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SECURITIES AND EXCHANGE COMMISSION
Washington, DC 20549

Form 10-Q
(Mark One)

QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the quarterly period ended July 1, 200¢

OR

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the transition period from to

Commission file number 0-26946

INTEVAC, INC.
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California 94-3125814
(State or other jurisdiction of (IRS Employer
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3560 Bassett Street
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(408) 986-9888

Indicate by check mark whether the regist(ahhas filed all reports required to be filed®gction 13 or 15(d) of the Securities Exchange
Act of 1934 during the preceding 12 months (orsiech shorter period that the registrant was redquodile such reports), and (2) has been
subject to such filing requirements for the pastf@s. Yesv No O

Indicate by check mark whether the registimiatlarge accelerated filer, an accelerated, filea non-accelerated filer. See definition of
“accelerated filer and large accelerated filerRinle 12b-2 of the Exchange Act. (Check one):

Large accelerated fildtl Accelerated fileiv Non-accelerated fildtl

Indicate by check mark whether the registimiatshell company (as defined in Rule 12b-hefAct). YesO No ™

APPLICABLE ONLY TO CORPORATE ISSUERS:
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PART I. FINANCIAL INFORMATION

ltem 1. Financial Statements
INTEVAC, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS

July 1, December 31,
2006 2005
(Unaudited)
(In thousands)
ASSETS
Current asset:
Cash and cash equivalel $ 20,32: $ 15,25¢
Short term investmen 45,31 34,47¢
Trade and other accounts receivable, net of allocesuof $87 and $154 at July 1, 20(
and December 31, 20( 41,55¢ 42,84
Inventories 33,857 24,831
Prepaid expenses and other current a: 2,06z 1,81¢
Deferred tax asse 2,47¢ —
Total current asse 145,59( 119,22¢
Property, plant and equipment, | 8,85: 7,98(
Investment in 601 California Avenue LL 2,431 2,431
Other long term asse 1,437 804
Total asset $ 158,31: $ 130,44«

LIABILITIES AND SHAREHOLDERS ' EQUITY
Current liabilities:

Accounts payabl $ 11,63¢ $ 7,04¢
Accrued payroll and related liabilitit 6,634 5,50¢
Other accrued liabilitie 5,852 6,182
Customer advance 25,56¢ 23,13¢
Total current liabilities 49,69¢ 41,87¢
Other lon¢-term liabilities 93: 694
Shareholder equity:
Common stock, no par vali 99,38¢ 97,16¢
Additional paid in capita 1,18C
Accumulated other comprehensive inca 301 23¢
Retained earnings (accumulated defi 6,81°F (9,529
Total shareholde’ equity 107,68« 87,87
Total liabilities and sharehold¢ equity $ 158,31: $ 130,44

See accompanying notes.
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INTEVAC, INC.

CONDENSED CONSOLIDATED STATEMENTS OF INCOME

Net revenues
Systems and componel
Technology developmel
Total net revenue
Cost of net revenue
Systems and componel
Technology developmel
Inventory provision:
Total cost of net revenu:
Gross profit
Operating expense
Research and developmt
Selling, general and administrati
Total operating expens
Operating profit (loss
Interest income and other, r
Income before income tax
Provision for income taxe
Net income

Other comprehensive incorr
Foreign currency translation adjustme

Total comprehensive income (los

Basic income per shar

Net income

Shares used in per share amol
Diluted income per shar.

Net income

Shares used in per share amol

AND COMPREHENSIVE INCOME (LOSS)

Three Months Ended

Six Months Ended

July 1, July 2, July 1, July 2,
2006 2005 2006 2005
(Unaudited)

(In thousands, except per share amounts)
$ 56,84 $ 28,54t $104,91° $ 37,13¢

2,69¢ 1,87: 4,24~ 3,88¢
59,54 30,41¢ 109,16: 41,02
35,83¢ 19,42t 67,17¢ 25,82
1,90¢ 1,29¢ 2,861 2,792
53¢ 34 55E 754
38,28( 20,757 70,59/ 29,36
21,26: 9,661 38,56¢ 11,65¢
6,29( 3,41% 11,85 6,53¢
5,004 2,741 10,11¢ 5,932
11,29¢ 6,154 21,96¢ 12,47(
9,96¢ 3,507 16,59¢ (814)
72€ 428 1,327 854
10,69 3,93( 17,92¢ 40
1,36¢ 3 1,582 10

$ 9,33 $ 3,927 $ 16,34« $ 30
34 (21) 63 (37)

$ 9,367 $ 3,90¢ $ 16,407 $ ()
$ 0.44 $ 0.1¢ $ 0.7¢ $ 0.0C
20,98’ 20,39 20,91( 20,317
$ 0.4z $ 0.1¢ $ 0.7¢ $ 0.0C
21,97 21,14 21,88 20,98¢

See accompanying notes.
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INTEVAC, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

Six Months Ended

July 1, July 2,
2006 2005
(Unaudited)
(In thousands)

Operating activities
Net income $ 16,34« $ 30
Adjustments to reconcile net income to net cashcasth equivalents used in operating activil

Depreciation and amortizatic 1,24C 1,04¢

Inventory provision: 55E 754

Equity-based compensatic 1,18C —

Loss on disposal of equipme 5 4

Changes in operating assets and liabili (3,589 (10,257
Total adjustment (604) (8,446
Net cash and cash equivalents provided by (usegpi@jating activitie: 15,74( (8,41¢)
Investing activities
Purchases of investmer (183,45) (8,859
Proceeds from maturities of investme 172,70( 18,00(
Purchases of leasehold improvements and equip (2,196 (1,462)
Net cash and cash equivalents provided by (usedyé@sting activities (12,949 7,67¢
Financing activities
Net proceeds from issuance of common s 2,228 1,427
Net cash and cash equivalents provided by finanaatiyities 2,22z 1,427
Effect of exchange rate changes on ¢ 52 (56)
Net increase in cash and cash equival 5,06¢ 634
Cash and cash equivalents at beginning of p¢ 15,25¢ 17,45¢
Cash and cash equivalents at end of pe $ 20,32: $  18,08¢
Supplemental Schedule of Cash Flow Information
Cash paid for

Income taxe: $ 2,72¢ $ 2

See accompanying notes.
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S

1. Business Activities and Basis of Presentatic

We are the world’s leading provider of digkitering equipment to manufacturers of magnetidienased in hard disk drives and a
developer and provider of leading technology fdreme low light imaging sensors, cameras and systée operate two businesses:
Equipment and Imaging.

Our Equipment business designs, manufactoragets and services complex capital equipmert imsthe sputtering, or deposition, of
highly engineered thin-films of material onto matjneisks which are used in hard disk drives. Hiisk drives are the primary storage
medium for digital data and function by storingalah magnetic disks. These disks are createdoplasticated manufacturing process
involving a variety of steps, including plating,realing, polishing, texturing, sputtering and lghtion. We are also utilizing our expertise in
complex manufacturing equipment to develop new rfaaturing products that address markets outsidéiiedrive industry.

Our Imaging business develops and manufex®leetro-optical sensors, cameras, and systermnpehait highly sensitive detection of
photons in the visible and near infrared portiohthe spectrum, which can be used in applicatioes @s military night vision and extreme
low light imaging.

Most of our revenue is derived from our Eaquént business, and we expect that the majorityuofe@venues for the next several years
continue to be derived from our Equipment business.

The financial information at July 1, 2006 dodthe three- and six-month periods ended JuB0D6 and July 2, 2005 is unaudited, but
includes all adjustments (consisting only of normealurring accruals) that we consider necessarg fair presentation of the financial
information set forth herein, in accordance withamting principles generally accepted in the UWhB¢ates of America (“U.S. GAAP”) for
interim financial information, the instructionsform 10-Q and Article 10 of Regulation S-X. Aadimgly, it does not include all of the
information and footnotes required by U.S. GAAP donual financial statements. For further inforimatirefer to the Consolidated Financial
Statements and footnotes thereto included in oumuAhReport on Form 10-K for the fiscal year en@etember 31, 2005.

The preparation of financial statements infoomity with U.S. GAAP requires management to makBmates and assumptions that affect
the reported amounts of assets and liabilitiesdisclosure of contingent assets and liabilitiethatdate of the financial statements and
reported amounts of revenue and expenses durimgplogting period. Actual results inevitably wilffér from those estimates, and such
differences may be material to the financial staets.

The results for the three- and six-monthguigiended July 1, 2006 are not considered indeatithe results to be expected for any future
period or for the entire year.

“Intevac®,” “LIVAR ® " “D-STAR ®,” and “200 LearP” are trademarks of Intevac, Inc.

2. Concentrations

Historically, a significant portion of ourvenues in any particular period has been attribetbsales to a limited number of customers.
Our largest customers tend to change from perigubtmd.

We evaluate the collectibility of trade ra@dles on an ongoing basis and provide reservassigmtential losses when appropriate.

3.  New Accounting Pronouncements

In March 2004, the Emerging Issues Task FEEF") issued EITF No. 03-01, “The Meaning oft@r-Than-Temporary Impairment
and its Application to Certain Investmentghich provides new guidance for assessing impaitiosses on debt and equity investments.
new impairment model applies to investments acaalfdr under the cost or equity method and investsmaccounted for under FAS 115,

5
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

“Accounting for Certain Investments in Debt and Bg@ecurities.” EITF No. 03-01 also includes ndisclosure requirements for cost
method investments and for all investments thatraesm unrealized loss position. In September 2882 FASB delayed the accounting
provisions of EITF No. 03-01; however, the disdi@srequirements remain effective and the appledidclosures have been included in our
consolidated financial statements and related nbereto. We do not expect the adoption of thisFEid have an effect on our consolidated
financial position, results of operations and ciahs.

In September 2005, the FASB issued EITF I1$éme04-13, “Accounting for Purchases and Saldswéntory with the Same
Counterparty” (“EITF 04-13"). The issue providedidance on the circumstances under which two oenmorentory transactions with the
same counterparty should be viewed as a singleametary transaction within the scope of APB Opirido. 29, “Accounting for Non-
monetary Transactions.” The issue also providedange on circumstances under which non-monetafyagges of inventory within the
same line of business should be recognized avétire. EITF 04-13 is effective for transactionsngbeted in reporting periods beginning
after March 15, 2006. The adoption of EITF 04-iBrbt have a material impact on our consolidatedrfcial position, results of operations
and cash flows.

In July 2006, the FASB issued Interpretatim 48, “Accounting for Uncertainty in Income Taxesan interpretation of FASB Statem:
No. 10¢" (“FIN 48"). Under FIN 48, companies are requitedapply the “more likely than not” threshold tetrecognition and derecognition
of tax positions. FIN 48 also provides guidancdtenmeasurement of tax positions, balance shesgifitation, interest and penalties,
accounting in interim periods, disclosure and titeors FIN 48 will be effective beginning January2D07. We are currently evaluating the
provisions in FIN 48, however, at the present timgedo not anticipate that the adoption of FIN 48 ave a material impact on our
consolidated financial position, results of opanasi and cash flows.

4. Inventories

Inventories are priced using standard cegtg;h approximate cost under the first-in, firstowethod and are stated at the lower of cost or
market. Inventories consist of the following:

July 1, December 31,
2006 2005
(In thousands)
Raw material $ 17,23¢ $ 15,07(
Work-in-progress 13,751 6,30:
Finished good 2,86¢€ 3,46¢
$ 33,851 $ 24,83

Finished goods inventory consists primarfligompleted systems at customer sites that arergaihg installation and acceptance testing.

Inventory reserves included in the above nensilvere $9.5 million and $11.0 million at July2006 and December 31, 2005,
respectively. Each quarter, we analyze our invgntiaw materials, work-in -progress and finisheddg) against the forecast demand for the
next 12 months. Raw materials with no forecastirequents in that period are considered excessraughiory provisions are established to
write those items down to zero net book value. \Worprogress and finished goods inventories witfarecast requirements in that period
are typically written down to the lower of costroarket. During this process, some inventory isfified as having no future use or value to
us and is disposed of against the reserves.
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

The following table displays the activitytime inventory provision account for the six-mon#ripds ending July 1, 2006 and July 2, 2005:
Six Months Ended

July 1, July 2,
2006 2005
(In thousands)

Beginning balanc $ 10,98¢ $ 9,86°
New provisions in cost of sal 55k 754
New provisions for refurbishment of consigned prcid 7 87
Disposals of inventor (2,059 —
Miscellaneous adjustmer — (96)
Ending balanci $ 9,492 $ 10,60¢

5. Stock-Based Compensation

On January 1, 2006, we adopted StatemeninahEial Accounting Standards No. 123 (revised 20®hare-Based
Payment,” (“SFAS 123(R)") which requires the measuent and recognition of compensation expensellfshare-based payment awards
made to employees and directors including equitgrdw related to the 2004 Equity Incentive Plan {824 Plan”) and employee stock
purchases related to the 2003 Employee Stock PsgdPian (the “ESPP”) based on estimated fair valbieAS 123(R) supersedes our
previous accounting under Accounting Principlesi8dapinion No. 25, “Accounting for Stock IssuedBmployees” (“APB 25”) for periods
beginning in fiscal 2006. In March 2005, the Sa@esiand Exchange Commission issued Staff Accogrinletin No. 107 (“SAB 107")
relating to SFAS 123(R). We have applied the piiowis of SAB 107 in our adoption of SFAS 123(R).

We adopted SFAS 123(R) using the modifiedpeative transition method, which requires the iapfibn of the accounting standard a
January 1, 2006, the first day of our fiscal ye@®& Our Condensed Consolidated Financial Statenanof and for the three and six months
ended July 1, 2006 reflect the impact of SFAS 123|fRaccordance with the modified prospective $idon method, our Condensed
Consolidated Financial Statements for prior perioage not been restated to reflect, and do notdeslthe impact of SFAS 123(R). Stock-
based compensation expense recognized under SFHR)1f2r the three months and six months ended U006 was $695,000 and
$1.1 million, respectively, which consisted of dtdiased compensation expense related to the gfratdak options under the 2004 Plan and
stock purchase rights under the ESPP. There watnk-based compensation expense related to thée@ratock options or stock purchase
rights recognized during the three or six montteeeinJuly 2, 2005.

SFAS 123(R) requires companies to estimadain value of share-based payment awards onateeal grant using an option-pricing
model. The value of the portion of the award thailtimately expected to vest is recognized as es@ever the requisite service period in
Condensed Consolidated Statement of Operatiora. ferthe adoption of SFAS 123(R), we accountedfoployee equity awards and
employee stock purchases using the intrinsic vadathod in accordance with APB 25 as allowed undateient of Financial Accounting
Standards No. 123, “Accounting for Stock-Based Censation” (“SFAS 123"). Under the intrinsic valuetimod, no stock-based
compensation expense had been recognized in owte@iead Consolidated Statement of Operations betiaeigxercise price of our stock
options granted to employees and directors equhtthir market value of the underlying stock at ttate of grant.

Stock-based compensation expense recognir@tydhe period is based on the value of the portif share-based payment awards that is
ultimately expected to vest during the period. $tbased compensation expense recognized in ourébsed Consolidated Statement of
Operations for the three and six months ended uUA06 included compensation expense for sharedhasyment awards granted prior to,
but not
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

yet vested as of December 31, 2005 based on thédmte fair value estimated in accordance withptieeforma provisions of SFAS 123 a
compensation expense for the share-based paymandsigranted subsequent to December 31, 2005 badbeé grant date fair value
estimated in accordance with the provisions of SER3(R). As stockased compensation expense recognized in the Ceedi€onsolidate
Statement of Operations for the first six monthfisgfal 2006 is based on awards ultimately expetdecdst, it has been reduced for estimated
forfeitures. SFAS 123(R) requires forfeitures toelséimated at the time of grant and revised, iegeary, in subsequent periods if actual
forfeitures differ from those estimates. In our fwoma information required under SFAS 123 for pleeiods prior to fiscal 2006, the

Company accounted for forfeitures as they occurred.

Descriptions of Plan
2004 Equity Incentive Pla

Our 2004 Equity Incentive Plan (the “2004rP)as a broad-based, long-term retention progratarided to attract and retain qualified
management and technical employees, and aligntsttidr and employee interests. The 2004 Plan petimgtgrant of incentive or non-
statutory stock options, restricted stock, stoghragiation rights, performance units and perforneasttares. Option price, vesting period, and
other terms are determined by the Administratdhef2004 Plan, but the option price shall generatiybe less than 100% of the fair market
value per share on the date of grant. During thensinths ended July 1, 2006, we granted 387,00k stptions with an estimated total grant-
date fair value of $4.9 million. Of this amount, egtimated that the stock-based compensation éoarards not expected to vest was
$1.7 million.

2003 Employee Stock Purchase P

Our 2003 Employee Stock Purchase Plan (ti8PT) provides that eligible employees may purclmasecommon stock through payroll
deductions at a price equal to 85% of the lowaheffair market value at the beginning of the aqgtlle offering period or at the end of each
applicable purchase period. Offering periods areegaly two years in length, and consist of a seoiesix-month purchase intervals. Eligible
employees may join the ESPP at the beginning ofsaaynonth purchase interval. During the six morghded July 1, 2006, we granted
purchase rights with an estimated total grant-datee of $46,000.

Impact of the Adoption of SFAS 123(F

The effect of recording stock-based compemsdor the three and six-month periods ended 1uB006 was as follows:

Three Months Six Months
Ended Ended
July 1, 2006 July 1, 2006
Stocl-based compensation by type of aw:
Stock options $ 552 $ 89¢€
Employee stock purchase pl 167 283
Amounts capitalized as inventa (24) (56)
Total stocl-based compensatic 69E 1,12:
Tax effect on stoc-based compensatic (61) (99)
Net effect on net incom 634 1,02
Effect on earnings per sha
Basic $ 0.0z $ 0.0t
Diluted $ 0.0z $ 0.04
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

Approximately $56,000 of stock-based compgosavas capitalized as inventory at July 1, 2006 .stock-based compensation was
capitalized to inventory prior to our adoption bétprovisions of SFAS 123(R) in the first quarte2006.

Valuation Assumptions

The fair value of share-based payment awiardstimated at the grant date using the Black-®shaption valuation model. The
determination of fair value of share-based paymagrards on the date of grant using an option-prianaglel is affected by our stock price as
well as assumptions regarding a number of highiydex and subjective variables. These variabldside; but are not limited to, our
expected stock price volatility over the term of tiwards, and actual employee stock option exebekavior.

In connection with the adoption of SFAS 123(Re reassessed our valuation technique and dedstumptions. We estimate the fair
value of stock options using a Black-Scholes vatumatodel, consistent with the provisions of SFA3(R), SAB No. 107 and our prior
period pro forma disclosures of net earnings, idiclg stock-based compensation expense (determimget @ fair value method as prescribed
by SFAS 123). The weighted-average estimated wafleenployee stock options granted during the tlregk six months ended July 1, 2006
was $15.93 per share and $12.65 per share, resggclihe weighted-average estimated fair valueroployee stock purchase rights granted
pursuant to the ESPP during the six months endgdL)J2006 was $5.16 per share. The fair valueasheoption and employee stock purct
right grant is estimated on the date of grant usiiegBlack-Scholes option valuation model with fibkowing weighted-average assumptions:

Three Months

Ended
July 1, 2006
Stock Options
Expected volatility 81.71%
Risk free interest rai 5.0¢%
Expected term of options and purchase rights (arg) 5.7¢
Dividend yield None
Six Months Ended
July 1, 2006
Employee
Stock Stock Purchase
Options Plan
Expected volatility 77.91% 61.47%
Risk free interest rai 4.8t% 4.64%
Expected term of options and purchase rights (arg) 4.9t 0.5
Dividend yield None None

The computation of the expected volatilitgusptions used in the Black-Scholes calculationsiéov grants and purchase rights is based
on the historical volatility of our stock price, amured over a period equal to the expected tettimeogrant or purchase right. The risk-free
interest rate is based on the yield available @&\ Ureasury Strips with an equivalent remainingitéfhe expected life of employee stock
options represents the weighted-average periodhkagtock options are expected to remain outstgnaind was determined based on
historical experience of similar awards, giving sigieration to the contractual terms of the stocseldeawards and vesting schedules. The
expected life of purchase is the period of timeagimg in the current offering period. The divideyidld assumption is based on our history
of not paying dividends and the assumption of @myig dividends in the future.

9
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

As the stock-based compensation expense masmhin the Condensed Consolidated Statement efalipns for the first six months of
2006 is based on awards ultimately expected tq sash amount has been reduced for estimatedtimési SFAS 123(R) requires forfeitures
to be estimated at the time of grant and revidatkdessary, in subsequent periods if actual fonfes differ from those estimates. Forfeitures
were estimated based on our historical experience.

Expense Information Under SFAS 123(F

2004 Equity Incentive Pla

A summary of activity under the above captidplan is as follows:

Weighted Average

Remaining
Weighted Average Contractual Term Aggregate Intrinsic
Shares Exercise Price (Years) Value

Options outstanding at December 31, 2 1,867,57! $ 7.1¢ 7.58 $ 11,482,71

Options grante 387,00( $ 19.4(

Options forfeitec (38,76() % 8.0¢

Options exercise (260,700 % 7.1¢
Options outstanding at July 1, 20 1,955,111 $ 9.5¢ 7.8¢ $ 23,781,81
Options exercisable at July 1, 2C 880,23 $ 7.7¢ 6.9:¢ $ 12,229,17

The aggregate intrinsic value in the tablevarepresents the total pretax intrinsic valusgldaon our closing stock price of $21.68 as of
June 30, 2006, which would have been received &yiftion holders had all options holders exerctbed options as of that date.

The options outstanding and currently exaldis at July 1, 2006 were in the following exergisee ranges:

Options Outstanding

Options Exercisable

Weighted Average

Number of Remaining Weighted Number Weighted
Shares Contractual Term Average Vested and Average
Range of Exercise Prices Outstanding (In Years) Exercise Price Exercisable Exercise Price
$2.63-$3.98 350,14( 5.4z $ 2.8¢ 277,04¢ $ 2.8C
$3.99- $6.38 277,97( 7.3¢ $ 4.5t 86,88t $ 4.717
$6.39-$7.84 343,55( 8.0t $ 7.57 45,15( $ 7.2C
$ 7.85- $10.01 318,20( 8.3¢ $ 9.04 202,90( $ 9.6:
$10.02- $15.50 280,25( 8.2¢ $ 12.6( 268,25( $ 12.62
$15.50- $22.55 385,00( 9.67 $ 19.3¢ — $ —
$ 2.63- $28.55 1,955,111 7.8¢ $ 9.5¢ 880,23 $ 7.7¢

As of July 1, 2006, the unrecorded defertedksbased compensation balance related to stagdnspivas $6.1 million and will be
recognized over an estimated weighted average ematboh period of 2.0 years. The amortization pgigbased on the expected term of the
option, which is defined as the period from graatiedto exercise date.

2003 Employee Stock Purchase P

During the six months ended July 1, 2006494 shares were purchased at an average per staref$4.71. At July 1, 2006, there were
472,305 shares available to be issued under th® ESP

10
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

Prior to the Adoption of SFAS No. 123(F

Prior to the adoption of SFAS No. 123(R), previded the disclosures required under SFAS N8, 1&ccounting for Stock-Based
Compensation,” as amended by SFAS No. 148, “Acéogribr Stock-Based Compensation — Transition aistisures.” Consistent with
the disclosure provisions of SFAS 148, our net &oss basic and diluted loss per share for the thnelesix months ended July 2, 2005 would
have been adjusted to the pro forma amounts iretidaglow:

Three Months Six Months
Ended Ended
July 1, 2005 July 1, 2005
Net income, as reporte $ 3,921 $ 30
Deduct: Total stock-based employee compensatioaresgodetermined under fair value
based method for all awards, net of related tascts (717) (1,109
Pro forma net income (los $ 3,21( $ (1,079
Basic income (loss) per sha
As reportec $ 0.1¢ $ 0.0C
Pro forma $ 0.1¢€ $ (0.0%)
Diluted income (loss) per shai
As reportec $ 0.1¢ $ 0.0C
Pro forma $ 0.1t $ (0.05)

The weighted-average fair value of stockamigranted was $7.65 and $6.67 for the threeiamdanths ended July 2, 2005,
respectively. The weighted-average fair value athase rights granted was $4.42 for the six moaitised July 2, 2005. The fair value of
each option grant and purchase right was estinm@tdte date of grant using the Black-Scholes optaination model with the following
weighted average assumptions:

Six Months Ended

Three Months July 2, 2005 July 2, 2005
Ended
July 2, 2005 Employee
Stock

Stock Options Purchase Plan Stock Options
Expected volatility 91.4% 93.02% 92.65%
Risk free interest rai 3.68% 3.8% 4.32%
Expected term of options and purchase rights (arg) 5.C 155 6.€
Dividend yield None None None

Prior to fiscal 2006, the expected forfeitiod employee stock options were accounted fonpasaincurred basis.

6. Warranty

We provide for the estimated cost of warramhen revenue is recognized. Our warranty is petraot terms and for our systems the
warranty typically ranges between 12 and 24 mofitre customer acceptance. During this warrantyqaeainy defective non-consumable
parts are replaced and installed at no chargeetouktomer. The warranty period on consumable slitaited to their reasonable usable life.
We use estimated repair or replacement costs alithgpur actual warranty experience to determinevearranty obligation. We exercise
judgment in determining the underlying estima
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

On the condensed consolidated balance sheethort-term portion of the warranty is includedther accrued liabilities, while the long-
term portion is included in other long-term liatiés.

The following table displays the activitytime warranty provision account for the three amdchsdnth periods ending July 1, 2006 and
July 2, 2005:

Three Months Six Months
Ended Ended
July 1, July 2, July 1, July 2,
2006 2005 2006 2005
(In thousands)

Beginning balanc $ 3,57 $ 1,011 $ 3,39¢ $ 1,11¢
Expenditures incurred under warrant (720 (263) (1,844 (709
Accruals for product warranties issued during #gorting perioc 1,10z 70¢ 2,071 994
Adjustments to previously existing warranty accst 89 22C 412 27€
Ending balanc: $ 4,044 $ 1,671 $ 4,044 $ 1,671

The following table displays the balance s$tutsssification of the warranty provision accoahfluly 1, 2006 and at December 31, 2005:

July 1, December 31,
2006 2005
(In thousands)
Other accrued liabilitie $ 3,111 $ 2,70t
Other lon¢-term liabilities 933 694
Total warranty provisiol $ 4,044 $ 3,39¢

7. Guarantees

We have entered into agreements with custeed suppliers that include limited intellectuadperty indemnification obligations that |
customary in the industry. These guarantees gdyeegjuire us to compensate the other party falagedamages and costs incurred as a
result of third party intellectual property claimssing from these transactions. The nature ofrttedlectual property indemnification
obligations prevents us from making a reasonatilmate of the maximum potential amount we coulddmpired to pay our customers and
suppliers. Historically, we have not made any gigant indemnification payments under such agreésje@md no amount has been accrue
the accompanying consolidated financial statemeiitsrespect to these indemnification obligations.

8. Cash, Cash Equivalents and Investments in Debt Serties

Our investment portfolio consists of caslshcaquivalents and investments in debt securitidsaunicipal bonds. We consider all highly
liquid investments with a maturity of three montitdess when purchased to be cash equivalentsstimeats in debt securities and municipal
bonds consist principally of highly rated debt rastents with maturities generally between one @ danths.

We account for our investments in debt séiegrand auction rate securities in accordance Stiabement of Accounting Standards
No. 115“Accounting for Certain Investments in Debt and EBg&ecurities,” which requires certain securitiedbe categorized as either
trading, available-for-sale or held-to -maturitywalable-for-sale securities are carried at falueawith unrealized gains and losses recorded
within other comprehensive income (loss) as a sgépaomponent of shareholders’ equity. Heldrt@turity securities are carried at amorti
cost. We have no trading securities. The costwdstment securities sold is determined by the fipedentification method. Interest income
is recorded using an effective interest rate,
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

with the associated premium or discount amortipeidterest income. Realized gains and losses atlthds in value judged to be other than
temporary, if any, on available-for-sale securities included in earnings. The table below preséetamortized principal amount, major
security type and maturities for our investmentdebt securities and auction rate securities.

July 1, December 31,
2006 2005

(In thousands)

Amortized Principal Amount

Debt securities issued by the US government arabiscie: $ — $ 10,99:
Auction rate securitie 33,70( 15,00(
Corporate debt securiti 11,61: 8,48¢
Total investments in debt securities, all s-term $ 4531 $ 34,47¢
Approximate fair value of investments in debt séms $ 45,29 $ 34,40¢

The decline in the fair value of our investitsefrom the principal amount is attributable t@ebes in interest rates and not credit quality.
In accordance with EITF 03-01, we have the abdityl intent to hold these investments until falugaecovers, which may be maturity, and
we do not consider these investments to be otlzr-thmporarily impaired at July 1, 2006.

Cash and cash equivalents represent casbhrascand money market funds. Included in accouayslple are $4.4 million and $988,00(
book overdraft at July 1, 2006 and December 31528spectively.
9. NetIncome Per Share

The following table sets forth the computatad basic and diluted earnings (loss) per share:

Three Months Ended Six Months Ended
July 1, July 2, July 1, July 2,
2006 2005 2006 2005
(In thousands)
Numerator:
Numerator for diluted earnings per sh— income available to common
stockholder: $ 9,33 $ 3,927 $ 16,34« $ 30
Denominator
Denominator for basic earnings per st— weightec-average share 20,987 20,39: 20,91( 20,317
Effect of dilutive securities
Employee stock options(. 98t 758 973 672
Dilutive potential common shar: 98t 753 973 672
Denominator for diluted earnings per share — adjlisteighted-average
shares and assumed conversi 21,972 21,14« 21,88: 20,98¢

(1) Potentially dilutive securities, consistingsifares issuable upon exercise of employee stdakngmnd weighted-average unamortized
compensation expense, are excluded from the céitmulaf diluted EPS when their effect is anti-diligt. The weighted average number
of employee stock options excluded for the threewm@eriods ended July 1, 2006 and July 2, 2005085000 and 218,313,
respectively, and the number of employee stocloaptexcluded for the six-month periods ended JuB006 and July 2, 2005 was
196,640 and 281,522, respective
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

10. Segment Reporting
Segment Descriptiol

We have two reportable operating segmentsigigent and Imaging. Our reportable segments asmbss units that offer different
products and are each managed separately, undéir¢icon of our Chief Executive Officer. Our Eguaient business designs, manufactures,
markets and services complex capital equipmentdiposits, or sputters, highly engineered thindilwnto magnetic disks used in hard disk
drives. Our Imaging business develops and manutglectro-optical sensors, cameras and systexhpaimit highly sensitive detection of
photons in the visible and near infrared portiohthe spectrum, allowing vision in extreme low ligituations.

Included in corporate activities are genetaporate expenses, less an allocation of corpesgienses to operating units equal to 3% of
net revenues. Assets of corporate activities irelutallocated cash and short-term investmentsyreeféncome tax assets and other assets.

Segment Profit or Loss and Segment Ass

We evaluate performance and allocate reseurased on a number of factors including, profibes from operations and future revenue
potential. The accounting policies of the repoad#gments are the same as those described mntimeasy of significant accounting policie

Business Segment Net Revent

Three Months Ended Six Months Ended

July 1, July 2, July 1, July 2
2006 2005 2006 2005
(In thousands)
Equipment $ 56,46¢ $ 28,33 $ 104,03t $36,87:
Imaging 3,077 2,081 5,124 4,15(
Total $ 59,54: $ 30,41¢ $ 109,16:. $41,02:

Business Segment Profit & Los

Three Months Ended Six Months Ended

July 1, July 2, July 1, July 2,
2006 2005 2006 2005
(In thousands)

Equipment $ 10,97« $ 4,677 $ 19,45¢ $ 2,001
Imaging (1,159 (1,279 (3,029 (2,459
Corporate activitie 152 112 172 (35€)
Operating income (lost 9,96¢ 3,507 16,59¢ (8149)
Interest income and other, r 72¢ 427 1,327 854
Income (loss) before income tax $ 10,69: $ 3,93 17,92¢ 4Q
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

Business Segment Asse

July 1, December 31
2006 2005
(In thousands)
Equipment $ 76,61 $ 68,67
Imaging 8,31« 7,66¢
Corporate activitie 73,38 54,10
Total $ 158,31 $ 130,44
The portion of our long-lived assets maingaimutside of the United States is immaterial.
Geographic Area Net Trade Revenu
Three Months Ended Six Months Ended
July 1, July 2, July 1, July 2,
2006 2005 2006 2005
(In thousands)
United State: $ 8,07 $ 2,79 $ 16,62¢ $ 9,58¢
Asia 51,45 27,33: 92,51¢ 30,961
Europe 17 28¢ 17 478
Total $ 59,54: $ 30,41¢ $ 109,16. $ 41,02

11. Income Taxes

For the six months ended July 1, 2006, weusttincome tax using an effective tax rate of 8d@%retax income. This rate is based ol
estimate of our annual tax rate calculated in atamce with Statement of Financial Accounting Stadsl&lo. 109, “Accounting for Income
Taxes”. We have substantial net operating losscaedit carry-forwards, which are being used totithe taxes paid this year and to reduce
our effective tax rate to less than the statutocpime tax rates in effect. We expect our effedtiverate to significantly increase after our net
operating losses and deferred credits have bebnufilized. Our deferred tax asset is principalf§set by a valuation allowance, resulting
net deferred tax asset of $2.5 million at Julydge

For the three months ended July 2, 2005,ageuad income tax using an effective tax rate 8%20of pretax income. Our tax rate differs
from the applicable statutory rates due to thézatilon of net operating loss carry-forwards anfeded credits.

12. Capital Transactions

During the six-month period ending July 10@0we sold stock to our employees under Inteviaqisity Incentive and Employee Stock
Purchase Plans. A total of 335,191 shares weredssader these plans, for which Intevac received s#llion.

13. Financial Presentation

Certain prior year amounts in the CondenseasGlidated Financial Statements have been refitassd conform to 2006 presentation.
The reclassifications had no material effect oaltassets, liabilities, equity, revenue, net incqtoss) or comprehensive income (loss) as
previously reported.
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ltem 2.  Managemen’'s Discussion and Analysis of Financial Conditionnal Results of Operations

This Quarterly Report on Form 10-Q contains fordimoking statements, which involve risks and utadeties. Words such as
“believes,” “expects,” “anticipates” and the likeridicate forward-looking statements. These forwaaking statements include comments
related to our shipments, projected revenue redagniproduct costs, gross margin, operating expsngterest income, cash balances and
financial results in 2006; our projected customequirements for new capacity and for technologyrages for their installed base of o
thin-film disk sputtering equipment, and when, &ndur customers will place orders for these prot Imaging’s ability to proliferate its
technology into major military weapons programs andlevelop and introduce commercial imaging prasiuand the timing of delivery
and/or acceptance of the systems and productsctiraprise our backlog for revenue. Our actual resutiay differ materially from the results
discussed in the forward-looking statements foamety of reasons, including those set forth untitisk Factors” and in other documents \
file from time to time with the Securities and Exafpe Commission, including Intevs Annual Report on Form 10-K filed in March 20086,
Form 10-Q’s and Form 8-K’s.

Critical Accounting Policies and Estimates

The preparation of financial statements atated disclosures in conformity with accountingnpiples generally accepted in the United
States of America (“US GAAP”) requires managemerntke judgments, assumptions and estimates tieat #ie amounts reported. Our
significant accounting policies are described ined\®to the consolidated financial statements odlin Item 8 of our Annual Report on
Form 10-K. Certain of these significant accounfiudjcies are considered to be critical accounginlicies, as defined below.

A critical accounting policy is defined aseathat is both material to the presentation offmancial statements and requires management
to make difficult, subjective or complex judgmetiiat could have a material effect on our financ@iditions and results of operations.
Specifically, critical accounting estimates have tbllowing attributes: 1) We are required to maksumptions about matters that are highly
uncertain at the time of the estimate; and 2) difi¢ estimates we could reasonably have used,amugs in the estimate that are reasonably
likely to occur, would have a material effect orr inancial condition or results of operations.

Estimates and assumptions about future eweentsheir effects cannot be determined with cetyal/e base our estimates on historical
experience and on various other assumptions belivbe applicable and reasonable under the citzumoss. These estimates may change a
new events occur, as additional information is ioleté and as our operating environment changes €l¢tenges have historically been minor
and have been included in the consolidated finhstadéements as soon as they become known. Ini@udihanagement is periodically faced
with uncertainties, the outcomes of which are nithiw its control and will not be known for proload periods of time. Many of these
uncertainties are discussed in the section belditlesh“Risk Factors.” Based on a critical assessined our accounting policies and the
underlying judgments and uncertainties affectirggapplication of those policies, management bedi¢kiat our consolidated financial
statements are fairly stated in accordance wittdA®&\P, and provide a meaningful presentation offmancial condition and results of
operation.

We believe the following critical accountipglicies affect the more significant judgments astimates we make in preparing our
consolidated financial statements. We also haverdify accounting policies and accounting estimigkeged to the collectibility of trade
receivables and prototype product costs. We belieatthese other accounting policies and otheswatting estimates either do not generally
require us to make estimates and judgments thatsadifficult or subjective, or are less likelyltave a material impact on our reported res
of operation for a given period.

Revenue Recognitio

Certain of our system sales with customeeptance provisions are accounted for as mulgfgerent arrangements. If we have previo
met defined customer acceptance levels with theifipéype of system,
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then we recognize revenue for the fair market vafube system upon shipment and transfer of tithe] recognize revenue for the fair market
value of installation and acceptance services whese services are completed. We estimate thenfaiket value of the installation and
acceptance services based on our actual histesparience. For systems that have generally not Bemonstrated to meet a particular
customer’s product specifications prior to shipmeewenue recognition is typically deferred untistomer acceptance. For example, while
initial shipments of our 200 Led&hsystem were recognized for revenue upon custonoepéance during 2004, revenue was recognized upon
shipment for the majority of 200 Leans shipped@0%2 Most of the systems in backlog at July 1, 2&@6for customers where we have met
defined customer acceptance levels and we expeettgnize revenue upon shipment for those systems.

In some instances, hardware that is not ¢iasémthe functioning of the system may be delddeafter acceptance of the system. In these
cases, we estimate the fair market value of theassential hardware as if it had been sold onralsttone basis, and defer recognizing
revenue on that value until the hardware is dedigier

In certain cases, we sell limited rights tw mtellectual property. Revenue from the salamy intellectual property license will generally
be recognized at the inception of the license term.

We perform best efforts research and devedspiwork under various government-sponsored reezmatracts. These contracts are a
mixture of cost-plus-fixed-fee (“CPFF”") and firnxéd-price (“FFP”). Revenue on CPFF contracts isge&zed in accordance with contract
terms, typically as costs are incurred. RevenuEF® contracts is generally recognized on the pérgerof -completion method based on
costs incurred in relation to total estimated cd3tsvisions for estimated losses on governmentsped research contracts are recorded in
the period in which such losses are determined.

Inventories

Inventories are priced using standard cegti;h approximate first-in, first-out, and are sthat the lower of cost or market. The carrying
value of inventory is reduced for estimated ex@sbsobsolescence by the difference between itsacwkthe estimated market value base
assumptions about future demand. We evaluate #emiary carrying value for potential excess andtdie inventory exposures by analyz
historical and anticipated demand. In additiongimeries are evaluated for potential obsolescenedalthe effect of known and anticipated
engineering change orders and new products. lhhdemand were to be substantially lower than egddh additional inventory adjustments
would be required, which could have a material aslveffect on our business, financial condition eesilts of operation. A cost to market
reserve is established for work-in -progress angtiied goods inventories when the value of theritosg plus the estimated cost to complete
exceeds the net realizable value of the inventory.

Warranty

We provide for the estimated cost of warramhen revenue is recognized. Our warranty is patraot terms and for our systems the
warranty typically ranges between 12 and 24 mofitre customer acceptance. We use estimated repegptacement costs along with our
actual warranty experience to determine our wayrahtigation. We exercise judgment in determinihg tinderlying estimates. Should actual
warranty costs differ substantially from our estiesa revisions to the estimated warranty liabiltyuld be required, which could have a
material adverse effect on our business, finargabition and results of operations.

Income Taxes

We account for income taxes in accordanck @iatement of Financial Accounting Standard N@®, 28ccounting for Income
Taxes,” (“SFAS 109") which requires that deferrad aissets and liabilities be recognized using edaeix rates for the effect of temporary
differences between book and tax bases of recasigets and liabilities. SFAS 109 also requiresdbfdrred tax assets be reduced by a
valuation allowance if it is more likely than nbiat a portion of the deferred tax asset will notdmdized. Based on our history of losses
through 2004, our deferred tax asset was fullyetffy a valuation allowance as of December 31, 2005
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On a quarterly basis, we provide for incomeets based upon an annual effective income taxThteeffective tax rate is highly depenc
upon the geographic composition of worldwide eagajriax regulations governing each region, netaipwy loss carry-forwards, availability
of tax credits and the effectiveness of our taxipiag strategies. We carefully monitor the charigemany factors and adjust our effective
income tax rate on a timely basis. If actual resditfer from the estimates, this could have a mteffect on our business, financial
condition and results of operations.

The calculation of tax liabilities involvemsificant judgment in estimating the impact of erainties in the application of complex tax
laws. Resolution of these uncertainties in a mamm@msistent with our expectations could have tened effect on our business, financial
condition and results of operations.

Results of Operations
Three Months Ended July 1, 2006 and July 2, 20

Net revenue

Three Months Ended Change Over Prior
Period
July 1, July 2,
2006 2005 Amount %
(In thousands, except percentage:
Equipment net revenuu $ 56,46 $ 28,33 $ 28,12¢ 99%
Imaging net revenue 3,077 2,081 99¢€ 48%
Total net revenue $ 59,54: $ 30,41¢ $ 29,12 96%

Net revenues consist primarily of sales afipment used to manufacture thin-film disks, relagéguipment and system components, flat
panel equipment technology license fees, contesaarch and development related to the developofiettctro-optical sensors, cameras and
systems and low light imaging products.

The increase in Equipment revenue for theahmonths ending July 1, 2006 was primarily thalted revenue recognition for eleven 200
Lean systems, and, to a lesser extent, shipmesgvei disk lubrication systems and an increasevienue from disk equipment spare parts.
The three months ended July 2, 2005 included sixLZ&n systems and three disk lubrication systerddtze sale of a D-STARflat panel
technology license for $1.5 million. Our outlook the Equipment business continues to be positidevee expect our revenues will grow
relative to 2005.

The slight increase in Imaging revenues \wasésult of increased revenues from contract resemd development, in addition to an
increase in product shipments. In 2006, we expextrhaging business revenue to grow, with increasbsth contract research and
development revenue and product revenue, althowgtionnot anticipate our Imaging business will befitable in 2006. Substantial growth
in future Imaging revenues is dependent on praltfen of our technology into major military weapgregrams, the ability to obtain export
licenses for foreign customers, obtaining produrctiabcontracts for these programs, and developamehsale of commercial products.

Our backlog of orders at July 1, 2006 was.&96illion, as compared to $84.5 million at Decem®g, 2005 and $65.4 million at July 2,
2005. The increase in backlog was primarily theltesf orders for disk sputtering systems. We idelin backlog the value of purchase
orders for our products that have scheduled dslidates. We do not recognize revenue on this bgakhtil we have met the criteria
contained in our revenue recognition policy, inghgdcustomer acceptance of newly developed systems.

International sales increased by 86% to $8llomfor the three months ended July 1, 2006 fi$28 million for the three months ended
July 2, 2005. International revenues include prégisbipped to overseas operations of U.S. compahiesincrease in international sales was
primarily due to an increase in net revenues frask gputtering systems. Substantially all of odeinational sales are to customers in Asia.
International sales constituted 86% of net reveifioiethe three months ended July 1, 2006 and 91febfevenues for the three months
ended July 2, 2005.
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Gross margir
Three Months

Ended Change Over
Prior Period
July 1, July 2,
2006 2005 Amount %
Equipment gross marg 36.4% 33.4% 3.0 pt: 8.8%
Imaging gross margi 25.2% 9.2% 16.2 pt: 175.3%
Total gross margi 35.7% 31.8% 3.9 pte 12.4%

Cost of net revenues consists primarily athased materials and costs attributable to cantesearch and development, and also
includes fabrication, assembly, test and installatabor and overhead, customer-specific engingenists, warranty costs, royalties,
provisions for inventory reserves and scrap. Cbaebrevenues for the three months ended Jul$@6 ihcluded $93,000 of equity-based
compensation expense.

Equipment gross margin improved during thhe¢gfmonths ended July 1, 2006 as compared to ke thonths ended July 2, 2005. This
improvement was due primarily to lower manufactgrimsts and higher average selling prices for @eL2an systems recognized for
revenue in the period relative to the three moetided July 2, 2005. We expect the gross margith®bEquipment business in 2006 to be
better than 2005, primarily as a result of costitidn efforts undertaken on the 200 Lean systamsashigher average selling price for the
systems. Gross margins in the Equipment busindssany depending on a number of factors, includimgduct cost, system configuration
and pricing, factory utilization, and inventory pigions.

The increase in Imaging gross margin was ariigna result of increased product revenue, wigatries a higher gross margin than funded
research and development, and a greater percesitégetory overhead absorbed into research anddawent activities. We expect Imaging
gross margin in 2006 to be improved over 2005, @timarily to an increase in both product revenue faly funded research and
development.

Research and developmt

Three Months

Ended Change Over
Prior Period
July 1, July 2,
2006 2005 Amount %
(In thousands, except percentages)
Research and development expe $ 6,29 $ 3,41 $ 2,87 84%
% of net revenue 10.6% 11.2%

Research and development expense consisiafli of prototype materials, salaries and relatests of employees engaged in ongoing
research, design and development activities fde siisittering equipment and Imaging products.

Research and development spending increadsatth Equipment and in Imaging during the threatns ended July 2, 2006 as compared
to the three months ended July 2, 2005. The inersaEquipment was due to spending on the developofea new product line and spenc
for continuing development of our disk sputterimgdguicts. The increase in Imaging was due primaoilyncreased spending on the
development of our commercial Imaging products.if@gring headcount increased from 78 at July 2520007 at July 1, 2006. Included
research and development spending for the threehm@mded July 1, 2006 was $328,000 of equity-besetpensation expense. We expect
that research and development spending will inersamificantly in 2006 due primarily to expend#éarelated to our potential new
Equipment product line, the addition of key engimagpersonnel and equity-based compensation egpens

Research and development expenses do natilcbsts of $1.9 million and $1.3 million for tteee-month periods ended July 1, 2006
and July 2, 2005, respectively, which are relatedontract research and development and includedshof net revenues.
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Selling, general and administrati

Three Months

Ended Change Over
Prior Period
July 1, July 2,
2006 2005 Amount %
(In thousands, except percentages)
Selling, general and administrative expe $ 5,004 $ 2,741 $ 2,26 83%
% of net revenue 8.4% 9.(%

Selling, general and administrative expersesists primarily of selling, marketing, customepgort, financial and management costs and
also includes production of customer samples, tréiability insurance, legal and professional see¢ and bad debt expense. All domestic
sales and international sales of disk sputteriglpets in Asia, with the exception of Japan, apéclly made by Intevac’s direct sales force,
whereas sales in Japan of disk sputtering produnttsother products are typically made by our Jagadestributor, Matsubo, who provides
services such as sales, installation, warrantycastbmer support. We also have subsidiaries ingpioig and in Hong Kong, along with field
offices in Japan and in Shenzhen, China to sugportiisk equipment customers in Asia.

The increase in selling, general and adnatise spending in the three months ended JulfY)@62s compared to the three months ended
July 2, 2005 was primarily the result of increasesosts related to business development, custearegice and support in the Equipment
business and provisions for employee profit shasing bonus plans. Included in selling, generaladinistrative spending for the three
months ended July 1, 2006 was $274,000 of equitgdhaompensation expense. Our selling, generah@méhistrative headcount increased
from 52 at July 2, 2005 to 66 at July 1, 2006. Weet that selling, general and administrative esps will increase in 2006 over the amc
spent in 2005 due primarily to a projected incraasmsts related to customer service and suppothe Equipment business, the addition of
key business development personnel and stock-lzasegensation expense.

Interest income and other, r

Three Months

Ended Change Over
Prior Period
July 1, July 2,
2006 2005 Amount %
(In thousands, except percentages)
Interest income and other, r $ 72¢ $ 427 $ 30¢ 72%

Interest income and other, net consists pilynaf interest and dividend income on investmeansl foreign currency gains and losses. The
increase in the three months ended July 1, 2006ivwasn by higher interest rates on our investmant$ a higher average invested balance.

Provision for income taxe

Three Months

Ended Change Over
Prior Period
July 1, July 2,
2005 2006 Amount %
(In thousands, except percentages)
Provision for income taxe $ 1,364 $ 3 $1,361 45,36%

For the three months ended July 1, 2006,cgeuad income tax using an effective tax rate 08%2of pretax income. This rate is base!
an estimate of our annual tax rate calculated do@ance with Statement of Financial Accountingh8&ads No. 109,Accounting for Incom
Taxes”. We have substantial net operating losscaedit carry-forwards, which are being used totithe taxes paid this year and to reduce
our effective tax rate to less than the statutocpine tax rates in effect. We expect our effedtiverate to significantly increase after our net
operating losses and deferred credits have belnufilized. Our deferred tax asset is principaifyset by a valuation allowance, resulting
net deferred tax asset of $2.5 million at JulydQe
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For the three months ended July 2, 2005,ageuad income tax using an effective tax rate 6%20f pretax income. Our tax rate differs
from the applicable statutory rates due to thézatilon of net operating loss carry-forwards anféded credits.

Six Months Ended July 1, 2006 and June 2, 2C

Net revenue

Six Months Ended Change Over
Prior Period
July 1, July 2,
2006 2005 Amount %
(In thousands, except percentages)
Equipment net revenu $ 104,03t $ 36,87 $67,16¢ 182%
Imaging net revenue 5,12¢ 4,15( 974 23%
Total net revenue $ 109,16: $  41,02¢ $68,13¢ 166%

The increase in Equipment revenue was thdtreShigher sales of disk sputtering systems spate parts. The increase in Imaging
revenues was the result of higher sales from dewsémt contracts from military and government mazket

International sales increased by 194% to%&illion for the six months ended July 1, 2006ir§31.4 million for the six months ended
July 2, 2005. The increase in international salas due to higher shipments of disk sputtering syst® customers in Asia. International s
constituted 85% of net revenues for the six moetided July 1, 2006 and 77% of net revenues fosithmonths ended July 2, 2005.
International revenues include products shippeml/rseas operations of US companies.

Gross margir

Six Months
Ended Change Over
Prior Period
July 1, July 2,
2006 2005 Amount %
Equipment gross marg 35.&% 30.2% 5.6 p: 18.7%
Imaging gross margi 25.1% 12.1% 13.6 pt: 112.7%
Total gross margi 35.2% 28.2% 6.9 pte 24.4%

Gross margin for the six months ended JuBOD6 increased relative to the comparable 200B¢@rimarily due to lower manufacturing
costs and higher average selling prices for thel2@h system in the Equipment division. In additithre increase in Imaging was primarily a
result of increased product revenue, which caaibigher gross margin than funded research andafewent, and a greater percentage of
factory overhead absorbed into research and dewelnpactivities. Cost of net revenues for the sbnths ended July 1, 2006 included
$139,000 of equity-based compensation expense.

Gross margin for the six months ended JuB0B5 was favorably impacted by $908,000 of flatgd@quipment related activities. The
$908,000 included $1.5 million of gross profit frahe technology license sale less $592,000 fosaesated to obtaining final customer
acceptance of a flat panel manufacturing systeppsiai in 2003. Gross margin for the six months eyl 2, 2005 was adversely impacted
by the recognition of revenue on a 200 Lean systernhwas built early in 2004, prior to the compietof a number of cost reduction
activities.
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Research and developmt

Six Months Ended Change Over
Prior Period
July 1, July 2,
2006 2005 Amount %
(In thousands, except percentage:
Research and development expe $ 11,85 $ 6,53¢ $ 5,31 81%
% of net revenue 10.9% 15.9%

Research and development spending increadsathh Equipment and in Imaging during the six rherénded July 2, 2006 as compared to
the six months ended July 2, 2005. The increa&guripment was due to spending on the developmeminefv product line and spending for
continuing development of our disk sputtering prdduThe increase in Imaging was due primarilypersling on the development of our
commercial Imaging products. Included in researuh@evelopment spending for the six months endbdl]2006 was $532,000 of equity-
based compensation expense.

Research and development expenses do natlecbsts of $2.9 million and $2.8 million, respeay, for the six-month periods ended
July 1, 2006 and July 2, 2005 related to Imagingrazt research and development. These expensaxhmed in cost of net revenues.

Selling, general and administrati

Six Months Ended Change Over
Prior Period
July 1, July 2,
2006 2005 Amount %
(In thousands, except percentages)
Selling, general and administrative expe $ 10,11¢ $ 5,93 $ 4,18¢ 71%
% of net revenue 9.2% 14.5%

The increase in selling, general and adnatise expense for the six months ending July D620as primarily the result of increases in
costs related to business development, customécsemnd support in the Equipment business andigioms for employee profit sharing and
bonus plans. Included in selling, general and atnative spending for the six months ended JulRQD6 was $452,000 of equity-based
compensation expense.

Interest income and other, r

Six Months Ended Change Over
Prior Period
July 1, July 2,
2006 2005 Amount %
(In thousands, except percentage:
Interest income and other, r $ 1,327 $ 854 $ 47¢ 55%

Interest income and other, net in both 20@6 2005 consisted primarily of interest and dividémome on investments. The increase in
the six months ended July 1, 2006 was the drivenigilyer interest rates on our investments and laghigverage invested balance.

Provision for income taxe

Six Months Ended Change Over
Prior Period
July 1, July 2,
2006 2005 Amount %
(In thousands, except percentages)
Provision for income taxe $ 1,58 $ 10 $ 1,572 15,720%

For the six months ended July 1, 2006, weusttincome tax using an effective tax rate of 8d@%retax income. This rate is based ol
estimate of our annual tax rate calculated in ataece with Statement of Financial Accounting StagsldNo. 109, “Accounting for Income
Taxes”.
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Income tax expense for the six months endirlg 2, 2005 consists of a 2.5% provision on netgx income, minimum Franchise Tax
payment of $2,400 to the State of California ai&¥ #00 accrual related to a claim we received ftioenCalifornia Franchise Tax Board.

Stock-Based Compensation

On January 1, 2006, we adopted StatemeninahEial Accounting Standards No. 123 (revised 20®hare-Based
Payment,” (“SFAS 123(R)") which requires the measuent and recognition of compensation expensedlfshare-based payment awards
made to employees and directors including equitgrde/related to the 2004 Equity Incentive Plan (Jlmyee equity awards”) and employee
stock purchases related to the 2003 Employee $taothase Plan (“employee stock purchases”) basedtonated fair values. SFAS 123(R)
supersedes our previous accounting under AccouRtimgiples Board Opinion No. 25, “Accounting faiogk Issued to
Employees” (“APB 25") for periods beginning in f@006. In March 2005, the Securities and Exch&@g@amission issued Staff
Accounting Bulletin No. 107 (“SAB 107") relating ®FAS 123(R). We have applied the provisions of 8B in our adoption of SFAS 123

(R).

We adopted SFAS 123(R) using the modifiedpeative transition method, which requires the iapfibn of the accounting standard a
January 1, 2006, the first day of our fiscal ye@®d& Our Condensed Consolidated Financial Statenmaenof and for the three and six months
ended July 1, 2006 reflect the impact of SFAS 123|fRaccordance with the modified prospective $idon method, our Condensed
Consolidated Financial Statements for prior perioalée not been restated to reflect, and do notdeslthe impact of SFAS 123(R).

During the three and six months ended JuB0ODS, we recorded stock-based compensation expelased to stock options of $552,000
and $896,000 respectively. As of July 1, 2006 ,uheecorded deferred stock-based compensation leatatated to stock options was
$6.1 million and will be recognized over an estiethiveighted average amortization period of 2.0s/ear

The compensation cost associated with thdammp stock purchase plan for the three and sixtnsoended July 1, 2006 was $167,000
and $283,000 respectively. There were 74,491 simanehased under the employee stock purchase plamgdhe six months ended July 1,
2006.

Approximately $24,000 and $56,000 of stockdzshcompensation was capitalized as inventoryeattifee- and six-month periods ended
July 1, 2006. No stock-based compensation wasategitl to inventory prior to our adoption of theyisions of SFAS 123(R) in the first
quarter of 2006.

Liquidity and Capital Resources

During the first six months of 2006, casksttaquivalents and short-term investments increlagéd 5.9 million, from $49.7 million at
December 31, 2005 to $65.6 million as of July 0&0

Operating activities provided cash of $15ilfioam during the six months ended July 1, 2006e Hash provided was due primarily to net
income, adjusted to exclude the effect of non-cdslrges including depreciation and equity-basedpem®ation. This was partially offset by
increases in inventory and other prepaid expedszEunts receivable totaled $41.6 million at Jul2@06 compared to $42.8 million at
December 31, 2005. Net inventories increased by $@lion during the six months ended July 1, 200 to increases in both raw materials
and work-in -progress, which will be used to suppioe July 1, 2006 backlog. Accounts payable tot&$l€1.6 million at July 1, 2006
compared to $7.0 million at December 31, 2005. ifkheease of $4.6 million relates to the increasiwentory purchases and the general
growth of our business. Accrued payroll and reldigdilities increased by $1.1 million during thg snonths ended July 1, 2006 due prime
to increases in headcount and accruals for borarsbemployee profit sharing. Other accrued liabgitotaled $6.8 million at July 1, 2006
compared to $6.9 million at December 31, 2005. Mivemal net decrease relates to decreases in inemeisales tax accruals and deferred
income, partially offset by an increase in accrdatsvarranty obligations. Customer advances ireedaby $2.4 million during the six mont
ended July 1, 2006. The increase was due to adsduilted or received for orders that will be shigmkiring the balance of 2006 and in 2007.
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Investing activities in the first six montb2006 used cash of $12.9 million. Purchases oftglerm investments, net of proceeds from
sales and maturities, totaled $10.7 million. Cdgitgenditures for the six months ended July 16206re $2.2 million.

Financing activities provided cash of $2.2iom during the six months ended July 1, 2006 thuthe sale of Intevac common stock to our
employees through our employee benefit plans.

We have generated operating income eachedést five quarters, after incurring annual ogagatosses from 1997 thru 2004. We believe
an upturn in demand for the type of disk manufactuequipment we produce is continuing, and we ekpar Equipment business to be
profitable again in 2006.

We believe that our existing cash, cash exjeits and short-term investments, combined wihctish we anticipate generating from
operating activities will be sufficient to meet aash requirements for the foreseeable future.Mémd to undertake approximately
$7.0 million in capital expenditures during the reder of 2006.

Contractual Obligations

In the normal course of business, we entervarious contractual obligations that will betkeet in cash. These obligations consist
primarily of operating lease and purchase obligesid he expected future cash flows required to itieste obligations as of July 1, 2006 are
shown in the table below.

Payments Due by Perioc

Total <1 Year 1-3 Years 3-5 Years >5 Years
(In thousands)
Operating lease obligatiol $12,157 $ 3,24¢ $ 3,601 $ 3,718 $ 1,58¢
Purchase obligatior 23,09: 23,09: — — —
Total $35,24¢ $ 26,34 $ 3,601 $ 3,718 $ 1,58¢

ltem 3.  Quantitative and Qualitative Disclosures About MarkRisk

Interest rate riskOur exposure to market risk for changes in intenatsts relates primarily to our investment portolive do not use
derivative financial instruments in our investmpattfolio. We place our investments with high gtyatiredit issuers and, by policy, limit the
amount of credit exposure to any one issuer. Skeont-investments typically consist of investmentseammercial paper, auction rate
securities and debt instruments issued by the W8rgment and its agencies.

The table below presents principal amountkratated weighted-average interest rates by yleaaturity for our investment portfolio at
July 1, 2006.

Fair
2006 2007 2008 Beyond Total Value
Cash equivalent
Fixed rate amount $ 9,42¢ — — — $ 9,42¢ $ 9,421
Weightec-average rat 5.12%
Variable rate amoun $ 4,86( — — — $ 4,86( $ 4,86(
Weightec-average rat 4.8&%
Shor-term investment
Fixed rate amount $43,30: $2,00¢ — — $45,31: $45,29]
Weightec-average rat 5.12% 4.8%
Total investment portfoli $57,58¢ $2,00¢ — — $59,59¢ $59,57-

Due to the short-term nature of our investtsane believe that we do not have any materiabsupe to changes in the fair value of our
investment portfolio as a result of changes inregerates.
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Foreign exchange riskErom time to time, we enter into foreign currenogwfard exchange contracts to economically heddgmicesf our
anticipated foreign currency transaction, transtaind re-measurement exposures. The objectiesétcontracts is to minimize the impact
of foreign currency exchange rate movements oroparating results. At July 1, 2006, we had no fpreiurrency forward exchange
contracts.

Item 4.  Controls and Procedures
Evaluation of disclosure controls and procedures.

We maintain a set of disclosure controls aratedures that are designed to ensure that infameelating to Intevac, Inc. required to be
disclosed in periodic filings under Securities Exee Act of 1934, or Exchange Act, is recordedeg@seed, summarized and reported in a
timely manner under the Exchange Act. In conneatiah the filing of this Form 10-Q for the quartended July 1, 2006, as required under
Rule 13a-15(b) of the Exchange Act, an evaluatias carried out under the supervision and withpiréicipation of management, including
the Chief Executive Officer and Chief Financial iodfr, of the effectiveness of our disclosure cdstemd procedures as of the end of the
period covered by this quarterly report. Basedhis évaluation, our Chief Executive Officer and €Htinancial Officer concluded that our
disclosure controls and procedures were effectvefaduly 1, 2006.

Attached as exhibits to this Quarterly Repoe certifications of the CEO and the CFO, whighraquired in accordance with
Rule 13a-14 of the Securities Exchange Act of 1834amended (Exchange Act). This Controls andg@iwres section includes the
information concerning the controls evaluation nefd to in the certifications, and it should bedr@aconjunction with the certifications for a
more complete understanding of the topics presented

Definition of Disclosure Controls

Disclosure Controls are controls and procesldgiesigned to ensure that information requirdzktdisclosed in our reports filed under the
Exchange Act, such as this Quarterly Report, isndsd, processed, summarized and reported witkitirtie periods specified in the
Securities and Exchange Commission’s rules andgobisclosure Controls are also designed to ertbatesuch information is accumulated
and communicated to our management, including t8® @nd CFO, as appropriate to allow timely decisiceygarding required disclosure.
Our Disclosure Controls include components of atgrinal control over financial reporting, which s@is of control processes designed to
provide reasonable assurance regarding the réfyabflour financial reporting and the preparatafrfinancial statements in accordance with
generally accepted accounting principles in the. Wsthe extent that components of our internatmdmver financial reporting are included
within our Disclosure Controls, they are includadhe scope of our quarterly controls evaluation.

Limitations on the Effectiveness of Controls

Our management, including the CEO and CF@samt expect that our Disclosure Controls or nternal control over financial reporting
will prevent all error and all fraud. A control $gm, no matter how well designed and operatedpoavide only reasonable, not absolute,
assurance that the control system’s objectivesheilinet. Further, the design of a control systerstmaflect the fact that there are resource
constraints, and the benefits of controls mustdiesiclered relative to their costs. Because ofrtherient limitations in all control systems, no
evaluation of controls can provide absolute assgdimat all control issues and instances of friuahy, within the Company have been
detected. These inherent limitations include tladities that judgments in decision-making can hdtyaand that breakdowns can occur
because of simple error or mistake. Controls cao bé circumvented by the individual acts of soms@ns, by collusion of two or more
people, or by management override of the contildis. design of any system of controls is based ihgacertain assumptions about the
likelihood of future events, and there can be raugmce that any design will succeed in achieumgtated goals under all potential future
conditions. Over time, controls may become inadegjbacause of changes in conditions or deteriaratiohe degree of
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compliance with policies or procedures. Becaush®inherent limitations in a cost-effective cohsgstem, misstatements due to error or
fraud may occur and not be detected.

Changes in internal controls over financial reportng

There were no changes in our internal cositoekr financial reporting that occurred during pleeiod covered by this Quarterly Report on
Form 10-Q that have materially affected, or agsomably likely to materially affect, our interraintrol over financial reporting.

PART Il. OTHER INFORMATION

ltem 1. Legal Proceeding:
Patent Infringement Complaint against Unaxis

On July 7, 2006, we filed a patent infringemlawsuit against Unaxis USA, Inc. and its affilia Unaxis Balzers AG and Unaxis Balzers,
Ltd. in the United States District Court for ther@al District of California. Our lawsuit againsheixis asserts infringement by Unaxis of
United States Patent 6,919,001 that relates t@@Qilean magnetic media sputtering equipment. @optaint seeks monetary damages and
an injunction that bars Unaxis from making, usioffiering to sell, or selling in the United Statesimporting into the United States the
allegedly infringing product. In the suit, we satmages and a permanent injunction for infringeroétite same patent. We believe we have
meritorious claims and we intend to pursue thenonggsly.

Other Legal Matters

From time to time, we are involved in claiemsd legal proceedings that arise in the ordinatys®mof business. We expect that the nur
and significance of these matters will increasewsbusiness expands. Any claims or proceedingsstgas, whether meritorious or not,
could be time consuming, result in costly litigatisequire significant amounts of management tiresylt in the diversion of significant
operational resources, or require us to enterrimjalty or licensing agreements which, if requirey not be available on terms favorable to
us or at all. We are not presently party to anyslaitvor proceeding that, in our opinion, is likétyseriously harm our business.

Item 1A. Risk Factors
Our operating results fluctuate significantly fromquarter to quarter, which may cause the price ofratock to decline

Over the last 10 quarters, our revenues parter have fluctuated between $6.4 million and.$58illion. Over the same period our
operating income as a percentage of revenuesuzsdted between approximately 18% and (56%) admegs. We anticipate that our
revenues and operating margins will continue tottlate. We expect this fluctuation to continuedasariety of reasons, including:

< changes in the demand, due to seasonality, cyitjyi@ald other factors, for the computer systenwaste subsystems and consumer
electronics containing disks our customers prodvuitie our systems; an

« delays or problems in the introduction and accegtaf our new products, or delivery of existingguots;
< announcements of new products, services or tecivaloinnovations by us or our competitc

Additionally, because our systems are pricgtie millions of dollars and we sell a relativelyall number of systems, our business is
inherently subject to fluctuations in revenue frquarter to quarter due to factors such as timingrdérs, acceptance of new systems by our
customers or cancellation of those orders. As @ttege believe that quarter-to -quarter comparssohour revenues and operating results
may not be meaningful and that these comparisotysnmiabe an accurate indicator of our future penfance. Our
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operating results in one or more future quarterg faihto meet the expectations of investment regeanalysts or investors, which could
cause an immediate and significant decline in theing price of our common shares.

We are exposed to risks associated with a highlgaamtrated customer bas

Historically, a significant portion of ourvenue in any particular period has been attribet&dbkales of our disk sputtering systems to a
limited number of customers. In 2005, one of owtomers accounted for 41% of our revenues anddestomers, in the aggregate,
accounted for 90% of our revenues. These samect@miomers, in the aggregate, accounted for 93%iofet accounts receivable at
December 31, 2005. During 2005, Seagate annoutgadquisition of Maxtor. This acquisition will filner consolidate our customer base, as
they both are included in the four customers wittom our revenues and accounts receivable werelheavicentrated in 2005. Orders from
a relatively limited number of magnetic disk maratfaiers have accounted for, and likely will congrto account for, a substantial portion of
our revenues. The loss of, or delays in purchasjngny one of our large customers would signifilyareduce, or delay, future revenues.
concentration of our customer base may enable mes®to demand pricing and other terms unfavor@ble. Furthermore, the concentration
of customers can lead to extreme variability inerave and financial results from period to perioat. &ample, during 2005 revenues ranged
between $10.6 million in the first quarter and $5@iillion in the fourth quarter. These factors abhhve a material adverse effect on our
business, financial condition and results of openat

Our long-term revenue growth is dependent on newghucts. If these new products are not successtubrt our results of operations
will be adversely affectec

We have invested heavily, and continue tegtyin the development of new products. Our sucitedeveloping and selling new products
depends upon a variety of factors, including odlitgtio predict future customer requirements aetely, technological advances, total cos
ownership of our systems, our introduction of neadoicts on schedule, the reception our new prodimtsn the market, our ability to
manufacture our products cost-effectively and tidggmance of our products in the field. Our newdarct decisions and development
commitments must anticipate continuously evolvingustry requirements significantly in advance désa

The majority of our revenues in the twelventiigs ended December 31, 2005 was from sales &@ut ean disk sputtering system, wk
was first delivered in December 2003. When firstdduced, advanced vacuum manufacturing equiprsanh as the 200 Lean, is subject to
extensive customer acceptance tests after insballat the customer’s factory. These acceptands &es designed to validate reliable
operation to specification in areas such as thrpuglvacuum level, robotics, process performancesafitware features and functionality.
These tests are generally more comprehensive fisgstems than for mature systems, and are destgrieghlight problems encountered
with early versions of the equipment. For examipligial builds of the 200 Lean experienced highdarction and warranty costs in
comparison to our more established product linegufe to promptly address any of the problems uaoed in these tests could have adverse
effects on our business, including reschedulingaaklog, failure to achieve customer acceptancelzr@fore revenue recognition as
anticipated, unanticipated product rework and wayraosts, penalties for non-performance, cangefiaif orders, or return of products for
credit.

We are making a substantial investment teellgva new manufacturing system to address apilicabther than magnetic media
manufacturing. We have not yet completed a fullyctional production system, and do not expect teegge revenue from this product in
next twelve months. We spent $6.4 million, or 44B6ur research and development costs, on this medugt in 2005 and expect to
significantly increase our level of spending orsthioject in 2006. We have not developed or saddiypets for this market previously, and our
knowledge of the market and its needs is limiteglufe to correctly assess the size of the mat&edyccessfully develop a product to cost
effectively address the market, or to establishatife sales and support of the new product woalela material adverse effect on our future
revenues and profits, including loss of the Compmantire investment in the project.
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We are jointly developing a next generatieadimounted night-vision system with another def@wntractor. This system is planned for
sale to the U.S. military and will compete with Heaounted systems developed by our competitors. Uenilitary does not intend to
initiate production of this system until 2010. Warpto make a significant investment in this pradared cannot be assured when, or if, we
will be awarded any production contracts for theiggt vision systems.

Our LIVAR ®target identification and low light level camerahaologies are designed to offer significantly ioy@d capability to
military customers. We are also developing comnaémmioducts based on the technology we have desdlopour Imaging business. None
our Imaging products are currently being manufaatin high volume, and we may encounter unforesééoulties when we commence
volume production of these products. Our Imagingitbess will require substantial further investmiargales and marketing, in product
development and in additional production facilitierder to expand our operations. We may noteetén these activities or generate
significant sales of these new products. To daimmercial sales of our commercial Imaging prodhetse not been significant, and we do
not expect to realize significant revenues in 2066 deployment of LIVAR or our other Imaging praxds.

Failure of any of these new products to penfas intended, to penetrate their markets andlaleweto profitable product lines or to
achieve their production cost objectives, wouldehavmaterial adverse effect on our business.

Demand for capital equipment is cyclical, which gebts our business to long periods of depresseeneres interspersed with perio
of unusually high revenues.

Our Equipment business sells equipment tdtaaptensive industries, which sell commodity guets such as disk drives. When demand
for these commodity products exceeds capacity, ddrf@ new capital equipment such as ours tentte tamplified. Conversely, when
supply of these commodity products exceeds denthadjemand for new capital equipment such as euadstto be depressed. The hard disk
drive industry has historically been subject to tinggar cycles because of the long lead times éagid ¢tosts involved in adding capacity, and
to seasonal cycles driven by consumer purchasitigrpa, which tend to be heaviest in the third fmuith quarters of each year.

The cyclical nature of the capital equipmiedustry means that in some years we will have uallis high sales of new systems, and that
in other years our sales of new systems will besdy depressed. The timing, length and volatdityhese cycles are difficult to predict.
These cycles have affected the timing and amourdarocustomers’ capital equipment purchases anesitments in new technology. For
example, sales of systems for magnetic disk proalugtere severely depressed from the middle of 1988 mid-2003. We believe we are
currently in a strong upswing in a cycle, but wargat predict with any certainty how long such aswing might last.

If the projected growth in demand for hard disk a&és does not materialize and our customers do epiace or upgrade their installe
base of disk sputtering systems, then future sa&eur disk sputtering systems will suffe

From the middle of 1998 until mid-2003, theras very little demand for new disk sputteringteyss, as magnetic disk manufacturers
were burdened with over-capacity and were not itwg$n new disk sputtering equipment. By 2003, koer, over-capacity had diminished
and sales of our 200 Lean began to increase.

Sales of our equipment for capacity exparssime dependent on the capacity expansion plamsrafustomers and upon whether our
customers select our equipment for their capacsipaasions. We have no control over our customegqgarsion plans, and we cannot assure
you that they will select our equipment if theyeadgand their capacity. Our customers may not implgrnaapacity expansion plans, or
may fail to win orders for equipment for those aafygexpansions, which could have a material adveffect on our business and our
operating results. In addition, some manufactumeag choose to purchase used systems from otherfataumers or customers rather than
purchasing new systems from us. Furthermore, i lésk drives were to be replaced by an alternatieanology as a primary method of
digital storage, demand for our products would dase.

28




Table of Contents

Sales of our 200 Lean disk sputtering systarasalso dependent on obsolescence and replacefthatinstalled base of disk sputtering
equipment. If technological advancements are dgeeldhat extend the useful life of the installedebaf systems, then sales of our 200 Lean
will be limited to the capacity expansion needswf customers, which would significantly decreagerevenue.

Our products are complex, constantly evolving anftte must be customized to individual customer r@gments.

The systems we manufacture and sell in ouigbgent business have a large number of compo@atsire complex, which require us to
make substantial investments in research and dewelot. If we were to fail to develop, manufactund anarket new systems or to enhance
existing systems, that failure would have an adveffect on our business. We may experience delagtechnical and manufacturing
difficulties in future introduction, volume prodimb and acceptance of new systems or enhancenheatddition, some of the systems that
manufacture must be customized to meet individustamer site or operating requirements. In somes;age market and commit to deliver
new systems, modules and components with advaeeddrés and capabilities that we are still in tree@ss of designing. We have limited
manufacturing capacity and engineering resourcdsray be unable to complete the development, matuwrgaand shipment of these
products, or to meet the required technical speatifins for these products, in a timely manneduf@ito deliver these products on time, or
failure to deliver products that perform to all t@actually committed specifications, could haveerde effects on our business, including
rescheduling of backlog, failure to achieve custoateeptance and therefore revenue recognitiontasated, unanticipated rework and
warranty costs, penalties for non-performance, eltatteon of orders, or return of products for cteth addition, we may incur substantial
unanticipated costs early in a product’s life cyslech as increased engineering, manufacturingliason and support costs, that we may be
unable to pass on to the customer and that magtafte gross margins. Sometimes we work cloself witr customers to develop new
features and products. In connection with thesestetions, we sometimes offer a period of excltsia these customers.

Our sales cycle is long and unpredictable, whiclguéres us to incur high sales and marketing expeasgith no assurance that a sale
will result.

The sales cycle for our equipment systemsbeaa year or longer, involving individuals from myadifferent areas of our company and
numerous product presentations and demonstratioraif prospective customers. Our sales proceghdse systems also includes the
production of samples and customization of prodfat®ur prospective customers. We do not enter limhg-term contracts with our
customers and therefore, until an order is actusllymitted by a customer, there is no binding cament to purchase our systems.

Our Imaging business is also subject to kealgs cycles because many of our products, sushrddVAR system, often must be desigr
into our customers’ products, which are often cammtate-of -the-art products. These developmeriesyare often multi-year, and our sales
are contingent on our customer successfully integgaur product into their product, completing dpment of their product and then
obtaining production orders for their product frédme U.S. Government or its allies.

As a result, we may not recognize revenuenfooir products for extended periods of time afterhave completed development, and nr
initial shipments of, our products, during whiciné we may expend substantial funds and manageimenand effort with no assurance that
a sale will result.

We operate in an intensely competitive marketplaaeg our competitors have greater resources thandee

In the market for our disk sputtering systews have experienced competition from competisoich as Anelva Corporation, which is a
subsidiary of Canon, and Unaxis Holdings, Ltd, eattvhich has sold substantial numbers of systeorddwide. In the market for our
Imaging products, we experience competition frommpanies such as ITT Industries, Inc. and Northragn@nan Corporation, the primary
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U.S. manufacturers of Generation-lll night visiavites and their derivative products. Our competitmve substantially greater financial,
technical, marketing, manufacturing and other resmsithan we do. We cannot assure you that our ettoys will not develop enhanceme
to, or future generations of, competitive produbts offer superior price or performance featukdéisawise, we cannot assure you that new
competitors will not enter our markets and devedoph enhanced products. Moreover, competition dioicastomers is intense, and our
competitors have historically offered substanti@tipg concessions and incentives to attract ostamers or retain their existing customers.

We experienced significant growth in our businessdaoperations and if we do not appropriately manatés growth and any future
growth, our operating results will be negativelyfatted.

Our business has grown significantly in regeyars in both operations and headcount, androsedi growth may cause a significant strain
on our infrastructure, internal systems and managesources. To manage our growth effectively muest continue to improve and expand
our infrastructure, including information technojognd financial operating and administrative systemd controls, and continue managing
headcount, capital and processes in an efficiennera Our productivity and the quality of our pratiumay be adversely affected if we do
not integrate and train our new employees quickly effectively and coordinate among our executvgineering, finance, marketing, sales,
operations and customer support organizationsf athich add to the complexity of our organizatenmd increase our operating expenses.
also may be less able to predict and effectivehtrobd our operating expenses due to the growthiacrgasing complexity of our business. In
addition, our information technology systems maygrow at a sufficient rate to keep up with theqassing and information demands placed
on them by a much larger company. The efforts tinae to expand our information technology systemsur inability to do so could harm
our business. Further, revenues may not grow aff@ient rate to absorb the costs associated avitirger overall headcount.

Our future growth may require significant didechal resources given that, as we increase osinless operations in complexity and scale,
we may have insufficient management capabilitiesiaternal bandwidth to manage our growth and kessireffectively. We cannot assure
you that resources will be available when we néedtor that we will have sufficient capital to futibse potential resource needs. A
growth in the number of orders received in our pqent business may require additional physicalepac headcount, and our ability to
fulfill such orders may be constrained if we aralie to effectively grow our business. If we arahle to manage our growth effectively o
we experience a shortfall in resources, our residltperations will be harmed.

Our Imaging business depends heavily on governmamttracts, which are subject to immediate termiratiand are funded in
increments. The termination of or failure to fundr@ or more of these contracts could have a negatiapact on our operations.

We sell many of our Imaging products and isesvdirectly to the U.S. government, as well agrime contractors for various
U.S. government programs. Our revenues from goventicontracts totaled $6.9 million, $8.2 millionda$9.4 million in 2005, 2004 and
2003, respectively. Generally, government contramssubject to oversight audits by governmentasgmtatives and contain provisions
permitting termination, in whole or in part, withqurior notice at the government’s convenience upp@npayment of compensation only for
work done and commitments made at the time of teation. We cannot assure you that one or moreeofittvernment contracts under which
we or our customers operate will not be terminateder these circumstances. Also, we cannot assuréiat we or our customers would be
able to procure new government contracts to offsetevenues lost as a result of any terminaticexidfting contracts, nor can we assure you
that we or our customers will continue to remailg@aod standing as federal contractors.

Furthermore, the funding of multi-year goweent programs is subject to congressional appriqmi and there is no guarantee that the
U.S. government will make further appropriationeeToss of funding for a government program woeklit in a loss of anticipated future
revenues attributable to that program. That cautdeiase our overall costs of doing business.
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In addition, sales to the U.S. governmentiggrime contractors may be affected by changgsacurement policies, budget
considerations and political developments in théddhStates or abroad. The influence of any ofd@Hastors, which are beyond our control,
could also negatively impact our financial conditi®Ve also may experience problems associatedaditanced designs required by the
government, which may result in unforeseen techgio# difficulties and cost overruns. Failure teeosome these technological difficulties
and the occurrence of cost overruns would havetariabadverse effect on our business.

We may not be successful in maintaining and obtaigithe necessary export licenses to conduct operstiabroad, and the United
States government may prevent proposed sales &idarcustomers

Many of our Imaging products require expaehses from United States Government agencies tineléxport Administration Act, the
Trading with the Enemy Act of 1917, the Arms Exp@ct of 1976 and the International Trading in ArRegulations. This limits the potent
market for our products. We can give no assuramaevte will be successful in obtaining all the fises necessary to export our products.
Recently, heightened government scrutiny of exjiaehses for products in our market has resultddngthened review periods for our
license applications. Export to countries whichraseconsidered by the United States Governmebetallies is likely to be prohibited, and
even sales to U.S. allies may be limited. Failoretitain, or delays in obtaining, or revocatiompudviously issued licenses would prevent us
from selling our products outside the United Statesy subject us to fines or other penalties, aadlvhave a material adverse effect on our
business, financial condition and results of openat

Our sales of disk sputtering systems are depenaensubstantial capital investment by our customefa, in excess of the cost of our
products.

Our customers must make extremely large ab@ipenditures in order to purchase our systerd#rer related equipment and facilities.
These costs are far in excess of the cost of @iesys alone. The magnitude of such capital expemeditrequires that our customers have
access to large amounts of capital and that theyilbeg to invest that capital over long periodstione to be able to purchase our equipment.
The magnetic disk manufacturing industry has nadengignificant additions to its production capacitil recently. Some of our potential
customers may not be willing or able to make thgmitade of capital investment required, especidllying a downturn in either the overall
economy or the hard disk drive industry.

Our stock price is volatile.

The market price and trading volume of ounotwn stock has been subject to significant votgfiind this trend may continue. Over the
last 12 months, the closing price of our commoulstas traded on The Nasdaq National Market, flatetd from a low of $8.88 to a high of
$30.60 per share. The value of our common stockaealine regardless of our operating performangaaspects. Factors affecting our
market price include:

* our perceived prospect

« hard disk drive market expectatiol

« variations in our operating results and whetheaal@eve our key business targe

« sales or purchases of large blocks of our st

« changes in, or our failure to meet, our revenueemrdings estimate

« changes in securities analy buy or sell recommendatior

« differences between our reported results and thrgected by investors and securities anal

< announcements of new contracts, products or teobiwal innovations by us or our competitc
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« market reaction to any acquisitions, joint ventuwrestrategic investments announced by us or ompetitors;

« our high fixed operating expenses, including reseand development expens

« developments in the financial markets;

* general economic, political or stock market cordisi in the United States and other major regionghich we do busines

For example, in July 2004 when we announbatidur gross margin and gross revenue for theweald be under the expectations of
investment analysts, our stock price dropped byagpmately half. In addition, the general econonpiglitical, stock market and hard drive
industry conditions that may affect the market @€ our common stock are beyond our control. Theket price of our common stock at :
particular time may not remain the market pricéhim future. In the past, securities class actiggaliion has been instituted against companies
following periods of volatility in the market priad their securities. Any such litigation, if instted against us, could result in substantial
and a diversion of management’s attention and ressu

Changes in tax rates or tax liabilities could affefuture results.

As a global company, we are subject to taxaith the United States and various other count8amificant judgment is required to
determine and estimate worldwide tax liabilitiesir@uture tax rates could be affected by changalsarcomposition of earnings in countries
with differing tax rates, changes in the valuatidrour deferred tax assets and liabilities, or ¢feanin the tax laws. Although we believe our
tax estimates are reasonable, there can be naassuhat any final determination will not be miatiéy different from the treatment reflected
in our historical income tax provisions and accsualhich could materially and adversely affect msults of operations.

At December 31, 2005, due to a history ofaperating losses prior to 2005, $15 million ofeteéd tax assets have been fully reserved by
a valuation allowance. We are projecting an effectax rate of 8.8% for 2006. This rate assumesahersal of a portion of the valuation
allowance against the deferred tax assets. If weréne that conclusive evidence exists to suppdditional adjustments to the valuation
allowance, or we can reasonably forecast suffidiectme to utilize the deferred tax assets, owrrtueffective tax rate will likely increase
significantly. An increase in the effective taxaa&ould have a material adverse effect on our tega@arnings and earnings per share.

Our future success depends on international salesldhe management of global operatior

In the six months ended July 1, 2006, appnaxely 85% of our revenues came from regions oeitidid United States. In 2005,
approximately 71% of our revenues came from theg®mns. We currently have international customepstt offices in Singapore, China
and Japan. We expect that international salescwitinue to account for a significant portion of ¢tatal revenue in future years. Certain
manufacturing facilities and suppliers are als@ted outside the United States. Managing our glopatations presents challenges including,
but not limited to, those arising from:

* varying regional and geopolitical business condiiand demand

« global trade issue:

« variations in protection of intellectual propertydaother legal rights in different countrie
* rising raw material and energy cos

« variations in the ability to develop relationshipish suppliers and other local busines:

 changes in laws and regulations of the United St@neluding export restrictions) and other cowegrias well as their interpretation and
application;

« fluctuations in interest rates and currency exchaates
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« the need to provide sufficient levels of technggbport in different location:

« political instability, natural disasters (such astequakes, hurricanes or floods), pandemics, iemoor acts of war where we have
operations, suppliers or sali

« cultural differences; an

« shipping delays

Changes in existing financial accounting standards practices or taxation rules or practices may &asely affect our results of
operations.

Changes in existing accounting or taxatidegor practices, new accounting pronouncemertisxation rules, or varying interpretations
of current accounting pronouncements or taxati@etwe could have a significant adverse effectwnresults of operations or the manner in
which we conduct our business. Further, such cleogeld potentially affect our reporting of transaes completed before such changes are
effective. For example, in December 2004, the Rirmccounting Standards Board (“FASB”) enactedt&mnent of Financial Accounting
Standards 123 (Revised 2004) (“SFAS 123R"), “Stzaeed Payment,” which replaces SFAS No. 123 (“SEAT'), “Accounting for Stock-
Based Compensation.” SFAS 123R requires the measmteof all share-based payments to employeesidimg} grants of employee stock
options, using a fair-value-based method and tberding of such compensation expense in our statenod income. We adopted
SFAS 123R in the first quarter of fiscal year 2006.

We are required to evaluate our internal control @vfinancial reporting under Section 404 of the Saanes-Oxley Act of 2002 and any
adverse results from such evaluation could resulta loss of investor confidence in our financial perts and have an adverse effect on
our stock price.

Pursuant to Section 404 of the Sarbanes-Oxi¢ywf 2002, our management must perform evaluaatif our internal control over
financial reporting. Beginning in 2004, our Form®-K has included a report by management of thaiessment of the adequacy of such
internal control. Additionally, our independent istgred public accounting firm must publicly attesthe adequacy of management’s
assessment and the effectiveness of our intermélaioOngoing compliance with these requiremesitsomplex, costly and time-consuming.

In 2004, we were not able to assert, in oanagement certifications filed with our Annual Regm Form 10-K, that our internal control
over financial reporting was effective as of DecemBl, 2004, as our management identified threemahtveaknesses in our internal control
over financial reporting. This or any future indtlyito assert that our internal controls over ficiahreporting are effective for any given
reporting period (or if our auditors are unablatiest that our management’s report is fairly stateif they are unable to express an opinion
on the effectiveness of our internal controls),ldaause us to lose investor confidence in the r@oguand completeness of our financial
reports, which could have an adverse effect orstmak price.

We have in the past discovered, and maydruture discover, areas of our internal controég heed improvement. During the 2004
audit, our external auditors brought to our att@mt. need to increase the internal controls iratedreas of our operation, including revenue
calculations in the Imaging business, determinatibinventory reserve requirements, approval ohgfes to the perpetual inventory and
segregation of duties. In 2005, we devoted sigaificesources to remediation of these and othdinfys and to improvement of our internal
controls. Although we believe that these effortgehstrengthened our internal controls and addretsgedoncerns that gave rise to the mat
weaknesses previously reported by us, we are aongjrio work to improve our internal controls.

Our dependence on suppliers for certain parts, soofiethem sole-sourced, makes us vulnerable to mawtiring interruptions and
delays, which could affect our ability to meet caster demand

We are a manufacturing business. Purchasesl ganstitute the largest component of our prodast. Our ability to manufacture depends
on the timely delivery of parts, components, angassemblies from
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suppliers. We obtain some of the key componentssabehssemblies used in our products from a sewelier or a limited group of
suppliers. If any of our suppliers fail to delivarality parts on a timely basis, we may experietalays in manufacturing, which could result
in delayed product deliveries or increased cosexpedite deliveries or develop alternative suppliBevelopment of alternative suppliers
could require redesign of our products.

Our business depends on the integrity of our inégdtual property rights.
The success of our business depends upagritgtef our intellectual property rights and wencat assure you that:

< any of our pending or future patent applicationt b allowed or that any of the allowed applicasawill be issued as patents or will
issue with claims of the scope we souq

« any of our patents will not be invalidated, deeraednforceable, circumvented or challeng
« the rights granted under our patents will providepetitive advantages to
« other parties will not develop similar productspticate our products or design around our patemt

* our patent rights, intellectual property laws or agreements will adequately protect our intellatproperty or competitive positio

Failure to protect our intellectual property rightadequately could have a material adverse effecbon business

We provide products that are expected to havg useful lives and that are critical to ourtonsers’operations. From time to time, as
of business agreements, we place portions of d¢elteatual property into escrow to provide assueatocour customers that our technology
will be available to them in the event that we anable to support them at some point in the future.

From time to time, we have received claina the are infringing third partiegitellectual property rights. We cannot assure i third
parties will not in the future claim that we hawéringed current or future patents, trademarkstbewoproprietary rights relating to our
products. Any claims, with or without merit, could timeeonsuming, result in costly litigation, cause proidghipment delays or require us
enter into royalty or licensing agreements. Sugfalty or licensing agreements, if required, may lmavailable on terms acceptable to us.

Our success is dependent on recruiting and retaigia highly talented work force

Our employees are vital to our success, amdey management, engineering and other emplayeedifficult to replace. We generally
not have employment contracts with our key empley&erther, we do not maintain key person life insge on any of our employees. The
expansion of high technology companies worldwide ihareased demand and competition for qualifiedgrenel, and has made companies
increasingly protective of prior employees. It nimeydifficult for us to locate employees who are sutject to non-competition and other
restrictions.

Our U.S. operations are located in SantaaCl@alifornia and Fremont, California, where thetaaf living and recruiting employees is
high. Additionally, our operating results dependlarge part, upon our ability to retain and attiealified management, engineering,
marketing, manufacturing, customer support, salelsaa@ministrative personnel. Furthermore, we compéth similar industries, such as the
semiconductor industry, for the same pool of skikenployees. If we are unable to retain key pershon if we are not able to attract,
assimilate or retain additional highly qualified gioyees to meet our needs in the future, our basiaaed operations could be harmed.
Changes we make to our business in response taltion of 123R may make this more difficult.
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Changes in demand caused by fluctuations in intd@raad currency exchange rates may reduce our intational sales.

Sales and operating activities outside ofdhéed States are subject to inherent risks, lioly fluctuations in the value of the U.S. dollar
relative to foreign currencies, tariffs, quotasemand other market barriers, political and ecdoadnstability, restrictions on the export or
import of technology, potentially limited intellel property protection, difficulties in staffingiéh managing international operations and
potentially adverse tax consequences. We earméisamt portion of our revenue from internatiosales, and there can be no assurance that
any of these factors will not have an adverse effacour ability to sell our products or operatésae the United States.

We currently quote and sell the majority af products in U.S. dollars. From time to time, may enter into foreign currency contracts in
an effort to reduce the overall risk of currenaycfuations to our business. However, there carolesaurance that the offer and sale of
products denominated in foreign currencies, anddlated foreign currency hedging activities, witit adversely affect our business.

Our principal competitor for disk sputteriaguipment is based in Japan and has a cost seuzdsed on the Japanese yen. Accordingly,
currency fluctuations could cause the price ofmaducts to be more or less competitive than omncral competitor’s products. Currency
fluctuations will decrease or increase our cosicstire relative to those of our competitors, wiiohld lessen the demand for our products
and affect our competitive position.

We may evaluate acquisition candidates and otheredsification strategies.

In the past we have engaged in acquisitisnsaat of our efforts to expand and diversify ousibhess. For example, our business was
initially acquired from Varian Associates in 19%¥e also acquired our gravity lubrication and rapieirmal processing product lines in two
acquisitions. We sold the rapid thermal procespimgiuct line in November 2002. We also acquiredRREC electron beam processing
business in late 1997, and subsequently closedtisiness. We intend to continue to evaluate newisition candidates, divestiture and
diversification strategies. Any acquisition invobvieumerous risks, including difficulties in the iastation of the acquired company’s
employees, operations and products, uncertainsescéated with operating in new markets and workiit) new customers, and the poten
loss of the acquired company’s key employees. Aatthily, unanticipated expenses, difficulties andsequences may be incurred relating to
the integration of technologies, research and dgweént, and administrative and other functions. Anyre acquisitions may also result in
potentially dilutive issuance of equity securitiasquisition- or divestiture-related write-offstbhe assumption of debt and contingent
liabilities.

We use hazardous materials and are subject to rigkaon-compliance with environmental and safety regulatisi

We are subject to a variety of governmerggliations relating to the use, storage, dischdrgedling, emission, generation, manufacture,
treatment and disposal of toxic or otherwise hamasdsubstances, chemicals, materials or wastee faivto comply with current or future
regulations, such failure could result in suspemsibour operations, alteration of our manufactygimocess, or substantial civil penalties or
criminal fines against us or our officers, direstor employees. Additionally, these regulationd@oequire us to acquire expensive
remediation or abatement equipment or to incurtsubisl expenses to comply with them. Failure toperly manage the use, disposal or
storage of, or adequately restrict the releashadardous or toxic substances could subject ugnifisant liabilities.

Future sales of shares of our common stock by officers, directors and affiliates could cause outosk price to decline

Substantially all of our common stock maysbéd without restriction in the public marketshaltigh shares held by our directors,
executive officers and affiliates may be subjectatume and manner of sale restrictions. In Au@@$t5, at the request of Redemco LLC, we
registered the sale of 2,000,000 shares at anyairdén any manner Redemco LLC chooses. As of M2@;t2006, Redemco LLC had sold
all these
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2,000,000 shares, and Redemco LLC and its afffiatdi owned 1,004,000 shares. Redemco LLC ardffilfates can resell these remaining

shares at any time without restrictions. Sales saffastantial number of shares of common stockemtiblic market by our officers, directors

or affiliates or the perception that these salesdcoccur could materially and adversely affect stmck price and make it more difficult for us
to sell equity securities in the future at a tinnel price we deem appropriate.

Anti-takeover provisions in our charter documents andder California law could prevent or delay a changecontrol, which could
negatively impact the value of our common stockdigcouraging a favorable merger or acquisition o1

Our articles of incorporation authorize ooald of directors to issue up to 10,000,000 shafreseferred stock and to determine the
powers, preferences, privileges, rights, includingng rights, qualifications, limitations and néstions of those shares, without any further
vote or action by the shareholders. The rightheftiolders of our common stock will be subjecetod may be adversely affected by, the
rights of the holders of any preferred stock thatmay issue in the future. The issuance of pradesteck could have the effect of delaying,
deterring or preventing a change in control anddcadversely affect the voting power of your sharesddition, provisions of California la
and our bylaws could make it more difficult fortartl party to acquire a majority of our outstandiraging stock by discouraging a hostile |
or delaying or deterring a merger, acquisitionesrder offer in which our shareholders could receiygemium for their shares or a proxy
contest for control of our company or other charigemur management.

We could be involved in litigatior

From time to time we may be involved in l#tgpn of various types, including litigation allegiinfringement of intellectual property rig
and other claims. For example, we recently filgzhtent infringement suit against Unaxis. Litigattends to be expensive and requires
significant management time and attention and chalge a negative effect on our results of operatmrbusiness if we lose or have to set
case on significantly adverse terms.

Business interruptions could adversely affect oypaeyations.

Our operations are vulnerable to interrupbgrfire, earthquake, or other natural disastearantines or other disruptions associated with
infectious diseases, national catastrophe, tetracisvities, war, disruptions in our computing axanmunications infrastructure due to power
loss, telecommunications failure, human error, pfafr electronic security breaches and computeses, and other events beyond our
control. We do not have a fully implemented dethiliésaster recovery plan. Despite our implememationetwork security measures, our
tools and servers are vulnerable to computer visus@ak-ins, and similar disruptions from unauttest tampering with our computer
systems and tools located at customer sites. €allitistability could cause us to incur increasests in transportation, make such
transportation unreliable, increase our insuramnstsg and cause international currency marketsittute. This same instability could have
the same effects on our suppliers and their atiitymely deliver their products. In addition, we not carry sufficient business interruption
insurance to compensate us for losses that may,caod any losses or damages incurred by us cavd & material adverse effect on our
business and results of operations. For examplegaliénsure earthquake risks because we beliggéstithe prudent financial decision based
on the high cost of limited coverage availablehia €arthquake insurance market. An earthquake sigidficantly disrupt our operations,
most of which are conducted in California. It coaldo significantly delay our research and engingezffort on new products, most of whi
is also conducted in California. We take steps ittintize the damage that would be caused by an@aaite, but there is no certainty that our
efforts will prove successful in the event of antleguake.

Item 2.  Unregistered Sales of Equity Securities and UséPobceeds

None.

ltem 3.  Defaults upon Senior Securitie

None.
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ltem 4. Submission of Matters to a Vote of Secu-Holders

Our annual meeting of shareholders was helgl 15, 2006. The following actions were taken & theeting:

Abstentions

Affirmative Negative Votes and Broker

Votes Votes Withheld Non-Votes

(a) Election of Director

Norman H. Pont 19,296,32 471,70¢ — 1,156,56:!
Kevin Fairbairn 19,369,67. 398,35¢ — 1,156,56:!
David S. Dury 18,814,16 953,86¢ — 1,156,56:!
Stanley J. Hill 18,887,37 880,66( — 1,156,56:!
Robert Lemo: 18,664,41 1,103,61! — 1,156,56!
Arthur L. Money 14,816,26 4,951,76 — 1,156,56:!
Ping Yang 19,369,22. 398,80¢ — 1,156,56:!

(b) Proposal to approve an amendment to the 2004\Eq

Incentive Plan to increase the number of sharesved for

issuance thereunder by 800,( 14,492,64 1,519,56. — 3,755,82!
(c) Proposal to approve an amendment to the 2003dyee Stoc

Purchase Plan to increase the number of sharavedder

issuance thereunder by 400,000 sh 15,499,67 512,32¢ — 3,756,02!
(d) Ratification of Grant Thornton LLP as indepentpublic
accountants for the fiscal year ending Decembe2326 19,670,27 95,56¢ — 2,191

Item 5. Other Information
None.

ltem 6. Exhibits

The following exhibits are filed herewith:

Exhibit
Number Description
311 Certification of President and Chief Executive ©éfi Pursuant to Section 302 of the Sarb-Oxley Act of 2002
31.2 Certification of Vice President, Finance and Adrsiration, Chief Financial Officer, Treasurer andi®ary

Pursuant to Section 302 of the Sarb-Oxley Act of 2002

321 Certification Pursuant to U.S.C. 1350 adopted Pamsto Section 906 of the Sarba-Oxley Act of 2002
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SIGNATURES

Pursuant to the requirements of the Secariichange Act of 1934, the registrant has dulgeduhis report to be signed on its behalf by
the undersigned thereunto duly authorized.

INTEVAC, INC.

By: /s/ KEVIN FAIRBAIRN
Kevin Fairbairn

President, Chief Executive Officer and Direc
(Principal Executive Officer

Date: August 10, 2006

By: /sl CHARLES B. EDDY Il

Charles B. Eddy I

Vice President, Finance and Administrati
Chief Financial Officer, Treasurer and Secre
(Principal Financial and Accounting Office

Date: August 10, 2006
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EXHIBIT INDEX
Exhibit
Number Description
311 Certification of President and Chief Executive ©éfi Pursuant to Section 302 of the Sarb-Oxley Act of 2002
31.2 Certification of Vice President, Finance and Adrsiration, Chief Financial Officer, Treasurer andigtary

Pursuant to Section 302 of the Sarb-Oxley Act of 2002

321 Certification Pursuant to U.S.C. 1350 adopted Pamsto Section 906 of the Sarba- Oxley Act of 2002
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Exhibit 31.1

I, Kevin Fairbairn certify that:

1.
2.

5.

| have reviewed this Quarterly Report on Forr-Q of Intevac, Inc.

Based on my knowledge, this report does notato any untrue statement of a material fact oit torstate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the
period covered by this repo

Based on my knowledge, the financial statememtd other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgdtfe periods presented in this rep

The registrant’s other certifying officer(s)dal are responsible for establishing and maintgimisclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))%nd internal control over financial reportirag @efined in Exchange Act Rules
13e15(f) and 15-15(f)) for the registrant and ha

(a) Designed such disclosure controls and procsgdorecaused such disclosure controls and procedaoitee designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtibsidiaries, is made known to us
by others within those entities, particularly dgrifie period in which this report is being prepared

(b) Designed such internal control over financégarting, or caused such internal control overrfaial reporting to be designed
under our supervision, to provide reasonable assareegarding the reliability of financial repogiand the preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting principles.

(c) Evaluated the effectiveness of the registragiisslosure controls and procedures and presenttsi report our conclusions about
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyédport based on such evaluation;
and

(d) Disclosed in this report any change in thegsegnt's internal control over financial reportitigat occurred during the registrant’s
most recent fiscal quarter (the registrant’s fodigbal quarter in the case of an annual repo&) tfas materially affected, or is
reasonably likely to materially affect, the regasit's internal control over financial reporting;dan

The registrant’s other certifying officer(s)dal have disclosed, based on our most recent atiaiuof internal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):

(a) All significant deficiencies and material weakses in the design or operation of internal céotrer financial reporting which a
reasonably likely to adversely affect the registeaability to record, process, summarize and refioancial information; and

(b) Any fraud, whether or not material, that invedvmanagement or other employees who have a sigmiifiole in the registrant’s
internal control over financial reporting.

Date: August 10, 2006

/s/ KEVIN FAIRBAIRN

Kevin Fairbairn
President, Chief Executive Officer and Direc







Exhibit 31.

I, Charles B. Eddy certify that:

1.
2.

5.

| have reviewed this Quarterly Report on Forr-Q of Intevac, Inc.

Based on my knowledge, this report does notato any untrue statement of a material fact oit torstate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the
period covered by this repo

Based on my knowledge, the financial statememtd other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgdtfe periods presented in this rep

The registrant’s other certifying officer(s)dal are responsible for establishing and maintgimisclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))%nd internal control over financial reportirag @efined in Exchange Act Rules
13e15(f) and 15-15(f)) for the registrant and ha

(a) Designed such disclosure controls and procsgdorecaused such disclosure controls and procedaoitee designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtibsidiaries, is made known to us
by others within those entities, particularly dgrifie period in which this report is being prepared

(b) Designed such internal control over financégarting, or caused such internal control overrfaial reporting to be designed
under our supervision, to provide reasonable assareegarding the reliability of financial repogiand the preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting principles.

(c) Evaluated the effectiveness of the registragiisslosure controls and procedures and presenttsi report our conclusions about
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyédport based on such evaluation;
and

(d) Disclosed in this report any change in thegsegnt's internal control over financial reportitigat occurred during the registrant’s
most recent fiscal quarter (the registrant’s fodigbal quarter in the case of an annual repo&) tfas materially affected, or is
reasonably likely to materially affect, the regasit's internal control over financial reporting;dan

The registrant’s other certifying officer(s)dal have disclosed, based on our most recent atiaiuof internal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):

(a) All significant deficiencies and material weakses in the design or operation of internal céotrer financial reporting which a
reasonably likely to adversely affect the registeaability to record, process, summarize and refioancial information; and

(b) Any fraud, whether or not material, that invedvmanagement or other employees who have a sigmiifiole in the registrant’s
internal control over financial reporting.

Date: August 10, 2006

/sl CHARLES B. EDDY llI

Charles B. Eddy I
Vice President, Finance and Administrati
Chief Financial Officer, Treasurer and Secre







Exhibit 32.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER AND CHIEF  FINANCIAL OFFICER
PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

I, Kevin Fairbairn, certify, pursuant to 183JC. Section 1350, as adopted pursuant to SediiéroPthe Sarbanes-Oxley Act of 2002, that
the Quarterly Report of Intevac, Inc. on Form 1@e@the quarterly period ended July 1, 2006 fultynplies with the requirements of Section
13(a) or 15(d) of the Securities Exchange Act @&4.8nd that information contained in such Form 1f&i€y presents in all material respects
the financial condition and results of operatiohintevac, Inc.

By: /s/ KEVIN FAIRBAIRN

Name Kevin Fairbairn
Title: President, Chief Executive Officer and Direc

I, Charles B. Eddy lll, certify, pursuant t8 U.S.C. Section 1350, as adopted pursuant tod®e@€6 of the Sarbanes-Oxley Act of 2002,
that the Quarterly Report of Intevac, Inc. on FA®AQ for the quarterly period ended July 1, 2008 fcomplies with the requirements of
Section 13(a) or 15(d) of the Securities Exchangeoh 1934 and that information contained in suohni10-Q fairly presents in all material
respects the financial condition and results ofraiens of Intevac, Inc.

By: /s/ CHARLES B. EDDY lll

Name Charles B. Eddy Il

Title: Vice President, Finance and Administrati
Chief Financial Officer, Treasurer and Secre

A signed original of this written statemenqu&ed by Section 906 has been provided to Intelvac,and will be retained by Intevac, Inc.
and furnished to the Securities and Exchange Cosionior its staff upon request.



