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Three and nine months ended June 30, 2006




To Our Shareholders:

For the fiscal third quarter ended June 30, 2006, Xenos reported revenues of $3,767,000
compared to revenues of $4,508,000 for the same quarter last year. The Company
reported negative EBITDA of $786,000, compared to positive EBITDA of $340,000, for
the same period last year and a third quarter net loss of $1,374,000, or ($0.14) per
share, compared with net income of $83,000, or $0.01 per share for the third quarter of
fiscal 2005.

For the first nine months of fiscal 2006, Xenos reported revenues of $10,514,000 and a
net loss of $4,035,000, or ($0.41) per share. This compares to revenues of $11,239,000
and a net loss of $1,422,000, or ($0.14) per share, for the same period last year.

Xenos maintains a strong balance sheet, with a cash position of $8.9 million, or $0.90 per
common share and no long-term debt.

During the third quarter we continued to invest in the long-term organic growth of the
Company. Marketing and business development activities have been brought into tighter
focus and aligned with some important industry trends. In the third quarter we invested
$2,716,000 on marketing, sales and promotion.

We developed a record number of viable marketing suspects through a variety of
marketing activities including trade show attendance; outbound telemarketing; white
paper placement and other web based initiatives; print advertising in major publications,
including Information Week and Computerworld; and a generally increased market
awareness of Xenos.

Xenos has been investing in a high level campaign to enhance Xenos brand equity,
targeting mass circulation IT publications and leading industry analyst firms. The number
of Qualified Leads in the hands of our sales team increased significantly during the
quarter. Our lead generation activities are more promising than ever and we expect to
see results through increased sales in the coming quarters. We are successfully
increasing our profile within our markets which has led to a number of significant new
partnership and sales opportunities currently underway.

Business development activities resulted in the creation of an important marketing
alliance with Oracle Corp., announced in June. Xenos will be working closely with Oracle
and its integrator partners to provide Enterprise Content Management Solutions based on
Xenos flagship d2e vision technology.

Subsequent to the close of the quarter, we announced the formation of Xenos
Information Architecture Consultancy ("XIAC"), headed by Paul Walker, a seven-year
employee of Xenos and 11-year veteran of the data management industry. XIAC deals
with what companies do with documents and the challenges that surround structured and
unstructured document content. Our deep knowledge in the area allows us to advise on
such enterprise challenges as document storage (archive migration and consolidation),
document repurposing and transformation, and document output management (print
consolidation, proofing and reprint systems).

This initiative represents a significant step up the food chain for Xenos solutions and
delivers high value returns for Customers that have a trusted advisor relationship with
Xenos. The new division is already actively engaged with a number of Fortune 500
enterprises at the enterprise planning stage of the process re-engineering life cycle.

Also, subsequent to the close of the third quarter, Xenos unveiled its new web site at
www.Xenos.com which represents a significant step forward in positioning Xenos and
enhancing the Company’s web-based lead generation activities.



Shortly after the end of the quarter, Robert Kunihiro, Executive Vice President and CFO
announced his resignation. We thank Rob for his over six years of service at Xenos and
wish him well in his new endeavours.

We are grateful to our shareholders for their continued support and look forward to
reporting to you on our year end results.

<%)/f e t7

Stuart Butts Jim Farmer
Chairman of the Board President and
And Chief Executive Officer Chief Operating Officer



Notice to reader of the interim financial statements

The Company’s external auditors, Grant Thornton LLP, have not performed a review of
these interim consolidated financial statements. These statements have been prepared by
management and include the selection of appropriate accounting principles, judgments and
estimates necessary to prepare these financial statements in accordance with Canadian
generally accepted accounting principles.

Management’s Discussion and Analysis of Financial Condition and Results of Operations for
the Three and Nine Months ended June 30, 2006

The following discussion and analysis should be read together with the Company’s
unaudited quarterly financial statements for the periods ended June 30, 2006 and 2005
and related notes, as well as the audited consolidated financial statements and
Management’s Discussion and Analysis for the year ended September 30, 2005. The
objective of the MD&A is to communicate the Company’s vision and core business strategy
as executed through key performance drivers. These drivers are enabled by the
Company’s capability to execute on the strategy through its resources and systems and are
manifested in both the historical and prospective results.

Certain statements made in the Management’s Discussion and Analysis, elsewhere in the
quarterly report, in various filings with Canadian regulators, in reports to shareholders and
in other communications, are forward-looking within the meaning of certain securities laws.
Such forward-looking statements are based on a number of assumptions and involve
known and unknown risks, uncertainties and other factors that may cause the actual
results, performance or achievements of the Company or developments in the Company’s
business or its industry to differ materially from the anticipated results, performance,
achievements or developments expressed or implied by such forward-looking statements.
We urge you not to place undue reliance on these forward-looking statements as they are
based on management’s current plans, estimates, opinions and projections. The Company
assumes no obligation to update forward-looking statements if assumptions or these plans,
estimates, opinions or projections should change.

Overview

Xenos provides software and services solutions that automate the processing and delivery
of data and documents. Its solutions enable organizations to create powerful new
Information Supply Chains (ISCs), a seamlessly integrated assembly of dynamic
applications and automated process engines that streamline and simplify the conversion
of data and content into actionable business information. The Company’s products are
embraced worldwide across a wide variety of industries by organizations concerned with
improving the efficiency of information and data management while preserving
investments in existing IT infrastructure, systems, applications and procedures.

Xenos solutions are scalable and meet the needs of high-volume data processing where
performance is critical. Its solutions are hardware and platform agnostic, are supported
on all popular operating systems, and conform to open standards. Xenos product
technologies include Xenos infoWEB™, a report and document distribution solution that
consolidates information from incompatible systems to make them available for Web
viewing; Xenos d2e™, a document enhancement solution that enables the
transformation, repurposing, archival, retrieval, printing and Web viewing of documents
across the enterprise; Xenos terminalONE™, an end-to-end, transaction gateway solution
that expedites business transactions over the Internet and across disparate platforms;
and GoXML Transform Designer™, a desktop utility that makes it easy for developers to
map and transform a wide variety of industry standard data formats.



The Company has historically had success in a wide range of industry verticals, in
particular banking, brokerage and insurance. It now provides its solutions to customers
worldwide in key markets including financial services, insurance, telecommunications,
healthcare, manufacturing, government, service bureaus, supply chain and retail.

Xenos partners with industry-leading software companies to provide end-to-end solutions
for its customers. Key technology partnerships include Oracle, FileNET, IBM, and
EMC/Documentum. The Company sells primarily through its direct sales force but also
uses value-added resellers in specific markets such as in Latin America, Asia and certain
parts of continental Europe. To a much lesser extent, the Company continues to sell
through a small number of OEM and Service Bureau partners on an application specific
basis.

Xenos Document Solutions (marketed principally in the UK) use in-house expertise,
owned and third party software to enable organizations to automate, personalize and
manage their business communications through document creation, content automation
and content management.

Xenos has offices in Toronto and Vancouver (Canada), Dallas (U.S.), London (U.K.) and
Paris (France).

The authorized share capital of the Company consists of an unlimited number of Common
Shares. As at June 30, 2006, there were 9,936,944 shares issued and outstanding. Stock
options for a total of 1,106,138 shares were outstanding at exercise prices ranging from
$1.36 to $4.36 with various expiry dates, the latest of which is March, 2011.

Fiscal 2006 Business Highlights

During the third quarter, the Company continued to run its significant media and lead
generation program as well as its corporate awareness and positioning plan.

In addition, the Company announced that it is working with Oracle on electronic document
transformation and repurposing for Oracle Content Database (Content DB) which is a
records management solution capable of managing a wide range of diverse data and
metadata in a single database.

RESULTS OF OPERATIONS FOR THE THREE AND NINE MONTHS ENDED JUNE 30,
2006

For the three months ended June 30, 2006, sales decreased to $3.8 million as compared to
$4.5 million in the previous year. This represents an increase from the previous quarter
sales of $3.1 million but the decrease as compared to last year reflects the fact that a large
enterprise sale took place in May 2005. On a year-to-date basis, sales were $10.5 million
as compared to $11.2 million last year.

Geographically, 70% of sales in the quarter were in North America while 27% were in
Europe compared to 74% and 25% respectively in fiscal 2005. License sales comprised
approximately 31% of total revenues in fiscal 2006 compared to 39% in the prior year.

Gross profits for the quarter were consistent at 85% of sales.

Sales and marketing expenses were $2.7 million for the quarter compared with $2.1 million
in the prior year. This increase was primarily due to new marketing team hires, and
increased marketing expenditures on media advertising and online bulk placements as part
of the new marketing initiatives. As a percentage of revenues, sales and marketing



expenses were at 72% as compared to 47% last year. Year-to-date, sales and marketing
costs were $7.4 million as compared to $5.7 million last year.

Total expenditures on product development for the quarter, gross of amounts deferred,
decreased to $874,000 from $937,000 last year primarily as a result of reductions in bonus
accruals which took place in the current quarter. On a year-to-date basis, the expenditures
were $2.8 million and $2.9 million respectively.

Administrative expenses decreased to $425,000 from $586,000 last year largely as a result
of the bonus accrual reductions referenced above. Year-to-date, administrative expenses
were $1.7 million as compared to $1.9 million last year.

The Company allocates common costs to each department based on relative headcount or
other relevant measures. These costs include rent and other facility-related costs,
communication and infrastructure expenditures.

Amortization charges for the quarter of $334,000 increased from $278,000 in the previous
year. Year-to-date, amortization was $887,000 versus $828,000 last year.

Stock based compensation expense was $39,000 for the quarter as compared to $20,000
last year as a result of grants made in the first and second quarter. Year-to-date, stock
based compensation expense was $90,000 compared to $58,000 last year.

The foreign exchange loss for the quarter of $44,000 compares to a gain last year of
$36,000 as a result of fluctuations in exchange rates. Year-to-date, the foreign exchange
gain was $76,000 versus a loss of $70,000 last year.

The tax expense of $281,000 (Fiscal 2005 - expense of $67,000) relates to lower
utilization of tax loss carry-forwards in the Canadian parent, some of which could expire if
not used in F2007. Year-to-date, the tax expense was $498,000 as compared to $148,000
last year.

Interest income was $82,000 for the quarter as compared to $62,000 in the previous year.
Year-to-date, interest income was $240,000 versus $197,000 last year.

The net loss for the quarter was $1.4 million or ($0.14) per share as compared to net
income of $83,000 or $0.01 per share last year. Year-to-date, the net loss was $4.0 million
versus a loss of $1.4 million last year.

Critical Accounting Policies and Estimates

The preparation of the Consolidated Financial Statements and the related notes require by
necessity, that the Company make estimates and judgments. The Company reviews its
estimates, including those related to revenues, bad debts, goodwill, acquired intangibles,
deferred development, income taxes, contingencies and litigation. These estimates are
based on historical experience and other assumptions believed to be reasonable under the
circumstances. Under different assumptions, the reported results will differ, potentially
materially, from those previously estimated. Many of the conditions impacting these
assumptions and estimates are outside the Company’s control.

The Company believes the following critical accounting policies reflect its more significant
judgments and estimates.



Revenue

In accordance with GAAP, license revenue is recognized when persuasive evidence of an
arrangement exists, delivery has occurred, the fee is fixed and determinable, and
collectibility is probable. The terms of each contract can vary but the Company endeavours
to apply consistent and appropriate treatment to them based on the available literature,
professional judgment and consultation with its external auditors where deemed necessary.

Allowance for Doubtful Accounts

The Company provides for an allowance for doubtful accounts to reasonably provide for
losses resulting from the inability of its customers to make required payments.

Valuation of Intangible Assets

The carrying value of goodwill and acquired intangibles are compared to their fair value at
least annually to determine if a permanent impairment exists, at which time the
impairment would be recorded as a charge to earnings. Valuations are inherently subjective
and necessarily involve judgments and estimates regarding future cash flows and other
operational variables.

The Company’s practice is to review goodwill for impairment on an annual basis or when an
event or a change in facts and circumstances indicates the fair value of a reporting unit
may be below its carrying amount. Independent valuation firms are typically used to test
for impairment every three years. As a result of the weaker than anticipated results in the
current fiscal year, as well as the change in product marketing leadership and related
strategy, the Company has scheduled an external valuation in the current fiscal year to be
based on revised projections in order to ensure appropriate reporting of this asset on an
ongoing basis. This is an involved process that includes running revised long-term
projections based on the current outlook which are then factored through the existing
valuation model. The process is expected to be completed in the fourth quarter of the
current fiscal year. The valuation methodology used includes the performance of a
discounted cash flow calculation against projected cash flows for the Company as a whole.

Deferred Development

Development costs are deferred only as they relate directly to new products or functionality
and where technological feasibility has been established. These deferred amounts are
amortized following general release of the products over their estimated useful lives. The
assets are also periodically reviewed for impairment by comparison to the expected future
undiscounted cash flows that they are expected to generate.

Income, Sales & Other Taxes

Accounting for income taxes, in particular the future benefit of available loss carryforwards,
is subjective by nature and requires the exercise of judgment. Tax assets are determined
using a consistent model which incorporates estimated future earnings, expiry of loss
carryforwards and the estimated probability of realization. In particular, the Company has
significant non-capital loss carryforwards that will expire in fiscal 2007 and 2008 as
disclosed in the Notes to the Financial Statements as at September 30, 2005.

Income taxes are framed within a transfer pricing model in which the Canadian parent
owns all intellectual property of the software products, the US subsidiary is a service
provider and the UK subsidiary is a value-added reseller. The model is supported by
contemporaneous documentation and advice from independent transfer pricing consultants.



Sales tax practices vary widely in the various jurisdictions into which we sell our products
and services. This area requires the exercise of judgment in respect of applicability and
determination of rates. The Company has a review process that is applied to every
customer billing and also performs regular analytical reviews to assess its compliance from
an overall perspective.

Stock based Compensation

In accordance with new GAAP requirements, stock options are required to be expensed and
incorporated into the financial statements. The Company uses the Black-Scholes model to
establish the fair value of the options granted. The calculation requires the estimation of
certain inputs including expected volatility, risk-free interest rates and expected lives of the
specific grants.

Litigation

With respect to legal proceedings, the Company assesses the likelihood that a loss will
result, as well as the amount of such loss. The financial statements provide for the
Company’s best estimate of such losses as applicable.

Recent Accounting Pronouncements

In 2005, the CICA issued section 1530, “Comprehensive Income,” section 3855,
“Financial Instruments - Recognition and Measurement,” and section 3865, “Hedges.”
The Company is currently evaluating the impact of these standards on its consolidated
financial position and results of operations for future periods.

Controls and Procedures

As required by Multilateral Instrument 52-109 issued by the Canadian Securities
Administrators, the CEO and CFO will be making certifications related to the information
in the annual filings. As part of these certifications, the CEO and CFO must certify that
they are responsible for establishing and maintaining disclosure controls and procedures
and have designed such disclosure controls and procedures to ensure that material
information of Xenos is made known to them and that they have evaluated the
effectiveness of the disclosure controls and procedures as of the end of the period
covered by these annual filings. The Company has documented and implemented such
controls and procedures.

Evaluation of Disclosure Controls and Procedures

The Company’s CEO and CFO, after evaluating the effectiveness of the disclosure controls
and procedures as at June 30, 2006, have concluded that, as at June 30, 2006, the
Company'’s disclosure controls and procedures were effective.

LIQUIDITY AND CAPITAL RESOURCES

As at June 30, 2006, cash and short-term investments stood at $8.9 million (June 30, 2005
- $12.5 million) or $0.90 per common share (i). Cash from operations was a use of $1.4
million as compared to a source of $986,000 in the previous year.

The Company currently has an operating line of credit of $1.0 million of which $500,000
(June 30, 2005 - $ 500,000) was unused, bearing interest at bank prime. The Company
continues to have no long-term debt other than a small obligation relating to a capital
lease.



Capital expenditures for the quarter ended June 30, 2006 were $74,000 versus $55,000 in
the prior year. The increase was primarily related to network infrastructure changes and
replacement computer equipment.

Development costs capitalized were $74,000 versus $175,000 last year and represent the
internal development costs relating to specific products as required by Canadian GAAP.

Shareholders equity stood at $16.6 million or $1.67 per share (ii) compared to $20.8
million or $2.10 per share (ii) as at June 30, 2005.

The Company anticipates that its current cash reserves and available credit facilities will be
sufficient to fund its anticipated cash requirements for working capital and capital
expenditures for at least the next 12 months. If the Company is required to raise
additional funds for rapid expansion of its businesses or technologies, it could potentially
issue equity or convertible debt which would cause current shareholders to experience
dilution.

Risk Factors

You should carefully consider each of the following factors as well as the other
information in this report in evaluating our business and our prospects. The risks and
uncertainties described below are not the only ones we face. Additional risks and
uncertainties not presently known to us or that we currently consider immaterial may
also impair our business.

If the Canadian dollar continues to rise relative to the US dollar, future operating results
will be negatively affected

The Company is a net exporter that currently derives about 60% of its revenue in
US dollars whereas its cost base is largely in Canadian dollars with smaller proportions in
US dollars, UK pounds and Euros. Over the past few years, we have relocated most
technical and administrative positions to our Toronto head office where we have a
significant employee cost advantage, lower healthcare costs, the synergies of having
departments located in the same facility and availability of highly qualified individuals.
The decline of the US dollar therefore has a major impact on the Company’s profitability
as it negatively impacts revenues and reduces the cost advantage of staffing in Canada.
For the past few years, we have entered into forward contracts in order to partially hedge
the exposure of our US dollar receipts. Although the Company has been quite successful
in reducing the impact of changes in the exchange rate through forward contracts, these
measures obviously do not alter the fundamental challenge that the decline of the US
dollar represents.

Our products and services may not gain market acceptance or competitors may introduce
offerings that surpass those of the Company

The Company has assembled what it believes to be a unique suite of products
along with an aggressive product marketing strategy that will be the basis of driving
future revenue growth. There are numerous competitors in our market spaces, some of
whom have significantly more resources than the Company. In addition, the market for
the Company’s products is subject to rapid technological change. There can be no
assurance that the Company will be successful in driving significant revenue growth
through its current strategy and marketing initiatives.

International operations expose the Company to increased business risks
The Company does over one-third of its business outside of North America.
Operations in Europe, through our UK based subsidiary, are subject to certain risks and



costs including the challenge of administering business abroad, compliance with foreign
laws, language issues and limitations regarding the repatriation of funds. Sales into Latin
America and Asia are through value-added resellers whose performance and sales effort
is largely outside of the control of the Company.

The renewal of maintenance revenue on our older software sales may decline

The Company has historically enjoyed a very high retention rate across its various
product lines. In addition, recurring revenue has been running at about 50% of overall
revenues. As the products age, these retention rates may not be sustained unless the
Company is successful in providing our customers with more advanced functionality and
the levels of support that they require.

The loss of licenses to use or sell third party software or the lack of support or
enhancement of such software could adversely affect the Company’s business
significantly

The Company, specifically its UK based subsidiary, depends on the sale and
support of third party software for a significant component of its business. There can be
no assurance that these third party products will be available on commercially reasonable
terms or they may not be appropriately supported, maintained or enhanced by the
licensors. Such occurrences would have significant adverse impacts on the Company
although all efforts would be made to mitigate such impacts.

We derive significant recurring annual revenues from one customer and have reliance on
individual contracts

Although not greater than 10% of revenues, the Company currently derives
significant recurring annual revenue relating to multiple subsidiaries of one large multi-
national organization. Also, in any given quarter, license sales from individual
transactions can be material and in some cases the related sales cycles can be long.
Therefore, the Company’s revenue and earnings can fluctuate materially between
quarters due to the timing of significant license agreements. There is no guarantee or
assurance that such timing will remain consistent making year over year comparisons
less meaningful than in some other industries.

Other companies may claim that Xenos infringes on their intellectual property

The Company does not believe that its products infringe on the rights of third
parties but there can be no assurance that such assertions will not be made resulting in
costly litigation or the requirement to source alternate solutions on reasonable terms. By
practice, the Company does not patent its intellectual property but rather relies upon a
combination of trademark and trade secret laws, confidentiality procedures, contractual
provisions and other measures to protect its proprietary information.

The impact of income, sales and other taxes may be higher than the Company believes
The Company is subject to taxes in a variety of jurisdictions and our tax structure
is reviewed by domestic and foreign tax authorities. As a matter of practice, we allocate
significant external and internal resources towards tax compliance efforts made by the
Company. Although we believe our practices and estimates to be reasonable, adverse tax
outcomes may differ from our reported results and could impact our financial results.

The Company’s products may contain defects that would expose it to liability

The Company’s business may subject it to the risk of product liability claims. From
time to time, our software may contain design defects or software errors. These risks are
mitigated through limitations in our customer contracts as well as the maintenance of



Errors & Omissions insurance coverage where available on commercially reasonable
terms. There can be no assurance that uninsured product claims will not have an
adverse effect on the Company’s business.

Financial Instruments can introduce risks to the organization
The Company does not employ the use of financial instruments other than the
foreign exchange forward contracts for hedging purposes.

The Company’s ability to manage cost containment could have a materially adverse
impact on future profitability

The Company is endeavouring to construct a cost structure that will allow profits,
if not reinvested, to scale at a much higher rate than revenue growth. Employee costs
are by far the single largest expenditure of the organization. The Company recently
reduced its level of employee subsidization for US benefits which had been growing at an
unsustainable rate. Also, base salaries were frozen in fiscal 2005 with only moderate
increases granted for fiscal 2006. Marketing program related and travel costs are the
next highest expense categories and the Company maintains a centralized system of
controls and procedures to ensure that only fiscally appropriate activities are undertaken.
If the Company should lose control over its cost containment the result could threaten its
business model.

Evolving financial reporting standards, regulation of corporate governance and public
disclosure may result in additional expenses and continuing uncertainty

Changing financial reporting standards and corporate governance related laws,
and regulations, including National Instrument 52-109, are creating challenges for a
relatively small company such as ourselves. The application of these new securities laws
will evolve over time which in the meantime will result in a period of uncertainty
regarding compliance matters, liability of directors and officers, and higher costs. We are
committed to maintaining a high standard of corporate governance and public disclosure
and continue to be well into our scoped project to meet the required timelines for full
certification.

The Company'’s ability to hire and retain key employees is significant

The Company’s business is almost entirely dependent on the performance of its
employees and its success on the ability of its managers to continually recruit, train and
motivate. Due to financial constraints, the Company did not increase employee base
salaries in fiscal 2005 and provided only minimal increases in fiscal 2006 except in the
case of promotions and special situations. The Company also relies on intangible benefits
such as providing a desirable, team oriented workplace environment in order to retain
staff. Management monitors attrition rates carefully in order to assess trends and
establish competitive benchmark compensation plans. However, driving revenue growth
and profitability in line with targets and keeping salaries current with respect to
appropriate benchmarks will be critical to retaining key staff in an increasingly
competitive labour marketplace.

Corporate Governance

The Company’s Board of Directors includes a majority of independent Directors
and its Committees include Audit, Compensation, Nominating/Corporate Governance and
Disclosure.
The members of the Audit Committee are all independent Board members and are
financially literate. The Committee meets regularly to approve the release of financial



information including the MD&A and also to oversee relations with auditors and
stewardship issues including compliance with new regulatory requirements.

Key Performance Drivers

In addition to traditional GAAP financial statements, management monitors
numerous key performance indicators (KPI's) to assist in running the business. Some of
these include sales pipeline, lead generation, software downloads, response from internet
based marketing initiatives, maintenance renewal rates, average deal sizes, revenue by
channel and component, professional services utilization rates, costs by department and
attrition rates. These factors revolve around generating revenue growth and building an
infrastructure that is efficient and scalable.

Workplace environment and Compensation Structures

The Company has designed compensation structures aligned to shareholder
interests. Bonus allocations are largely driven by company financial performance,
depending on job function, and amounts earned under the plan are placed into
departmental pools and allocated to individuals based entirely on merit. The workplace
culture of the organization is one in which outstanding performance is rewarded and
management time is heavily focused on empowering the success of “A” players rather
than incrementally improving the performance of “C” players.

Additional information regarding the Company is available on SEDAR at www.sedar.com.

Footnotes:
O] Cash per share is a non-GAAP measure and is calculated by dividing the cash
and short term investments by the number of common shares outstanding.
(i) Shareholders’ equity is a non-GAAP measure and is calculated by dividing the

shareholders’ equity by the number of common shares outstanding.



Xenos Group Inc.

Consolidated Statements of Operations

(Unaudited)

Sales

Cost of sales

Gross profit

Expenses
Sales and marketing
Research and development
Administration and general
Amortization
Stock based compensation
Interest and bank charges

(Loss) income from operations
Other income
Interest and other
Foreign exchange (loss) gain
(Loss) income before income taxes
Provision for income taxes
Net (loss) income
Net (loss) income per common share
- Basic
- Fully diluted
Weighted average number of shares

- Basic
- Fully diluted

Three Months Ended

Nine Months Ended

June 30 June 30

2006 2005 2006 2005
$ 3,767,266 4,507,506 $ 10,514,057 $ 11,238,567
571,673 695,371 1,780,858 1,855,520
3,195,593 3,812,135 8,733,199 9,383,047
2,716,212 2,102,240 7,373,399 5,652,218
800,531 762,885 2,508,571 2,350,726
425,313 586,357 1,690,344 1,863,777
333,702 278,453 886,976 828,234
39,104 20,334 89,792 58,179
11,525 10,423 37,173 30,566
4,326,387 3,760,692 12,586,255 10,783,700
(1,130,794) 51,443 (3,853,056) (1,400,653)
81,661 61,996 240,088 196,606
(43,833) 36,248 75,560 (70,491)
(1,092,966) 149,687 (3,537,408) (1,274,538)
281,012 67,073 497,531 147,850
$ (1,373,978) 82,614 $ (4,034,939) $ (1,422,388)
$ (0.14) 0.01 $ (041) $ (0.14)
$ (0.14) 0.01 $ (041) $ (0.14)
9,936,188 9,917,592
9,936,188 9,917,592

Deficit, beginning of year as previously
stated

Impact of retroactive adoption of CICA
recommendations for stock based
compensation

Deficit, beginning of year as restated

Net loss

Deficit, end of period

$ (24,603,941)

$ (22,775,608)

- (65,141)
(24,603,941) (27,840,749)
(4,034,939) (1,422,388)

$ (28,638,880)

$ (24,263,137)




Xenos Group Inc.
Consolidated Balance Sheets

(Unaudited)

ASSETS
CURRENT

Cash & S.T. investments
Trade receivables

Other receivables
Prepaids

Future income taxes

LONG TERM
Future income taxes
Capital assets
Intangibles and other assets
Goodwill

TOTAL ASSETS

LIABILITIES
CURRENT

Bank indebtedness

Payables & accruals

Income taxes payable
Deferred revenue

Current portion - capital lease

LONG TERM
Capital lease obligations
Deferred revenue
Deferred rent

TOTAL LIABILITIES
SHAREHOLDERS' EQUITY

Capital stock
Contributed surplus

Deficit

TOTAL SHAREHOLDERS' EQUITY

TOTAL LIABILITIES & EQUITY

As at June 30

2006 2005
8,897,302  $ 12,504,738
1,802,837 2,218,670

7,026 8,995
758,605 720,585
160,746 41,219

11,626,516 15,494,207
1,244,648 1,892,955
1,290,086 1,250,570
2,641,236 3,019,018
6,374,218 6,300,856
11,550,188 12,463,399
23,176,704  $ 27,957,606
500,000 $ 500,000
1,978,679 2,030,364
60,342 52,029
3,748,074 4,256,072
41,704 40,263
6,328,799 6,878,728
81,911 123,618
17,486 1,581
179,923 135,416
279,320 260,615
6,608,119 7,139,343
44,969,035 44,953,086
238,430 128,314
(28,638,880) (24,263,137)
16,568,585 20,818,263
23,176,704  $ 27,957,606




Xenos Group Inc.

Consolidated Statements of Cash Flows

(Unaudited)

Operating activities
Net (loss) income
Amortization
Loss on sale of capital assets
Future income taxes
Stock based compensation
Change in non-cash working capital

Financing Activities
Capital lease payments
Proceeds on issue of shares

Investing activities
Cash paid on acquisition of business assets
Additional consideration paid on acquisitions
Purchase of capital assets
Development costs incurred

Net (decrease) increase in cash and
short term investments

Cash and short term investments
Beginning of period
End of period

Three Months Ended

Nine Months Ended

June 30 June 30

2006 2005 2006 2005
$ (1,373,978) $ 82,614 $ (4,034,939) $ (1,422,388)
333,702 278,453 886,976 828,234
3,325 - 3,325 -
276,724 55,705 450,469 116,636
39,104 20,334 89,792 58,179
(710,633) 549,348 189,827 1,247,933
(1,431,756) 986,454 (2,414,550) 828,594
(9,929) (14,119) (29,218) (36,089)
- - 4,950 54,313
(9,929) (14,119) (24,268) 18,224
- - - (228,625)
(4,348) (41,456) (72,036) (57,240)
(74,377) (54,963) (328,563) (163,932)
(73,906) (174,504) (297,022) (536,347)
(152,631) (270,923) (697,621) (986,144)
(1,594,316) 701,412 (3,136,439) (139,326)
10,491,618 11,803,326 12,033,741 12,644,064

$ 8,897,302

$ 12,504,738

$ 8,897,302

$ 12,504,738




Xenos Group Inc.
Notes to the Condensed Consolidated Financial Statements

June 30, 2006 and 2005
1. Nature of operations and Basis of presentation

Xenos, for over 20 years, has provided high-performance software solutions that automate
the processing and delivery of data and documents. Its products are used worldwide across
a wide variety of industries by organizations concerned with improving the efficiency of
information and data management while preserving investments in existing IT
infrastructures, systems, applications and procedures.

The Xenos integrated software portfolio enables organizations to create powerful new
Information Supply Chains that are both flexible and scalable, enabling organizations to
quickly and easily adapt business processes to evolving market dynamics and regulatory
requirements, scalable to meet the needs of high-volume data processing where
performance is critical. Its solutions are hardware and platform agnostic and are supported
on many popular operating systems. Xenos solutions conform to open standards and
readily adapt to in-house applications without changes or custom programming. Xenos
Document Solutions use in-house expertise, owned and third party software to enable
organizations to automate, personalize and manage their business communications through
document creation, content automation and content management.

The Company has offices in Canada, the United States, the United Kingdom and France.
2. Summary of significant accounting policies

Accounting estimates

In preparing the Company’s financial statements, management is required to make
estimates and assumptions that affect the reported amounts of assets and liabilities, the
disclosure of contingent assets and liabilities, and the reported amounts of revenues and
expenses. Significant areas requiring the use of management estimates include the useful
lives of capital assets, the amount of investment tax credits to be received, the evaluation
of impairment for long term assets, the value of assets acquired and liabilities assumed in
business combinations, and the provision for income taxes. Long-lived assets, including
capital assets and acquired intangibles are reviewed for impairment whenever events or
changes in circumstances indicate that the carrying amounts may not be recoverable from
estimated future cash flows. Actual results could differ from those estimates.



3. Intangibles and other assets

As at June 30

2006 2005
Cost
Deferred development costs $ 6,653,131 $ 6,252,729
Acquired intangible assets 1,104,000 1,104,000
$ 7,757,131 $ 7,356,729
Accumulated amortization
Deferred development costs $ 4,818,595 $ 4,150,811
Acquired intangible assets 297,300 186,900
$ 5,115,895 $ 4,337,711
Net book value
Deferred development costs $ 1,834,536 $ 2,101,918
Acquired intangible assets 806,700 917,100
$ 2,641,236 $ 3,019,018

Included in amortization expense in the income statement is $ 518,169 (2005 - $ 455,589)
related to amortization of deferred development costs and $ 82,800 (2005 - $ 82,800)
related to amortization of acquired intangibles.

4. Goodwill
As at June 30
2006 2005
Net book value, beginning of period $ 6,302,182 $ 6,243,616
Additional consideration paid on acquisitions 72,036 57,240
Net book value, end of period $ 6,374,218 $ 6,300,856

During the nine month period ended June 30, 2006, the Company paid additional
consideration of $ 72,036 (nine month period ended June 30, 2005 - $ 57,240) to the
former owners of Rush Creek Software Corporation.

5. Capital stock

June 30, 2006 June 30, 2005

Number Amount Number Amount
Balance, beginning of year 9,933,944 ¢ 44,964,085 9,894,361 $ 45,127,398
Issued pursuant to exercise of
vested stock options 3,000 4,950 32,917 54,313
Reduction due to cash paid
subsequently pursuant to the share
price guarantee - - - (228,625)

Balance, end of period 9,936,944 $ 44,969,035 9,927,278 $ 44,953,086




6. Contributed surplus

As at June 30

2006 2005
Balance, beginning of year $ 148,638 $ 4,994
Retroactive adoption of the fair value method - 65,141
Stock based compensation 89,792 58,179
Balance, end of period $ 238,430 $ 128,314

7. Stock based compensation plan

The Company has a stock option plan which allows the granting of stock options to
employees and service providers up to an aggregate of 1.6 million common shares. Under
current company practice the options, which have a five-year term, vest immediately for
directors and generally over 3-4 years for all others, commencing on the grant date. The
exercise price of each option equals the closing market price of the Company’s common
shares on the last trading day preceding the date of grant.

A summary of the status of the Company’s stock option plan as of June 30, 2006 and 2005
and any changes during each year-to-date period is presented below:

Weighted Average

Shares Exercise Price
2006 2005 2006 2005
Outstanding, beginning of year 958,138 1,112,388 $ 2.14 $ 4.00
Granted 294,000 47,000 1.97 2.34
Exercised (3,000) (32,917) 1.65 1.65
Forfeited (143,000) (121,667) 2.92 17.83
Outstanding, end of quarter 1,106,138 1,004,804 $ 1.99 $ 2.33

Options exercisable at quarter end 364,638 863,137




7. Stock based compensation plan (continued)

The following information applies to options outstanding at June 30, 2006:

Exercise Number Number Weighted Weighted Expiry
Price outstanding outstanding average average
and but not remaining exercise
exercisable exercisable life in price
months

$ 1.36 2,000 - 8 $ 1.36 February, 2007
1.50 2,000 - 7 1.50 January, 2007
1.65 206,138 - 6 1.65 December, 2006
1.65 20,000 - 14 1.65 August, 2007
1.65 25,000 - 11 1.65 May, 2007
1.65 - 400,000 54 1.65 December, 2010
1.90 15,000 - 55 1.90 January, 2011
1.93 - 100,000 54 1.93 December, 2010
1.99 - 179,000 57 1.99 March, 2011
2.20 8,000 - 21 2.20 March, 2008
2.35 17,000 - 44 2.35 February, 2010
2.40 2,500 7,500 44 2.40 February, 2010
3.45 2,500 2,500 29 3.45 November, 2008
3.60 10,000 10,000 29 3.60 November, 2008
3.80 42,500 42,500 28 3.80 October, 2008
4.36 12,000 - 33 4.36 March, 2009

8. Foreign exchange contracts

From time to time, the Company uses foreigh exchange forward contracts to hedge
portions of its forecasted revenues denominated in foreign currencies. These forward
contracts are designated and documented as revenue hedges. As a matter of policy, the
Company does not enter into speculative futures contracts or use other derivative financial
instruments. These activities serve to minimize, but not eliminate, the risk from
fluctuations in the exchange rate between the foreign currencies and the Canadian dollar.

The Company formally documents all relationships between hedging instruments and
hedging items, as well as the risk management objective and strategy for undertaking
various hedge transactions. This process includes linking all hedging instruments to specific
firm commitments or anticipated transactions. The Company also formally assesses, both
at the hedge’s inception and on an ongoing basis, whether the hedging instruments that
are used in hedging transactions are effective in offsetting hedged risks. If not designated
as hedges, forward exchange contracts are accounted for at fair value, with gains and
losses recorded in the consolidated financial statements as changes in value occur.

As at June 30, 2006, the Company had foreign exchange forward contracts outstanding to
fix the rate at which estimated US dollar revenues are to be recorded in fiscal 2006. The
Company has committed to sell $2.0 million US dollars during the balance of fiscal 2006 at
an average rate of exchange of CAD 1.1872. The fair market value of those contracts at
June 30, 2006 was approximately $2.127 million in US dollars.



9. Segmented information
The Company has determined that it serves one industry segment, information technology.
Geographic information

The following table provides information about geographic segment sales, capital assets
and goodwill.

Sales Capital Assets and Goodwill
2006 2005 2006 2005
Canada $ 698,611 $ 755,303 $ 5,005,167 $ 4,935,868
European Union 691,526 1,038,527 - -
United Kingdom 1,916,481 2,270,063 276,416 279,623
United States 6,439,758 6,665,483 2,382,721 2,335,935
Other 767,681 509,191 - -
$ 10,514,057 $ 11,238,567 $ 7,664,304 $ 7,551,426

10. Comparative figures

Certain of the comparative figures have been reclassified to conform to the financial
statement presentation adopted in the current year.
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statements entail various risks and uncertainties that cpala@xenos.com

could cause actual results to differ materially from those
reflected in these forward-looking statements. Risks and
uncertainties about the Company’s business are more
fully discussed in the Management Discussion and
Analysis published in the Company’s annual report.



