


POWERBUOY SYSTEM AS DEPLOYED OFF COAST OF NEW JERSEY, USA



OCEAN POWER TECHNOLOGIES, INC.

Dear Shareholder:

We are pleased to issue the Annual Report of Ocean Power Technologies, Inc. for the year ended
April 30, 2007. We are presenting herewith the Company’s consolidated financial statements and
additional detailed information about our business in the Form 10-K as filed with the US Securities
and Exchange Commission.

Highlights of our results for the year ended April 30, 2007 are as follows:

Our revenues increased by 45% in fiscal 2007 to $2.5 million, as compared to $1.7 million in
fiscal 2006. The increase in revenues reflected the following factors:

— Revenues relating to our utility PowerBuoy system increased by approximately
$1.1 million due to three major areas: first, work commenced on the first phase of
construction of a 1.39MW wave power station off the coast of Spain; second, increased
revenues relating to our US Navy project in Hawaii from a higher level of activity; and
third, work began on the design, manufacture and installation of an OPT wave power
station consisting of a PB150 (150kW) PowerBuoy system in Orkney, Scotland.

— Revenues relating to our autonomous PowerBuoy system decreased by approximately
$0.3 million primarily as a result of the completion of a development and construction
contract with Lockheed Martin in the fiscal year ended April 30, 2006.

At April 30, 2007, our contract backlog was $5.2 million, compared to $2.6 million the prior
year end, reflecting new contracts in Spain and the Orkney Islands.

Subsequent to April 30, 2007, the Company was awarded a $1.7 million contract from the
US Navy for the use of our autonomous buoy in connection with a deep water ocean
sensing application.

Net loss for the year ended April 30, 2007 was $9.6 million, compared to a net loss of

$7.1 million in the prior year. This change was attributable in part to a 47% increase in product
development costs, which included increasing the output of PowerBuoy systems, and a 53%
increase in selling, general and administrative costs. These were partially offset by a $1.5 million
foreign exchange gain in the year ended April 30, 2007, compared to a $1.0 million foreign
exchange loss in the year ended April 30, 2006.

Following our US IPO, cash, cash equivalents and certificates of deposit were $115.9 million
at April 30, 2007, compared to $32.4 million at April 30, 2006.

In February 2007, the US Federal Energy Regulatory Commission (FERC) granted us a
preliminary permit to evaluate the feasibility of a location off the coast of Reedsport, Oregon
for the construction and operation of a wave power station with a maximum rated output of
50MW, of which up to the first SMW will be a demonstration wave power station. In February
2007, we signed a cooperative agreement with a utility partner, Pacific Northwest Generating
Cooperative, or PNGC, for the development of the wave power station. In July 2007, we filed
a Pre-Application Document and Notice of Intent with FERC for Reedsport, which provides
notice of our intent to seek a license for the Reedsport wave park and information regarding
the project. We believe this is the first Pre-Application Document and Notice of Intent filed by
a wave power company, and is an important step in the full licensing process for the
Reedsport project. We plan to generate revenue from this demonstration wave power



station in Reedsport by selling electricity to utilities. OPT also has applied for FERC permits to
build two other wave parks off the coast of Oregon. In total, the permit applications submitted
to FERC are to build three wave parks off the coast of Oregon with a total capacity of up to
250MW.

m  The Company continued to make significant investments in its technology over the period and
has achieved substantial progress with the design of 150kW PowerBuoys, the largest system
yet. This progress includes completing the design and testing of the control system to be used
in the 150kW to 500kW PowerBuoy systems.

m  We strengthened our intellectual property assets with six new patent applications filed during
the fiscal year, and three new patents issued.

m The expansion of the Company’s activities has necessitated the growth and reorganization of
staff. Six new employees have been added at the New Jersey headquarters and at the
headquarters of OPT’s European subsidiary, Ocean Power Technologies Ltd. (“OPT Ltd.”), in
Warwick, England.

m  Subsequent to April 30, 2007, Mark Draper, the chief executive of OPT Ltd. who has been
instrumental in the Company’s success in Europe, has been appointed Chief Operating
Officer of Ocean Power Technologies, Inc.

The twelve months ended April 30, 2007 represented a landmark year in the development of the
Company. OPT achieved significant operational progress and experience during the period towards its
long-term goal of fully commercializing the PowerBuoy wave energy system. We have improved the
technology of the PowerBuoys, strengthened our team and signed contracts with world-class partners.
The completion of the US IPO and listing on Nasdag, and the approximately $90 million, net raised in
that transaction have given OPT the resources to build on those achievements in fiscal 2008. We
believe the Company is well-positioned to leverage its success to date to capitalize on the growth in
demand for renewable energy in the global markets. We are confident that we will make continued
progress in commercializing our technology in the target markets of North America, Europe, Japan
and Australia.

Seymour S. Preston I Dr. George W. Taylor
Chairman Chief Executive Officer



Customers

The table below shows the percentage of our revenue we derived from significant customers for the periods
indicated:

Fiscal Fiscal Fiscal

Customer 2005 2006 2007
US Navy . .ot 57% 61% 54%
New Jersey Board of Public Utilities . . . ............. ... ... .. ..... 7% 5% —
Iberdrola and Total . . ... ... ... . ... .. 4% 9% 35%
Lockheed Martin. . . . ... . . 32% 22% —

The US Navy accounted for a substantial portion of our revenue in fiscal 2007, but its relative contribution as a
percentage of revenues is expected to decrease in future years.

Our potential customer base for our utility PowerBuoy systems consists of public utilities, independent power
producers and other governmental entities and agencies. Our potential customer base for our autonomous
PowerBuoy systems consists of different public and private entities who use electricity in and near the ocean.
Our efforts to identify new customers are concentrated on four geographic markets: coastal North America, the west
coast of Europe, the coasts of Australia and the east coast of Japan. Our efforts to identify new customers are
currently led and coordinated by Dr. George W. Taylor, our chief executive officer, and Mr. Mark R. Draper, our
chief operating officer and the chief executive of Ocean Power Technologies Ltd., our wholly-owned subsidiary
located in the United Kingdom. We also use consultants and other personnel to assist us in locating potential
customers.

Spain Project

In July 2004, we entered into a development agreement, which we refer to as the Spain development
agreement, with Iberdrola Energias Renovables II, S.A., an affiliate of Iberdrola, Sociedad para el Desarrollo
Regional de Cantabria, S.A., or SODERCAN, which is the industrial development agency of the Spanish region of
Cantabria, and Instituto para la Diversificacion y Ahorro de la Energia, S.A., or IDAE, a Spanish government
agency dedicated to energy conservation and diversification efforts, to jointly study the possibility of developing a
wave power station off the coast of Santofia located in the Cantabria region in northern Spain. Total Eolica S.A., an
affiliate of Total, joined the development agreement in June 2005. In January 2006, we completed the assessment
phase of the project, which included an assessment of wave energy resources at the site, feasibility analysis for
deployment at the site, determination of capacity and design, and an estimation of investments needed for the
project as well as anticipated costs for operation, maintenance and repairs. Expenses associated with this phase were
shared among the parties to the agreement based on agreed upon percentages. As of April 30, 2007, we had invested
less than $0.1 million for our share of the assessment phase funding, and had recognized revenue of approximately
$0.3 million under the assessment phase.

In July 2006, Iberdrola Energias Marinas de Cantabria, S.A., or Iberdrola Cantabria, was formed for the
purpose of constructing and operating a wave power station off the coast of Santofia, Spain. Iberdrola Energias is the
largest shareholder of Iberdrola Cantabria. Total Eolica, SODERCAN, IDAE and we each have minority ownership
positions. Expenses will be shared among the parties to the agreement based on agreed upon percentages. We own
10% of Iberdrola Cantabria.

In July 2006, we entered into a construction agreement with Iberdrola Cantabria, which we refer to as the Spain
construction agreement. Under this agreement, we have agreed to complete the first phase of the construction of a
1.39MW wave power station. This phase of construction includes the manufacturing and deployment of one 40kW
PowerBuoy system, installation of the underwater power transmission cable and the deployment of the underwater
substation required for connecting the 40kW PowerBuoy system with nine additional 150kW PowerBuoy systems
that together are contemplated to constitute the 1.39MW wave power station. Under the Spain construction
agreement, our revenues are limited to reimbursement for our construction costs without any mark-up and we are
required to bear the first €0.5 million of any cost overruns and to absorb certain other costs as set forth in the
agreement. The Spain construction agreement does not cover the terms for the second phase of the 1.39MW wave
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power station project, which encompasses the deployment of the nine additional 150kW PowerBuoy systems. We
will need to agree to the terms for the second phase of this project and enter into a subsequent contract with Iberdrola
Cantabria before we can complete the construction of the full wave power station. We currently plan for the initial
40kW PowerBuoy system for this project to be ready for deployment by late 2007, and, if we can reach agreement as
to the second phase of the project, we plan to deploy the remainder of the PowerBuoy systems during the summer of
20009.

We are paid under the Spain construction agreement as we complete certain milestones for a total potential
payment for the first phase of construction of approximately €2.7 million. As of April 30, 2007, we had recognized
revenue of approximately $0.8 million and an anticipated loss of $1.3 million under the Spain construction
agreement. The loss was recognized based on a change in estimated costs associated with the Spain construction
agreement, which include costs incurred to date and our current estimate of other amounts we may be required to
bear under the agreement. Our estimates of the project’s costs may increase in the future, and we may be required to
seek customer approval for additional increases in the construction budget for the project. If the construction budget
is not increased, we may elect to incur the additional costs and continue the project, to seek other suppliers for the
materials or services related to the cost increases or to terminate the agreement. Any of such outcomes may have a
material adverse effect on our financial condition and results of operations. We have recently requested our
customer to approve an increase in the construction budget for this project beyond the initial €2.7 million value of
the contract.

France Project

In June 2005, we entered into a development agreement, which we refer to as the France development
agreement, with Total Energie Development S.A., an affiliate of Total, and Iberdrola Energias Renovables II, S.A.,
an affiliate of Iberdrola, to study and assess the feasibility of a 2 to SMW wave power station off the coast of France.
Pursuant to the France development agreement, the parties have agreed to extend the current phase until June 2008.
Expenses are shared among the parties based on agreed upon percentages, which also reflect the parties’ anticipated
ownership interest in the wave power station. Iberdrola Energias has a majority interest, while Total Energie and we
have minority interests, with our interest being 10%.

If upon completion of the feasibility study, Iberdrola Energias, Total Energie and we unanimously conclude
that the operation of a wave power station off the coast of France is economically, technically and financially
feasible, we will meet to discuss whether and how the wave power station should be implemented. If we proceed,
Iberdrola Energias, Total Energie and we will form a company for the purpose of constructing and operating the
wave power station. Each party will be entitled to retain its current percentage interest by making a proportionate
capital investment. Regardless of our participation in the new company, we will supply and install equipment on
market terms so that the new company can operate the wave power station. Specific terms, including price and
schedule, for these supply and installation agreements are not included in the France development agreement.
Iberdrola Energias and Total Energie may withdraw from the France development agreement without any further
obligation. If we withdraw, however, we will remain bound by our supply and installation agreements under the
contract.

As of April 30, 2007, we had contributed approximately $12,500 for expenses and had recognized revenue of
approximately $0.1 million under the France development agreement.

US Navy

Since September 2001, we have entered into a series of contracts with the United States Office of Naval
Research for the development and construction of wave power systems at the Marine Corps Base in Oahu, Hawaii.
Under the contract for the current phase of the project, which was entered into in September 2005 and expires in
April 2008, we are reimbursed for costs and paid a fixed fee for total potential revenue of $2.8 million.

In June 2007, we received a $1.7 million contract from the US Navy to provide our PowerBuoy technology to a
unique program for ocean data gathering. Under this 18-month program, the Navy will conduct an ocean test of our
autonomous PowerBuoy as the power source for the Navy’s Deep Water Acoustic Detection System.
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Backlog

Our contract backlog consists of the aggregate anticipated revenue remaining to be earned at a given time from
the uncompleted portions of our existing customer contracts. As of April 30, 2007, our contract backlog was
$5.2 million as compared to $2.6 million as of April 30, 2006. We anticipate that a majority of our backlog will be
recognized as revenue over the next 12 months.

The amount of contract backlog is not necessarily indicative of future revenue because modifications to or
terminations of present contracts and production delays can provide additional revenue or reduce anticipated
revenue. A substantial majority of our revenue is recognised using the percentage-of-completion method, and
changes in estimates from time to time may have a significant effect on revenue and backlog. Our backlog is also
typically subject to large variations from time to time due to the timing of new awards.

Manufacturing and Deployment
Manufacturing and Raw Materials

We engage in two types of manufacturing activities: the manufacturing of the high value-added components, or
modules, for systems control, power generation and power conversion for each PowerBuoy system, and the
contracting and fabrication of the buoy-like structure, anchoring and mooring, and cabling.

Our core in-house manufacturing activity is the assembly and testing of the power generation and control
modules at our Pennington, New Jersey facility. The power generation and control modules include the critical
electrical and electronic systems that convert the mechanical energy into usable electrical energy. The sensors and
control systems use sophisticated technology to monitor ocean conditions and automatically optimize the perfor-
mance of the PowerBuoy system in response to those changing conditions. We have several patents, including those
that cover our power generation, power conversion and control technologies. Due to the critical and proprietary
nature of these systems, we do not outsource their assembly and testing. After a generator and control module passes
our rigorous quality control procedures, it is transported as a ready-to-install component to the project site. We
currently employ thirteen employees who are responsible for manufacturing and testing our generators and control
systems. In order to meet our growth objectives, we will need to increase our engineering and manufacturing staff by
over 120 people by the end of fiscal 2010. In addition to adding engineers with various specialties, we plan to hire a
manager of our production manufacturing and a manager of our supply chain by the end of fiscal 2008.

We purchase the remaining components of and raw materials for each PowerBuoy system from various
vendors. Currently, we contract for these components on a project-by-project basis. We conduct a bidding process to
select a supplier with the optimal combination of price, delivery terms and quality. Our goal is to develop ongoing
relationships with select vendors centrally located in different regions, which will allow us to reduce unit costs as
our volume increases. We provide specifications to each vendor who is responsible for performing quality analysis
and quality control over the course of construction, subject to our review of the quality test procedures and results.
After each vendor completes testing of the component, it is transported ready-to-install to the project site.

Upon arrival at the project site, the generator and control modules are integrated with the balance of the
components of the PowerBuoy system. We are highly dependent on our third-party suppliers; however, we actively
manage key steps in the supply chain. We act as the general contractor, and retain the ultimate responsibility for
building the PowerBuoy wave power station, and installing, testing and deploying the complete wave power station
at the project site. This process requires significant project and contract management by us. We currently employ
individuals who have experience with all aspects of both the manufacturing and engineering contracting processes,
and demonstrated organizational capabilities in these critical areas.

Deployment

For our existing and currently planned deployments, we purchase from subcontractors the mooring system and
cables needed to install the PowerBuoy system and connect it to either the power grid or a remote power site. The
vendor usually transports these components to the project site.
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Each step in the deployment process for our existing and currently planned deployments is outsourced to
subcontractors located near the project site. First the mooring system, consisting of floats, anchors and chains, are
brought to the wave power station’s ultimate ocean location by workboats. At the same time, the cable to transmit
the generated electricity is laid by a subcontractor. Next, the PowerBuoy system is towed to the ocean location and
fixed to the mooring system. The PowerBuoy system would then be connected to the transmission cable, which
would then be connected to the grid or the distributed power site. At this point, we would have a fully assembled
PowerBuoy wave power station, which, subject to final testing, would be ready for operation. An array of
PowerBuoy systems would be installed using a similar approach.

We expect that the subcontractor services required for deployment of a wave power station will be readily
available in the locations where we currently plan to deploy our systems, although we are dependent on third parties
for the entire process. We actively manage each step with personnel who have significant project management and
deployment experience.

Research and Development

Our research and development team consists of employees with a broad range of experience in mechanical
engineering, electrical engineering, hydrodynamics and systems engineering. We engage in extensive research and
development efforts to improve PowerBuoy efficiency and power output and to reduce manufacturing cost and
complexity. Our research and development efforts are currently focused on product development, in particular
increasing the output of our utility PowerBuoy system. We are also conducting research on improvements to our
current technology, including alternative power generation and power take off systems.

Research and development expenses are reflected on our consolidated statements of operations as product
development costs. Our company-sponsored research and development expenses were approximately $0.9 million
for fiscal 2005, $4.2 million for fiscal 2006 and $6.2 million for fiscal 2007. In addition, while we have in the past
self-funded the majority of our research and development expenditures, we also have customer-sponsored research
and development expenses of approximately $0.2 million for fiscal 2005, $0.1 million for fiscal 2006 and
$0.1 million for fiscal 2007.

We currently plan to increase the maximum rated output of our utility PowerBuoy system to 150kW in 2007, to
250kW in 2008 and ultimately to S00kW in 2010. The key to increasing the rated output of the PowerBuoy system is
to increase the system’s efficiency as well as its diameter. If we increase the size of a PowerBuoy system, we will be
able to increase the amount of wave energy the system can capture and, in turn, increase the output of the system.
For example, if we double the size of the unit’s diameter, we will approximately quadruple its power capacity. We
believe that we will be able to increase the output capacity of the PowerBuoy system using technology that we have
already developed, so our focus is on the design, manufacture, testing and deployment of the higher capacity
systems. We are exploring design and construction techniques that will enable the larger PowerBuoy systems to be
deployed cost effectively and without damage. For example, our 40kW PowerBuoy systems are transported to the
onshore deployment sites using standard flatbed trucks. However, the assembled 150kW PowerBuoy systems will
be too large for these trucks and will need to be transported in modules and assembled on-site. In addition, we may
need to adjust the mooring system to account for the larger-sized PowerBuoy systems.

We have made substantial progress in the design, analysis and commencement of fabrication of what we
believe to be the first utility-grade underwater substation, or pod, for wave power. The pod serves as the point at
which energy generated by several PowerBuoys is aggregated and the voltage is increased, prior to transmission
ashore and being fed into the power grid. The required switching and protection circuits for the individual
PowerBuoys are also included in the pod. In addition, our 150kW PowerBuoy design effort is well underway. The
power conversion and controls system is substantially complete for the 150kW PowerBuoy system, and we expect
to commence ocean testing in 2008.

We also plan to continue our technology development of specific applications for our PowerBuoy systems to
expand our growth opportunities. For example, we are exploring applications that include desalination of water,
hydrogen production, water treatment and natural resource processing.
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We expect our research and development expenses to continue to rise in the next several years, with our
product development expenses increasing more rapidly than our research expenses.

Intellectual Property

We believe that our technology differentiates us from other providers of wave and other renewable energy
technologies. As a result, our success depends in part on our ability to obtain and maintain proprietary protection for
our products, technology and know-how, to operate without infringing the proprietary rights of others and to prevent
others from infringing our proprietary rights. Our policy is to seek to protect our proprietary position by, among
other methods, filing United States and foreign patent applications related to our proprietary technology, inventions
and improvements that are important to the development of our business. We also rely on trade secrets, know-how,
and continuing technological innovation and may rely on in-licensing opportunities to develop and maintain our
proprietary position.

As of April 30, 2007, we owned a total of 31 issued United States patents and 16 United States patent
applications. We have pending foreign counterparts to nine of our issued patents and 11 of our pending non-
provisional patent applications.

Our patent portfolio includes patents and patent applications with claims directed to:
* system design;

* control systems;

* power conversion;

* anchoring and mooring; and

* wave farm architecture.

The expiration dates for our issued United States patents range from 2015 to 2023. We do not consider any
single patent or patent application that we hold to be material to our business. The patent positions of companies like
ours are generally uncertain and involve complex legal and factual questions. Our ability to maintain and solidify
our proprietary position for our technology will depend on our success in obtaining effective patent claims and
enforcing those claims once granted. In addition, certain technologies that we developed with US federal
government funding are subject to certain government rights as described in “Risk Factors — Risks Relating to
Our Business.”

We use trademarks on nearly all of our products and believe that having distinctive marks is an important factor
in marketing our products. We have registered our PowerBuoy® mark and filed applications to register our
CellBuoy™ and Talk on Water™ marks for a cellular telephone service application of our autonomous PowerBuoy
system and our Making Waves in Power®™ service mark in the United States.

Competition

We compete and will compete with power generation equipment suppliers in all segments of the electric power
industry, including wave energy, other forms of renewable energy and traditional fossil fuel. The renewable energy
industry is both highly competitive and continually evolving as participants strive to distinguish themselves within
their markets and compete within the larger electric power industry. Many of our competitors in certain of these
segments have established a stronger market position than ours and have greater resources and name recognition
than we have. In addition, there are many companies, including some of the largest multinational energy companies,
that are developing or sponsoring innovative technologies for renewable energy production. Accordingly, our
success depends in part on developing and demonstrating the commercial viability of wave energy solutions and
identifying markets for and applications of our PowerBuoy systems and technology.

Although the market for equipment that generates electricity from wave energy is in its early stage of
commercial development, there are a number of private companies, some with institutional funding, developing
technologies to generate electricity from wave energy, and we compete or will compete with them. We believe there
are 20 to 30 companies worldwide developing wave energy technologies. Most of these companies are located in the
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United Kingdom, continental Europe, the United States and Australia, and almost all are focused on offshore
systems. Only a few of these companies have conducted ocean testing of their systems, which is the critical factor in
proving the survivability and performance of any wave energy system.

Sixteen companies expressed an interest to the South West of England Regional Development Agency in
participating in the development of a new Wave Hub power station project off the coast of Cornwall, England. Four
companies were ultimately selected: Ocean Prospect Ltd., a subsidiary of the Wind Prospect group, Fred.Olsen
Ltd., Oceanlinx and us.

Ocean Prospect Ltd. has stated that it will deploy the Pelamis device developed by Ocean Power Delivery at the
Cornwall site. The Pelamis system is a semi-submerged, articulated structure composed of cylindrical sections
linked by hinged joints. The wave-induced motion of these cylinders relative to each other is used to pump hydraulic
power take off systems, providing the mechanical power to turn the generators to produce electricity. Fred.Olsen, a
ship and offshore platform builder, intends to deploy a multiple point-absorber system comprised of a number of
floating buoys attached to a stable floating platform. Oceanlinx intends to deploy a large floating system which is
based on an oscillating water column and proprietary turbine. Additional competitors may enter the market, and we
are likely to compete with new companies in the future.

To compete effectively, we have to demonstrate that our PowerBuoy systems are attractive, compared to other
wave energy systems and other renewable energy systems, by differentiating our systems on the basis of
performance, survivability in operation and storm wave conditions, cost effectiveness and the operations and
maintenance services that we provide. We believe that we perform favorably to our competition with respect to each
of these factors.

Government Regulation

The electric power industry is subject to extensive regulation, which varies by jurisdiction. For example, the
electricity industry in the United States is governed by both federal and state laws and regulations, with the federal
government having jurisdiction over the sale and transmission of electricity at the wholesale level in interstate
commerce, and the states having jurisdiction over the sale and distribution of electricity at the retail level. The
electricity industry in the European Union, or the EU, is primarily governed by national law, but a number of EU-
level regulations impose obligations on member states, notably with respect to the liberalization of the electricity
markets.

The renewable energy industry has also been subject to increasing regulation, however none of the countries in
which we are currently marketing our PowerBuoy systems have comprehensive regulatory schemes tailored to
wave energy. As the renewable energy industry continues to evolve and as the wave energy industry in particular
develops, we anticipate that wave energy technology and our PowerBuoy systems and their deployment will be
subject to increased oversight and regulation in accordance with international, national and local regulations
relating to safety, sites, environmental protection, utility interconnection and metering and related matters.

Our PowerBuoy wave power stations currently face regulation in the US and in foreign jurisdictions
concerning, among other areas, the sale and transmission of electricity, site approval and environmental approval
and compliance. In order to encourage the adoption of renewable energy systems, many governments offer
subsidies and other financial incentives and have mandated renewable energy targets. These subsidies, incentives
and targets may not be applicable to our wave energy technology and therefore may not be available for us or our
customers.

Sale and Transmission of Electricity

The US government regulates the electricity wholesale and transmission business through the Federal Energy
Regulatory Commission, or FERC. FERC regulates the rates and terms for sales of electricity at the wholesale level,
and the organization, governance and financing of the companies engaged in electricity sales. As a result, FERC
regulates the rates charged for sales of electric power from a wave power station into the wholesale market, although
it is possible to obtain an exemption from FERC that would allow those sales to occur at market-based rates. FERC
also regulates the construction, operation and maintenance of any dam, water conduit, reservoir or powerhouse
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along or in any of the navigable waters of the United States for the purpose of generating electric power. As a result,
the construction and operation of a wave power station in the United States requires the issuance of a license by
FERC. We have been granted a preliminary permit by FERC to evaluate the feasibility of a SOMW wave power
station off the coast of Oregon. An application to FERC was not required for the current project in New Jersey
because the system is not grid-connected and is for demonstration purposes.

Under Spanish law, each of the Spanish Autonomous Regions, including the Cantabria region, has the power to
issue administrative authorizations for the construction and exploitation of installations for the production of
renewable energy, including installations that use the energy of waves.

Site Approval

Generally, we expect that we will deploy our PowerBuoy systems in the range of one to five miles from the
shore, subject to water depth and overall wave heights. Although regulations regarding the use of ocean space vary
around the world, we do not expect significant delay in obtaining site approvals, as governments have to date
encouraged the use of renewable energy sources. Our customers for the Spain and France projects and the South
West of England Regional Development Agency for the Cornwall, England project are responsible for obtaining the
necessary siting permits for their projects.

In the United States, federal agencies regulate the siting of renewable energy and related-uses located on the
outer continental shelf, which is generally more than three miles offshore. For projects located within three miles of
the US shore, the adjacent state would be responsible for issuing a lease and other required authorizations for the
location of the project. In either case an assessment of the potential environmental impact of the project would be
conducted in addition to other requirements. In Spain, the owner of the wave power station will be required to pay
rent to the Spanish government, which will be negotiated prior to installation.

Environmental Approval and Compliance

We are subject to various foreign, federal, state and local environmental protection and health and safety laws
and regulations governing, among other things: the generation, storage, handling, use and transportation of
hazardous materials; the emission and discharge of hazardous materials into the ground, air or water; and the health
and safety of our employees. In addition, in the United States, the construction and operation of a power system
offshore would require permits and approvals from FERC, the Coast Guard, the Army Corps of Engineers and other
governmental authorities. These required permits and approvals evaluate, among other things, whether the proposed
project is in the public interest and ensure that the project would not create a hazard to navigation. Other foreign and
international laws may require similar approvals. Each PowerBuoy system installed within Spanish territorial
waters must be approved and authorized by the Spanish Ministry of Environment. In addition, we anticipate that our
PowerBuoy systems will be subject to EU law on the protection of the environment and environmental assessments
of development projects including the Environmental Impact Assessment and Strategic Environmental Assessment
Directives.

We believe that a significant advantage of our PowerBuoy systems is that they do not present significant
environmental risks when compared to traditional power generation technologies, as there is no significant visual or
audible impact and such systems have not been shown to have a significant negative effect on fish or sea mammals.
We are not aware of any liabilities in connection with compliance with such laws, regulations, permits and approvals
that would have a material adverse effect on our financial position, results of operations or cash flows.

Subsidies and Incentives

Several governments have enacted subsidies and incentives designed to encourage the development of
renewable energy resources. Because of the relative novelty of wave energy generation, these government
programs generally do not apply specifically to wave energy generation, and so these programs may not be
available to our customers or us in all cases.

Under a tariff subsidy, the government sets price subsidies to be paid to electricity producers for renewable
electricity generated by them. The prices are set above market rates and may be differentiated based on system size
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or application. Under a renewable portfolio standard, the government requires regulated utilities to supply a portion
of their total electricity in the form of renewable electricity. Some programs further specify that a portion of the
renewable energy quota must be from a particular renewable energy source, although none have specific quotas for
wave energy.

Tax incentive programs for renewable energy exist in the United States at both the federal and state level and
can take the form of investment tax credits, accelerated depreciation and property tax exemptions. Several
governments also facilitate low interest loans for renewable energy systems, either through direct lending, credit
enhancement or other programs.

Each of the member states of the EU has a country-specific target for the level of consumption of electricity
from renewable sources that it should attain by 2010. The United Kingdom Renewables Obligation of April 2002
included a target of 10% of electricity generation to come from renewable sources by 2010 and 15% by 2016, which
will continue until 2027. Electricity suppliers that are unable to otherwise meet their renewables obligation have to
pay a buy-out price (currently £0.033 per kilowatt hour) or purchase Renewables Obligation Certificates from
companies that generate electricity from renewable resources. The United Kingdom Department of Trade and
Industry has established a £50 million Marine Renewables Deployment Fund of which £42 million is allocated to
provide a maximum seven-year benefit to any one marine power technology of £9 million, in the form of a 25%
capital grant and a tariff supplement of £0.10 per kilowatt-hour generated.

Many countries and other local jurisdictions have established limits on carbon dioxide emissions. In particular,
a key component of the Kyoto Protocol is the commitments made by certain countries to reduce carbon dioxide
emissions. The country, locality or companies within the jurisdiction are given carbon emission allowances, or
carbon credits, which represent the right to emit a specific amount of carbon dioxide. A country, locality or
company having emissions that exceed its allocated carbon credits may purchase unused carbon credits from a
country, locality or company that has reduced its emissions beyond its requirements to do so. The carbon dioxide
emissions from a PowerBuoy wave power station are far lower than the emissions from a fossil fuel power station of
the same capacity. Therefore, a PowerBuoy wave power station may generate carbon credits that could be used and
sold.

In 2000, we entered into an agreement with Woodside Sustainable Energy Solutions Pty. Ltd., or Woodside,
under which we received $0.6 million in exchange for granting Woodside an option to purchase, at a 30% discount
from the then-prevailing market rate, up to 500,000 metric tons of carbon emission credits we generate during the
years 2008 through 2012. If by December 31, 2012 we do not sell to Woodside the full amount of emission credits
covered by the option, we may be obligated to return all or a portion of the option fee and, in certain circumstances,
pay additional amounts to Woodside.

Employees

As of April 30, 2007, we had 37 employees, including 13 employees in manufacturing, 14 in research,
development and engineering functions and ten employees in selling, general and administrative functions. Of these
employees, 30 are located in Pennington, New Jersey and seven are located in Warwick, UK. We believe that our
future success will depend in part on our continued ability to attract, hire and retain qualified personnel. None of our
employees is represented by a labor union, and we believe our employee relations are good.

In order to meet our short-term goals, we plan to add approximately 15 employees, including a vice president
of business development and engineers with varying levels and areas of expertise by the end of 2007. By the end of
fiscal 2010, we will need to increase our staff by nearly six times in order to meet our current manufacturing targets.
The majority of our new hires will be engineers with varying levels and areas of expertise, project managers and
manufacturing personnel.

Product Insurance

We currently have a property and liability insurance policy underwritten by Lloyd’s Underwriters that covers
our PowerBuoy systems in Hawaii and New Jersey, and that can be expanded to cover our PowerBuoy systems to be
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deployed off the coasts of Santofia, Spain, Cornwall, England and France. We have not claimed any losses under this
policy.

ITEM 1A. RISK FACTORS

You should carefully consider the risks described below with all of the other information included in this
Annual Report before deciding to invest in our common stock. If any of the following risks actually occur, they may
materially harm our business and our financial condition and results of operations. In this event, the market price of
our common stock could decline and your investment could be lost.

Risks Relating to Our Business
We have a history of operating losses and may never achieve or maintain profitability.

We have incurred net losses since we began operations in 1994, including net losses of $0.4 million in fiscal
2005, $7.1 million in fiscal 2006 and $9.6 million in fiscal 2007. As of April 30, 2007, we had an accumulated
deficit of approximately $38.3 million. These losses have resulted primarily from costs incurred in our research and
development programs and from our selling, general and administrative costs. We expect to increase our operating
expenses significantly as we continue to expand our infrastructure, research and development programs and
commercialization activities. As a result, we will need to generate significant revenues to cover these costs and
achieve profitability.

We have entered into an agreement for the first phase of construction of a wave power station off the coast of
Santofia, Spain, as well as an operations and maintenance contract for the equipment to be installed in this first
phase. Under both contracts, our potential profitability is limited. Under the construction contract, our revenues are
limited to reimbursement for our construction costs without any mark-up and we are required to bear the first
€0.5 million of any cost overruns and to absorb certain other costs as set forth in the agreement. Our estimates of the
project’s costs may increase in the future, and we may be required to seek customer approval for additional increases
in the construction budget for the project. If the construction budget is not increased, we may elect to incur the
additional costs and continue the project, to seek other suppliers for the materials or services related to the cost
increases or to terminate the agreement. Any of such outcomes may have a material adverse effect on our financial
condition and results of operations. We have recently requested our customer to approve an increase in the
construction budget for this project beyond the intitial €2.7 million value of the contract. Under the operations and
maintenance contract, we are paid a fixed fee for scheduled maintenance, the profits on which are required to be
refunded to cover any unscheduled maintenance fees we receive during the term of the agreement.

We do not know whether or when we will become profitable because of the significant uncertainties with
respect to our ability to successfully commercialize our PowerBuoy systems in the emerging renewable energy
market. Even if we do achieve profitability, we may not be able to sustain or increase profitability on a quarterly or
annual basis. If we are unable to achieve and then maintain profitability, the market value of our common stock may
decline.

Wave energy technology may not gain broad commercial acceptance, and therefore our revenues may not
increase, and we may be unable to achieve and then sustain profitability.

Wave energy technology is at an early stage of development, and the extent to which wave energy power
generation will be commercially viable is uncertain. Many factors may affect the commercial acceptance of wave
energy technology, including the following:

 performance, reliability and cost-effectiveness of wave energy technology compared to conventional and
other renewable energy sources and products;

* developments relating to other renewable energy generation technologies;

¢ fluctuations in economic and market conditions that affect the cost or viability of conventional and
renewable energy sources, such as increases or decreases in the prices of oil and other fossil fuels;

* overall growth in the renewable energy equipment market;
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* availability and terms of government subsidies and incentives to support the development of renewable
energy sources, including wave energy;

* fluctuations in capital expenditures by utilities and independent power producers, which tend to decrease
when the economy slows and interest rates increase; and

* the development of new and profitable applications requiring the type of remote electric power provided by
our autonomous wave energy systems.

If wave energy technology does not gain broad commercial acceptance, our business will be materially harmed
and we may need to curtail or cease operations.

If sufficient demand for our PowerBuoy systems does not develop or takes longer to develop than we
anticipate, our revenues may decline, and we may be unable to achieve and then sustain profitability.

Even if wave energy technology achieves broad commercial acceptance, our PowerBuoy systems may not
prove to be a commercially viable technology for generating electricity from ocean waves. We have invested a
significant portion of our time and financial resources since our inception in the development of our PowerBuoy
systems. To date, we have not yet manufactured and deployed any PowerBuoy systems for commercial use. As we
begin to manufacture, market, sell and deploy our PowerBuoy systems in greater quantities, unforeseen hurdles may
be encountered that would limit the commercial viability of our PowerBuoy systems, including unanticipated
manufacturing, deployment, operating, maintenance and other costs. Our target customers and we may also
encounter technical obstacles to deploying, operating and maintaining PowerBuoy systems in quantities necessary
to generate competitively-priced electricity.

If demand for our PowerBuoy systems fails to develop sufficiently, we may be unable to grow our business or
generate sufficient revenues to achieve and then sustain profitability. In addition, demand for PowerBuoy systems in
our presently targeted markets, including coastal North America, the west coast of Europe, the coasts of Australia
and the east coast of Japan, may not develop or may develop to a lesser extent than we anticipate.

If we are not successful in commercializing our PowerBuoy system, or are significantly delayed in doing so,
our business, financial condition and results of operations could be adversely affected.

The reduction or elimination of government subsidies and economic incentives for renewable energy
sources could prevent demand for our PowerBuoy systems from developing, which in turn would
adversely affect our business, financial condition and results of operations.

Federal, state and local governmental bodies in many countries, most notably France, Spain, the
United Kingdom, Australia, Japan and the United States, have provided subsidies in the form of tariff subsidies,
rebates, tax credits and other incentives to utilities, power generators and distributors using renewable energy.
However, these incentives and subsidies generally decline over time, and many incentive and subsidy programs
have specific expiration dates. Moreover, because the market for electricity generated from wave energy is at an
early stage of development, some of the programs may not include wave energy as a renewable energy source
eligible for the incentives and subsidies.

Currently, the cost of electricity generated from wave energy, without the benefit of subsidies or other
economic incentives, substantially exceeds the price of electricity in most significant markets in the world. As a
result, the near-term growth of the market for our utility PowerBuoy systems, which are designed to feed electricity
into a local or regional power grid, depends significantly on the availability and size of government incentives and
subsidies for wave energy. As renewable energy becomes more of a competitive threat to conventional energy
providers, companies active in the conventional energy business may increase their lobbying efforts in order to
encourage governments to stop providing subsidies for renewable energy, including wave energy. We cannot predict
the level of any such efforts, or how governments may react to such efforts. The reduction, elimination or expiration
of government incentives and subsidies, or the exclusion of wave energy technology from those incentives and
subsidies, may result in the diminished competitiveness of wave energy relative to conventional and non-wave
energy renewable sources of energy. Such diminished competitiveness could materially and adversely affect the
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growth of the wave energy industry, which could in turn adversely affect our business, financial condition and
results of operations.

In 2000, we entered into an agreement with Woodside, under which we received $0.6 million in exchange for
granting Woodside an option to purchase, at a 30% discount from the then-prevailing market rate, up to 500,000
metric tons of carbon emission credits we generate during the years 2008 through 2012. However, if by
December 31, 2012 we do not become entitled under applicable laws to the full amount of emission credits
covered by the option, we are obligated to return the option fee of $0.6 million, less the aggregate discount on any
emission credits sold to Woodside prior to such date. If we receive emission credits under applicable laws and fail to
sell to Woodside the credits up to the full amount of emission credits covered by the option, Woodside is entitled to
liquidated damages equal to 30% of the aggregate market value of the shortfall in emission credits (subject to a limit
on the market price of emission credits).

Our product development costs have been steadily increasing and are likely to increase significantly over
the next several years.

Our product development costs primarily relate to our efforts to increase the maximum rated output of our
current 40kW utility PowerBuoy system in successive stages to S00kW in 2010. Our product development costs
were $0.9 million in fiscal 2005 as compared to $4.2 million in fiscal 2006 and $6.2 million in fiscal 2007. We
anticipate that our product development costs related to the planned increase in the output of our utility PowerBuoy
system will increase significantly over the next several years.

We have invested, and will continue to invest, funds to construct demonstration wave power stations that
may generate little or no direct revenue.

We have constructed, and plan to construct in the future, demonstration wave power stations to establish the
feasibility of wave energy technology and to encourage the market adoption of our wave power stations.
Demonstration wave power stations allow potential customers to see first-hand the viability of wave energy
technology as a source of electricity. We incur significant costs in constructing and maintaining these demonstration
wave power stations, and we may generate little or no direct revenue from them.

Our PowerBuoy systems do not have a sufficient operating history to confirm how they will perform over
their estimated 30-year useful life.

We began developing and testing wave energy technology ten years ago. However, to date we have only
manufactured nine PowerBuoy systems for use in testing and development. The longest continuous in-ocean
deployment of our PowerBuoy system has been for 12 months. As a result, our PowerBuoy systems do not have a
sufficient operating history to confirm how they will perform over their estimated 30-year useful life. Our
technology has not been deployed commercially and we have not yet demonstrated that our engineering and test
results can be duplicated in commercial production. We have conducted and plan to continue to conduct practical
testing of our PowerBuoy system. If our PowerBuoy system ultimately proves ineffective or unfeasible, we may not
be able to engage in commercial production of our products or we may become liable to our customers for quantities
we are obligated but are unable to produce. If our PowerBuoy systems perform below expectations, we could lose
customers and face substantial repair and replacement expense which could in turn adversely affect our business,
financial condition and results of operations.

Our future success depends on our ability to increase the maximum rated power output of our utility
PowerBuoy system. If we are unable to increase the maximum rated output of our utility PowerBuoy
system, the commercial prospects for our utility PowerBuoy system would be adversely affected.

One of our goals is to increase the maximum rated output of our utility PowerBuoy system, which is currently
40kW, to 150kW in 2007, then to 250kW in 2008 and ultimately to 500kW in 2010. Our success in meeting this
objective depends on our ability to significantly increase the power output of our PowerBuoy system in a cost-
effective and timely manner and our ability to overcome the engineering and deployment hurdles that we face,
including developing design and construction techniques that will enable the larger PowerBuoy systems to be
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deployed cost effectively and without damage, and developing adjustments to the mooring system to account for the
larger-sized PowerBuoy systems. We have experienced delays in the development and deployment of our
PowerBuoy system in the past, and could experience similar delays or other difficulties in the future. If we
cannot increase the power output of the PowerBuoy system, or if it takes us longer to do so than we anticipate, we
may be unable to expand our business, maintain our competitive position, satisfy our contractual obligations or
become profitable. In addition, if the cost associated with these development efforts exceeds our projections, our
results of operations will be adversely affected.

If we do not reach full commercial scale, we may not be able to offer a cost competitive power station
and the commercial prospects of our utility PowerBuoy system would be adversely affected.

Unless we reach full commercial scale, which we estimate to be manufacturing levels of at least 300 units of
500kW PowerBuoy systems per year, we may not be able to offer an electricity solution that competes on a non-
subsidized basis with today’s price of wholesale electricity in key markets in the United States, Europe, Japan and
Australia. If we do not reach full commercial scale, the commercial prospects for our utility PowerBuoy system
would be adversely affected.

We have not yet deployed a wave power station consisting of an array of two or more PowerBuoy systems.
If we are unable to deploy a multiple-system wave power station, our revenues may not increase, and we
may be unable to achieve and then maintain profitability.

We have not yet deployed a wave power station consisting of an array of two or more PowerBuoy systems. Our
success in developing and deploying a wave power station consisting of an array of two or more PowerBuoy systems
is contingent upon, among other things, receipt of required governmental permits, obtaining adequate financing,
successful array design implementation and finally, successful deployment and connection of the PowerBuoy
systems.

We have not conducted ocean testing or otherwise installed in the ocean a multiple-system wave power station.
In particular, unlike single-system wave power stations, multiple-system wave power stations require use of an
underwater substation to connect the cables from, and collect the electricity generated by, each PowerBuoy system
in the array. If our underwater substation does not work as we anticipate, we will need to design an alternative
system, which could delay our business plans. In addition, unanticipated issues may arise with the logistics and
mechanics of deploying and maintaining multiple PowerBuoy systems at a single site and the additional equipment
associated with these multiple-system wave power stations.

We may be unsuccessful in accomplishing any of these tasks or doing so on a timely basis. The development
and deployment of an array of PowerBuoy systems may require us to incur significant expenses for preliminary
engineering, permitting and legal and other expenses before we can determine whether a project is feasible,
economically attractive or capable of being financed.

If we are unable to deploy larger PowerBuoy systems cost effectively and without damage to the systems,
we may be unable to compete effectively.

We will need to build larger buoys in order to increase the output of our current PowerBuoy systems. The larger
buoys will be more difficult than our current buoys to deploy cost effectively and without damage. Our current
deployment methodologies, including transportation to the installation site and the mooring of the PowerBuoy
systems, will need to be revised for PowerBuoy systems with greater output. If we cannot develop cost effective
methodologies for deployment of the larger PowerBuoy systems, or if it takes us longer to do so than we anticipate,
we may not be able to deploy such systems in the time we anticipate or at all. Therefore, even if we succeed in
increasing the output of our PowerBuoy systems above 40kW, if we are unable to deploy these larger PowerBuoy
systems or encounter problems in doing so, we may be unable to expand our business, maintain our competitive
position, satisfy our contractual obligations or become profitable.
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If we are not successful in completing the development of wave power stations in Spain or France, it
would materially harm our business, financial condition and results of operations.

In July 2006, we entered into an agreement for the first phase of the construction of a wave power station off the
coast of Santofia, Spain, with our customer, Iberdrola Energias Marinas de Cantabria, S.A., or Iberdrola Cantabria.
We refer to this agreement as the Spain construction agreement. Iberdrola Cantabria was formed by affiliates of
Iberdrola and Total, two Spanish governmental agencies and us for the purpose of constructing and operating a wave
power station off the coast of Spain. Under the Spain construction agreement, we have agreed to manufacture and
deploy by no later than December 31, 2009 one 40kW PowerBuoy system and the ocean-based substation and
infrastructure required to connect nine additional 150kW PowerBuoy systems that together are contemplated to
constitute a 1.39MW wave power station. Under the terms of the agreement, our revenues are limited to
reimbursement for our construction costs without any mark-up. In addition, we are required to bear the first
€0.5 million of any cost overruns and to absorb certain other costs as set forth in the agreement. Our estimates of the
project’s costs may increase in the future, and we may be required to seek customer approval for additional increases
in the construction budget for the project. If the construction budget is not increased, we may elect to incur the
additional costs and continue the project, to seek other suppliers for the materials or services related to the cost
increases or to terminate the agreement. Any of such outcomes may have a material adverse effect on our financial
condition and results of operations. We have recently requested our customer to approve an increase in the
construction budget for this project beyond the intitial €2.7 million value of the contract. As of April 30, 2007, we
had recognized an anticipated loss of $1.3 million under the Spain construction agreement, which includes costs
incurred to date and our current estimate of other amounts we may be required to bear under the agreement.

In addition, because the Spain construction agreement does not cover the terms for deployment of all ten
PowerBuoy units, we will need to enter into a subsequent contract with Iberdrola Cantabria before we complete
construction of the full wave power station. If we are unable to successfully manufacture all ten PowerBuoy units or
meet the terms of the Spain construction agreement, or if we are not able to successfully negotiate a subsequent
contract with Iberdrola Cantabria for the deployment of the nine additional PowerBuoy units, we may lose a
material component of our current and anticipated revenue stream. Iberdrola Cantabria has the right to terminate the
agreement if we interrupt our services for more than 180 days and do not resume within a 30-day period or if the first
phase of construction is not complete by December 31, 2009 for reasons attributable to us, or for a serious and
repeated breach of a major obligation that is not cured within a 30-day period after we receive notice of the breach.
If Iberdrola Cantabria were to terminate the Spain construction agreement for any of these reasons, we may not be
able to find another company to fund development of the wave power station. In addition, we have made guarantees
to Iberdrola Cantabria associated with the first phase of construction in respect of the quality, repair and
replacement of the 40kW PowerBuoy system and ocean-based substation and the level of power output of the
40kW PowerBuoy system.

Under our agreement with affiliates of Iberdrola and Total to study and assess the feasibility of a wave power
station off the coast of France, either of Iberdrola or Total may withdraw without further obligation. In addition, in
order to proceed with development of the France wave power station, all three parties must conclude that
development is feasible. If we proceed, Iberdrola, Total and we will form a new company for the purpose of
constructing and operating the wave power station. If either Iberdrola or Total withdraws or does not agree that
development of the wave power station is feasible, we may not be able to proceed with development of the wave
power station. In addition, if we withdraw from the France project, we will remain obligated to supply and install
equipment and provide the new company with assistance and information so that a new company can operate the
wave power station. In addition, pursuant to the France development agreement, we are restricted from developing
or building, or supplying equipment for use in, a PowerBuoy system to any other customer in France until December
2008.

If either of the Spain or France projects were cancelled or otherwise interrupted, it would adversely affect our
business, financial condition and results of operations.
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If we are unable to successfully negotiate and enter into operations and maintenance contracts with our
customers on terms that are acceptable to us, our ability to diversify our revenue stream will be impaired.

An important element of our business strategy is to maximize our revenue opportunities with our existing and
future customers by seeking to enter into operations and maintenance contracts with them under which we would be
paid fees for operating and maintaining wave power stations that they have purchased from us. Even if customers
purchase our PowerBuoy systems, they may not enter into operations and maintenance contracts with us. We may
not be able to negotiate operations and maintenance contracts that provide us with any profit opportunities. Even if
we successfully negotiate and enter into such operations and maintenance contracts, our customers may terminate
them prematurely or they may not be profitable for a variety of reasons, including the presence of unforeseen
hurdles or costs. In addition, our inability to perform adequately under such operations and maintenance contracts
could impair our efforts to successfully market the PowerBuoy systems. Any one of these outcomes could have a
material adverse effect on our business, financial condition and results of operations.

If we are unable to fulfill our obligations under our current operations and maintenance contract in a
cost effective manner, our financial condition and results of operations could be adversely affected.

In January 2007, we entered into an agreement with Iberdrola Cantabria for the monitoring, operation and
maintenance of the 40kW PowerBuoy system and the ocean-based substation and infrastructure to be manufactured
and deployed under the Spain construction agreement. Under this operations and maintenance agreement, we are
required to provide services for two years following provisional acceptance of the PowerBuoy system and
substation and infrastructure. We are to be paid a fixed fee for scheduled maintenance, ongoing operations and
other routine services. In connection with any unscheduled repairs we perform under the operations and main-
tenance agreement, Iberdrola Cantabria and we will agree on the fees, if any, and timing, for those services. To the
extent we would otherwise have profits from the fixed fee at the end of the two-year initial term of the agreement, we
are obligated to reimburse Iberdrola Cantabria for any fees paid to us for unscheduled repairs. If the costs we
actually incur in connection with providing services under the operations and maintenance agreement exceed the
fees we receive, we will incur a loss in connection with these services, which could adversely affect our financial
condition and results of operations.

Our inability to effectively manage our growth could adversely affect our business and operations.

The scope of our operations to date has been limited, and we do not have experience operating on the scale that
we believe will be necessary to achieve profitable operations. Our current personnel, facilities, systems and internal
procedures and controls are not adequate to support our future growth. We plan to add sales, marketing and
engineering offices in additional locations, including Australia, Japan, continental Europe and the west coast of the
United States. We currently estimate that we will need to add approximately 90,000 square feet of leased space by
the end of fiscal 2010 for sales, marketing, engineering, assembly and testing in order to meet our current
manufacturing targets.

To manage the expansion of our operations, we will be required to improve our operational and financial
systems, procedures and controls, increase our manufacturing capacity and throughput and expand, train and
manage our employee base, which must increase significantly if we are to be able to fulfill our current manu-
facturing and growth plans. Our management will also be required to maintain and expand our relationships with
customers, suppliers and other third parties, as well as attract new customers and suppliers. If we do not meet these
challenges, we may be unable to take advantage of market opportunities, execute our business strategies or respond
to competitive pressures.

Problems with the quality or performance of our PowerBuoy systems could adversely affect our business,
financial condition and results of operations.

Our agreements with customers will generally include guarantees with respect to the quality and performance
of our PowerBuoy systems. For example, our agreement to complete the first phase of the construction of a 1.39MW
wave power station off the coast of Santofia, Spain contains guarantees associated with this first phase regarding the
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quality, replacement and repair of the 40kW PowerBuoy system and ocean-based substation and the level of power
output of the 40kW PowerBuoy system.

Because of the limited operating history of our PowerBuoy systems, we have been required to make
assumptions regarding the durability, reliability and performance of the systems, and we cannot predict whether
and to what extent we may be required to perform under the guarantees that we expect to give our customers. Our
assumptions could prove to be materially different from the actual performance of our PowerBuoy systems, causing
us to incur substantial expense to repair or replace defective systems in the future. We will bear the risk of claims
long after we have sold our PowerBuoy systems and recognized revenue. Moreover, any widespread product
failures could adversely affect our business, financial condition and results of operations.

We currently depend on a limited number of customers for substantially all of our revenues. The loss of,
or a significant reduction in revenues from, any of these customers could significantly reduce our
revenues and harm our operating results.

In fiscal 2007, we generated substantially all of our revenues from three entities. The US Navy, our largest
customer, accounted for approximately 54% of our revenues during fiscal 2007, while Iberdrola and Total
accounted for 35% of our revenues. In fiscal 2006, revenues from the US Navy accounted for approximately
61% of our total revenues. Our current contract with the US Navy expires in April 2008. We will be required to enter
into additional contracts with the US Navy, which will require appropriation by the US Congress and the US Navy
in order to receive additional funding. Additional funding for our project with the US Navy may not be approved or
we may not be able to negotiate future agreements with the US Navy on acceptable terms, if at all.

Generally, we recognize revenue on the percentage-of-completion method based on the ratio of costs incurred
to total estimated costs at completion. In certain circumstances, revenue under contracts that have specified
milestones or other performance criteria may be recognized only when our customer acknowledges that such
criteria have been satisfied. In addition, recognition of revenue (and the related costs) may be deferred for fixed-
price contracts until contract completion if we are unable to reasonably estimate the total costs of the project prior to
completion.

Because we currently have a small number of customers and contracts, problems with a single contract can
adversely affect our business, financial condition and results of operations. For example, our revenues in fiscal 2006
decreased significantly from fiscal 2005 primarily as a result of unanticipated delays in our contract with the US
Navy.

Historically, we have relied on a small group of customers for substantially all of our revenue, and such
concentration will continue for the foreseeable future. The loss of any of our customers or their default in payment
could adversely affect our business, financial condition and results of operations.

Our relationships with our alliance partners may not be successful and we may not be successful in
establishing additional relationships, which could adversely affect our ability to commercialize our
products and services.

An important element of our business strategy is to enter into development agreements and strategic alliances
with regional utility and energy companies committed to providing electricity from renewable energy sources. If we
are unable to reach agreements with suitable alliance partners, we may fail to meet our business objectives for the
commercialization of our PowerBuoy system. We may face significant competition in seeking appropriate alliance
partners. Moreover, these development agreements and strategic alliances are complex to negotiate and time
consuming to document. We may not be successful in our efforts to establish additional strategic relationships or
other alternative arrangements. The terms of any additional strategic relationships or other arrangements that we
establish may not be favorable to us. In addition, these relationships may not be successful, and we may be unable to
sell and market our PowerBuoy systems to these companies and their affiliates and customers in the future, or
growth opportunities may not materialize, any of which could adversely affect our business, financial condition and
results of operations.
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Management estimates that had the average yield on our cash, cash equivalents and certificates of deposit
decreased by 100 basis points, our interest income for the year ended April 30, 2007 would have decreased by
approximately $0.3 million. This estimate assumes that the decrease occurred on the first day of fiscal 2007 and
reduced the yield of each investment by 100 basis points. The impact on our future interest income of future changes in
investment yields will depend largely on the gross amount of our cash, cash equivalents, and investments.

We transact business in various countries and have exposure to fluctuations in foreign currency exchange rates.
Foreign exchange gains and losses arise in the translation of foreign-denominated assets and liabilities, which may
result in realized and unrealized gains or losses from exchange rate fluctuations. Since we conduct our business in US
dollars and our functional currency is the US dollar, our main foreign exchange exposure, if any, results from changes
in the exchange rate between the US dollar and the British pound sterling, the Euro and the Australian dollar.

We invest in certificates of deposit and maintain cash accounts that are denominated in British pounds, Euros
and Australian dollars. These foreign denominated certificates of deposit and cash accounts had a balance of
$15.6 million as of April 30, 2007 and $16.7 million as of April 30, 2006, compared to our total certificates of
deposits and cash account balances of $115.9 million as of April 30, 2007 and $32.4 million as of April 30, 2006.
These foreign currency balances are translated at each month end to our functional currency, the US dollar, and any
resulting gain or loss is recognized in our results of operations.

In addition, a portion of our operations is conducted through our subsidiaries in countries other than the
United States, specifically Ocean Power Technologies Ltd. in the United Kingdom, the functional currency of
which is the British pound sterling, and Ocean Power Technologies (Australasia) Pty Ltd. in Australia, the
functional currency of which is the Australian dollar. Both of these subsidiaries have foreign exchange exposure that
results from changes in the exchange rate between their functional currency and other foreign currencies in which
they conduct business. All of our international revenues for the year ended April 30, 2007 were recorded in Euros,
British pounds or Australian dollars. If the foreign currency exchange rates had fluctuated by 10% as of April 30,
2007, our foreign exchange gain would have changed by approximately $1.7 million.

We currently do not hedge exchange rate exposure. However, we assess the anticipated foreign currency
working capital requirements and capital asset acquisitions of our foreign operations and attempt to maintain a
portion of our cash, cash equivalents and certificates of deposit denominated in foreign currencies sufficient to
satisfy these anticipated requirements. We also assess the need and cost to utilize financial instruments to hedge
currency exposures on an ongoing basis and may hedge against exchange rate exposure in the future.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The financial statements and supplementary data required by this item are listed in Item 15 — “Exhibits and
Financial Statement Schedules” of this Annual Report.

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

Not applicable.

ITEM 9A. CONTROLS AND PROCEDURES

Disclosure controls and procedures are our controls and other procedures that are designed to ensure that
information required to be disclosed by us in the reports that we file or submit under the Securities Exchange Act of
1934, or the Exchange Act, is recorded, processed, summarized and reported within the time periods specified in the
SEC’s rules and forms. Disclosure controls and procedures include, without limitation, controls and procedures
designed to ensure that information required to be disclosed by us in the reports that we file or submit under the
Exchange Act is accumulated and communicated to our management, including our Chief Executive Officer and
Chief Financial Officer, as appropriate, to allow timely decisions regarding required disclosure.

As of the end of the period covered by this report, we carried out an evaluation, under the supervision and with
the participation of our management, including our Chief Executive Officer and Chief Financial Officer, of the
effectiveness of the design and operation of our disclosure controls and procedures pursuant to Exchange Act
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Rule 13a-15(b). Based upon that evaluation, as of April 30, 2007, our Chief Executive Officer along with the Chief
Financial Officer concluded that our disclosure controls and procedures are effective in timely alerting them to
material information relating to the company required to be included in our periodic SEC filings.

This Annual Report does not include a report of management’s assessment regarding internal control over

financial reporting or an attestation report of our independent registered public accounting firm due to a transition
period established by the rules of the SEC for newly public companies.

ITEM 9B. OTHER INFORMATION

Not applicable.

PART III

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE
The information set forth in the Proxy Statement for the 2007 Annual Meeting of Stockholders, or the Proxy

Statement, is incorporated herein by reference. The Proxy Statement will be filed with the SEC within 120 days
after the end of the fiscal year covered by this Form 10-K.

ITEM 11. EXECUTIVE COMPENSATION

The information set forth in the Proxy Statement is incorporated herein by reference. The Proxy Statement will
be filed with the SEC within 120 days after the end of the fiscal year covered by this Form 10-K.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS

The information set forth in the Proxy Statement is incorporated herein by reference. The Proxy Statement will
be filed with the SEC within 120 days after the end of the fiscal year covered by this Form 10-K.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR
INDEPENDENCE

The information set forth in the Proxy Statement is incorporated herein by reference. The Proxy Statement will
be filed with the SEC within 120 days after the end of the fiscal year covered by this Form 10-K.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information set forth in the Proxy Statement is incorporated herein by reference. The Proxy Statement will
be filed with the SEC within 120 days after the end of the fiscal year covered by this Form 10-K.

PART 1V

ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES
(a) (1) Financial Statements: See Index to Consolidated Financial Statements on page F-1.
(3) Exhibits: See Exhibits Index on pages 59 to 60.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has
duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

OCEAN POWER TECHNOLOGIES,
INCORPORATED

Date: July 27, 2007
By: /s/ GEORGE W. TAYLOR

George W. Taylor
Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the Registrant and in the capacities and on the dates indicated:

Signature Title Date
/s/ GEORGE W. TAYLOR Director, Chief Executive Officer July 27, 2007
George W. Taylor (Principal Executive Officer)
/s/ SEyMOUR S. PresTON 111 Chairman of the Board of Directors July 27, 2007

Seymour S. Preston III

/s/ CHARLES F. DUNLEAVY Director, Chief Financial Officer, July 27, 2007
Senior Vice President, Treasurer and
Secretary (Principal Financial Officer

and Principal Accounting Officer)

Charles F. Dunleavy

/s/ Eric A. AsH Director July 27, 2007
Eric A. Ash
/s/ TraoMAS J. MEANEY Director July 27, 2007

Thomas J. Meaney
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Exhibit

Number
3.1
3.2
33
34

4.1

10.1+

10.2+

10.3+

10.4

10.5

10.6

10.7
10.8

10.9

10.10

10.11
10.12
10.13
10.14

10.15

Exhibits Index

Description

Certificate of Incorporation of the Registrant, as amended (incorporated by reference from Exhibit 3.1 to
Form S-1 filed November 13, 2006)

Form of Restated Certificate of Incorporation of the Registrant which became effective prior to the initial
public offering (incorporated by reference from Exhibit 3.2 to Form S-1/A filed March 19, 2007)

Bylaws of the Registrant (incorporated by reference from Exhibit 3.3 to Form S-1 filed November 13, 2006)

Form of Amended and Restated Bylaws of the Registrant, which became effective prior to the closing of
the initial public offering (incorporated by reference from Exhibit 3.4 to Form S-1/A filed March 19,
2007)

Specimen certificate of common stock (incorporated by reference from Exhibit 4.1 to Form S-1/A filed
March 19, 2007)

Engineering, Procurement and Construction of a Wave Energy Power Plant at “Punta del Pescador”
(Santofa, Spain), dated July 27, 2006, between Iberdrola Energias Marinas de Cantabria, S.A. and Ocean
Powers Technologies Limited (incorporated by reference from Exhibit 10.1 to Form S-1 filed
November 13, 2006)

Contract Number N00014-05-C-0384, dated September 20, 2005, between the Office of Naval Research,
U.S. Navy and Ocean Power Technologies, Inc., as amended by the Amendment of Solicitation/
Modification of Contract dated March 22, 2007 (incorporated by reference from Exhibit 10.2 to
Form S-1 filed November 13, 2006)

Contract Number N00014-02-C-0053, dated February 8, 2002, between the Office of Naval Research,
U.S. Navy and Ocean Power Technologies Inc., as modified (incorporated by reference from Exhibit 10.3
to Form S-1 filed November 13, 2006)

Option Agreement for Purchase of Emissions Credits, dated November 24, 2000 between Ocean Power
Technologies, Inc. and its affiliates and Woodside Sustainable Energy Solutions Pty. Ltd. (incorporated by
reference from Exhibit 10.4 to Form S-1 filed November 13, 2006)

1994 Stock Option Plan (incorporated by reference from Exhibit 10.4 to Form S-1 filed November 13, 2006)*
Incentive Stock Option Plan (incorporated by reference from Exhibit 10.6 to Form S-1 filed
November 13, 2006)*

2001 Stock Plan (incorporated by reference from Exhibit 10.7 to Form S-1 filed November 13, 2006)*
2006 Stock Incentive Plan (incorporated by reference from Exhibit 10.8 to Form S-1/A filed March 19,
2007)*

Amended and Restated Voting and Right of First Refusal Agreement, dated April 18, 2005, between
Ocean Power Technologies, Inc., George W. Taylor and JoAnne E. Burns (incorporated by reference from
Exhibit 10.9 to Form S-1 filed November 13, 2006)

Agreement to Refinance, dated November 14, 1993 between Joseph R. Burns, Michael Y. Epstein,
George W. Taylor and Ocean Powers Technologies, Inc. (incorporated by reference from Exhibit 10.10 to
Form S-1 filed November 13, 2006)

Employment Agreement, dated October 23, 2003, between Charles F. Dunleavy and Ocean Power
Technologies, Inc. (incorporated by reference from Exhibit 10.11 to Form S-1 filed November 13, 2006)*

Employment Agreement, dated October 23, 2003, between George W. Taylor and Ocean Power
Technologies, Inc. (incorporated by reference from Exhibit 10.12 to Form S-1 filed November 13, 2006)*

Consultant Agreement, dated August 1, 1999, between Thomas J. Meaney and Ocean Power
Technologies, Inc. (incorporated by reference from Exhibit 10.13 to Form S-1 filed November 13, 2006)

Employment Agreement, dated September 9, 2004, between Mark R. Draper and Ocean Power
Technologies Ltd. (incorporated by reference from Exhibit 10.14 to Form S-1 filed November 13, 2006)*

Employment Agreement, dated September 30, 2005, between John A. Baylouny and Ocean Power
Technologies, Inc. (incorporated by reference from Exhibit 10.15 to Form S-1 filed November 13, 2006)*
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Exhibit
Number

10.16

10.17

10.18

10.19+

10.20

10.21

10.22+

21.1

23.1
31.1
31.2
32.1
322

Description

Lease Agreement, dated August 30, 2005 between Ocean Power Technologies, Inc. and Reed Road
Industrial Park LLC #1, as amended on January 27, 2006 (incorporated by reference from Exhibit 10.16 to
Form S-1 filed November 13, 2006)

Lease, dated January 15, 2007, between University of Warwick Science Park Innovation Centre Limited
and Ocean Power Technologies Ltd. (incorporated by reference from Exhibit 10.17 to Form S-1/A filed
March 19, 2007)

Agreement for Renewable Energy Economic Development Grants, dated November 3, 2003, between
State of New Jersey Board of Public Utilities and Ocean Power Technologies, Inc. (incorporated by
reference from Exhibit 10.18 to Form S-1/A filed March 19, 2007)

Contract for the Development and Application of a Sea Wave Energy Generation System in France, dated
as of June 17, 2005, between Iberdrola Energias Renovables II, S.A. Sociedad Unipersonal, Total Energie
Development SA, Ocean Power Technologies Ltd. and Ocean Power Technologies, Inc. (incorporated by
reference from Exhibit 10.19 to Form S-1/A filed March 19, 2007)

Contract Number DM259735, dated September 17, 2005 between Lockheed Martin Corporation
Maritime Systems and Sensors (MS2) and Ocean Power Technologies, Inc., as modified
(incorporated by reference from Exhibit 10.20 to Form S-1/A filed March 19, 2007)

Marketing Cooperation Agreement, dated September 9, 2006, between Ocean Power Technologies, Inc.
and Lockheed Martin Corporation through its Maritime Systems and Sensors business unit (incorporated
by reference from Exhibit 10.21 to Form S-1/A filed April 10, 2007)

Contract Number N00014-07-C-0617, dated May 24, 2007, between the Office of Naval Research, U.S.
Navy and Ocean Power Technologies, Inc. (incorporated by reference from Exhibit 99.1+ to Form 8K
filed June 8, 2007)

Subsidiaries of the Registrant (incorporated by reference from Exhibit 21.1 to Form S-1/A filed
March 19, 2007)

Consent of KPMG LLP

Certification of Chief Executive Officer

Certification of Chief Financial Officer

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

+ Confidential treatment requested as to certain portions, which portions have been omitted and filed separately
with the Securities and Exchange Commission.

* Management contract or compensatory plan or arrangement

60


%%TRANSMSG*** Transmitting Job: Y37066 PCN: 060000000 ***%%PCMSG|60     |00011|Yes|No|07/27/2007 20:26|0|0|Page is valid, no graphics -- Color: N|
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Ocean Power Technologies, Inc.:

We have audited the accompanying consolidated balance sheets of Ocean Power Technologies, Inc. and
subsidiaries as of April 30, 2006 and 2007, and the related consolidated statements of operations, stockholders’
equity and comprehensive loss, and cash flows for each of the years in the three-year period ended April 30, 2007.
These consolidated financial statements are the responsibility of the Company’s management. Our responsibility is
to express an opinion on these consolidated financial statements based on our audits.

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

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of Ocean Power Technologies, Inc. and subsidiaries as of April 30, 2006 and 2007, and the
results of their operations and their cash flows for each of the years in the three-year period ended April 30, 2007, in
conformity with U.S. generally accepted accounting principles.

As discussed in Note 2 to the consolidated financial statements, effective May 1, 2006, the Company adopted
the fair value method of accounting for stock-based compensation as required by Statement of Financial
Accounting Standards No. 123(R), Share-Based Payment.

/s/ KPMG LLP

Philadelphia, Pennsylvania
July 27, 2007
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OCEAN POWER TECHNOLOGIES, INC. AND SUBSIDIARIES

Consolidated Balance Sheets

April 30,
2006 2007
ASSETS
Current assets:

Cash and cash equivalents . ................. .o, $ 31,957,209 107,505,473

Certificates of deposit .. ... ..., 482,156 8,390,146

Accounts receivable . . . . ... — 865,081

Unbilled receivables. . .. ... .o 211,000 313,080

Other current assets . . ... ..ot ittt it et et et e e 331,139 441,342

Total current assetS. . . . .. ..ottt 32,981,504 117,515,122
Property and equipment, net . ........... .. ... 544,285 387,923
Patents, net of accumulated amortization of $157,451 and $176,840,

TESPECHIVELY . . o o 372,448 597,280
Restricted cash . . ... .. — 983,376
Other NONCUITENT ASSELS . . . o v v v vt e e e e et et e e e et e e e e e e 97,901 227,845

Total @assets . . ..ot $ 33,996,138 119,711,546
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:

Accounts payable. . . ... ... $ 242,624 1,708,408

ACCTUEd EXPENSES . . v v vttt e 1,726,870 4,593,413

Unearned TEVENUES. . . . . o vt et e e e e e e e e e e e e 14,405 —

Other current liabilities . . . . ... .. 111,576 26,106

Total current liabilities . . . .. ... ... . 2,095,475 6,327,927
Long-term debt . . . ... 233,959 231,585
Deferred rent. . . ... . — 10,825
Deferred creditS. . . .. oo ot 600,000 600,000

Total lHabilities . . . . ... 2,929,434 7,170,337
Commitments and contingencies (note 13)

Stockholders’ equity:

Preferred stock, $0.001 par value; authorized 5,000,000 shares, issued or

OULStANAING . . . o oo — —

Common stock, $0.001 par value; authorized 105,000,000 shares, issued and

outstanding 5,171,119 and 10,186,254 shares, respectively . . ........... 5,171 10,186

Additional paid-in capital. . . ........ ... .. 59,725,777 150,842,671

Accumulated deficit. . ... ... ... (28,632,153)  (38,270,918)

Accumulated other comprehensive loss. . . .......................... (32,091) (40,730)

Total stockholders” equity . . . ......... ... i 31,066,704 112,541,209

Total liabilities and stockholders’ equity . ......................... $ 33,996,138 119,711,546

See accompanying notes to consolidated financial statements.
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OCEAN POWER TECHNOLOGIES, INC. AND SUBSIDIARIES

Consolidated Statements of Operations

Year Ended April 30,

2005 2006 2007
Revenues . ......... ... $ 5,365,235 1,747,715 2,531,315
CoSt Of TEVENUES . .« . o v et et e e e e e e e e e e e 5,170,521 2,059,318 3,983,742
Gross profit (10SS) . . ..o v 194,714 (311,603) (1,452,427)
Operating expenses:
Product development costs .. .............ooviiin... 904,618 4,224,997 6,219,893
Selling, general and administrative costs . ................. 2,553,911 3,190,687 4,893,580
Total operating eXpenses . . ... .......uuuvunnnnnnnnn.. 3,458,529 7,415,684 11,113,473
Operating loss . .. ..ottt (3,263,815) (7,727,287) (12,565,900)
Interest income, N€t . . ... .. i 1,297,156 1,408,361 1,389,702
Otherincome .. ......... .. e 1,545 74,294 13,906
Foreign exchange gain (loss). . .......... .. ... ... ... ...... 1,507,145 (978,242) 1,523,527
Loss before income taxes. . .. ..ot (457,969) (7,222,874) (9,638,765)
Income tax benefit ... ... . .. . ... 29,335 143,963 —
Net 10SS. o oo $ (428,634) (7,078911)  (9,638,765)
Basic and diluted net loss per share. . ...................... $ (0.08) (1.37) (1.83)
Weighted average shares used to compute basic and diluted net
losspershare . ........ ... 5,135,550 5,162,340 5,260,794

See accompanying notes to consolidated financial statements.
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OCEAN POWER TECHNOLOGIES, INC. AND SUBSIDIARIES

Consolidated Statements of Stockholders’ Equity and Comprehensive Loss

Balance, May 1,2004............
Netloss . .......c.ouiin. ..

Foreign currency translation
adjustment

Total comprehensive loss . . . ... ..

Compensation related to stock option
grants issued to employees. . . . . ..

Compensation related to stock option
grants issued for services. . ......

Adjustment for stockholder reduction
in shares held

Proceeds from exercise of stock
Options . . . .. oot

Foreign currency translation
adjustment

Total comprehensive loss . . . ... ..

Compensation related to stock option
grants issued to employees. . . . . ..

Compensation related to stock option
grants issued for services. .......

Shares issued for amounts received in
prior years

Proceeds from exercise of stock
OptioNS . .+« v v v e

Balance, April 30, 2006
Netloss . ............ ...

Foreign currency translation
adjustment

Total comprehensive loss . . . ... ..

Compensation related to stock option
grants issued to employees. . . . . ..

Compensation related to stock option
grants issued for services. .......

Adjustment for reverse stock split
rounding. .. .................

Sale of common stock, net of
1SSUANCe COStS . . . v v v e

Proceeds from exercise of stock
options . . ... ...

Balance, April 30, 2007

Accumulated
Additional Other
Common Stock Paid-in Accumulated  Comprehensive  Stockholders’
Shares Amount Capital Deficit Loss Equity

5,116,502 $ 5,116 59,005,666 (21,124,608) (32,928) 37,853,246
_ — —  (428,634) — (428,634)
— — — — (6,405) (6,405)
(435,039)

— — 131,500 — — 131,500

— — 53,174 — — 53,174
(1,397) (1) 1 — — —
36,116 36 233,614 — — 233,650
5,151,221 5,151 59,423,955 (21,553,242) (39,333) 37,836,531
— — —  (7,078,911) — (7,078,911)

_ — — — 7,242 7,242
(7,071,669)

— — 44,000 — — 44,000

— — 85,139 — — 85,139

2,732 3 49,997 — — 50,000
17,166 17 122,686 — — 122,703
5,171,119 5,171 59,725,777 (28,632,153) (32,091) 31,066,704
— — —  (9,638,765) — (9,638,765)
— — — — (8,639) (8,639)
(9,647,404)

— — 1,082,181 — — 1,082,181

— — 70,235 — — 70,235

©  — — — — —
5,000,000 5,000 89,898,819 — — 89,903,819
15,144 15 65,659 — — 65,674
10,186,254 $10,186 150,842,671 (38,270,918) (40,730) 112,541,209

See accompanying notes to consolidated financial statements.
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OCEAN POWER TECHNOLOGIES, INC. AND SUBSIDIARIES

Consolidated Statements of Cash Flows

Year Ended April 30,

2005 2006 2007
Cash flows from operating activities:
Nt 10SS . « vt $ (428,634) (7,078,911) (9,638,765)
Adjustments to reconcile net loss to net cash used in operating
activities:
Foreign exchange (gain) loss ........................... (1,507,145) 978,242 (1,523,527)
Depreciation and amortization . . .................c.c...... 140,984 233,132 269,075
Loss on disposal of equipment . ......................... — — 24,572
Compensation expense related to stock option grants. . ... ... .. 184,674 129,139 1,152,416
Realization of deferred credits . ......................... — (75,000) —
Deferred rent . .. ... .. . — — 10,825
Changes in operating assets and liabilities:
Accounts receivable . ... ... ... (621,499) 668,424 (827,287)
Unbilled receivables . . ......... ..., (268,216) 611,037 (95,896)
Other current assetS . ... ... vvtiinn e (239,274) 161,505 (99,436)
Accounts payable . . . ... .. 404,491 (632,778) 1,233,484
AcCrued EXPeNSeS . . o v v 708,022 (121,840) 2,126,616
Unearned reVENUES . . . . . vttt it e et e e (246,890) (2,383) (14,405)
Other current liabilities . . . .. .. ... . . — 57,803 (85,470)
Net cash used in operating activities . ................. (1,873,487) (5,071,630) (7,467,798)
Cash flows from investing activities:
Purchases of certificates of deposit. . ....................... (58,050,287) (62,677,400) (55,187,304)
Maturities of certificates of deposit. ... ..................... 33,573,254 87,397,606 47,279,314
Restricted cash. . . ...... ... .. .. . . . . . — — (983,376)
Purchases of equipment . . ............... ... .. (435,488) (330,047) (107,271)
Payments of patent COStS . .. ... ... (125,414) (587,396) (217,763)
Investments in joint ventures and other noncurrent assets ... ..... (78,399) (30,747)  (122,001)
Net cash (used in) provided by investing activities . . . ... .. (25,116,334) 24,302,016 (9,338,401)
Cash flows from financing activities:
Sale of common stock, net of issuance costs. .. ............... — — 90,773,935
Proceeds from exercise of stock options . . ................... 233,650 122,703 65,674
Net cash provided by financing activities. . ............. 233,650 122,703 90,839,609
Effect of exchange rate changes on cash and cash equivalents. . . . . .. 1,500,740 (980,694) 1,514,854
Net (decrease) increase in cash and cash equivalents . .. ... (25,255,431) 18,372,395 75,548,264
Cash and cash equivalents, beginning of period ................. 38,840,245 13,584,814 31,957,209
Cash and cash equivalents, end of period . .. ................... $ 13,584,814 31,957,209 107,505,473
Supplemental disclosure of noncash investing and financing activities:
Issuance of shares in connection with amounts received in prior
VEATS & o ot et e et e e e e $ — 50,000 —
Capitalized patent costs financed through accounts payable . . . . . .. — — 30,343
Stock issuance costs financed through accounts payable and
ACCTUCA EXPEISES . « v v v v v e et et e — — 870,116

See accompanying notes to consolidated financial statements.
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OCEAN POWER TECHNOLOGIES, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements

(1) Background

Ocean Power Technologies, Inc. (the Company) was incorporated on April 19, 1984 in the State of New Jersey,
commenced active operations in 1994 and re-incorporated in the State of Delaware in April 2007. The Company
develops and is commercializing proprietary systems that generate electricity by harnessing the renewable energy
of ocean waves. The Company markets and sells its products in the United States and internationally.

(2) Summary of Significant Accounting Policies
(a) Consolidation

The accompanying consolidated financial statements include the accounts of the Company and its majority
owned subsidiaries. All significant intercompany balances and transactions have been eliminated in consolidation.

In addition, the Company evaluates its relationships with other entities to identify whether they are variable
interest entities as defined by Financial Accounting Standards Board (FASB) Interpretation No. 46(R), Consol-
idation of Variable Interest Entities (FIN 46R), and to assess whether it is the primary beneficiary of such entities. If
the determination is made that the Company is the primary beneficiary, then that entity is included in the
consolidated financial statements in accordance with FIN 46R.

(b) Use of Estimates

The preparation of the consolidated financial statements requires management of the Company to make a
number of estimates and assumptions relating to the reported amounts of assets and liabilities and the disclosure of
contingent assets and liabilities at the date of the consolidated financial statements and the reported amounts of
revenues and expenses during the period. Significant items subject to such estimates and assumptions include the
recoverability of the carrying amount of property and equipment and patents; valuation allowances for receivables
and deferred income tax assets; and percentage of completion of customer contracts for purposes of revenue
recognition. Actual results could differ from those estimates.

(c) Revenue Recognition

The Company recognizes revenue on government and commercial contracts under the percentage-of-com-
pletion method. The percentage of completion is determined by relating the costs incurred to date to the estimated
total costs. The cumulative effects resulting from revisions of estimated total contract costs and revenues are
recorded in the period in which the facts requiring revision become known. Upon anticipating a loss on a contract,
the Company recognizes the full amount of the anticipated loss in the current period. During the years ended
April 30, 2005 and 2007, the Company recorded provisions of approximately $21,000 and $1,290,000, respectively,
related to anticipated losses on contracts. Reserves related to loss contracts in the amounts of approximately
$785,000 and $1,780,000 are included in accrued expenses in the accompanying consolidated balance sheets as of
April 30, 2006 and 2007, respectively.

Unbilled receivables represent expenditures on contracts, plus applicable profit margin, not yet billed.
Unbilled receivables are normally billed and collected within one year. Billings made on contracts are recorded
as areduction of unbilled receivables, and to the extent that such billings exceed costs incurred plus applicable profit
margin, they are recorded as unearned revenues.

(d) Cash Equivalents

Cash equivalents consist of investments in short-term financial instruments with maturities of three months or
less from the date of purchase. Cash and cash equivalents include $31,506,000 and $13,254,000 of certificates of
deposit with an initial term of less than three months at April 30, 2006 and 2007, respectively, and $93,000,000
invested in a money market fund as of April 30, 2007.
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(e) Restricted Cash and Credit Facility

As of April 30,2007, the Company had $983,376 in cash restricted under the terms of a security agreement (the
Agreement) between Ocean Power Technologies, Inc and Barclays Bank. Under the Agreement, this cash is on
deposit at Barclays Bank and serves as security for letters of credit which are expected to be issued by Barclays
Bank on behalf of Ocean Power Technologies Ltd., under a €800,000 credit facility established by Barclays Bank
for Ocean Power Technologies Ltd. The credit facility is for the issuance of letters of credit and bank guarantees,
and carries a fee of 1% per annum of the amount of any such obligations issued by Barclays Bank. The credit facility
does not have an expiration date, and is cancelable at the discretion of the bank.

(f) Property and Equipment

Property and equipment is stated at cost, less accumulated depreciation and amortization. Depreciation and
amortization is calculated using the straight-line method over the estimated useful lives (three to seven years) of the
assets. Leasehold improvements are amortized using the straight-line method over the shorter of the estimated
useful life of the asset or the remaining lease term. Expenses for maintenance and repairs are charged to operations
as incurred. Depreciation was $112,070, $213,374 and $247,515 for the years ended April 30, 2005, 2006 and 2007,
respectively.

(g) Foreign Exchange Gains and Losses

The Company has invested in certain certificates of deposit and has maintained cash accounts that are
denominated in British pound sterling, Euros and Australian dollars. Such certificates of deposit and cash accounts
had a balance of approximately $16,724,000 and $15,646,000 as of April 30, 2006 and 2007, respectively. Such
positions may result in realized and unrealized foreign exchange gains or losses from exchange rate fluctuations,
which are included in foreign exchange gain (loss) on the accompanying consolidated statements of operations.

(h) Patents

External costs related to the filing of patents, including legal and filing fees, are capitalized. Amortization is
calculated using the straight-line method over the life of the patents (17 years). Expenses for the development of
technology are charged to operations as incurred. Amortization expense was $28,914, $19,758 and $21,560 for the
years ended April 30, 2005, 2006 and 2007, respectively. Amortization expense for the next five fiscal years related
to amounts capitalized for patents as of April 30, 2007 is estimated to be approximately $22,000 per year.

(i) Long-Lived Assets

In accordance with Statement of Financial Accounting Standards (SFAS) No. 144, Accounting for the
Impairment or Disposal of Long-Lived Assets, long-lived assets, such as property and equipment, and purchased
intangible assets subject to amortization, are reviewed for impairment whenever events or changes in circumstances
indicate that the carrying amount of the asset may not be recoverable. Recoverability of assets to be held and used is
measured by a comparison of the carrying amount of the asset to estimated undiscounted future cash flows expected
to be generated by the asset. If the carrying amount of the asset exceeds its estimated future cash flows, then an
impairment charge is recognized by the amount by which the carrying amount of the asset exceeds the fair value of
the asset. Assets to be disposed of would be separately presented in the consolidated balance sheet and reported at
the lower of the carrying amount or fair value less costs to sell, and are no longer depreciated. The assets and
liabilities of a disposal group classified as held for sale would be presented separately in the appropriate asset and
liability sections of the consolidated balance sheet. The Company reviewed its long-lived assets for indicators of
impairment in accordance with SFAS No. 144 and determined that no impairment review was necessary for the
years ended April 30, 2005, 2006 and 2007.

() Concentration of Credit Risk

Financial instruments that potentially subject the Company to concentration of credit risk consist principally of
cash balances, bank certificates of deposit and trade receivables. The Company invests its excess cash in highly
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liquid investments (principally short-term bank deposits and a money market fund) and does not believe that it is
exposed to any significant risks related to its cash accounts, money market fund or certificates of deposit.

The table below shows the percentage of the Company’s revenues derived from customers whose revenues
accounted for at least 10% of the Company’s consolidated revenues for the periods indicated:
Years Ended April 30,

Customer % w w
US Navy . o oot e e e e e e 57% 61% 54%
Iberdrola and Total . ... ...... ... .. . . . . . . e 4% 9% 35%
Lockheed Martin . . . . ... .. i e 2% 2% —

The loss of, or a significant reduction in revenues from, any of these customers could significantly impact the
Company’s financial position or results of operations. The Company does not require collateral from its customers.

(k) Net Loss per Common Share

Basic and diluted net loss per share for all periods presented is computed by dividing net loss by the weighted
average number of shares of common stock outstanding during the period. Due to the Company’s net losses,
potentially dilutive securities, consisting of outstanding stock options, were excluded from the diluted loss per share
calculation due to their anti-dilutive effect.

In computing diluted net loss per share, 1,116,281, 1,205,030, and 1,303,574 options to purchase shares of
common stock were excluded from the computations for the years ended April 30, 2005, 2006 and 2007,
respectively.

(1) Stock-Based Compensation

Prior to May 1, 2006, the Company applied the intrinsic-value-based method of accounting prescribed by
Accounting Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to Employees, and related
interpretations including FASB Interpretation No. 44, Accounting for Certain Transactions Involving Stock
Compensation, to account for its fixed plan stock options. Under this method, compensation expense was recorded
only if on the date of grant the market price of the underlying stock exceeded the exercise price. SFAS No. 123,
Accounting for Stock-Based Compensation, and SFAS No. 148, Accounting for Stock-Based Compensation —
Transition and Disclosure, established accounting and disclosure requirements using a fair-value-based method of
accounting for stock-based employee compensation plans. As permitted by existing accounting standards, the
Company elected to continue to apply the intrinsic-value-based method of accounting described above, and adopted
only the disclosure requirements of SFAS No. 123, as amended. The following table illustrates the effect on net loss
if the fair-value-based method had been applied to all outstanding and unvested awards in the periods presented:

Years Ended April 30,

2005 2006

Net loss, as reported . . ... ..o $ (428,634) (7,078911)
Add stock-based employee compensation expense included in reported

NEt 10SS . . .o o 131,500 44,000
Deduct total stock-based employee compensation expense determined

under fair-value-based method for all awards . .................. (1,367,000) (680,000)
Pro forma net 10SS. . . ... . oo $(1,664,134) (7,714911)
Basic and diluted net loss per share, as reported. . . ................ $ (0.08) (1.37)
Basic and diluted net loss per share, pro forma ................... $ (0.32) (1.49)

In accordance with SFAS No. 123, as amended by SFAS No. 148, the fair value of option grants is estimated on
the date of grant using the Black-Scholes option pricing model for pro forma disclosure purposes with the following
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weighted-average assumptions used for grants: dividend yield of 0%; risk-free interest rate of 4% and 4.9% for the
years ended April 30, 2005 and 2006, respectively; an expected option life of 8.9 years and 9.3 years for the years
ended April 30, 2005 and 2006, respectively; and volatility of 80.8% and 72% for the years ended April 30, 2005
and 2006, respectively. These assumptions were used to determine the weighted average per share fair value of
$13.92 and $10.20 for stock options granted during the years ended April 30, 2005 and 2006, respectively.

On May 1, 2006, the Company adopted the provisions of SFAS No. 123 (revised 2004), Share-Based Payment
(SFAS No. 123R), which requires that the costs resulting from all share-based payment transactions be recognized
in the consolidated financial statements at their fair values. The Company adopted SFAS No. 123R using the
modified prospective application method under which the provisions of SFAS No. 123R apply to new awards and to
awards modified, repurchased, or canceled after the adoption date. Additionally, compensation cost for the portion
of the awards for which the requisite service had not been rendered that were outstanding as of May 1, 2006 will be
recognized in the consolidated statements of operations over the remaining service period after such date based on
the award’s original estimated fair value. The aggregate share-based compensation expense recorded in the
consolidated statements of operations for the year ended April 30, 2007 under SFAS No. 123R was approximately
$1,082,000. The Company would have recorded an immaterial amount of share-based compensation expense
related to employees for the year ended April 30, 2007 if it had continued to account for share-based compensation
under APB Opinion No. 25. For the year ended April 30, 2007, this additional share-based compensation increased
the net loss by approximately $1,073,000 and increased basic and diluted loss per share by approximately $0.20.

Valuation Assumptions for Options Granted During the Year Ended April 30, 2007

The fair value of each stock option granted during the year ended April 30, 2007 was estimated at the date of
grant using the Black-Scholes option pricing model, assuming no dividends and using the weighted average
valuation assumptions noted in the following table. The risk-free rate is based on the U.S. Treasury yield curve in
effect at the time of grant. The expected life (estimated period of time outstanding) of the stock options granted was
estimated using the “simplified” method as permitted by the Securities and Exchange Commission’s Staff
Accounting Bulletin No. 107, Share-Based Payment. Expected volatility was based on historical volatility for a
peer group of companies for a period equal to the stock option’s expected life, calculated on a daily basis.

Risk-free Interest rate . . . . . ..o e 5%
Expected dividend yield . .. ... ... . e 0.0%
Expected life . . ... ... 5.5 years

Expected volatility . ... ... ... e 72.0%

The above assumptions were used to determine the weighted average per share fair value of $8.80 for stock
options granted during the year ended April 30, 2007.

(m) Accounting for Income Taxes

Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities are
recognized for the future tax consequences attributable to differences between the financial statement carrying
amounts of existing assets and liabilities and their respective tax bases and operating loss and tax credit
carryforwards. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to
taxable income in the years in which those temporary differences and operating loss and tax credit carryforwards are
expected to be recovered, settled or utilized. The effect on deferred tax assets and liabilities of a change in tax rates
is recognized in income in the period that includes the enactment date.

(n) Accumulated Other Comprehensive Loss

The functional currency for the Company’s foreign operations is the applicable local currency. The translation
from the applicable foreign currencies to U.S. dollars is performed for balance sheet accounts using the exchange
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rates in effect at the balance sheet date and for revenue and expense accounts using an average exchange rate during
the period. The unrealized gains or losses resulting from such translation are included in accumulated other
comprehensive loss within stockholders’ equity.

(0) Recent Accounting Pronouncements

In June 2005, the FASB issued SFAS No. 154, Accounting Changes and Error Corrections, which requires
entities that voluntarily make a change in accounting principle to apply that change retrospectively to prior periods’
financial statements, unless this would be impracticable. SFAS No. 154 supersedes APB Opinion No. 20,
Accounting Changes, which previously required that most voluntary changes in accounting principles be recog-
nized by including the cumulative effect of changing to the new accounting principle in the current period’s net
income or loss. SFAS No. 154 also makes a distinction between ‘“‘retrospective application” of an accounting
principle and the “restatement” of financial statements to reflect the correction of an error. Another significant
change in practice under SFAS No. 154 will be that if an entity changes its method of depreciation, amortization or
depletion of long-lived, non-financial assets, the change must be accounted for as a change in accounting estimate
effected by a change in accounting principle. Under APB Opinion No. 20, such a change would have been reported
as a change in accounting principle. SFAS No. 154 is effective for accounting changes and corrections of errors
made in fiscal years beginning after December 15, 2005. Adoption of SFAS No. 154 did not have any effect on the
Company’s financial position or results of operations.

In July 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes, or
FIN 48. FIN 48 clarifies the accounting for uncertainty in income taxes recognized in an enterprise’s financial
statements in accordance with SFAS No. 109, Accounting for Income Taxes. FIN 48 prescribes a recognition and
measurement method for tax positions taken or expected to be taken in a tax return. FIN 48 also provides guidance
on derecognition, classification, interest and penalties, accounting in interim periods, disclosures and transitions.
FIN 48 is effective for fiscal years beginning after December 15, 2006. The Company is currently analyzing the
effects of FIN 48, but does not expect FIN 48 to have a material effect on its financial position or results of
operations.

In September 2006, the Securities and Exchange Commission issued Staff Accounting Bulletin No. 108,
Considering the Effects of Prior Year Misstatements when Quantifying Misstatements in Current Year Financial
Statements, or SAB 108. SAB 108 provides guidance on how prior year misstatements should be taken into
consideration when quantifying misstatements in current year financial statements for purposes of determining
whether the current year’s financial statements are materially misstated. SAB 108 was effective for the Company’s
year ended April 30, 2007. The adoption of SAB 108 did not have any impact on the Company’s consolidated
financial statements.

(3) Certificates of Deposit

Certificates of deposit with maturities in excess of 90 days from purchase are summarized as follows:

Nominal Face April 30,
Amount Currency 2006 2007
3.92% due August 11,2006 ................ 482,156 USD $482,156 —
5.20% due May 17,2007 . ................. 2,496,832 GBP — 4,989,420
5.22% due June 20,2007 .. ................ 1,701,810 GBP — 3,400,726

$482,156 8,390,146
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(4) Property and Equipment

The components of property and equipment are as follows:

April 30,
2006 2007
Computers and SOftware. . . ...ttt $ 402,037 466,734
Equipment. . . .. ... 452,448 403,233
Office furniture and equipment. . . . ...t 233,178 198,923
Leasehold improvements . . . ...ttt 59,358 47,494
1,147,021 1,116,384
Less accumulated depreciation. . . ........... ... (602,736) (728,461)

$ 544,285 387,923

(5) Accrued Expenses

Included in accrued expenses at April 30, 2006 and 2007 were contract reserves of approximately $785,000
and $1,780,000, respectively, and accrued employee incentive payments of approximately $353,000 and
$1,051,000, respectively. Accrued expenses at April 30, 2007 also included costs associated with the initial public
offering in the US of approximately $680,000.

(6) Related-Party Transactions

The Company is obligated to pay royalties to G.W. Taylor, a founding stockholder of the Company;
M.Y. Epstein; and the estate of J.R. Burns (stockholders of the Company) related to U.S. patent 4404490 entitled,
“Power Generation from Waves Near the Surface of Bodies of Water.” Royalty payments are limited to $925,000 in
the aggregate, based on revenues related to certain piezoelectric-technology, if any, on the basis of 6% of future
licenses sold and 4% of future product sales and development contracts. Through April 30, 2007, approximately
$200,000 of royalties had been earned. During the years ended April 30, 2005, 2006 and 2007, no royalties were
earned pursuant to these agreements, and no future royalties are expected to be earned. As of April 30, 2006 and
2007, approximately $26,000 was included in other current liabilities related to these agreements.

In August 1999, the Company entered into a consulting agreement with an individual for marketing services at
arate of $600 per day of services provided. The individual became a member of the board of directors in June 2006.
Under this consulting agreement, the Company expensed approximately $51,000, $53,000 and $54,000 during the
years ended April 30, 2005, 2006 and 2007, respectively.

Also see Note 8 for an additional related-party transaction.

(7) Debt

During the year ended April 30, 2000, the Company received an award of $250,000 from the State of
New Jersey Commission on Science and Technology for the development of a wave power system that was
deployed off the coast of New Jersey. Under the terms of this award, the Company must repay the amount funded,
without interest, by January 15, 2012. The amounts to be repaid each year are determined as a percentage of
revenues (as defined in the loan agreement) the Company receives that year from its customer contracts that meet
criteria specified in the loan agreement, with any remaining amount due on January 15, 2012. Based upon the terms
of the award, the Company has repaid approximately $16,000 and is required to repay an additional approximately
$2,000 as of April 30, 2007. The total repayment amount of approximately $18,000 has reduced the long-term debt
balance. The current payment required was included in accrued expenses in the accompanying consolidated balance
sheet as of April 30, 2007.
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(8) Deferred Credits

During the year ended April 30, 2003, the Company entered into an agreement under which the Company
received a payment of $75,000, which was included in deferred credits until the earning process was completed.
During the year ended April 30, 2006, the earning process was completed, and the nonrefundable payment of
$75,000 has been included in other income in the accompanying consolidated statement of operations.

During the year ended April 30, 2001, in connection with the sale of common stock to an investor, the
Company received $600,000 from the investor in exchange for an option to purchase up to 500,000 metric tons of
carbon emissions credits generated by the Company during the years 2008 through 2012, at a 30% discount from the
then-prevailing market rate. This amount has been recorded in deferred credits in the accompanying consolidated
balance sheets as of April 30, 2006 and 2007. If by December 31, 2012 the Company does not become entitled under
applicable laws to the full amount of emission credits covered by the option, the Company is obligated to return the
option fee of $600,000, less the aggregate discount on any emission credits sold to the investor prior to such date. If
the Company receives emission credits under applicable laws and fails to sell to the investor the credits up to the full
amount of emission credits covered by the option, the investor is entitled to liquidated damages equal to 30% of the
aggregate market value of the shortfall in emission credits (subject to a limit on the market price of emission
credits).

(9) Common Stock

On December 7, 2006, the board of directors approved and recommended to shareholders and on January 12,
2007, the shareholders of the Company approved a one-for-ten reverse stock split, which was effective on April 20,
2007. All share data shown in the accompanying consolidated financial statements have been retroactively restated
to reflect the reverse stock split and the reincorporation.

On April 30, 2007, the Company completed an initial public offering in the United States on The NASDAQ
Global Market by issuing 5,000,000 shares of its common stock for a purchase price of $20.00 per share, resulting in
net proceeds to the Company of $89,903,819.

During the year ended April 30, 2003, the Company sold 3,750 shares of common stock to an investor at a price
of $13.30 per share, which was subject to adjustment based on the pricing of future financings, if any, during
calendar year 2003. Based on the price at which the Company’s common shares were sold at the time of an initial
public offering on the AIM market of the London Stock Exchange in October 2003, this adjustment, in the form of a
reduction of 1,397 shares issued, was resolved and recorded during the year ended April 30, 2005.

During the year ended April 30, 1998, under an agreement with a group of investors, the Company received
$50,000 as an advance payment related to a potential future transaction, which was recorded in accrued expenses.
During the year ended April 30, 2006, the Company repaid this amount by issuing 2,732 shares of common stock, in
accordance with the terms of the agreement.

(10) Preferred Stock

In September 2003, and in connection with the AIM offering, the Company’s stockholders authorized
5,000,000 shares of undesignated preferred stock with a par value of $0.001 per share. At April 30, 2006 and 2007,
no shares of preferred stock had been issued.

(11) Stock Options

Prior to August 2001, the Company maintained qualified and nonqualified stock option plans. The Company
has reserved 494,594 shares of common stock for issuance under these plans. There are no options available for
future grant under these plans as of April 30, 2007.
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In August 2001, the Company approved the 2001 Stock Plan, which provides for the grant of incentive stock
options and nonqualified stock options. A total of 1,000,000 shares are authorized for issuance under the 2001 Stock
Plan. As of April 30, 2007, the Company had issued or reserved 808,980 shares for issuance under the 2001 Stock
Plan. Members of the board of directors who are not full-time employees receive an annual option grant to acquire
2,500 shares. The options are granted after the annual meeting of shareholders for the year then ended. Vesting of
stock options is determined by the board of directors. The contractual term of these stock options is up to ten years.
After the effectiveness of the 2006 Stock Incentive Plan, no further options or other awards have been or will be
granted under the 2001 Stock Plan.

On April 24, 2007, the Company’s 2006 Stock Incentive Plan became effective. There are 803,215 shares
reserved for issuance under this plan, which consists of 680,000 new shares plus 123,215 shares of common stock
previously available under the 2001 Stock Plan. The Company’s employees, officers, directors, consultants and
advisors are eligible to receive awards under the 2006 Stock Incentive Plan; however, incentive stock options may
only be granted to employees. The maximum number of shares of common stock with respect to which awards may
be granted to any participant under the 2006 Stock Incentive Plan is 200,000 per calendar year. The 2006 Stock
Incentive Plan is administered by the Company’s board of directors who may delegate authority to one or more
committees or subcommittees of the board of directors or to the Company’s officers. If the board of directors
delegates authority to an officer, the officer has the power to make awards to all of the Company’s employees,
except to executive officers. The board of directors will fix the terms of the awards to be granted by such officer. No
award may be granted under the 2006 Stock Incentive Plan after December 7, 2016, but the vesting and
effectiveness of awards granted before that date may extend beyond that date.

Transactions under these option plans during the year ended April 30, 2007 are as follows:

Weighted
Average
Weighted Remaining
Shares Under Average Contractual
Option Exercise Price Term
(In Years)
Outstanding April 30,2006. . ..................... 1,205,030 14.19
Forfeited. . . . ... ... .. . . . ... (10,026) 16.83
EXPITEd . ..o oottt (64,950) 8.42
Exercised . . ...... ... (22,600) 8.55
Granted . . ... 196,120 13.75
Outstanding April 30,2007 . ... ............ ... . .. 1,303,574 14.49 5.1
Exercisable April 30, 2007 .. ........ ... .. ... .. 974,266 14.89 4.0

The total intrinsic value of options exercised during the years ended April 30, 2005, 2006 and 2007 was
approximately $313,000, $153,000 and $188,000, respectively. The total intrinsic value of outstanding and
exercisable options as of April 30, 2007 was approximately $2,400,000 and $2,000,000, respectively. As of
April 30, 2007, approximately 296,000 additional options were expected to vest, which had total intrinsic value of
approximately $339,000 and a weighted average remaining contractual term of 8.2 years. As of April 30, 2007,
there was approximately $2,400,000 of total unrecognized compensation cost related to non-vested stock options
granted under the plans. This cost is expected to be recognized over a weighted-average period of 2.5 years. The
Company normally issues new shares to satisfy option exercises under these plans.

Certain stock options granted during the years ended April 30, 2005 and 2006 were granted to employees with
exercise prices less than the fair value of the underlying common stock on the date of grant. Additionally, certain
options were granted to consultants during the years ended April 30, 2005, 2006 and 2007. The Company has
charged compensation expense of $184,674, $129,139 and $70,235 related to these option grants, which has been
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included in selling, general, and administrative costs in the accompanying consolidated statements of operations for
the years ended April 30, 2005, 2006 and 2007, respectively.

(12) Income Taxes

The tax effects of temporary differences that give rise to significant portions of the Company’s deferred tax
assets and deferred tax liabilities are presented below.

April 30,
2006 2007

Deferred tax assets:
Federal net operating loss carryforwards. ... ................... $ 6,638,000 8,218,000
Foreign net operating loss carryforwards ...................... 1,210,000 1,897,000
Research and development tax credits . ....................... 505,000 761,000
Stock compensation. . . ... 1,478,000 1,509,000
Unrealized foreign exchange loss. .. ................ ... ...... — 6,000

Accrued eXpenses . . ... 314,000 829,000

Gross deferred tax assetsS . . .. ..ot e 10,145,000 13,220,000
Deferred tax liabilities:

Property and equipment . . .. ... ... ... (31,000) (17,000)

Unrealized foreign exchange gain. .. ....................... (60,000) —

Gross deferred tax liabilities. . . ........................... (91,000) (17,000)
Deferred tax assets valuation allowance . ...................... (10,054,000) (13,203,000)

Net deferred tax aSSeS. . . v oo v v et e e e e e e e e e e e $ — —

Income tax benefit was $29,335 and $143,963 for the years ended April 30, 2005 and 2006, respectively. The
effective income tax rate differed from the percentages computed by applying the U.S. Federal income tax rate of
34% to loss before income taxes as a result of the following:

Years Ended April 30,
2005 2006 2007

Computed “expected” tax benefit. . ........ .. ... ... . ... ... ... BH% 34)% (34)%
Increase (reduction) in income taxes resulting from:

State income taxes, net of federal benefit . ... ... ...... .. ... .. .. ... ... (6) (6) (6)
Stock-based compensation EXPense. . . . ..ottt — — 8
Federal research and development tax credits . . ........................ (6) 2) (D
Sale of state loss carryforwards and tax credits. . .. ..................... (6) 2) —
Other non-deductible eXpenses . . . .. ...ttt 9 1 1
Increase in valuation allowance .............. ... iiieeirnnnn.. 37 41 32

(©% % —

In assessing the realizability of deferred tax assets, management considers whether it is more likely than not
that some portion or all of the deferred tax assets will not be realized. The ultimate realization of deferred tax assets
is dependent upon the generation of future taxable income during the periods in which those temporary differences
become deductible. As of April 30, 2006 and 2007, based upon the level of historical taxable losses, valuation
allowances of $10,054,000 and $13,203,000, respectively, were recorded in accordance with the provisions of
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SFAS No. 109. The valuation allowance increased $2,697,000, $2,436,000 and $3,149,000 during the years ended
April 30, 2005, 2006 and 2007, respectively.

As of April 30, 2007, the Company had net operating loss carryforwards for Federal income tax purposes of
approximately $24,200,000, which begin to expire in 2009. The Company also had federal research and devel-
opment credit carryforwards of approximately $761,000 as of April 30, 2007, which begin to expire in 2012. The
Tax Reform Act of 1986 contains provisions that limit the utilization of net operating loss and tax credit
carryforwards if there has been an ownership change, as defined. Such an ownership change, as described in
Section 382 of the Internal Revenue Code, may limit the Company’s ability to utilize its net operating loss and tax
credit carryforwards on a yearly basis. Foreign loss before income taxes was $527,974, $982,934 and $2,289,834
for the years ended April 30, 2005, 2006 and 2007, respectively. As of April 30, 2007, foreign net operating loss
carryforwards were approximately $6,300,000. These losses can be carried forward indefinitely, but the Company’s
ability to utilize these carryforwards may be limited in the event of an ownership change.

During the years ended April 30, 2005 and 2006, the Company sold a portion of its New Jersey state net
operating loss carryforwards and research and development credits to a company for net proceeds of $29,335 and
$143,963, respectively, resulting in the recognition of income tax benefits in the accompanying consolidated
statements of operations.

(13) Commitments and Contingencies

(a) Operating Lease Commitments

The Company leases office, laboratory and manufacturing space in Pennington, New Jersey and office space in
Warwick, United Kingdom under operating leases that expire on various dates through April 30, 2013. Rent expense
under operating leases was $154,731, $295,089 and $338,113 for the years ended April 30, 2005, 2006 and 2007,
respectively. Future minimum lease payments under operating leases as of April 30, 2007 are as follows:

Year ending April 30:

2008 . L $ 256,857
2000 . . 240,191
2000 . o 206,859
200 L . e 206,859
200 L e e 206,859
Thereafter . . .. .o e 206,859

$1,324,484

(b) Litigation

The Company is involved from time to time in certain legal actions arising in the ordinary course of business.
Management believes that the outcome of such actions will not have a material adverse effect on the Company’s
financial position or results of operations.
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(14) Quarterly Financial Data (Unaudited)
Three Months Ended
Fiscal Year 2007 Jul 31 Oct 31 Jan 31 Apr 30
Revenues . ........... ... ... ... .. $ 305,186 555,561 652,884 1,017,684
Gross profit (1oss). . ............... ... 79,221 (601,104) (67,594) (862,950)
Operating loss .. .................... (2,360,950) (2,976,109) (2,436,457) (4,792,384)
Netloss .. ... (1,660,954) (2,307,200) (1,540,296) (4,130,315)
Basic and diluted net loss per share. . ... .. $ (0.32) (0.45) (0.30) (0.75)
Three Months Ended
Fiscal Year 2006 Jul 31 Oct 31 Jan 31 Apr 30
Revenues . ......................... $ 492,820 613,679 360,784 280,432
Gross profit (1oss). . .................. (123,615) (276,520) (53,562) 142,094
Operating loss .. ......... ... ... (1,401,420) (1,984,647) (1,866,638) (2,474,582)
Netloss . ovv i (2,645,920) (1,402,480) (1,437,877) (1,592,634)
Basic and diluted net loss per share. ... ... $ (0.51) 0.27) (0.28) (0.31)

(15) Operating Segments and Geographic Information

The Company’s business consists of one segment as this represents management’s view of the Company’s
operations. The Company operates on a worldwide basis with one operating company in the US, one subsidiary in
the UK and one subsidiary in Australia, which are categorized below as North America, Europe and Australia,

respectively. Revenues are generally attributed to the operating unit which bills the customers.

Geographic information is as follows:

Year Ended April 30, 2005

North America Europe Australia Total
Revenues from external customers. . . . . .. $ 5,365,235 — — 5,365,235
Operating loss . .................... (3,263,815) — — (3,263,815)
Long-lived assets . .................. 427,613 — — 427,613
Total assets. .. ..................... 41,596,387 — — 41,596,387
Year Ended April 30, 2006
North America Europe Australia Total
Revenues from external customers. . .. ... $ 1,747,715 — — 1,747,715
Operating loss . .................... (6,743,896) (833,147) (150,244) (7,727,287)
Long-lived assets . .................. 487,770 56,515 — 544,285
Total assets. .. ..................... 33,820,540 156,102 19,496 33,996,138
Year Ended April 30, 2007
North America Europe Australia Total
Revenues from external customers. . . .. .. $ 1,484,998 1,007,689 38,628 2,531,315
Operating loss . .................... (10,254,579) (2,191,703) (119,618) (12,565,900)
Long-lived assets . .................. 293,633 94,290 — 387,923
Total assets. . . ..................... 118,074,176 1,607,549 29,821 119,711,546
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