

Fiscal 2003

In fiscal 2003, we implemented an additional restructuring plan to realign our cost structure to market conditions. Under that plan, we recorded additional charges of
$4.1 million, including $2.8 million in severance expenses for the 172 employees who were terminated throughout the company, $512,000 for impaired long-lived assets
and $855,000 for future payments on exited leased facilities located around the world. Our estimation of the fair value of such future payments took into account the
estimated sublease rentals over the remaining terms of the exited leases.

Fiscal 2004

In fiscal 2004, the Board of Directors approved a restructuring plan to consolidate EXFO Burleigh's operations, transferring them mainly to EXFO Photonic Solutions facilities
in Toronto. The consolidation process started in August 2004 and should extend through the first two quarters of fiscal 2005. We estimate that the overall costs to be incurred
under this plan should amount to $2.7 million during the implementation period. From this amount, $772,000, representing severance expenses, was recorded in fiscal 2004
for the layoff of all employees of EXFO Burleigh. In addition, we recorded an impairment charge of $1.3 million, mainly for the building. We expect to incur most of the remaining
$667,000 during the first two quarters of fiscal 2005 for different types of consolidation expenses such as training, recruiting and other special termination benefits.

The EXFO Burleigh building is for sale in its present condition and we expect to sell the property within the next twelve months. Consequently, as per CICA handbook section
3475, "Disposal of Long-Lived Assets and Discontinued Operations”, the building was shown in the balance sheet as a long-lived asset held for sale. The fair value used to
determine the impairment charge for the building represents our best estimate of its selling price based upon the municipal valuation. Since September 1, 2004, this building
is no longer amortized.

Expenses incurred in relation with our restructuring plans have been recorded in the restructuring and other charges in the statements of earnings of the reporting years.
Our cost-reduction measures represented our best efforts to respond to the difficult market conditions of the past years and we expect that they will lead us to profitability

on a pro-forma basis in fiscal 2005. However, these efforts may be inappropriate or insufficient. Our actions in this regard may not be successful in achieving the cost
reductions or other benefits expected, may be insufficient to align our cost structure to market conditions, or may be more costly or extensive than anticipated.
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Interest and Other Income

Our interest income mainly resulted from our short-term investments, less interests and bank charges. Interest and other income amounted to $1.4 million, $1.2 million and
$1.5 million for fiscal 2004, 2003 and 2002, respectively. In fiscal 2004, we recorded a one-time revenue of $265,000 for the sale of non-core technologies. Without this
one-time revenue, interest and other income would have been relatively flat year-over-year.

We expect our interest income to slightly increase in fiscal 2005 as our cash position increased during 2004 following our public offering in February 2004.

Foreign Exchange Loss
Foreign exchange loss amounted to $278,000, $1.6 million and $458,000 for fiscal 2004, 2003 and 2002, respectively.

Foreign exchange gains and losses are the result of the translation of operating activities denominated in currencies other than the Canadian dollar. In fiscal 2004, the
Canadian dollar fluctuated less than in the previous year, resulting in a smaller foreign exchange loss during that year, compared to 2003. In fiscal 2003, the Canadian dollar
value increased significantly through the year, compared to the US dollar, resulting in a significant exchange loss during that year.

We manage our exposure to currency risk with forward exchange contracts. In addition, some of our Canadian entities’ operating activities are denominated in currencies
other than the Canadian dollar, which further hedges this risk.

Income Taxes
Our income tax recovery was $986,000 for fiscal 2004, compared to an income tax expense of $15.1 million in 2003 and an income tax recovery of $25.5 million in 2002.

The income tax recovery recorded in fiscal 2004 is mainly due to the $1.4 million unusual income tax recovery recorded during that year, offset in part by income taxes
payable in some specific tax jurisdictions. The unusual tax recovery was due to the receipt, during that period, of income taxes paid in previous periods following the reception
of a tax assessment.

Since the third quarter of fiscal 2003, we have been recording a full valuation allowance against our future income tax assets. In fiscal 2003, considering market conditions
as well as the fact that we recorded losses for fiscal 2002 and 2003, we concluded that it was more likely than not that these assets would not be recovered and that a full
valuation allowance was required. Even though the carrying periods of our future income tax assets were very long or indefinite, we recorded a full valuation allowance against
our future income tax assets, mainly related to the parent company, EXFO Protocol and EXFO Burleigh. Future income tax assets written off consisted mainly in deferred
tax losses, research and development expenses, share issue expenses as well as non-deductible provisions and accruals. In fiscal 2004, we also recorded a full valuation
allowance on new future income tax assets created during the year. Please refer to note 15 to our consolidated financial statements included elsewhere in this Annual Report
for details about our future income tax assets and valuation allowance.

The valuation allowance will be reversed once management will have concluded that realization of future income tax assets is more likely than not. Consequently, our future
periods' income tax rates will be distorted compared to statutory rates.

Amortization of Goodwill

In conjunction with the business combinations completed over the past few years, we have recorded goodwill. The goodwill related to the acquisitions of EXFO Burleigh
and EXFO Photonic Solutions was amortized over five years until August 31, 2002. This resulted in amortization expenses of $38.0 million in fiscal 2002. The acquisitions
of EXFO Protocol and EXFO Ginubi have been accounted for using new accounting standards contained in CICA handbook sections 1581, “Business Combinations” and
3062, "Goodwill and Other Intangible Assets” and, consequently, goodwill resulting from these acquisitions was not amortized.

Since September 1, 2002, goodwil related to the acquisitions of EXFO Burleigh and EXFO Photonic Solutions is no longer amortized under new accounting standards.
Consequently, we no longer have amortization expenses for goodwil.
Net Loss and Pro Forma Net Loss

Net loss amounted to $8.4 million, $55.0 million and $308.5 million in fiscal 2004, 2003 and 2002, respectively. In terms of per share amounts, we recorded a net loss of
$0.13, $0.87 and $5.09 in fiscal 2004, 2003 and 2002, respectively.

Also, as a measure to assess financial performance, we use pro forma net loss and pro forma net loss per share. Pro forma net loss represents net loss excluding stock-
based compensation costs, amortization and write-down of goodwill, unusual tax recovery, future income tax assets valuation allowance and the after-tax effect of amortization
of intangible assets, impairment of long-lived assets, restructuring and other charges, inventory and tax credits write-offs and unusual grants recovery.

Pro forma net loss amounted to $2.0 million, $10.9 million and $10.7 million in fiscal 2004, 2003 and 2002, respectively. In terms of pro forma per share amounts, we
recorded a net loss of $0.03, $0.17 and $0.18 in fiscal 2004, 2003 and 2002, respectively.
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Pro forma net loss is reconciled as follows:

Years ended August 31, 2004 2003 2002
(unaudited) (unaudited) (unaudited)
Net loss according to GAAP $ (8,424) $  (54,950) $  (308524)
Pro forma adjustments:
Stock-based compensation costs 449 - -
Amortization and write-down of goodwill - 4,505 260,190
Amortization of intangible assets 5,080 5,676 12,451
Tax effect on amortization of intangible assets - (2,031) (4,296)
Impairment of long-lived assets 620 2,922 23,657
Tax effect on impairment of long-lived assets - (1,046) (8,161)
Restructuring and other charges and inventory and tax credit write-offs 1,729 10,549 21,343
Tax effect on restructuring and other charges and inventory and tax credit write-offs - (3,777) (7362)
Unusual tax and grants recovery (1,406) (1,357) -
Tax effect on unusual grants recovery - 245
Future income tax assets valuation allowance - 28,385 -
Pro forma net loss $ (1,952) $ (10,879) $ (10,702)
Basic and diluted net loss per share $ (0.13) $ (0.87) $ 5.09)
Basic and diluted pro forma net loss per share $ (0.03) $ (0.17) $ (0.18)

We disclose pro forma financial data in order to provide supplemental information regarding our results of operations and to enhance our investors' overall understanding
of our core financial performance and our prospects for the future. We believe that our investors benefit from seeing our results through the eyes of management in addition
to seeing the GAAP information. This non-GAAP information facilitates management's comparison of current results with the company's historical results of operations and
with those of our peers. This information is not in accordance with, or an alternative to, GAAP and may not be comparable to similarly titled measures reported by other
companies.

Liquidity and Capital Resources

We finance our operations and meet our capital expenditure requirements mainly through cash flows from operating activities, the use of our cash and short-term investments
as well as the issuance of subordinate voting shares.

In fiscal 2004, pursuant to a public offering in Canada, we issued 5.2 million subordinate voting shares for net proceeds of $29.2 million (Cdn$38.4 million) after deducting
underwriting commissions of $1.2 million (Cdn$1.6 million). These net proceeds will be used for working capital and other general corporate purposes, including potential
acquisitions, although we currently have no commitments or agreements regarding any acquisitions. Cash flows provided by financing activities in fiscal 2004 are attributable
to the net proceeds of this offering.

One of the four main objectives of our strategic plan for fiscal 2004 was to maintain a sound financial position. We believe that such an objective is in line with a strong cash
position and working capital. As at August 31, 2004, cash and short-term investments consisted of $89.1 million, while our working capital was at $115.1 millon. Our cash and
short-term investments increased $31.8 million in fiscal 2004, compared to 2003, mainly due to the net proceeds of the public offering of $29.2 million, the cash flows from
operating activities of $751,000 as well as an unrealized foreign exchange gain of $2.9 million on cash and short-term investments. However, this increase was partially offset by
the cash payment of $1.1 million for the purchase of property, plant and equipment as well as intangible assets. The unrealized foreign exchange gain resulted from the translation,
in US dollars, of our Canadian-dollar-denominated cash and short-term investments and was recorded in the cumulative translation adjustment in the balance sheet.

We believe that our cash balances and short-term investments, combined with an available ling of credit of $4.8 million, will be sufficient to meet our liquidity and capital
requirements for the foreseeable future. However, possible additional operating losses and/or possible investment in or acquisition of complementary businesses, products
or technologies may require additional financing. There can be no assurance that additional debt or equity financing will be available when required or, if available, that it can
be secured on satisfactory terms. Our line of credit bears interest at prime rate.

The following table summarizes our commitments as at August 31, 2004:

2009
Years ending August 31, 2005 2006 2007 2008 and later Total
Long-term debt $ 121,000 $ 135,000 $ 146,000 $ 51,000 $ - $ 453,000
Operating leases 938,000 875,000 780,000 484,000 1,305,000 4,382,000

Total commitments $1,059,000 $ 1,010,000 $ 926,000 $ 535,000 $ 1,305,000 $ 4,835,000
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Operating Activities
Cash flows provided by operating activities amounted to $751,000 in fiscal 2004, compared to $5.6 million in 2003 and cash flows used of $8.7 million in 2002.

Cash flows provided by operating activities in fiscal 2004 were mainly attributable to the net eamings after items not affecting cash of $5.7 million, offset in part by the net
increase of our operating items of $4.9 million; that is, our accounts receivable increased by $2.7 million, our income taxes and tax credits recoverable increased by
$2.5 million and our inventories decreased by $1.0 million. The increase in our accounts receivable is directly related to the significant sales growth in fiscal 2004 (20.5%).
The increase in our income taxes and tax credits recoverable is mainly due to the payment during the year of income taxes and to the recognition, during the year, of R&D
tax credits not yet recovered. On the other hand, our increased sales level combined with tight inventory management enabled us to reduced our inventories overall.

Cash flows provided by operating activities in fiscal 2003 were mainly the result of a decrease in some of our operating items; that is, our accounts receivable decreased
by $4.0 million, our income taxes and tax credits recoverable decreased by $13.5 million and our inventories decreased by $7.9 million (excluding write-offs). These positive
effects on cash were offset in part by the net loss after items not affecting cash of $18.9 million. The decrease in our accounts receivable is directly related to the reduction
in our sales during that year. The decrease in our income taxes and tax credits recoverable is related to the recovery, during the year, of income taxes and research and
development tax credits recoverable from previous periods. Finally, the decrease in our inventories is due to our efforts to maintain them at the lowest acceptable level
considering the decrease in sales.

With positive cash flows from operating activities for three quarters in a row and for fiscal 2004, we met one of our four annual strategic objectives, which consisted in
maintaining a sound financial position.

Investing Activities
Cash flows used by investing activities totaled $29.7 million in fiscal 2004, compared to $9.9 million in 2003 and cash flows provided of $10.5 million in 2002,

In fiscal 2004, we acquired $28.6 million worth of short-term investments with the net proceeds of the public offering. In addition, we paid $1.1 million for the purchase of
property, plant and equipment and intangible assets.

In fiscal 2008, we acquired $5.4 million worth of short-term investments with the proceeds from the recovery of income taxes and tax credits. We also made cash payments
of $1.9 million and $2.6 million for the acquisition of EXFO Gnubi and the purchases of property, plant and equipment, respectively.
Forward Exchange Contracts

We utilize forward exchange contracts to manage our foreign currency exposure. Our policy is not to utilize those derivative financial instruments for trading or speculative
purposes.

Our forward exchange contracts, which are used to hedge anticipated US-dollar-denominated sales, qualify for hedge accounting; therefore, foreign exchange translation
gains and losses on these contracts are recognized as an adjustment of the revenues when the corresponding sales are recorded.

As at August 31, 2004, we held contracts to sell US dollars at various forward rates, which are summarized as follows:

Weighted average
Expiry dates: Contractual amounts contractual forward rates
September 2004 to August 2005 $ 7480 1.5427
September 2005 to March 2007 8,400 1.3622

As at August 31, 2008 and 2004, these forward exchange contracts generated deferred unrealized gains of US$1.8 million and US$1.5 million, respectively. Deferred
unrealized gains were calculated using year-end exchange rates of Cdn$1.3851 = US$1.00 for fiscal 2003 and Cdn$1.3167 = US$1.00 for fiscal 2004,

Related-Party Transactions

In fiscal 2003, we acquired a building from a company owned by the President of EXFO for a cash consideration of $930,000. This transaction was measured at the fair
market value since it was not conducted during the normal course of operations, the change in ownership interest in the building was substantive and the fair market value
was supported by independent appraisal.

In addition, for the years ended August 31, 2002, 2003 and 2004, we leased facilities from a company owned by the President of EXFO. The annual rental expense
amounted to $234,000, $331,000 and nil, respectively. The rental expense for fiscal 2003 included $234,000 for future payments on an exited leased facility. As at
August 31, 2004, restructuring charges payable included $194,000 due to the company owned by the President of EXFO in connection with this exited leased facilty.
In September 2004, EXFO was released from its obligations under that lease, and it paid the full amount due to the related company. These rental expenses were measured
at the fair market value since they were incurred during the normal course of operations.

Contingency

As discussed in note 12 to our consolidated financial statements, in November 2001, the company was named as a defendant in a U.S. securities class action related to
its initial public offering (IPO) in June 2000. The complaints allege that the prospectus and the registration statement for the IPO failed to disclose that the underwriters
allegedly received excessive commissions and that the underwriters and some investors collaborated in order to inflate the price of EXFO's stock in the aftermarket.
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In June 2003, a committee of the company's Board of Directors conditionally approved a proposed settlement between the issuer defendants, the individual defendants, and
the plaintiffs. On June 25, 2004, the Plaintiffs moved for Preliminary Approval of the settlement, and the Underwriter defendants have opposed that motion. If approved, the
settlement would provide, among other things, a release of the company and of the individual defendants for the conduct alleged in the action to be wrongful in the amended
complaint. The company would agree to undertake other responsibilities under the settlement, including agreeing to assign away, not assert, or release certain potential claims
the company may have against its underwriters. Any direct financial impact of the proposed settlement is expected to be bome by the company's insurance carriers.

Since the settlement process is subject to a faimess hearing and final court approval, it is possible that it could fail. Therefore, it is not possible to predict the final outcome
of the case, nor determine the amount of any possible losses. If the settlement process fails, the company will continue to defend its position in this litigation that the claims
against it, and its officers, are without merit. Accordingly, no provision for this case has been made in the consolidated financial statements as at August 31, 2004.

Share Capital and Stock-Based Compensation Plans

Share capital
As at November 3, 2004, EXFO had 37,900,000 multiple voting shares outstanding, entitling to ten votes each, and 30,581,696 subordinate voting shares outstanding.
The multiple voting shares and the subordinate voting shares are unlimited as to number and without par value.

Stock option plan

The aggregate number of subordinate voting shares covered by options granted under the stock option plan was 2,934,518 as at August 31, 2004. The weighted average
exercise price of those stock options was $13.89 compared to the market price of $4.36 per share as at August 31, 2004. The maximum number of subordinate voting
shares issuable under the plan cannot exceed 6,306,153 shares. The following table summarizes information about stock options granted to the members of the Board of
Directors and to Management and Corporate Officers of the company and its subsidiaries as at August 31, 2004:

% of issued Weighted average
Number and outstanding exercise price
Chairman of the Board, President and CEO (one individual) 150,482 51 % $ 9.91
Board of Directors (five individuals) 194,375 6.6 6.23
Management and Corporate Officers (seven individuals) 315,300 10.7 15.03
660,157 225 % $ 11.27

Restricted stock award plan
In addition to the stock option plan, we maintain a restricted stock award plan for some U.S-based employees. The aggregate number of subordinate voting shares covered by
restricted stock awards was 53,592 as at August 31, 2004. Each restricted stock award entitles employees to receive one subordinate voting share at a purchase price of nil.

Risks and Uncertainties

Over the past few years, we have managed our business in a difficult environment; focused on research and development programs for new and innovative products aimed
at expected growth pockets in our sector; continued the development of our domestic and international markets; and closed strategic acquisitions. However, we operate in
a highly competitive sector that is in constant evolution and, as a result, we encounter various risks and uncertainties that must be given appropriate consideration in our
strategic management policies.

Firstly, we are exposed to currency risks due to the export of our Canadian-manufactured products, the large majority of which are denominated in US dollars for sale. These
risks are partially hedged by operating expenses denominated in US dollars, the purchase of raw materials in US dollars and forward exchange contracts. The increased
strength of the Canadian dollar, compared to the US dollar, over the last two years caused our operating expenses, as well as our foreign exchange loss, to increase. Any
further increase in the value of the Canadian dollar in the coming months will negatively affect our results of operations.

Secondly, risks and uncertainties related to the telecommunications test and measurement industry involve the rapid development of new products that may have short life
cycles and require extensive research and development; the difficulty of adequately predicting market size and trends; the difficulty of retaining highly skilled employees; and
the ability to quickly adapt our cost structure to changing market conditions in order to achieve profitability.

In addition, given our strategic goals for growth and competitive positioning in our industry, we are continuously expanding into international markets. This exposes us to
certain risks and uncertainties related to changes in local laws and regulations, multiple technological standards, protective legislation and pricing pressure.

Furthermore, while strategic acquisitions, like those we have made in the past and possibly others in the future, are essential to our long-term growth, they also expose us
to certain risks and uncertainties related to the rapid and effective integration of these businesses as well as their products, technologies and personnel.

The economic environment of our industry could also result in some of our customers experiencing difficulties and, consequently, this could have a negative effect on our
results especially in terms of future sales and recoverability of accounts receivable. However, the sectorial and geographic diversity of our customer base provides us with
areasonable level of protection in this area. Finally, other financial instruments, which potentially subject us to credit risks, consist mainly of cash, short-term investments and
forward exchange contracts. Our short-term investments consist of debt instruments issued by high-credit quality corporations and trusts. Our cash and forward exchange
contracts are held with or issued by high-credit quality financial institutions; therefore, we consider the risk of non-performance on these instruments to be remote.

For a more complete understanding of risk factors that may affect us, please refer to the risk factors set forth in our disclosure documents published with securities
commissions at www.sedar.com in Canada or www.edgar.com in the U.S.
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Quarterly Summary Financial Information (unaudited)

(in thousands of US dollars, except per share data)

Years ended

1st quarter 2nd quarter 3rd quarter 4th quarter August 31,

2004
Sales $ 15,962 $ 16,880 $ 20,456 $ 21,332 $ 74,630
Cost of sales $ 7815 $ 7528 $ 9637 $ 9,576 $ 34556
Gross margin $ 8,147 $ 9,352 $ 10,819 $ 11,756 $ 40,074
Loss from operations $ (3,145) $ (3,485) $ (1,888) $ (2,052) $  (10,570)
Net loss $  (2008) $  (2885) $ (1,188 $  (2343) $  (8424)
Pro forma net earnings (loss) (1) $ (2,124) $ (1,510) $ 273 $ 1,409 $ (1,952)
Basic and diluted net

loss per share (1 $ (0.03) $ (0.04) $ (0.02) $ (0.03) $ (0.13)
Basic and diluted pro forma net

earnings (loss) per share (1 $ (0.03) $ (0.02) $ 0.00 $ 0.02 $ (0.03)
2003
Sales $ 1748 $ 14753 $ 15103 $ 1432 $ 61930
Cost of sales $ 8,031 $ 7939 $ 10,460 $ 9,767 $ 36,197
Gross margin $ 9,717 $ 6,814 $ 4,643 $ 4,559 $ 25,733
Loss from operations $ (3,562) $ (6,085) $  (18924) $  (11,013) $  (39,584)
Net loss $ (2,158) $ (4,246) $ (38,427) $ (10,119) $ (54,950)
Pro forma net loss (1 $ (1,217) $ (3,289) $ (3,929) $ (2,485) $  (10879)
Basic and diluted net loss per share ()~ $ (0.03) $ (0.07) $ (0.61) $ (0.18) $ (0.87)
Basic and diluted pro forma net

loss per share (1 $ (0.02) $ (0.05) $ (0.08) $ (0.04) $ (0.17)
2002
Sales $ 20138 $ 14,601 $ 16348 $ 17243 $ 68330
Cost of sales $ 13,008 $ 13,172 $ 17429 $ 8,757 $ 52,366
Gross margin (loss) $ 7130 $ 1,429 $ (1,081) $ 8,486 $ 15,964
Loss from operations $ (10893) $ (16612 $  (43396) $ (3,882) $ (74,783)
Net loss $ (19,055) $ (22,675) $  (263,826) $ (2,968) $  (308524)
Pro forma net loss (1 $ (1,830) $ (3,948) $ (3,786) $ (1,038) $ (10702
Basic and diluted net loss per share ()~ $ (0.33) $ (0.37) $ (4.29) $ (0.05) $ (5.09)
Basic and diluted pro forma net

loss per share(! $ (0.03) $ (0.08) $ (0.08) $ (0.02) $ (0.18)

(1) Pro forma net eamings (loss) and per share data are calculated independently for each of the quarters presented. Therefore, the sum of this quarterly information may not equal the
corresponding annual information. Pro forma net (eamings) loss represents net loss excluding stock-based compensation costs, amortization and write-down of goodwill, unusual tax recovery,
future income tax assets valuation allowance and the after-tax effect of amortization of intangible assets, restructuring and other charges, inventory and tax credit write-offs, unusual grants
recovery and impairment of long-lived assets. This information may not be comparable to similarly titled measures reported by other companies because it is non-GAAP information.
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Management's Report

EXFO’s management is responsible for the preparation, integrity and objectivity of the consolidated financial statements and other financial information presented in this Annual
Report. These consolidated financial statements have been prepared in accordance with Canadian generally accepted accounting principles and include some amounts that are
based on estimates and judgments. Management has determined such amounts on a reasonable basis in order to ensure that the financial statements are presented fairly in all
material respects.

EXFO's policy is to maintain a system of internal accounting and administrative controls designed to provide reasonable assurance that the financial information is relevant,
accurate and reliable, and that assets are appropriately accounted for and adequately safeguarded.

The Board of Directors is responsible for ensuring that management fulfills its responsibilities for financial reporting and is ultimately responsible for reviewing and approving the
financial statements. The Board carries out this responsibility principally through its Audit Committee. The Audit Committee is appointed by the Board and is composed of outside
directors. The Committee meets periodically with management and external auditors to review accounting, auditing and internal control matters. These consolidated financial
statements have been reviewed and approved by the Board of Directors on the recommendation of the Audit Committee.

The consolidated financial statements have been audited by PricewaterhouseCoopers LLP, the external auditors, in accordance with the Canadian generally accepted auditing
standards and the standards of the Public Company Accounting Oversight Board (United States) on behalf of the shareholders. The external auditors have full and free access
to the Audit Committee.

o 7,. e A

Yt L
Germain Lamonde Pierre Plamondon, CA
Chairman, President and CEO Vice-President, Finance and Chief Financial Officer

Report of Independent Auditors

To the Shareholders of EXFO Electro-Optical Engineering Inc.

We have audited the consolidated balance sheets of EXFO Electro-Optical Engineering Inc. as at August 31, 2004 and 2003 and the consolidated statements of earnings,
deficit and contributed surplus and cash flows for each of the three years in the period ended August 31, 2004. These financial statements are the responsibility of the Company's
management. Our responsibility is to express an opinion on these financial statements based on our audits.

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

In our opinion, these consolidated financial statements present fairly, in all material respects, the financial position of the company as at August 31, 2004 and 2003 and the
results of its operations and its cash flows for each of the three years in the period ended August 31, 2004 in accordance with Canadian generally accepted accounting
principles.

Duesnmtrdaunbopins L1

Chartered Accountants
Quebec, Quebec, Canada
September 30, 2004



Consolidated Balance Sheets

(in thousands of US dollars)

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

25| 2004 Annual Report | EXFO

As at August 31, 2004 2003
Assets
Current assets
Cash $ 5,159 $ 5,366
Short-term investments (notes 8 and 17) 83,969 52,010
Accounts receivable (notes 8 and 17)
Trade 12,080 9,639
Other 1,532 834
Income taxes and tax credits recoverable (notes 4 and 8) 7,836 6,003
Inventories (notes 4, 5 and 8) 15,371 15,602
Prepaid expenses 1,513 2,041
127,460 91,495
Income taxes and tax credits recoverable (notes 4 and 8) 449 1,377
Property, plant and equipment (notes 4, 6 and 8) 15,442 21,862
Long-lived asset held for sale (note 4) 1,600 -
Intangible assets (notes 4, 7 and 8) 9,447 13,847
Goodwill (notes 4 and 7) 18,393 17673
$ 172,791 $ 146,254
Liabilities
Current liabilities
Accounts payable and accrued liabilities (note 9) $ 11,393 $ 12,026
Income taxes payable - 1,803
Deferred revenue 805 148
Current portion of long-term debt 121 110
12,319 14,087
Deferred revenue 1,123 352
Deferred grants (note 14) 1,690 1,536
Long-term debt (note 10) 332 453
15,464 16,428
Commitments (note 11)
Contingencies (note 12)
Shareholders’ equity
Share capital (note 13) 521,733 492,452
Contributed surplus 1,986 1,519
Cumulative translation adjustment 13,820 7643
Deficit (380,212) (371,788)
157,327 129,826
$ 172,791 $ 146,254

On behalf of the Board

Germain Lamonde

Chairman, President and CEO

‘;lg 5 -.J‘w¢~# 1"’:::"'. .;’;:7
'. O ""

André Tremblay
Chairman, Audit Committee
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Consolidated Statements of Earnings

(in thousands of US dollars, except share and per share data)
The accompanying notes are an integral part of these consolidated financial statements.

Years ended August 31, 2004 2003 2002
Sales (note 18) $ 74,630 $ 61,930 $ 68,330
Cost of sales (12 34,556 36,197 52,366
Gross margin 40,074 25733 15,964
Operating expenses
Selling and administrative () 25,890 26,991 33,881
Net research and development (1) (notes 4 and 14) 12,390 15,879 12,782
Amortization of property, plant and equipment 4,935 5210 5,096
Amortization of intangible assets 5,080 5,676 12,451
Impairment of long-lived assets and goodwill (note 4) 620 7427 23,657
Restructuring and other charges (note 4) 1,729 4134 2,880
Total operating expenses 50,644 65,317 90,747
Loss from operations (10,570) (39,584) (74,783)
Interest and other income 1,438 1,245 1,456
Foreign exchange loss (278) (1,552) (458)
Loss before income taxes and amortization
and write-down of goodwill (note 15) (9,410) (39,891) (73,785)
Income taxes (note 15) (986) 15,059 (25,451)
Loss before amortization and write-down of goodwill (8,424) (54,950) (48,334)
Amortization of goodwill (note 2) - - 38,021
Write-down of goodwill (note 4) - - 222,169
Net loss for the year $ (8,424) $  (54,950) $  (308524)
Basic and diluted loss per share
Loss before amortization and write-down of goodwil $ 0.13) $ (0.87) $ (0.80)
Net loss $ 0.13) $ (0.87) $ (5.09)
Basic weighted average number of shares outstanding (000’s) 66,020 62,852 60,666
Diluted weighted average number of shares outstanding (000’s) (note 16) 66,615 63,317 60,966
(1) Stock-based compensation costs included in: (note 2)
Cost of sales $ 62 $ - $
Selling and administrative 265 -
Net research and development 122 -

$ 449 $ - $

(2)Including inventory write-offs of nil, $4,121 and $18,463 for the years ended August 31, 2004, 2008 and 2002, respectively (note 4). The cost of sales is exclusive of
amortization, shown separately.



Consolidated Statements of Deficit and Contributed Surplus

(in thousands of US dollars)
The accompanying notes are an integral part of these consolidated financial statements.
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Deficit

Years ended August 31, 2004 2003 2002
Balance - Beginning of year $ (371,788) $ (316,838) $ (8,314)
Add

Net loss for the year (8,424) (54,950) (308,524)
Balance - End of year $ (380,212) $  (371788) $ (316,838)
Contributed Surplus

Years ended August 31, 2004 2003 2002
Balance - Beginning of year $ 1,519 $ 1,487 $ 1,457
Add

Premium on resale of share capital 18 32 30
Stock-based compensation costs (note 2) 449 - -
Balance - End of year $ 1,986 $ 1519 $ 1,487
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Consolidated Statements of Cash Flows

(in thousands of US dollars)
The accompanying notes are an integral part of these consolidated financial statements.

Years ended August 31, 2004 2003 2002
Cash flows from operating activities
Net loss for the year $ (8,424) $  (54,950) $  (308524)
Add (deduct) items not affecting cash
Discount on short-term investments 197 (96) 197
Stock-based compensation costs 449 - -
Inventory and tax credit write-offs - 6,418 18,463
Amortization 10,015 10,886 55,568
Impairment of long-lived assets and goodwill 620 7427 245,826
Restructuring and other charges 1,261 512 A
Future income taxes - 10,138 (13,397)
Deferred revenue 1,404 (24) (106)
Deferred grants 154 817 (335)
5,676 (18,872) (1,567)
Change in non-cash operating items
Accounts receivable (2,677) 3,957 15,406
Income taxes and tax credits (2,464) 13,489 (19,736)
Inventories 1,016 7925 4,332
Prepaid expenses (449) (569) 356
Accounts payable and accrued liabilities (351) (349) (7470)
751 5,581 (8,679)
Cash flows from investing activities
Additions to short-term investments (653,348) (401,105) (506,228)
Proceeds from disposal of short-term investments 624,722 395,699 531,733
Additions to property, plant and equipment and intangible assets (851) (2,652) (5,245)
Business combinations (241) (1,867) (9,756)
(29,718) (9,925) 10,504
Cash flows from financing activities
Repayment of long-term debt (109) (133) (106)
Net proceeds of offering (note 13) 29,164 - -
Share issue expenses (137) - (14)
Exercise of stock options 254 45 -
Redemption of share capital (5) (16) (6)
Resale of share capital 23 48 36
29,190 (56) (90)
Effect of foreign exchange rate changes on cash (430) 638 (336)
Change in cash (207) (3,762) 1,399
Cash - Beginning of year 5,366 9,128 7729
Cash - End of year $ 5,159 $ 5,366 $ 9,128

Supplementary information
Interest paid $ 408 $ 417 $ 269
Income taxes paid (recovered) $ 120 $  (10,351) $ 4172
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Notes to Consolidated Financial Statements

(tabular amounts in thousands of US dollars, except share and per share data and as otherwise noted)

1 « Nature of Activities

EXFO Electro-Optical Engineering Inc. (‘EXFO") designs, manufactures and markets a comprehensive suite of test and measurement solutions for the global
telecommunications industry. The Telecom Division, which represents the company's main business activity, offers integrated test solutions to network service providers,
system vendors and optical component manufacturers. The Photonics and Life Sciences Division mainly leverages core telecom technologies to offer value-added solutions
in high-tech industrial manufacturing and research sectors. EXFO sells its products in approximately 70 countries around the world.

2 « Summary of Significant Accounting Policies

Basis of presentation

These consolidated financial statements have been prepared in accordance with generally accepted accounting principles (‘GAAP”) in Canada and significant differences
in measurement and disclosure from U.S. GAAP are set out in note 20. These consolidated financial statements include the accounts of the company and its domestic
and international subsidiaries. Al significant intercompany accounts and transactions have been eliminated.

Accounting estimates

The preparation of financial statements in accordance with generally accepted accounting principles requires management to make estimates and assumptions that affect
the reported amounts of assets and liabilities and the disclosures of contingent assets and liabilities at the date of the financial statements, as well as the reported amounts
of revenues and expenses during the reporting years. Actual results could differ from those estimates.

Reporting currency

The company has adopted the US dollar as its reporting currency. The financial statements are translated into the reporting currency using the current rate method.
Under this method, the financial statements are translated into the reporting currency as follows: assets and liabilities are translated at the exchange rate in effect on the date
of the balance sheet, while revenues and expenses are translated at the monthly average exchange rate. All gains and losses resulting from the translation of the financial
statements into the reporting currency are included in the cumulative translation adjustment in shareholders’ equity.

In the event that management decides to declare dividends, such dividends would be declared in Canadian dollars.

Foreign currency translation

Foreign currency transactions

Transactions denominated in currencies other than the functional currency are translated into the functional currency as follows: monetary assets and liabilities are translated
at the exchange rate in effect on the date of the balance sheet, while revenues and expenses are translated at the exchange rate in effect on the date of the transaction.
Non-monetary assets and liabilities are translated at historical rates. Gains and losses arising from such translation are reflected in the statements of eamings.

Foreign subsidliaries

The financial statements of integrated foreign operations are remeasured into the functional currency using the temporal method. Under this method, monetary assets
and liabilities are remeasured at the exchange rate in effect on the date of the balance sheet. Non-monetary assets and liabilities are remeasured at historical rates. Revenues
and expenses are remeasured at the monthly average exchange rate. Gains and losses resulting from such remeasurement are reflected in the statements of eamings.

Forward exchange contracts
Forward exchange contracts are utilized by the company in the management of its foreign currency exposure. The company's policy is not to utilize those derivative financial
instruments for trading or speculative purposes.

The company's forward exchange contracts, which are used to hedge anticipated US-dollar-denominated sales, qualify for hedge accounting; therefore, foreign exchange
translation gains and losses on these contracts are recognized as an adjustment of the revenues when the corresponding sales are recorded.

Realized and unrealized gains or losses associated with forward exchange contracts, which have been terminated or cease to be effective prior to maturity, are deferred
in the balance sheet and recognized in the eamings of the period in which the underlying hedged transaction is recognized.

Short-term investments
Short-term investments are valued at the lower of cost and market value. Cost consists of acquisition cost plus amortization of discount or less amortization of premium.
Allinvestments with original maturity of three months or less that are not required for the purposes of meeting short-term cash commitments are classified as short-term investments.

Inventories
Inventories are valued on an average cost basis at the lower of cost and replacement cost for raw materials and at the lower of cost and net realizable value for work
in progress and finished goods.

On September 1, 2002, the company changed its accounting policy for determining the cost of raw materials and work in progress from the first-in, first-out method to the
average cost method. This change in accounting policy had no significant impact on the company's financial statements.
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Property, plant and equipment and amortization
Property, plant and equipment are recorded at cost less related government grants and research and development tax credits. Amortization is provided on a straight-line
basis over the estimated useful lives as follows:

Term
Land improvements 5 years
Buildings 25 years
Equipment 210 10 years
Leasehold improvements Remaining lease term

Intangible assets, goodwill and amortization

Intangible assets primarily include the cost of core technology and software, net of accumulated amortization. Core technology represents the existing technology acquired
in business combinations that has reached technological feasibility. Intangible assets are amortized on a straight-line basis over their estimated useful lives of five years
for core technology and four and ten years for software.

Goodwill represents the excess of the purchase price of acquired businesses over the estimated fair value of net identifiable assets acquired. Goodwil related to business
combinations with a date of acquisition prior to July 1, 2001, was amortized on a straight-line basis over the estimated useful life of five years until August 31, 2002. Goodwill
related to business combinations with a date of acquisition after June 30, 2001, is not amortized.

Goodwill must be tested for impairment on an annual basis or more frequently if events or circumstances occur that more likely than not reduce the fair value of a reporting
unit below its carrying value. Goodwill impairment exists when the carrying value of the reporting unit exceeds its fair value. The fair value of a reporting unit is determined
based on a combination of discounted future cash flows and a market approach. The amount of impairment loss, if any, represents the excess of the carrying value of goodwill
over its fair value and this loss is charged to earnings in the period in which it is incurred. The company elected to perform its annual impairment test in May of each fiscal
year for all its existing reporting units and recorded impairment charges for goodwil in fiscal 2002 and 2003 (note 4).

Impairment of long-lived assets

Long-lived assets are reviewed for impairment when events and circumstances indicate that cost may not be recoverable. Impairment exists when the carrying value of the
asset is greater than the undiscounted future cash flows expected to be provided by the asset. The amount of impairment loss, if any, is the excess of the carrying value over
its fair value. The company assesses fair value and intangible assets based on discounted future cash flows. The company recorded impairment charges for long-lived assets
in fiscal 2002, 2003 and 2004 (note 4).

Warranty

The company offers its customers warranties of one to three years, depending on the specific products and terms of the purchase agreement. The company's typical warranties
require it to repair or replace defective products during the warranty period at no cost to the customer. Costs related to original warranties are accrued at the time of shipment,
based upon estimates of expected rework and warranty costs to be incurred. Costs associated with extended warranties are expensed as incurred.

Revenue recognition
For products in which software is incidental, the company recognizes revenue when persuasive evidence of an arrangement exists, the product has been delivered, the price
is fixed and determinable, and collection of the resulting receivable is reasonably assured. In addition, provisions are made for estimated returns, warranties and support obligations.

For products in which software is not incidental, revenues are separated into two categories: product and post-contract customer support (PCS) revenues, based upon
vendor-specific objective evidence of fair value. Product revenues for these sales are recognized as described above. PCS revenues are deferred and recognized ratably
over the years of the support arrangement. PCS revenues are recognized at the time the product is delivered when provided within one year of delivery; the costs of providing
this support are insignificant (and accrued at the time of delivery) and no software upgrades are provided.

For all sales, the company uses a binding purchase order as evidence that a sales arrangement exists.
Delivery generally occurs when the product is handed over to a transporter for shipment.

At the time of the transaction, the company assesses whether the price associated with its revenue transaction is fixed and determinable and whether or not collection is reasonably
assured. The company assesses whether the price is fixed and determinable based on the payment terms associated with the transaction. The company assesses collection based
on a number of factors, including past transaction history and the creditworthiness of the customer. Generally, collateral or other security is not requested from customers.

Most sales arrangements do not generally include acceptance clauses. However, if a sales arrangement includes an acceptance provision, acceptance occurs upon the
earliest of receipt of a written customer acceptance or expiration of the acceptance period. For these sales arrangements, the sale is recognized when acceptance occurs.

Revenue for extended warranties is recognized on a straight-iine basis over the warranty period.

Advertising costs
Advertising costs are expensed as incurred.

Government grants

Government grants are accrued as a receivable when there is reasonable assurance that the company has complied and will continue to comply with all the conditions
related to the grant. Grants related to operating expenses are included in eamings when the related expenses are incurred. Grants related to capital expenditures are
deducted from the related assets. Grants related to job creation and training programs for extended periods are deferred and amortized on a straight-line basis over the
minimum period for which the created job must be maintained or training provided.
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Research and development expenses

All expenses related to development activities, which do not meet generally accepted criteria for deferral, and research are expensed as incurred, net of related tax credits
and government grants. Development expenses that meet generally accepted criteria for deferral are capitalized, net of related tax credits and government grants, and
amortized against eamings over the estimated benefit period. Research and development expenses are mainly comprised of salaries and related expenses, material costs
as well as fees paid to third-party consultants.

As at August 31, 2004, the company had not deferred any development costs.

Income taxes

The company provides for income taxes using the liability method of tax allocation. Under this method, future income tax assets and liabilities are determined based on
deductible or taxable temporary differences between financial statement values and tax values of assets and liabilities, using enacted income tax rates for the years in which
the differences are expected to reverse.

The company establishes a valuation allowance against future income tax assets if, based on available information, it is more likely than not that some or all of the future
income tax assets will not be realized. Since 2003, the company has recorded a full valuation allowance against future income tax assets (notes 4 and 15).

Earnings per share
Basic eamings per share are determined using the weighted average number of common shares outstanding during the year.

Diluted eamings per share are determined using the weighted average number of common shares outstanding during the year, plus the effect of dilutive potential common
shares outstanding during the year such as the company’s stock options and restricted stock awards. This method requires that diluted eamings per share be calculated,
using the treasury stock method, as if all dilutive potential common shares had been exercised at the latest at the beginning of the year or on the date of issuance, as the
case may be, and that the funds obtained thereby be used to purchase common shares of the company at the average fair value of the common shares during the year.

New accounting standards and pronouncements

On September 1, 2003, the company implemented the documentation required by Accounting Guideline 13 of the Canadian Institute of Chartered Accountants (CICA)
handbook, “Hedging Relationship’, which establishes new rules for designating, documenting and assessing the effectiveness of hedging relationships, such as the
company's forward exchange contracts. Hedge accounting can only be applied if these new rules are met. Consequently, the company's forward exchange contracts, which
are used to hedge anticipated US-dollar-denominated sales, continue to qualify for hedge accounting; foreign exchange translation gains and losses on these contracts
continue to be recognized as an adjustment of the revenue when the corresponding sales are recorded.

On September 1, 2003, the company prospectively adopted the amendments made to handbook section 3870, “Stock-Based Compensation and Other Stock-Based
Payments”. These amendments require an expense to be recognized in the financial statements for all forms of employee stock-based compensation using a fair value-based
method. In fiscal 2004, the company granted 536,500 stock options to its employees with a weighted average exercise price of $3.94. The weighted average fair value
of these stock options amounted to $2.73. The corresponding stock-based compensation costs were amortized using the graded vesting method, resulting in stock-based
compensation costs of $449,000 in fiscal 2004,

The company is required to disclose pro forma information with respect to net loss and net loss per share as if stock-based compensation costs were recognized
in the financial statements using the fair value-based method for options granted in fiscal 2003. However, if the fair value-based method had been used to account for these
costs, there would have been no impact on the net loss per share in fiscal 2004 and the pro forma net loss per share would have been $0.01 higher than the net loss per
share in 2003.

The fair value of options granted in fiscal 2004 was estimated using the Black-Scholes options valuation model with the following weighted average assumptions:

Year ended

August 31, 2004

Risk-free interest rate 2.7%
Expected volatility 100%
Dividend yield Nil
Expected life 49 months

In July 2003, the CICA issued handbook sections 1100 and 1400, “Generally Accepted Accounting Principles” and “General Standards of Financial Statement
Presentation’, which are effective for fiscal years beginning on or after October 1, 2003. Among other things, these new sections define generally accepted accounting
principles (GAAP), establish the relative authority of various types of CICA Accounting Standards Board pronouncements and clarify the role of “industry practice” in applying
GAAP. The company will adopt these new standards on September 1, 2004, and it does not expect any significant impact on its financial statements.

Comparative figures
Certain comparative figures were reclassified to conform to the current-year presentation.

3 * Business Combinations

In fiscal 2002 and 2003, the company completed business combinations in which it acquired significant intangible assets. The fair value allocated to these assets was based
upon valuations performed in conjunction with these business combinations. Acquired goodwill, except the one from gnubi communications L.P., was not deductible for
income tax purposes.
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Business combination during 2003

gnubi communications, L.P.

On October 7, 2002, a newly created wholly-owned subsidiary of the company, EXFO Gnubi Products Group Inc. (‘EXFO Gnubi"), acquired substantially all the assets
of gnubi communications, L.P., a U.S. company supplying multi-channel telecom and datacom testing solutions for optical transport equipment manufacturers as well as
research and development laboratories.

This acquisition was settled for a total consideration valued at $4,904,000 including acquisition-related costs of $162,000. The consideration paid consisted in $2,108,000
in cash (including a cash contingent consideration of $241,000, paid in fiscal 2004, based on EXFO Gnubi sales volume for the twelve months following the acquisition)
and in the issuance of 1,479,290 subordinate voting shares, valued at $2,796,000.

The cash contingent consideration was accounted for as an additional acquisition cost and was recognized as an additional cost of acquired core technology.

The fair value of the subordinate voting shares issued was determined based on the market price of the shares beginning three days before and ending three days after
the number of shares became fixed based on a formula, being September 10, 2002.

This acquisition was accounted for using the purchase method and, consequently, the results of operations of the acquired business have been included
in the consolidated statement of earnings of the company since October 7, 2002, being the date of acquisition.

During fiscal 2004, EXFO Gnubi's operations were consolidated with the parent company's operations in Montreal, Canada.
The purchase price, including acquisition-related costs, was allocated based on the estimated fair value of net assets at the date of acquisition as follows:

Assets acquired

Current assets $ 755
Property, plant and equipment 334
Core technology 75
Current liabilities assumed (134)
Net identifiable assets acquired 1,705
Goodwill 2,958
Purchase price 4,663
Less: Subordinate voting shares issued 2,796
Cash paid on the date of acquisition $ 1,867

Business combination during 2002

Avantas Networks Corporation (renamed EXFO Protocol Inc.)

On November 2, 2001, the company acquired a 100% interest in EXFO Protocol Inc. (‘EXFO Protocol”), a Canadian company specializing in protocol-layer testing,
in exchange for a total consideration valued at $94,952,000 or $69,381,000 net of $25,571,000 of cash and cash equivalents acquired. The total consideration includes
acquisition-related costs of $1,272,000.

The consideration paid consisted in $9,756,000 in cash, net of cash and cash equivalents acquired of $25,571,000, and in the issuance of 4,374,573 subordinate voting
shares valued at $59,625,000. The fair value of the subordinate voting shares issued was determined based on the market price of the shares beginning three days before
and ending three days after the terms of the acquisition were agreed upon and announced, being August 20, 2001.

This acquisition was accounted for using the purchase method and, consequently, the results of operations of EXFO Protocol have been included in the consolidated
statement of earnings of the company since November 2, 2001, being the date of acquisition.

As of September 1, 2003, EXFO Protocol was merged with the parent company.
The purchase price, including acquisition-related costs, was allocated based on the estimated fair value of net assets at the date of acquisition as follows:

Assets acquired

Current assets $ 6,040
Property, plant and equipment 2,003
In-process research and development 1,400
Core technology 5,050
Future income tax assets (note 4) 476
Current liabilities assumed (3,575)
Net identifiable assets acquired 11,394
Goodwill (note 4) 57987
Purchase price 69,381
Less: Subordinate voting shares issued 59,625

Cash paid, net of cash and cash equivalents acquired $ 9,756
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4 « Special Charges
Impairment of long-lived assets and goodwill

2002

In May 2002, as part of its review of financial results, the company performed an assessment of the carrying value of goodwill and intangible assets recorded in conjunction
with the acquisitions of EXFO Burleigh Products Group Inc. (‘EXFO Burleigh”), EXFO Photonic Solutions Inc. (“EXFO Photonic Solutions”) and EXFO Protocol Inc.
(“EXFO Protocol”). The assessment was performed because of the severe and continued downtum in the telecommunications industry, the persisting unfavorable market
conditions affecting the subsidiaries’ industries and the decline in technology valuations. The growth prospects for those subsidiaries were significantly lower than previously
expected and less than those of historical periods, and the decline in market conditions affecting the subsidiaries was significant and other than temporary. As a result, the
company concluded that the carrying value of goodwill and certain acquired intangible assets was impaired and it recorded a charge of $222,169,000 to write down a
significant portion of goodwill and a pre-tax charge of $23,657,000 to write down a significant portion of acquired core technology. Of the total impairment loss of
$245,826,000, $125,017,000 was related to EXFO Burleigh for goodwill and acquired core technology, $71,508,000 was related to EXFO Photonic Solutions for goodwil
and acquired core technology, and $49,301,000 was related to EXFO Protocol for goodwill

The impairment loss was calculated based upon the then-existing accounting rules and represented the excess of the carrying value of the assets over the pre-tax
undiscounted future cash flows. The pre-tax undiscounted future cash flows were estimated at the subsidiaries’ level since the company had distinct cash flows for each of
them and because they were not fully integrated into the company's activities. The cash flow periods used ranged from three to five years, using annual growth rates between
15% and 30%.

2003

In May 2003, the company performed its annual impairment test on goodwill for all its reporting units, except for newly acquired EXFO Gnubi. Also, considering market
conditions in the telecommunications industry and the persisting unfavorable conditions affecting the subsidiaries’ industries, the company reviewed the carrying value
of intangible assets related to these reporting units, consisting primarily of acquired core technology.

As a result of this assessment, the company concluded that the carrying value of goodwill related to EXFO Burleigh and the carrying value of intangible assets related to
EXFO Burleigh and EXFO Photonic Solutions was impaired and it recorded a charge of $4,505,000 to write down goodwill and a pre-tax charge of $2,922,000 to write
down acquired core technology. Of the total impairment loss of $7427,000, $6,872,000 was related to EXFO Burleigh for goodwill and acquired core technology,
and $555,000 was related to EXFO Photonic Solutions for acquired core technology.

For the purposes of estimating the fair values, the company used a combination of discounted future cash flows and a market approach (sales multiples). The discounted
future cash flows were estimated using periods ranging between eight and ten years, discount rates ranging between 15% and 20% and annual growth rates ranging
between nil and 35%. The sales multiples used in the market approach ranged between 0.7 and 2.3.

The assumptions supporting the estimated fair values and undiscounted future cash flows, including industry conditions, reflected management's best estimates.

2004

In fiscal 2004, the company reviewed the carrying value of one of its buildings that was put up for sale and it concluded that the building was impaired. The company recorded
an impairment charge of $620,000, representing the excess of the net carrying value of the building over its expected selling price. The building did not meet the criteria of
CICA handbook section 3475, “Disposal of Long-Lived Assets and Discontinued Operations', because it was not available for immediate sale in its existing condition.
Consequently, it was not shown as a long-lived asset held for sale in the balance sheet as at August 31, 2004. This building reports to the Telecom Division.

Restructuring and other charges and inventory write-offs

During fiscal 2002, the company implemented restructuring plans to reduce its costs. Under these plans, the company recorded charges of $2,880,000, including
$2,012,000 in severance expenses for the 350 employees who were terminated throughout the company and $868,000 for impaired long-lived assets. These charges are
included in the restructuring and other charges in the statement of eamings for the year ended August 31, 2002. Furthermore, the company recorded $18,463,000 in
inventory write-offs for excess and obsolete inventories, which are included in the cost of sales in the statement of earnings for that same year.

During fiscal 2003, the company implemented an additional restructuring plan to realign its cost structure to market conditions. Under that plan, the company recorded
additional charges of $4,134,000, including $2,767,000 in severance expenses for the 172 employees who were terminated throughout the company, $512,000 for impaired
long-lived assets and $855,000 for future payments on exited leased facilities. Those charges are included in the restructuring and other charges in the statement of eamings
for the year ended August 31, 2003. In addition, the company recorded $4,121,000 in inventory write-offs for excess and obsolete inventories, which are included in the
cost of sales in the statement of earnings for that same year.

During fiscal 2004, the company approved a restructuring plan to consolidate EXFO Burleigh's operations, transferring them mainly to EXFO Photonic Solutions’ facilities
in Toronto. The consolidation process started in August 2004 and should extend into the first two quarters of fiscal 2005. EXFO Burleigh's operations and assets reported
to the Photonics and Life Sciences Division and all expenses related to this consolidation process also report to this division.

Management estimates that the overall costs to be incurred under this plan should amount to $2,700,000. From this amount, $772,000, representing severance expenses,
was recorded in fiscal 2004 for the layoff of all employees of EXFO Burleigh. In addition, in fiscal 2004, the company recorded an impairment charge of $1,261,000, mainly
for the building. Management expects to incur the remaining $667,000 during the first two quarters of fiscal 2005 for different types of consolidation expenses such as
training, recruiting and other special termination benefits.

The EXFO Burleigh building is for sale in its present condition and management expects to sell the property within the next twelve months. Consequently, in accordance with section
3475 of the handbook, it was shown in the balance sheet as a long-lived asset held for sale. The fair value used to determine the impairment charge for the building represents the
company's best estimate of its selling price based upon the municipal valuation. Starting September 1, 2004, the building will cease to be amortized.
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In fiscal 2004, the company incurred expenses totaling $2,033,000 in relation to this plan. This amount was recorded in the restructuring and other charges in the statement of earings
for the year ended August 31, 2004.

The following table summarizes the restructuring charges payable activity since August 31, 2001:

Year ended August 31, 2004

Balance as at Balance as at
August 31, 2003 Additions Payments Adjustments August 31, 2004
Fiscal 2004 plan
Severance expenses $ - $ 772 $ (305) $ - $ 467
- 772 (305) - 467
Fiscal 2003 plan
Severance expenses 1,233 - (870) (254) 109
Exited leased facilities 748 - (362) - 386
Other 295 - (90) (8) 197
2,276 - (1,322) (262) 692
Fiscal 2002 plans
Other 68 - (68)
68 - (68)
Fiscal 2001 plan
Exited leased facilities 124 - (72) (42) 10
124 - (72) (42) 10
Total for all plans (note 9) $ 2,468 $ 772 $ (1,767) $ (304) $ 1,169
Year ended August 31,2003
Balance as at Balance as at
August 31, 2002 Additions Payments Adjustments August 31,2003
Fiscal 2003 plan
Severance expenses $ - $ 2767 $ (1,534) $ - $ 1,233
Exited leased facilities - 855 (107) - 748
Other - 512 (217) - 295
- 4134 (1,858) - 2,76
Fiscal 2002 plans
Severance expenses 231 - (231) -
Other 68 - - - 68
299 - (231) - 68
Fiscal 2001 plan
Exited leased facilities 483 - (359) - 124
483 - (359) - 124
Total for all plans (note 9) $ 782 $ 4134 $ (2,448) $ - $ 2,468
Year ended August 31, 2002
Balance as at Balance as at
August 31, 2001 Additions Payments Adjustments August 31, 2002
Fiscal 2002 plans
Severance expenses $ - $ 2,012 $ (1,781) $ . $ 231
Other - 868 (800) - 68
- 2,880 (2,581) - 299
Fiscal 2001 plan
Severance expenses 372 - (372) -
Exited leased facilities 858 - (375) - 483
1,230 - (747) - 483
Total for all plans $ 1,230 $ 2,880 $ (3,328) $ - $ 782

Future income tax assets and research and development tax credits

During fiscal 2003, the company reviewed the carrying value of its future income tax assets and its research and development tax credits. Considering market conditions and
because the company recorded losses in fiscal 2002 and 2003, it concluded that it was more likely than not that its future income tax assets and some of its non-refundable research
and development tax credits were not recoverable and that a full valuation allowance and a write-off were required. Accordingly, the company recorded a full valuation allowance of
$28,385,000 against its future income tax assets, mainly related to the parent company, EXFO Protocol and EXFO Burleigh and wrote off $2,297000 in non-refundable research
and development tax credits related to EXFO Protocol. The valuation allowance was included in the income taxes in the statement of eamings for the year ended August 31, 2003
(note 15). Research and development tax credit write-offs were included in the net research and development expenses in the statement of earnings for that same year (note 14).
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5 ¢ Inventories

As at August 31, 2004 2003
Raw materials $ 7244 $ 8,188
Work in progress 1,370 1,022
Finished goods 6,757 6,392

$ 15,371 $ 15,602

6 ¢ Property, Plant and Equipment

As at August 31, 2004 2003
Accumulated Accumulated
Cost amortization Cost amortization
Land and land improvements $ 2,868 $ 558 $ 3,323 $ 350
Buildings 8,311 1,699 11,177 1,784
Equipment 29,110 23,422 27800 19,099
Leasehold improvements 2,110 1,278 1,837 1,042
42,399 $ 26,957 44,137 $ 22275
Less: Accumulated amortization 26,957 22,275
$ 15,442 $ 21,862

As of August 31, 2003 and 2004, unpaid purchases of property, plant and equipment amounted to $156,000 and $358,000, respectively.

The net carrying value of property, plant and equipment as at August 31, 2003, included $2,867,000 for the EXFO Burleigh building shown as a long-lived asset held for
sale as at August 31, 2004 (note 4).

7 * Intangible Assets and Goodwill

The net carrying value of intangible assets is comprised of the following:

As at August 31, 2004 2003
Software, net of accumulated amortization of $3,482 ($2,691 in 2003) $ 2,365 $ 3,069
Core technology, net of accumulated amortization of $25,733 ($20,986 in 2003) 7,082 10,778

$ 9,447 $ 13,847

Amortization expenses for intangible assets in each of the next five fiscal years will be $4,550,200 in 2005, $2,825,600 in 2006, $735,600 in 2007, $315,900 in 2008
and $296,200 in 2009.

Changes in the net carrying value of goodwill are as follows:

As at August 31, 2004 2003
Balance - Beginning of year $ 17,673 $ 17576
Business combination (note 3) - 2,958
White-down (note 4) . (4,505)
Foreign currency translation adjustment 720 1,644
Balance - End of year $ 18,393 $ 17673

8 + Credit Facilities

The company has a line of credit which provides for advances of up to Cdn$10,000,000 (US$7595,000). This line of credit, which is renewable annually, bears interest at
prime rate (prime rate in 2003). Short-term investments, accounts receivable, inventories and all tangible and intangible assets of the company were pledged as collateral
against this line of credit. As at August 31, 2004, an amount of Cdn$3,737,000 (US$2,838,000) is reserved from this line of credit for letters of guarantee and forward
exchange contracts.

9 « Accounts Payable and Accrued Liabilities

As at August 31, 2004 2003
Trade $ 4,484 $ 4,227
Salaries and social benefits 3,932 3,462
Warranty 390 687
Restructuring charges (notes 4 and 19) 1,169 2,468
Other 1,418 1,182

$ 11,393 $ 12,02




36| 2004 Annual Report | EXFO

Changes in the warranty provision are as follows:

As at August 31, 2004 2003
Balance - Beginning of year $ 687 $ 849
Provision 564 520
Settlement (889) (749)
Foreign currency translation adjustment 28 67
Balance - End of year $ 390 687

10 ¢ Long-Term Debt

As at August 31, 2004 2003
Loans collateralized by equipment, bearing interest at 9.6%,
repayable in monthly instalments of $18,000 including

principal and interest, maturing in 2008 $ 453 $ 563
Less: Current portion 121 110
$ 332 $ 453

As at August 31, 2004, minimum principal repayments required in each of the next four years will amount to $121,000 in 2005, $135,000 in 2006, $146,000 in 2007 and
$51,000 in 2008.

11 « Commitments

The company entered into operating leases for certain of its premises and equipment, which expire at various dates through May 2011. As at August 31, 2004, minimum
rentals payable under these operating leases in each of the next five years will amount to $938,000 in 2005, $875,000 in 2006, $780,000 in 2007, $484,000 in 2008 and
$467000 in 2009. As at August 31, 2004, the total commitment under these operating leases amounts to $4,382,000.

For the years ended August 31, 2002, 2003 and 2004, rental expenses amounted to $1,936,000, $1,718,000 and $1,219,000, respectively (note 19).

12 « Contingencies

On November 27, 2001, a class action suit was filed in the United States District Court for the Souther District of New York against the company, four of the underwriters
of its Initial Public Offering and some of its executive officers pursuant to the Securities Exchange Act of 1934 and Rule 10b-5 promulgated thereunder and sections 11,
12 and 16 of the Securities Act of 1933. Approximately 300 other issuers and their underwriters have had similar suits filed against them, all of which are included in a single
coordinated proceeding in the Souther District of New York (the “IPO Litigations”). This class action alleges that the company's registration statement and prospectus filed
with the Securities and Exchange Commission on June 29, 2000, contained material misrepresentations and/or omissions resulting from (i the underwriters allegedly
soliciting and receiving additional, excessive and undisclosed commissions from certain investors in exchange for which they allocated material portions of the shares issued
in connection with the company's Initial Public Offering; and (i) the underwriters allegedly entering into agreements with customers whereby shares issued in connection
with the company'’s Initial Public Offering would be allocated to those customers in exchange for which customers agreed to purchase additional amounts of shares in the
after-market at pre-determined prices.

On April 19, 2002, the plaintiffs filed two amended complaints: one containing master allegations against all of the underwriters in the IPO Litigations, and the other containing
allegations specific to four of the company's underwriters, the company and two of its executive officers. In addition to the allegations mentioned above, the amended complaint
alleges that the underwriters (i) used their analysts to manipulate the stock market; and (i) implemented schemes that allowed issuer insiders to sell their shares rapidly after
an initial public offering and benefit from high market prices. As concerns the company and its two executive officers in particular, the amended complaint alleges that (i) the
company'’s registration statement was materially false and misleading because it failed to disclose the additional commissions and compensation to be received by underwriters;
(i) the two named executive officers leamned of or recklessly disregarded the alleged misconduct of the underwriters; (i) the two named executive officers had motive and
opportunity to engage in alleged wrongful conduct due to personal holdings of the company's stock and the fact that an alleged artificially inflated stock price could be used
as currency for acquisitions; and (iv) the two named executive officers, by virtue of their positions with the company, controlled the company and the contents of the registration
statement and had the ability to prevent its issuance or cause it to be corrected. The plaintiffs in this suit seek an unspecified amount for damages suffered.

In July 2002, the issuers filed a motion to dismiss the plaintiffs’ anended complaint and judgment was rendered on February 19, 2003. The Court granted the company's motion
to dismiss the claims against it under Section 11 of the Securities Act. The Court denied the company's motion to dismiss the claims against it under Rule 10b-5. In October
2002, the claims against its officers were dismissed without prejudice pursuant to the terms of the Reservation of Rights and Tolling Agreements entered into with the plaintiffs.

In June 2003, a committee of the company’s Board of Directors conditionally approved a proposed settlement between the issuer defendants, the individual defendants,
and the plaintiffs. On June 25, 2004, the Plaintiffs moved for Preliminary Approval of the settlement, and the Underwriter defendants have opposed that motion. If approved,
the settlement would provide, among other things, a release of the company and of the individual defendants for the conduct alleged in the action to be wrongful in the amended
complaint. The company would agree to undertake other responsibilities under the settlement, including agreeing to assign away, not assert, or release certain potential claims
the company may have against its underwriters. Any direct financial impact of the proposed settlement is expected to be bome by the company's insurance carriers.

Since the settlement process is subject to a faimess hearing and final court approval, it is possible that it could fail. Therefore, it is not possible to predict the final outcome
of the case, nor determine the amount of any possible losses. If the settlement process fails, the company will continue to defend its position in this litigation that the claims
against it, and its officers, are without merit. Accordingly, no provision for this case has been made in the consolidated financial statements as at August 31, 2004.

As at August 31, 2004, the company has outstanding letters of guarantee of Cdn$1,273,000 (US$967,000), which expire at various dates through fiscal 2008 and that
were reserved from the line of credit.



13 ¢ Share Capital

Authorized - unlimited as to number, without par value

Subordinate voting and participating, bearing a non-cumulative dividend to be determined by the

Board of Directors, ranking pari passu with multiple voting shares

Multiple voting and participating, entitling to ten votes each, bearing a non-cumulative dividend to be determined by the
Board of Directors, convertible at the holder's option into subordinate voting shares on a one-for-one basis,
ranking pari passu with subordinate voting shares

The following table summarizes the share capital activity since August 31, 2001:
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Multiple voting shares Subordinate voting shares

Number Amount Number Amount Total amount
Balance as at August 31, 2001 37,900,000 $ 1 19,046,080 $ 429004 $ 429995
Business combination (note 3) - - 4,374,573 59,625 59,625
Exercise of stock awards 144,532 - -
Redemption (7022) (6) (6)
Resale 7022 6 6
Share issue expenses - - - 9) (9)
Balance as at August 31, 2002 37,900,000 1 23,565,185 489,610 489,611
Business combination (note 3) - - 1,479,290 2,796 2,796
Exercise of stock options 25,498 45 45
Exercise of stock awards 69,935 - -
Redemption (21,515) (16) (16)
Resale - - 21,515 16 16
Balance as at August 31, 2003 37,900,000 1 25,139,908 492 451 492,452
Public offering (1 - - 5,200,000 29,164 29,164
Exercise of stock options 111,071 254 254
Exercise of stock awards 89,504 - -
Redemption (5,340) (5) (5)
Resale 5,340 5 5
Share issue expenses - - - (137) (137)
Balance as at August 31, 2004 37,900,000 $ 1 30,640,483 $ 521,732 $ 521733

(1) On February 12, 2004, pursuant to a Canadian public offering, the company issued 5,200,000 subordinate voting shares for net proceeds of $29,164,000 (Cdn$38,438,400), after
deduction of underwriting commission of $1,215,000 (Cdn$1,601,000). The net proceeds of this offering were invested in commercial paper that is presented in the short-term investments
in the balance sheet (note 17).

Stock purchase plan

The company's stock purchase plan terminated at the time of the initial public offering, being June 29, 2000. In accordance with that plan, officers, directors and key
employees could purchase Class F shares up to a maximum of 5% of all participating, issued and outstanding shares of the company. The purchase price of shares under
that plan was determined as a multiple of the company's equity as at the end of the preceding fiscal year. All 707,264 shares issued under that plan, which were restricted
as to sale and transferability for a period of at least five years from the date of acquisition, were released in fiscal 2004.

Stock option plan
In May 2000, the company established a stock option plan for directors, executive officers, employees and consultants and those of the company's subsidiaries,
as determined by the Board of Directors.

The maximum number of subordinate voting shares issuable under the plan cannot exceed 6,306,153 shares. The maximum number of subordinate voting shares that may
be granted to any individual cannot exceed 5% of the number of outstanding subordinate voting shares. The exercise price is the market price of the common shares on the
date of grant. Options granted under the plan generally expire ten years from the date of grant. Options granted under the plan generally vest over a four-year period,
with 25% vesting on an annual basis commencing on the first anniversary of the date of grant. The Board of Directors may accelerate the vesting of any or all outstanding
options upon the occurrence of a change of control.

The following table summarizes stock option activity since August 31, 2001:

Years ended August 31, 2004 2003 2002
Weighted average Weighted average Weighted average

Number exercise price Number exercise price Number exercise price

Outstanding - Beginning of year 3,176,613 $ 15 2,597574 $ 29 2,414,931 $ 28
Granted 536,500 4 1,268,450 2 1,039,805 10
Exercised (111,071) 2 (25,498) (2 - -
Forfeited (667,524) (15) (663,913) (17) (856,462) (25)
Outstanding - End of year 2,934,518 $ 14 3,176,613 $ 15 2,597574 $ 22
Exercisable - End of year 1,331,707 $ 21 1,068,595 $ 292 512,161 $ 28
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The following table summarizes information about stock options as at August 31, 2004:

Stock options outstanding Stocks options exercisable
Weighted average

Weighted average remaining Weighted average
Exercise price Number exercise price contractual life Number exercise price
$15810 $2.16 653,254 $ 1.58 8.1 years 118,900 $ 1.58
$2.59 to $3.63 436,250 3.44 9.0 years 63,208 3.39
$4.65 to $5.65 223979 477 9.3 years 13,240 5.65
$9.13 10 $12.69 567396 10.10 7.2 years 283,698 10.10
$19.19 to $2780 785,608 24.05 6.2 years 651,629 2424
$34.07 to $45.94 216,601 4438 6.0 years 162,459 44.38
$56.74 51,430 56.74 6.0 years 38,573 56.74
2,034,518 § 1389 75 years 1,331,707 $§ 2143

Restricted stock award plan

On December 20, 2000, the company established a restricted stock award plan for employees of EXFO Burleigh. Each stock award entitles employees to receive one
subordinate voting share at a purchase price of nil. Stock awards granted under the plan vest over a four-year period, with 25% vesting on an annual basis commencing on
the first anniversary of the date of grant. According to the plan, upon the involuntary termination of a member of the defined management team, all outstanding restricted
stock awards granted to such an employee automatically vest. The plan will expire on December 20, 2004.

The following table summarizes restricted stock awards activity since August 31, 2001:

Years ended August 31, 2004 2003 2002
Outstanding - Beginning of year 143,096 215,249 359,781

Granted - - -
Exercised (89,504) (69,935) (144,532)
Forfeited - (2,218) -
Outstanding - End of year 53,592 143,096 215,249

Exercisable - End of year

As of August 31, 2004, the weighted average remaining contractual life of the outstanding restricted stock awards was four months.

Stock appreciation rights plan

On August 4, 2001, the company established a stock appreciation rights plan for certain employees. Under that plan, eligible employees are entitled to receive a cash amount
equivalent to the difference between the market price of the common shares on the date of exercise and the exercise price determined on the date of grant.
Stock appreciation rights granted under the plan generally expire ten years from the date of grant. Stock appreciation rights vest over a four-year period, with 25% vesting
on an annual basis commencing on the first anniversary of the date of grant.

Considering the market price of the common shares of $4.36 as at August 31, 2004, compensation cost for those stock appreciation rights was nominal
as at August 31, 2004.

The following table summarizes stock appreciation rights activity since August 31, 2001:

Years ended August 31, 2004 2003 2002
Weighted average Weighted average Weighted average

Number exercise price Number exercise price Number exercise price

Outstanding - Beginning of year 9,000 $ 24 10,000 $ 26 22400 $ 30
Granted 6,000 5 5,000 2 1,000 12
Forfeited (2,000) 19 (6,000) (9) (13,400) (31)
Outstanding - End of year 13,000 $ 16 9,000 $ 24 10,000 $ 26
Exercisable - End of year 4,250 $ 30 3,500 $ 30 2,250 $ 27

The following table summarizes information about stock appreciation rights as at August 31, 2004:

Stock appreciation Stock appreciation
rights outstanding rights exercisable

Weighted average

remaining
Exercise price Number contractual life Number
$2.10 2,000 8.6 years 500
$4.65 6,000 9.6 years -
$22.25 2,500 6.4 years 1,875
$45.94 2,500 6.0 years 1,875

13,000 8.1 years 4,250
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14 « Other Disclosures
Net research and development expenses

Net research and development expenses comprise the following:

Years ended August 31, 2004 2003 2002
Gross research and development expenses $ 15,668 $ 17133 $ 17005
Research and development tax credits and grants (3,278) (3,551) (4,223)
Research and development tax credit write-offs (note 4) - 2,297 -

$ 12,390 $ 15,879 $ 12,782

All tax credits written off can be carried forward against future years' income taxes payable over the next nine years.

Other grants and tax credits

During 1998, the company entered into an agreement with the Quebec Minister of Industry, Commerce, Science and Technology (the "Minister"). Pursuant to this agreement,
the Minister agreed to contribute, in the form of grants, up to a maximum of Cdn$600,000 (US$456,000) towards interest costs incurred over the period from January 1, 1998,
through December 31, 2002. In addition, the Minister agreed to provide grants up to a maximum of Cdn$2,220,000 (US$1,686,000) over the period from January 1, 1998,
through December 31, 2002, payable based on the number of full-time jobs created during the period.

The above grants are subject to the condition that jobs created pursuant to the agreement be maintained for a period of at least five years from the date of creation. Should
this condition not be met by the company, the Minister may enforce various recourse options, which include suspension or cancellation of the agreement or repayment of
amounts received by the company. Since the beginning of this program, the company has received the maximum amount of Cdn$2,820,000 (US$2,142,000),
of which Cdn$1,370,000 (US$1,040,000) was credited to earnings; the balance of Cdn$1,450,000 (US$1,102,000) was included in deferred grants in the balance sheet.

Furthermore, since 2000, companies operating in the Quebec City area are eligible for a refundable tax credit granted by the Quebec provincial government. This credit is
eamed based on the increase of eligible production and marketing salaries incurred in the Quebec City area at a rate of 40%. Since 2000, the company has received a
total of Cdn$5,679,000 (US$4,313,000) under this program, of which Cdn$4,905,000 (US$3,725,000) was credited to earnings; the balance of Cdn$774,000
(US$588,000) was included in deferred grants in the balance sheet. The deferred grants will be recognized in the statement of eamings upon the final approval of eligible
salaries by the sponsor of the program.

Should repayments of any amounts received pursuant to these agreements be required, such repayments, less related deferred revenue, if any, will be charged to eamings
as the amount of any repayment becomes known.

Following is a summary of the classification of these and certain other grants and tax credits (government grants) in the statements of earnings of the reporting years.
Cost of sales for the years ended August 31, 2002, 2003 and 2004, is net of government grants of $546,000, $518,000 and $3,000, respectively.

Selling and administrative expenses for the years ended August 31, 2002, 2003 and 2004, are net of government grants of $213,000, $286,000 and $5,000, respectively.
Research and development expenses for the years ended August 31, 2002, 2003 and 2004, are net of government grants of $333,000, $45,000 and $80,000, respectively.

Defined contribution plans
The company maintains separate defined contribution plans for certain eligible employees. These plans, which are accounted for on an accrual basis, are summarized as follows:

+ Deferred profit-sharing plan
The company maintains a plan for certain eligible Canadian resident employees, under which the company may elect to contribute an amount equal to 1% of an
employee's gross salary, provided that the employee has contributed at least 2% of his/her gross salary to a tax-deferred registered retirement savings plan.
From June 2002 to December 2002, the company suspended its contributions to the plan as part of its cost-reduction efforts. Contributions to this plan for the years
ended August 31, 2002, 2003 and 2004, amounted to Cdn$136,000 (US$86,000), Cdn$93,000 (US$63,000) and Cdn$141,000 (US$106,000), respectively.

+ 401K plan
The company maintains a 401K plan for eligible U.S. resident employees. Under this plan, the company must contribute an amount equal to 3% of an employee’s current
compensation. During the years ended August 31, 2002, 2003 and 2004, the company recorded contributions totaling $317,000, $253,000 and $187,000, respectively.
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15 * Income Taxes

The reconciliation of the income tax provision, calculated using the combined Canadian federal and provincial statutory income tax rate, with the income tax provision per
the financial statements is as follows:

Years ended August 31, 2004 2003 2002
Income tax provision at combined Canadian federal and provincial
statutory tax rate (32% in 2004, 34% in 2003 and 36% in 2002) $ (3,011) $  (13563) $  (26563)
Increase (decrease) due to:
Manufacturing and processing deduction 6 307 525
Foreign income taxed at different rates (767) (999) (1,101)
Non-taxable income (128) (298) (143)
Non-deductible expenses 1,205 1,609 334
Tax deductions (169) (80) (518)
Reduction of Canadian federal statutory tax rate 274 92 168
Effect of consolidation of subsidiaries (1,384) 184 1,325
Previous year tax recovery upon a tax assessment (1,406) (645) -
Other 440 67 522
Change in valuation allowance 3,954 28,385 -
$ (986) $ 15,059 $  (25451)
The income tax provision consists of the following:
Current
Canadian $ (577) $ 4,829 $  (10816)
United States - (247) (1,232)
Other (409) 339 (6)
(986) 4,921 (12,054)
Future
Canadian (1,104) (13,553) (4,475)
United States (2,448) (4,307) (8,694)
Other (402) (387) (228)
(3,954) (18,247) (13,397)
Valuation allowance
Canadian 1,104 20,359
United States 2,448 7374
Other 402 652
3,954 28,385 -
$ (986) $ 15,059 $  (25451)
Details of the company's income taxes:
Loss before income taxes and amortization and write-down of goodwill
Canadian $ (7.740) $  (20449) $  (47431)
United States (5,879) (13,116) (28,228)
Other 4,209 (6,326) 1,874
$ (9,410) $ (39891) $ (73,785)
Significant components of the company's future income tax assets and liabilities are as follows:
As at August 31, 2004 2003
Future income tax assets
Long-lived assets $ 3,291 $ 2,053
Provisions and accruals 8,755 9,786
Government grants 188 185
Deferred revenue 336 140
Share issue expenses 657 1,434
Research and development expenses 5,064 3,621
Losses carried forward 15,110 13770
33,401 30,989
Valuation allowance (32,613) (28,846)
$ 788 $ 2,143

Future income tax liabilities
Long-lived assets - )
Research and development tax credits (788) (497)
Provisions and accruals - )

)

(788) (2,143
Future income tax assets, net $ - $ -
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As at August 31, 2004, the company had available operating losses in several tax jurisdictions, against which a full valuation allowance was established. The following table
summarizes the year of expiry of these operating losses by tax jurisdiction:

Canada United States

Year of expiry Federal Provincial and Other
2005 $ 643,000 $ 955,000 $ -
2006 199,000 199,000 -
2007 1,544,000 1,609,000 207,000
2008 4,278,000 4,313,000 1,916,000
2009 5,346,000 3,256,000 575,000
2010 3,802,000 1,996,000 -
2014 182,000 - -
2022 - - 9,044,000
2023 - - 11,943,000
2024 - 6,225,000
Indefinite 631,000 - 1,661,000
$ 16,625,000 $ 12,328,000 $ 31,561,000

Also, as at August 31, 2004, the company had available research and development expenses in Canada amounting to $16,110,000 at the federal level and $16,600,000
at the provincial level, against which a full valuation allowance was established. These expenses can be carried forward indefinitely against future years' taxable income in
their respective tax jurisdiction.

16 * Loss per Share

The following table summarizes the reconciliation of the basic weighted average number of shares outstanding and the diluted weighted average number of shares
outstanding:

Years ended August 31, 2004 2003 2002
Basic weighted average number of shares outstanding (000’s) 66,020 62,852 60,666
Dilutive effect of stock options (000's) 502 301 31
Dilutive effect of restricted stock awards (000's) 93 164 269
Diluted weighted average number of shares outstanding (000's) 66,615 63,317 60,966

Stock options excluded from the calculation of the diluted weighted
average number of shares because their exercise price was greater
than the average market price of the common shares (000's) 2,128 2,533 2,734

The diluted loss per share for the years ended August 31, 2002, 2003 and 2004, was the same as the basic loss per share since the dilutive effect of stock options and
restricted stock awards should not be included in the calculation; otherwise, the effect would be anti-dilutive. Accordingly, diluted loss per share for those years was
calculated using the basic weighted average number of shares outstanding.

17 » Financial Instruments

Short-term investments

Short-term investments consist of the following:

As at August 31, 2004 2003
Commercial paper denominated in Canadian dollars, bearing interest at annual

rates of 2.00% to 2.14% in 2004 and 2.65% to 3.10% in 2003, maturing on different
dates between October 2004 and January 2005 in fiscal 2004, and October 2003

and January 2004 in fiscal 2003 $ 65,359 $ 52,010
Mutual funds denominated in Canadian dollars 18,610 -
$ 83969 $ 52010

Fair value

Cash, accounts receivable, accounts payable and accrued liabilities and long-term debit are financial instruments whose carrying values approximate their fair values.
The fair value of short-term investments, based on market value, amounted to $52,010,000 and $83,969,000 as at August 31, 2003 and 2004, respectively.

The fair value of forward exchange contracts, based on the current trading value, amounted to Cdn$18,550,000 and Cdn$20,371,000 as at August 31, 2003 and 2004,
respectively.
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Credit risk
Financial instruments that potentially subject the company to credit risk consist primarily of cash, short-term investments, accounts receivable and forward exchange
contracts. The company's short-term investments consist of debt instruments issued by high-credit quality corporations and trusts. The company's cash and forward
exchange contracts are held with or issued by high-credit quality financial institutions; therefore, the company considers the risk of non-performance on these instruments to
be remote.

Due to the geographic distribution of the company's customers, there is no particular concentration of credit risk. Generally, the company does not require collateral or other
security from customers for trade accounts receivable; however, credit is extended to customers following an evaluation of creditworthiness. In addition, the company
performs ongoing credit reviews of all its customers and establishes an allowance for doubtful accounts receivable when accounts are determined to be uncollectible.
Allowance for doubtful accounts amounted to $568,000 and $510,000 as at August 31, 2003 and 2004, respectively.

Interest rate risk
As at August 31, 2004, the company's exposure to interest rate risk is summarized as follows:

Cash Non-interest bearing
Short-term investments As described above
Accounts receivable Nonrinterest bearing
Accounts payable and accrued liabilities Non-interest bearing
Long-term debt As described in note 10

Forward exchange contracts

The company is exposed to currency risks as a result of its export sales of products manufactured in Canada, substantially all of which are denominated in US dollars.
These risks are partially hedged by forward exchange contracts and certain operating expenses. As at August 31, 2003 and 2004, the company held contracts to sell US
dollars at various forward rates, which are summarized as follows:

Weighted average
Contractual amounts contractual forward rates

As at August 31, 2003
September 2003 to August 2004 $ 6,470 1.5869
September 2004 to August 2005 6,680 1.5647

As at August 31, 2004
September 2004 to August 2005 $ 7480 1.5427
September 2005 to March 2007 8,400 1.3622

As at August 31, 2003 and 2004, these forward exchange contracts generated deferred unrealized gains of US$1,800,000 and US$1,500,000, respectively. Deferred
unrealized gains were calculated using year-end exchange rates of Cdn$1.3851 = US$1.00 for fiscal 2003 and Cnd$1.3167 = US$1.00 for fiscal 2004

18 » Segment Information

In September 2003, the company reorganized its business under two reportable segments: the Telecom Division and the Photonics and Life Sciences Division. The Telecom
Division offers integrated test solutions to network service providers, system vendors and component manufacturers throughout the global telecommunications industry.
The Photonics and Life Sciences Division mainly leverages developed and acquired core telecom technologies for high-tech industrial manufacturing and research markets.
EXFO'’s President and Chief Executive Officer (“CEQ”), as the chief operating decision-maker, assesses the performance of the two segments and allocates resources to
the segments. Each reportable segment is managed separately. Earmings (loss) from operations represent the primary measure used by the CEO in assessing performance
of the reportable segments. The accounting policies of the reportable segments are the same as those applied in the consolidated financial statements.

Until August 31, 2003, the company was organized under one reportable segment, being the development, manufacturing and marketing of fiber-optic test, measurement
and monitoring solutions for the global telecommunications industry.

The following tables present information by segment:

Photonics and Life

Year ended August 31, 2004 Telecom Division Sciences Division Total
Sales § 58882 $§ 15748 § 74630
Loss from operations $ (5,557) $ (5,013) $  (10,570)
Unallocated items:

Interest and other income 1,438
Foreign exchange loss (278)
Loss before income taxes (9,410)
Income taxes (986)
Net loss for the year $ (8,424)
Amortization of capital assets $ 6,643 b 3,372 $ 10,015
Stock-based compensation costs $ 417 $ 32 $ 449
Capital expenditures $ 607 $ 244 $ 851
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Photonics and Life

Year ended August 31, 2003 Telecom Division Sciences Division Total

Sales $ 48753 $ 13,177 $ 61,930
Photonics and Life

Year ended August 31, 2002 Telecom Division Sciences Division Total

Sales $ 54,452 $ 13,878 $ 68,330

Comparative information for the loss from operations and related information as well as capital expenditures is not provided for each reportable segment because this
information is not available and is impracticable to determine.

As at August 31, 2004 2003
Total assets

Telecom Division $ 59,463 $ 59,466

Photonics and Life Sciences Division 15,915 22,032

Unallocated assets 97413 64,756

$ 172,791 $ 146,254

Unallocated assets are comprised of cash, short-term investments and income taxes and tax credits recoverable.

As at August 31, 2004, the net carrying value of goodwill that reported to the Telecom Division and the Photonics and Life Sciences Division amounted to $14,530,000
and $3,863,000, respectively.

Sales to external customers by geographic region are detailed as follows:

Years ended August 31, 2004 2003 2002
United States $ 40,019 $ 31,561 $ 35,129
Canada 5,818 4,806 3,971
Latin America 3,547 4467 2,581
49,384 40,834 41,681

Europe, Middle East and Africa 13,706 11,092 13,678
Asia-Pacific 11,540 10,004 12,971
$ 74,630 $ 61,930 $ 68,330

Sales were allocated to geographic regions based on the country of residence of the related customers. In fiscal 2002 and 2004, one customer represented more than
10% of sales with 10.2% of sales ($6,965,000) in fiscal 2002 and 13.8% of sales ($10,325,000) in fiscal 2004. In fiscal 2003, no single customer accounted for 10% of
sales or more. For fiscal 2004, the most important customer reported to the Telecom Division.

Long-lived assets by geographic region are detailed as follows:

As at August 31, 2004 2003
Canada $ 37,948 $ 43,402
United States 6,934 9,980

$ 44,882 $ 53,382

Long-lived assets consist of property, plant and equipment, the long-lived asset held for sale, intangible assets and goodwill.

19 « Related Party Transactions

In fiscal 2003, the company acquired a building from a company owned by the President of EXFO for a cash consideration of $930,000. This transaction was measured
at the fair market value since it was not conducted during the normal course of operations, the change in ownership interest in the building was substantive and the fair
market value was supported by an independent appraisal.

For the years ended August 31, 2002, 2003 and 2004, the company leased facilities from a company owned by the President of EXFO. The annual rental expense amounted
to $234,000, $331,000 and nil, respectively. The rental expense for fiscal 2003 included $234,000 for future payments on an exited leased facility; this expense was
recorded in the restructuring and other charges in the statement of earnings for that year (notes 4 and 9). As at August 31, 2004, restructuring charges payable included
$194,000 due to the company owned by the President of EXFO in connection with this exited leased facility. In September 2004, EXFO was released from its obligations
under that lease, and it paid the full amount due to the related company. These rental expenses were measured at the fair market value since they were incurred during the
normal course of operations.
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20 * United States Generally Accepted Accounting Principles

As a registrant with the Securities and Exchange Commission in the United States (SEC), the company is required to reconcile its financial statements for significant
differences between generally accepted accounting principles as applied in Canada (Canadian GAAP) and those applied in the United States (U.S. GAAP). Furthermore,
additional significant disclosures required under U.S. GAAP and Regulation S-X of the SEC are also provided in the accompanying financial statements and notes. The
following summarizes the significant quantitative differences between Canadian and U.S. GAAP, as well as other significant disclosures required under U.S. GAAP and
Regulation S-X not already provided in the accompanying financial statements.

Reconciliation of net loss to conform to U.S. GAAP
The following summary sets out the significant differences between the company's reported net loss and net loss per share under Canadian GAAP as compared to U.S.
GAAP. Please see corresponding explanatory notes in the Reconciliation Items section.

Years ended August 31, 2004 2003 2002
Net loss for the year in accordance with Canadian GAAP $ (8,424) $  (54,950) $  (308524)
Stock-based compensation costs related to stock option plan a) 146 216 49
Stock-based compensation costs related to stock purchase plan a) (611) (61) (661)
Stock-based compensation costs related to restricted stock award plan a) (402) (987) (3,038)
Unrealized gains (losses) on forward exchange contracts b) (280) 1,645 444
Future income taxes on forward exchange contracts b) - (543) (212)
Future income taxes on acquired in-process research and development d - - (444)
Amortization of intangible assets e) - 832 239
Future income taxes on amortization of intangible assets e) - (279) (80)
Amortization of goodwill d), e) - - (9,263)
White-down of goodwill and intangible assets e) - 6,178 (62,557)
Future income taxes on write-down of intangible assets e) - - 1,154
Valuation allowance on future income tax assets ) - (252) -
Net loss for the year in accordance with U.S. GAAP (9,571) (48,201) (382,893)
Other comprehensive loss

Foreign currency translation adjustment 5,969 15,089 (521)
Unrealized gains on forward exchange contracts b) 689 - -
Comprehensive loss $ (2,913) $ (33119 b (383414)
Basic and diluted net loss per share in accordance with U.S. GAAP h) $ 0.14) $ .77 b (6.31)

Shareholders’ equity
As a result of the aforementioned adjustments to net loss and other comprehensive loss, significant differences with respect to shareholders' equity under U.S. GAAP are as follows:

Share capital
As at August 31, 2004 2003 2002
Share capital in accordance with Canadian GAAP $ 521,733 $ 492452 $ 489,611
Stock-based compensation costs related to stock purchase plan a), g

Current year @7 (75) (64)

Cumulative effect of prior years 2,403 2,478 2,542
Reclassification from other capital upon exercise of restricted stock awards

Current year 1,784 1,582 3,270

Cumulative effect of prior years 4,852 3,270 -
Shares issued upon business combinations d)

Cumulative effect of prior years 65,584 65,584 65,584
Share capital in accordance with U.S. GAAP $ 596,309 $ 565,201 $ 560,943

Deferred stock-based compensation costs

As at August 31, 2004 2003 2002
Deferred stock-based compensation costs in accordance
with Canadian GAAP $ - $ - $
Stock-based compensation costs related to stock-based
compensation plans a), g
Current year (1,463) - -
Cumulative effect of prior years (29,576) (29,576) (29,576)
Amortization
Current year 1,718 1,483 4,698
Cumulative effect of prior years 13,095 11,612 6914
Reduction of stock-based compensation costs
Current year 84 106 403
Cumulative effect of prior years 15,203 15,097 14,694

Deferred stock-based compensation costs in accordance with U.S. GAAP $ (939) $ (1,278) $ (2,867)
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Other capital
As at August 31, 2004 2003 2002
Other capital in accordance with Canadian GAAP $ - - -
Stock-based compensation costs related to stock-based

compensation plans a), g)

Current year 1,463 - -

Cumulative effect of prior years 26,894 26,894 26,894
Reduction of stock-based compensation costs

Current year (439) (682) (1,387)

Cumulative effect of prior years (16,613) (15,931) (14,544)
Reclassification to share capital upon exercise of restricted stock awards

Current year (1,784) (1,582) (3,270)

Cumulative effect of prior years (4,852) (3,270) -
Other capital in accordance with U.S. GAAP $ 4,669 $ 5,429 $ 7693
Deficit
As at August 31, 2004 2003 2002
Deficit in accordance with Canadian GAAP $ (380,212) $ (371788) $ (316,838)
Stock-based compensation costs a)

Current year (867) (832) (3,650)

Cumulative effect of prior years (11,406) (10,574) (6,924)
Unrealized gains (losses) on forward exchange contracts, net of income taxes ~ b)

Current year (280) 1,102 232

Cumulative effect of prior years 1,451 349 117
Change in reporting currency ]

Cumulative effect of prior years 1,016 1,016 1,016
Future income taxes on acquired in-process research and development d)

Current year - - (444)

Cumulative effect of prior years (1,380) (1,380) (936)
Amortization of intangible assets, net of income taxes e)

Current year - 553 159

Cumulative effect of prior years 712 159 -
Write-down of goodwill and intangible assets, net of income taxes e)

Current year - 6,178 (61,408)

Cumulative effect of prior years (55,225) (61,403) .
Valuation allowance on future income tax assets 1)

Current year - (252)

Cumulative effect of prior years (252) -
Amortization of goodwill d), e)

Current year - - (9,263)

Cumulative effect of prior years (17,716) (17716) (8,453)
Deficit in accordance with U.S. GAAP $ (464,159) $  (454,588) $  (406,387)
Accumulated other comprehensive income (loss)
As at August 31, 2004 2003 2002
Accumulated other comprehensive income in accordance

with Canadian GAAP $ - $ $
Foreign currency translation adjustment

Current year 5,969 15,089 (521)

Cumulative effect of prior years 5,219 (9,870) (9,349)
Unrealized gains on forward exchange contracts

Current year b) 689 - -
Accumulated other comprehensive income (loss) in accordance with U.S. GAAP $ 11,877 $ 5,219 $ (9,870)
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Balance sheets

The following table summarizes the significant differences in balance sheet items between Canadian GAAP and U.S. GAAP:

As at August 31, 2004

As at August 31, 2003

As reported U.S. GAAP As reported U.S. GAAP
Goodwill d), e)
Cost $ 93,967 $ 102,138 $ 91,982 $ 100512
Accumulated amortization (75,574) (93,753) (74,309) (92,610)
$ 18,393 $ 8,385 $ 17673 $ 7902
Shareholders’ equity
Share capital a),d), g $ 521,733 $ 596,309 $ 492452 $ 565,201
Contributed surplus 1,986 1,537 1,619 1,519
Cumulative translation adjustment c) 13,820 - 7643 -
Deficit a), b), ), d), e), 1) (380,212) (464,159) (371,788) (454,588)
Deferred stock-based compensation costs ~ a), g) - (939) - (1,278)
Other capital a) 4,669 5,429
Accumulated other comprehensive income c) - 11,877 - 5219
$ 157,327 $ 149,294 $ 129,826 $ 121592
Statements of cash flows

For the years ended August 31, 2002, 2003 and 2004, there were no significant differences between the statements of cash flows under Canadian GAAP as compared
to U.S. GAAP.

Reconciliation items

a)

b)

Accounting for stock-based compensation plans

Until August 31, 2003, to conform to U.S. GAAP, the company measured stock-based compensation costs using the intrinsic value method (APB 25, "Accounting for
Stock Issued to Employees"). However, since September 1, 2003, and as described in item j) below, the company accounts for stock-based compensation costs for
awards granted after that date, using the fair-value based method to conform to Statement of Financial Accounting Standard (SFAS) 123, “Accounting for Stock-Based
Compensation”. As at August 31, 2004, deferred stock-based compensation costs related to awards accounted for under SFAS 123 amounted to $939,000.

Stock purchase plan

Under APB 25, compensation costs related to the stock purchase plan were measured as the difference between the fair value of the purchased stock and the purchase
price paid by plan participants. Compensation costs were amortized to expense over a period of five years, being the restriction period. This plan terminated at the time
of the Initial Public Offering on June 29, 2000. As at August 31, 2004, compensation costs related to this plan were fully amortized.

Stock option plan

Until August 31, 2003, and under APB 25, compensation costs related to the stock option plan were measured as the difference between the fair value of the underlying
stock at the date of grant and the exercise price of the option. These compensation costs were amortized to expense over the estimated vesting period up to a maximum
of four years. As at August 31, 2004, compensation costs related to stock options granted prior to September 1, 2003, and accounted for under APB 25 were fully
amortized.

Restricted stock award plan

Under APB 25, compensation costs related to the restricted stock award plan were measured as the difference between the fair value of the underlying stock at the
date of grant and the exercise price, which is nil. These compensation costs were amortized to expense over the estimated vesting period up to a maximum of four years,
being the acquisition period. As at August 31, 2004, compensation costs related to this plan were fully amortized.

Until August 31, 2003, no compensation costs were recognized for these stock-based compensation plans under Canadian GAAP.

Forward exchange contracts

On September 1, 2000, the company prospectively adopted SFAS 133, “Accounting for Derivative Instruments and Hedging Activities”, and its amendments
(SFAS 138), which require all derivatives to be carried onto the balance sheet at fair value. The forward exchange contracts used by the company did not qualify for
hedge accounting treatment during the years ended August 31, 2002 and 2003 under U.S. GAAP; accordingly, changes in the fair value of the derivatives were charged
to eamings during these years.

However, on September 1, 2003, the company implemented the documentation required by Accounting Guideline 13 of the CICA handbook, “Hedging Relationship’,
for the designation, documentation and assessment of the effectiveness of its forward exchange contracts, for the purposes of applying hedge accounting, as described
in note 2.

With this documentation in place, the forward exchange contracts entered into by the company after September 1, 2003, qualify for hedge accounting treatment under
U.S. GAAP. Consequently, under U.S. GAAP, changes in the fair value of these contracts are charged to other comprehensive loss. Upon settlement of the forward
exchange contracts, changes in fair value are reclassified in the statement of earnings.

Under Canadian GAAP, foreign exchange translation gains and losses on contracts are recognized as an adjustment of the revenue when the corresponding sales are
recorded, regardless of whether the contracts were entered into before or after September 1, 2003.
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¢) Change in reporting currency
On September 1, 1999, the company adopted the US dollar as its reporting currency. Under U.S. GAAP, the financial statements, including those of prior years,
are translated according to the current rate method.

Under Canadian GAAP, at the time of change in reporting currency, the historical financial statements are presented using a translation of convenience. This difference
between U.S. GAAP and Canadian GAAP created a permanent difference of $1,016,000 affecting the cumulative translation adjustment and the retained earnings.

d) Business combinations
Under Canadian GAAP, until June 30, 2001, the value of shares issued upon a business combination was determined based on the market price of the shares over a
reasonable period of time before and after the date of acquisition. Under U.S. GAAP, the value of shares was determined based on the market price of the shares over
a reasonable period of time before and after the companies had reached an agreement on the purchase price; the significant terms of the agreement were known and
the proposed transaction was announced.

Consequently, the measurement dates of the acquisitions of EXFO Burleigh and EXFO Photonic Solutions for U.S. GAAP purposes occurred on December 14, 2000,
and on March 6, 2001, respectively; that is, the dates on which all significant terms of the agreements were known. The average market price of the shares a few days
before and after those dates was $31.09 and $25.84, respectively. Considering the number of shares issued upon those acquisitions, the total consideration for U.S.
GAAP purposes amounts to $244,198,000 ($189,270,000 under Canadian GAAP) for EXFO Burleigh and $120,802,000 ($110,146,000 under Canadian GAAP)
for EXFO Photonic Solutions, thus increasing share capital and goodwill under U.S. GAAP.

However, since July 1, 2001, the shares issued upon a business combination are valued under Canadian GAAP using the same method as used under U.S. GAAP.

Furthermore, under U.S. GAAP, in-process research and development acquired in a business combination is written off at the time of acquisition and no future income
taxes are recognized on this asset in the purchase price allocation process. Under Canadian GAAP, in-process research and development acquired in a business
combination is capitalized and amortized over the estimated useful life. In the purchase price allocation process, future income taxes for that asset are recognized on
the acquisition date. As at August 31, 2002, 2003 and 2004, in-process research and development recorded under Canadian GAAP was fully amortized.

e) Write-down of goodwill and intangible assets

2002

Under U.S. GAAP, until the adoption of SFAS 142, “Goodwill and Other Intangible Assets’, when assets being tested for recoverability were acquired in business
combinations accounted for by the purchase method, the goodwill that arose in that transaction had to be included as part of the assets grouping in determining
recoverability. The intangible assets tested for recoverability in fiscal 2002 were acquired in business combinations that were accounted for using the purchase method
and, consequently, the company allocated goodwill to those assets on a pro rata basis using the relative fair values of the long-lived assets and identifiable intangible
assets acquired as determined at the date of acquisition. The carrying value of goodwill identified with the impaired intangible assets was written down before any
reduction was made to the intangible assets. Intangible assets were then written down to their fair value.

The fair value of intangible assets was determined based on discounted future cash flows. The cash flow periods used were ten and eleven years, using annual growth
rates ranging between 10% and 30% and discount rates between 15% and 18%. The assumptions supporting discounted cash flows, including the cash flow periods,
the annual growth rates and the discount rates reflected management's best estimates. The discount rates were based upon the company's weighted average cost of
capital as adjusted for the risks associated with operations.

The unallocated portion of goodwill was tested for recoverability at the subsidiaries' level based on the related pre-tax undiscounted future cash flows using the same
assumptions and methodology used for Canadian GAAP purposes.

Under U.S. GAAP, the company recorded a charge of $281,278,000 to write down a significant portion of goodwill and a pre-tax charge of $27,105,000 to write down
a significant portion of acquired core technology. Of the total charge of $308,383,000, $170,079,000 was related to EXFO Burleigh for goodwill and acquired core
technology, $83,637,000 was related to EXFO Photonic Solutions for goodwill and acquired core technology and $54,667,000 was related to EXFO Protocol for goodwill

Under Canadian GAAP, no allocation of goodwill was required and each asset was tested for recoverability separately based on its pre-tax undiscounted future cash
flows over its expected period of use.

Also, under Canadian GAAP, the impairment loss for intangible assets was measured as the difference between the carying value and the pre-tax undiscounted future cash flows.

Finally, under U.S. GAAP, the camrying value of goodwil reviewed for impairment was $46,380,000 higher than the carrying value of the same goodwill tested under Canadian
GAAP because the measurement dates used to account for the business combinations were different between Canadian GAAP and U.S. GAAP as explained in item d).

2003

In fiscal 2003, Canadian and U.S. GAAP were harmonized to eliminate the existing differences in the assessment and measurement of impairment loss for goodwill and
intangible assets. Thus, in fiscal 2003, goodwill and intangible assets were tested for impairment using similar methodologies. However, considering that the existing
carrying value of goodwill and intangible assets was lower under U.S. GAAP than under Canadian GAAP, the required impairment loss under U.S. GAAP was lower.

Consequently, under U.S. GAAP, the company recorded a charge of $872,000 to write down the goodwill of EXFO Burleigh and a pre-tax charge of $377,000 to write
down the acquired core technology of EXFO Burleigh, compared to a write-down of $4,505,000 for goodwill and a write-down of $2,922,000 for intangible assets
under Canadian GAAP, creating a reconciliation item of $6,178,000 in the statement of earnings for the year ended August 31, 2003,

Furthermore, considering differences in the carrying value of intangible assets between Canadian GAAP and U.S. GAAP due to impairment losses, adjustments to the
amortization of such assets and related future income taxes were also required in fiscal 2002 and 2003.
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Income taxes
In fiscal 2003, considering the tax effects of the adjustments discussed in items b), d) and ), the valuation allowance required under U.S. GAAP was $252,000 higher
than under Canadian GAAP.

Share capital

Under Canadian GAAP, restricted shares reacquired from employees under the stock purchase plan are treated as arm'’s length repurchases of shares, whereas under
U.S. GAAP, the reacquisition of shares would be accounted for as a forfeiture by the employee, which means that any difference between the amount originally credited
to share capital and the remaining deferred compensation cost will be credited to compensation expense in the current period. The subsequent resale of the shares
would be treated as an issuance of shares for the proceeds received.

Loss per share
Under U.S. GAAP, the presentation of per share figures for loss before amortization and write-down of goodwill is not permitted.

Research and development tax credits

Under Canadian GAAP, all research and development tax credits are recorded as a reduction of research and development expenses. Under U.S. GAAP, tax credits
that are refundable against taxable income are recorded in the income taxes. These tax credits amounted to $1,761,000 and $2,599,000 for fiscal 2004 and 2002,
respectively. In fiscal 2003, we had a net expense of $176,000 following the write-off of tax credits. This difference had no impact on the net loss and the net loss per
share figures for the reporting years.

New accounting standard

On September 1, 2003, the company prospectively adopted SFAS 123, “Accounting for Stock-Based Compensation’, under the revised transition provisions of SFAS
148, “Accounting for Stock-Based Compensation — Transition and Disclosure”. Upon the adoption of SFAS 123 and SFAS 148, the company recognized stock-based
compensation costs for stock options granted to employees since September 1, 2003, using the fair value-based method. The company adopted this Statement in
order to conform to the newly adopted rules under Canadian GAAP, as described in note 2. As a result of the adoption of the fair value-based method, the accounting
for stock-based compensation under Canadian GAAP and U.S. GAAP is the same for awards granted after September 1, 2003.

Accounting for stock-based compensation

Under U.S. GAAP, and until August 31, 2003, the company elected to measure compensation costs related to grants of stock options and stock awards using the intrinsic
value method of accounting. In this instance, however, under SFAS 123, the company is required to make pro forma disclosures of net loss, and net loss per share, as if the
fair value-based method of accounting had been applied. If the fair value-based method had been applied, the pro forma net loss per share would have been lower than the
net loss per share by $0.02 in fiscal 2004 and higher by $0.01 and $0.08 in 2003 and 2002, respectively.

The fair value of options or awards granted was estimated using the Black-Scholes options pricing model with the following weighted average assumptions:

Years ended August 31, 2004 2003 2002
Risk-free interest rate 2.7% 4.8% 4.5%
Expected volatility 100% 80% 80%
Dividend yield Nil Nil Nil

Expected life 49 months 36 months 40 months
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Board of Directors

Germain Lamonde, Chairman of the Board, President and CEO, EXFO Electro-Optical Engineering Inc.

Germain Lamonde, a company founder, has been Chairman of the Board, President and CEO of EXFO since its inception within his apartment in 1985.
From these humble beginnings, Mr. Lamonde, who is responsible for the overall management and direction of EXFO and its subsidiaries, has grown the
company into a global leader in the telecommunications test and measurement industry. Mr. Lamonde has served on the boards of several organizations,
including the Canadian Institute for Photonic Innovations (part of Canada’s Networks of Centres of Excellence), the Pole QCA Economic Development
Corporation and the National Optics Institute of Canada. He is also a founding member and Governor of the Canadian-based International Institute of
Telecommunications and an Emeritus Member of the Canadian Academy of Engineering. Germain Lamonde holds a bachelor's degree in physics
engineering from the University of Montreal's School of Engineering, a master's degree in optics from Laval University, and is also a graduate of the Ivey
Executive Program offered by the University of Western Ontario.

Pierre Marcouiller, Chairman of the Board and CEO, Camoplast Inc.

Pierre Marcouiller is Chairman of the Board and CEO of Camoplast Inc., a supplier of components and systems to motor vehicle equipment manufacturers
and manufacturers of utility vehicles. He is the founder and has been the sole shareholder of Nexcap Inc., an investment company in the manufacturing
sector, since December 1996. Mr. Marcouiller worked with Venmar Ventilation Inc., a private ventilation equipment manufacturer, from January 1983 to
December 1996. From 1991 to 1996, he was the controlling shareholder of Venmar, where he also held the position of President and General Manager
from 1986 to 1996. Mr. Marcouiller is also a Director of Heroux-Devtek Inc., a publicly traded company that manufactures aerospace and industrial turbines,
and holds directorships in other privately held companies. Pierre Marcouiller holds a bachelor's degree in business administration from the Université du
Québec a Trois-Riviéres and an MBA from the Université de Sherbrooke, both in Canada.

Guy Marier, Corporate Director

Formerly President of Bell Québec between 1999 and 2003, Guy Marier completed his successful 33-year career at Bell as Executive Vice-President of
the Project Management Office of Bell Québec, before retiring at the end of 2003. Mr. Marier began at Bell Canada in 1970 and quickly became an
executive. From 1988 to 1990, he headed up Bell Canada International's investments and projects in Saudi Arabia and, for the three following years, served
as President of Télébec, a subsidiary of Bell Canada. He then returned to the parent company to hold various senior management positions. Mr. Marier was
appointed to our Board of Directors in January 2004 and also sits on the Board of Bell Nordig, a wholly-owned subsidiary of Bell Canada that manages
the business and affairs of both Télébec L.P. and NorthemTel L.P. Guy Marier holds a Bachelor of Arts from the University of Montreal and a Bachelor of
Business Administration from the Université du Québec a Montréal.

Dr. David A. Thompson, Vice-President and Director, Hardware & Equipment Technology Strategy, Corning Cable Systems

Dr. David Thompson is currently Vice-President and Director of Hardware & Equipment Technology Strategy at Coming Cable Systems, where he has held
this position since January 2002. Prior to this nomination, he acted as Coming Incorporated's Division Vice-President for the Strategic Planning & Innovation
Effectiveness in Research, Development and Engineering. Dr. Thompson first joined Coming Incorporated’s R&D Division in 1976 as a Senior Chemist in
glass research. He then took on several technology directorship and strategic planning roles for Coming's Component and Photonics Technologies
Divisions between 1988 and 1998; and, in 1999, he was appointed technical leader for the creation of the new Samsung-Corning Micro Optics joint
venture. David A. Thompson holds a Bachelor of Science in chemistry from Ohio State University and a doctorate in inorganic chemistry from the University
of Michigan. He holds 13 patents and has over 20 technical publications in the areas of inorganic chemistry, glass technology and telecommunications.

André Tremblay, President and CEQ, Microcell Telecommunications Inc.

André Tremblay has been President and Chief Executive Officer of Microcell Telecommunications since 1995. In addition to his role at Microcell,
Mr. Tremblay sits on the Board of Directors of the Communications Research Centre (a research arm of the federal government's Department of Industry)
as well as the boards of other private and public corporations. Mr. Tremblay began his career in the telecommunications industry a decade earlier, as an
advisor to Charles Sirois, Chairman and Chief Executive Officer of Telesystem Ltd. He subsequently held various executive positions within that company.
André Tremblay holds bachelor's degrees in management and in accounting from Laval University, a master's degree in taxation from the Université de
Sherbrooke, and is also a graduate of Harvard Business School's Advanced Management Program.

Michael Unger, Executive Consultant

Michael Unger has served as our director since May 2000. He previously worked with Nortel Networks Limited, now Nortel Networks Corporation,
from 1962 to 2000. Mr. Unger's most recent position was President of Nortel's Optical Networks Business Unit, a position he held from May 1998 to April
2000. Prior to this appointment, he was Nortel's Group Vice-President, Transport Networks from March 1990 to May 1998. Mr. Unger also sits on the
board of Tundra Semiconductor Corporation, a publicly traded company that designs, develops and markets standards-based system interconnect products
for use by the world's leading communications and storage companies. He is also a member of the boards of a number of privately held companies active
in the areas of networks management software, photonic and optical components, optical network systems and solutions for cable operators, as well as
other communications network service providers. Michael Unger holds a Bachelor of Science from Concordia University in Canada.
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Management and Corporate Officers

Germain Lamonde
Chairman of the Board, President
and Chief Executive Officer

Stephen Bull
Vice-President, Research and
Development, Telecom Division

Normand Durocher
Vice-President, Human Resources

Allan Firhoj
Vice-President and General Manager,
Photonics and Life Sciences Division

Benoit Fleury
Vice-President, Protocol-Layer Product

Management and Business Development

Etienne Gagnon
Vice-President, Optical-Layer Product
Management and Customer Service

Luc Gagnon
Vice-President, Telecom Manufacturing
Operations

Juan Felipe Gonzalez
Vice-President, Global Telecom Sales

Pierre Plamondon, CA
Vice-President, Finance and Chief
Financial Officer

Benoit Ringuette
Legal Counsel and Corporate Secretary
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Corporate Governance Practices

As in the previous year, fiscal 2004 was marked by changes in the corporate governance landscape. More specifically, the Board of Directors and management continued
to keep abreast of new Canadian and American regulatory requirements. Futhermore, the Audit Committee was very active throughout the year with the implementation of
and compliance with various rules adopted by the Securities and Exchange Commission pursuant to the Sarbanes-Oxley Act of 2002 that apply to Canadian companies
with shares registered in the U.S. In addition, the Board of Directors implemented procedures to monitor the effectiveness of the Board. New corporate governance rules
for NASDAQ and the Toronto Stock Exchange are expected to come into force in the coming months and management is already analyzing their impact on the company.
As this past year has demonstrated, achieving best practices in corporate governance is an ongoing process in an ever-changing context.

The Board of Directors believes that EXFO's corporate governance practices comply with current regulatory requirements. As new guidelines come into effect, we will
comply with these requirements. Further details about our corporate governance practices are available in the proxy circular.

The present Board members were elected at our last Annual and Special Meeting of Shareholders, held on January 7, 2004, except for Mr. Guy Marier, who was nominated
by the Board of Directors on January 7, 2004, pursuant to the General By-Laws of the Corporation.

Responsibilities of the Board

The Board is responsible for the stewardship of our business and affairs by reviewing, discussing and approving our strategic direction and organizational structure, as well
as for the review and approval of management's strategic plan on an annual basis. The Board also identifies the principal risks of our business and reviews our risk
management systems on an annual and ongoing basis.

In addition to matters requiring Board approval under applicable laws, the Board grants final approval with respect to each of the following: (i) the strategic direction of EXFO;
(i) material contracts, acquisitions or dispositions of our assets; and (iii) the annual operational plan, as well as capital and operating budgets.

The Board of Directors assumes direct responsibility for corporate governance practices and for monitoring the powers, the mandates and the performance of the
committees.

The Board is also responsible for the establishment and functioning of all Board committees, the appointment of members to serve on such committees, their compensation
and their good standing. At regularly scheduled meetings of the Board, the Directors receive, consider and discuss committee reports.

During the fiscal year ended August 31, 2004, the Board met a total of ten times. Attendance at all meetings was exemplary: Mr. Pierre Marcouiller was absent from one
meeting, Mr. David Thompson was absent from one meeting and Mr. Michael Unger was absent from one meeting.

Mr. Michael Unger, Chairman of the Human Resources Committee and independent Director of EXFO, is the Lead Director. As such, he is responsible for ensuring that the
Board properly discharges its duties, independent of management. The Lead Director is required to hold a minimum of two meetings of the Board of Directors without
management members present, and additional meetings of independent Board members may be held at their request. During the fiscal year ended August 31, 2004,
independent Board members met twice.

At the present time, EXFO has no formal procedures in place for recruiting new Directors.

Composition of the Board

Our articles of incorporation provide for a Board of Directors with a minimum of three and a maximum of twelve Directors. Our Board presently consists of six Directors,
five of whom are independent of management and free from any interest and any business or other relationship which could, or could reasonably be perceived to, materially
interfere with a Director's ability to act with a view to the best interests of EXFO, other than interests arising from non-significant shareholding. Our Directors are elected at
the Annual General Meeting of Shareholders for one-year terms and serve until their successors are elected or appointed, unless they resign or are removed earlier.

Our Chairman of the Board and Chief Executive Officer, Mr. Germain Lamonde, is a significant shareholder of EXFO as he has the ability to exercise a majority of the votes
for the election of the Board of Directors. Since the other five Board members do not have interests in EXFO or relationships with either EXFO or Mr. Lamonde, except for
non-significant shareholding in the company, we believe that the interests of investors in EXFO, other than Mr. Lamonde's, are fairly represented.

Committees of the Board

Board committees play a significant role in the discharge of Board duties and obligations; committee chairs submit items for Board agendas and report on committee
activities. The members of these committees are appointed annually, and the Board may appoint additional ad hoc committees periodically, as needed. EXFO has a practice
of permitting the Board, any committee thereof, and any individual Director to hire independent, external advisors at our expense. The Audit Committee and the Human
Resources Committee are entirely comprised of unrelated Directors.

The following is a general description of the composition and general duties of each Board committee as contained in its mandate as at the fiscal year ended August 31, 2004.

Audit Committee

The Audit Committee reviews interim in-house financial statements and annual audited financial statements and related disclosure documents, including “Management's
Discussion and Analysis of Financial Condition and Results of Operations', with management and external auditors and approves them prior to public release. The Audit
Committee is responsible for reviewing our internal control systems with regard to finance, accounting, legal compliance and ethical behavior. The Committee meets regularly
with external auditors, with and without management, to consider the scope and results of their audits, including analysis of the adequacy of the inteal controls and the
effect of the procedures relating to the outside auditors’ independence. The Committee also recommends to the shareholders the selection of external auditors for their
appointment by the shareholders. The Audit Committee is comprised of the following independent Directors: Mr. Pierre Marcouiller, Mr. Guy Marier, Mr. André Tremblay and
Mr. Michael Unger. The Chair of the Audit Committee is Mr. Tremblay. During the fiscal year ended August 31, 2004, the Audit Committee met a total of five times and all
members attended all meetings, except for Mr. Pierre Marcouiller, who was absent from one meeting.
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Human Resources Committee

The Human Resources Committee is responsible for assessing the performance and establishing the annual compensation of all our senior officers, including the CEO.
This Committee also reviews and submits to the Board the salary structure and the short-term and long-term incentive compensation programs for all our employees.
The Committee is responsible for the review and approval of the employees who will receive options to purchase EXFO shares in accordance with policies established by
the Board and the terms of the Stock Option Plan. In addition, the Committee reports annually to the Board regarding the organizational structure and succession plan for
senior management. The remuneration to be paid by EXFO to the Directors is recommended to the Board by the Human Resources Committee. The Human Resources
Committee is comprised of the following independent Directors: Mr. Pierre Marcouiller, Mr. Guy Marier, Dr. David A. Thompson, Mr. André Tremblay and Mr. Michael Unger.
The Chair of the Human Resources Committee is Mr. Unger. During the fiscal year ended August 31, 2004, the Human Resources committee met a total of two times and
attendance was perfect at all meetings.

Disclosure Committee
The Disclosure Committee is responsible for overseeing our disclosure practices. The Disclosure Committee consists of the Chief Executive Officer, Chief Financial Officer,
Investor Relations Manager, Manager of Financial Reporting and Accounting, as well as Legal Counsel and Corporate Secretary.

Shareholder/Investor Communications and Feedback

The Chief Financial Officer assumes responsibility for investor relations. He is responsible for facilitating communications between senior management and EXFO's
shareholders and financial analysts. Information to shareholders is disseminated through annual and quarterly reports, press releases, proxy circular, the Annual General
Shareholders” Meeting and investor presentations. EXFO receives and responds to all shareholders’ inquiries in an appropriate and timely manner. In communications to
senior management, the Chief Financial Officer also provides feedback from shareholders.



Glossary

Access Network: Last link in a network between the customer premises and the
first point of connection to the network infrastructure—a point of presence (PoP) on
the edge of a metropolitan network or a central office (CO). Access networks have,
up to now, consisted primarily of passive, twisted-pair copper wires, but there is a
strong trend towards optical-fiber connections either directly or very close to the
customer (fiber-to-the-curb).

Bandwidth: Represents the amount of data that can be transmitted through a
communications channel in a fixed amount of time. For digital devices, bandwidth is
usually expressed in bits (or bytes) per second. For analog devices, it is expressed
in cycles per second, or in hertz (Hz). The greater the bandwidth, the greater the
information-carrying capacity and the faster the speed.

Backbone: Part of the communications network that carries the heaviest traffic.
The backbone is also the part of the network that joins several local area networks,
either inside a building or across a city or country.

Dense Wavelength-Division Multiplexing (DWDM): A technology that enables
a single optical fiber to carry multiple data channels (or wavelengths). Commercial
DWDM systems can have as many as 160 separate channels.

Ethernet: Protocol for data networking. Etheret networks typically operate at 10,
100 or 1000 Mb/s.

Fiber-to-the-x (FTTx) Technology: The x in fiber-to-the-x is a variable indicating
the point at which the fiber in a network stops and copper (coaxial or twisted-pair)
cabling takes over. The further the fiber goes, the wider the bandwidth, the quicker
the speed, and the more applications and services can be offered.

Fiber-to-the-Curb (FTTC): Network in which fiber is installed typically within 1000
feet of the premises, leaving the curb-to-building section made out of twisted-pair
copper cable.

Fiber-to-the-Home (FTTH): Also known as fiber-to-the-premises (FTTP) and
fiber-to-the-building (FTTB). FTTH refers to a carrier network's optical fiber that is
connected directly to the subscriber's home or enterprise.

Fiber-to-the-Node (FTTN): Network in which fiber is used for part, but not all,
of the link from the fiber distribution hub to the end-user. An optical to electrical
conversion takes place at an active device called a node, which typically serves a
neighborhood or geographically similar area. Most current cable TV and telephony
networks have FTTN architectures.

Fibre Channel: The de facto, serialized protocol developed specifically for
storage-area-network communications by the American National Standards Institute.
Fibre Channel technology provides an inexpensive and scalable way of using fiber-
optic cables to connect storage devices, thus allowing network operators to
combine the best features of storage and networking techniques.

Gigabit Ethernet: A version of Ethemet that operates at 1 Gb/s (1000 Mb/s).

Internet Protocol (IP): Method or protocol by which data is sent from one
computer to another on the Internet. Each computer on the Internet has at least one
IP address that uniquely identifies it from all other computers on the Intemet.
Because of these standardized IP addresses, the gateway receiving the data can
keep track of, recognize and route messages appropriately.

Metro Network: Metropolitan area network (MAN). A network, often ringed in
structure, that covers an entire city and its suburbs.

Nanometer-Scale Positioning: Also known as nanopositioning. A positioning
technique used during optical component manufacturing to align components with
a precision measured in nanometers (one billionth of a meter).

Optical Layer: Commonly used to refer to specific wavelengths or channels of a
DWDM network. Each wavelength carries a separate stream of data encoded in a
light signal.
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Passive Optical Network (PON): Network in which fiber-optic cabling (instead of
copper) brings signals all or most of the way to the end-user. It is described as
passive because no active equipment (electrically powered) is required between the
central office (or hub) and the customer premises. Depending on where the PON
terminates, the system can be described as an FTTx network, which typically allows
a point-to-point or point-to-multipoint connection from the central office to the
subscriber's premises; in a point-to-multipoint architecture, a number of subscribers
(for example, up to 32) can be connected to just one of the various feeder fibers
located in a fiber distribution hub, dramatically reducing network installation,
management and maintenance costs.

Physical Layer: Commonly used to refer to the propagation medium of an optical
network, including the fiber and all in-line active and passive components. Light
signals, which are forms of encoded data, are transmitted over this layer.

Piezoelectric (PZT) Technology: Technology of piezoelectricity, which refers to
the electrical field created by some ceramic materials when subjected to pressure.
Precision positioning devices use the inverse effect; that is, when an electric field is
applied to a piezoelectric material, it changes shape, and this shape change is used
to create precise mechanical movements.

Protocol: A formal set of rules governing the format, timing, sequencing and error
control of data exchange across a network. Many protocols may be required and
used on a single network.

Protocol Layer: Commonly used to refer to the formatting rules for transmitting
data over an optical network. Networks send and receive data using industry-wide
formats; some examples are SONET, SDH, ATM and Ethemet.

SDH: Synchronous Digital Hierarchy. Standardized by the International
Telecommunication Union (ITU-TSS). A protocol for transmitting information over
optical fiber.

SONET: Synchronous Optical NETwork. Standardized by the American National
Standards Institute (ANSI). A protocol for backbone networks, capable of
transmitting at extremely high speeds and accommodating gigabit-level bandwidth.

Spot Curing: Technology by which a dose of energy of a specific wavelength band
and irradiance is used to cause an adhesive, encapsulant or sealant to change from
a liquid to a solid in a small area.

Storage Area Network (SAN): A special high-speed network that interconnects
different kinds of data storage devices with associated data servers on behalf of a
larger network of users. Within an enterprise, the data is typically stored in other
on-site computers, but can also be archived in a geographically remote location for
disaster recovery.

Triple-Play Services: Also known as bundled services. The ability of a
telecommunications carrier to supply voice, data and video applications at once.
A typical example of a triple-play proposal would include one or multiple phone lines,
a high-speed Intemet connection and television/video services (such as HDTV),
all offered by the same provider.

Voice-over-Internet-Protocol (VoIP): Refers to communications services—voice,
facsimile and/or voice-messaging applications—that are transported via the Intemet,
rather than the public switched telephone network. In an Internet-based telephone call,
the voice signals are converted to digital format and compressed/translated into
Internet protocol (IP) packets for transmission over the Intemet; the process is reversed
at the receiving end.

Wireline: A term associated with a land or underwater network or link that uses
metallic wire conductors (and/or optical fibers) for telecommunications. While
wireline access interfaces with the network via a physical wired connection,
the connection itself can be employed by either a wired or wireless terminal
operating in a wired mode via a standard physical interface.
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Shareholder Information

The subordinate voting shares of EXFO are listed on the Toronto Stock Exchange under the stock symbol “EXF.SV" and on the NASDAQ Stock Exchange under the stock
symbol “EXFO".

Annual and Special Meeting
The Annual and Special Meeting of Shareholders of EXFO Electro-Optical Engineering Inc. will be held on January 12, 2005, 10 am., at the McCord Museum,
J.-Armand-Bombardier Theatre, 690 Sherbrooke Street West, Montreal, Quebec.

Transfer Agents and Registrars

Canada United States

CIBC Mellon Trust Company Mellon Investor Services, LLC
2001 University Street, Suite 1600 Overpeck Center

Montreal, Quebec H3A 2A6 85 Challenger Road

Tel.: (514) 285-3600 Ridgefield Park, New Jersey 07660

Tel.: (201) 296-4000

Independent Auditors
PricewaterhouseCoopers LLP
Place de la Cité, Tour Cominar
2640 Laurier Blvd., Suite 1700
Sainte-Foy, Quebec G1V 5C2
Tel.: (418) 522-7001

Contact Information

General Access Investor Relations

EXFO Electro-Optical Engineering Inc. Vance Oliver

400 Godin Avenue Manager, Investor Relations
Vanier, Quebec G1M 2K2 Tel.: (418) 683-0913, Ext. 3733
Tel.: (418) 683-0211 E-mail: vance.oliver@exfo.com
E-mail: ir@exfo.com

www.exfo.com

The Annual Report is available in English and in French, both in print and on our Web site at www.exfo.com.
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Worldwide Offices

® CORPORATE HEADQUARTERS
400 Godin Avenue, Vanier, Quebec G1M 2K2 CANADA
Tel.. 1418 683-0211- Fax: 1 418 683-2170

EXFO AMERICA INC.

4275 Kellway Circle, Suite 122, Addison, TX 75001 USA
Tel.: 1 800 663-3936 (USA and Canada) or 1 972 907-1505
Fax: 1 972 836-0164

EXFO EUROPE S.AR.L.

Le Dynasteur 10/12, rue Andras Beck

92366 Meudon la Forét Cedex FRANCE

Tel.: +33.1.40.83.85.85 - Fax: +33.1.40.83.04.42

EXFO ASIA-PACIFIC PTE LTD.

151 Chin Swee Road #03-29

Manhattan House, SINGAPORE 169876
Tel.: +65 6333 8241- Fax: +65 6333 8242

@ EXFO CHINA
Beijing New Century Hotel Office Tower, Room 1754-1755

No. 6 Southern Capital Gym Road, Beijing 100044, P. R. CHINA
Tel.: +86 (10) 6849 2738 - Fax: +86 (10) 6849 2662

World Trade Plaza, BLK A, Room 3208A
9 Fuhong Road, Futian District, Shenzhen 518033, P. R. CHINA
Tel.: +86 (755) 8369 0951/8369 0955 - Fax: +86 (755) 8369 0817
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EXFO JAPAN

JP Hamacho Bldg.10F, Nihonbashi Hamacho 2-23-56 Chuo-ku
Tokyo 103-0007 JAPAN

Tel.: +81-3-5643-2677 - Fax: +81-3-5643-2678

EXFO PHOTONIC SOLUTIONS INC.

2260 Argentia Road, Mississauga, Ontario LN 6H7 CANADA
Tel.: 1 800 668-8752 (USA and Canada) or 1 905 821-2600
Fax: 1 905 821-2055

EXFO PROTOCOL

2650 Marie-Curie West, St-Laurent, Quebec H4S 2C3 CANADA
Tel.: 1 888 972-7666 (USA and Canada) or 1 514 856-2222
Fax: 1 514 856-2232
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