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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 September 30, 2006
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.

(Exact name of registrant as specified in its cagrt

California 94-3125814
(State or other jurisdiction of (IRS Employer
incorporation or organization Identification No.)

3560 Bassett Street
Santa Clara, California 95054

(Address of principal executive office, includirig Zode)

Registrant’s telephone number, including area code(408) 986-9888

Indicate by check mark whether the registrant €l filed all reports required to be filed by Secti® or 15(d)
of the Securities Exchange Act of 1934 during trexpding 12 months (or for such shorter period thatregistrant

was required to file such reports), and (2) haslsedbject to such filing requirements for the @stays. Yesdv
No O

Indicate by check mark whether the registrantle&age accelerated filer, an accelerated filer, noma-
accelerated filer. See definition of “acceleratibet fand large accelerated filer” in Rule 12b-Zlué Exchange Act.
(Check one):

Large accelerated file& Accelerated filerd Non-accelerated fileEl

Indicate by check mark whether the registrantshell company (as defined in Rule 12b-2 of the Aatgs O
No M

APPLICABLE ONLY TO CORPORATE ISSUERS:

On November 3, 2006, 21,151,314 shares of the Ragis Common Stock, no par value, were outstandin
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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements

INTEVAC, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

ASSETS
Current asset:
Cash and cash equivalel
Short term investmen

September 3C
2006

December 31
2005

(Unaudited)
(In thousands)

Trade and other accounts receivable, net of alloesif $170 and $154 at

September 30, 2006 and December 31, :
Inventories
Prepaid expenses and other current a:
Deferred tax asse
Total current asse
Property, plant and equipment, |
Long term investment
Investment in 601 California Avenue LL
Other long term asse

Total asset

LIABILITIES AND SHAREHOLDERS ' EQUITY

Current liabilities:
Accounts payabl
Accrued payroll and related liabiliti¢
Other accrued liabilitie
Customer advance

Total current liabilities
Other lon¢-term liabilities
Shareholder equity:
Common stock, no par val
Additional paid in capita
Accumulated other comprehensive incc
Retained earnings (accumulated defi

Total shareholde’ equity
Total liabilities and sharehold¢ equity

$ 989 $ 15,25¢
75,96 34,47
33,99 42,847
41,37: 24,83
2,27: 1,81
2,47¢ —
165,97 119,22
11,39: 7,98
4,00( —
2,431 2,431
1,77¢ 804
$ 18557 $ 130,44
$ 17,92« $  7,04¢
8,02¢€ 5,50¢
6,38: 6,18z
33,84 23,13¢
66,18: 41,87¢
95E 694
100,19 97,16"
2,11¢
29E 23€
15,82¢ (9,529
118,43 87,87
$ 18557. $ 130,44

Note: Amounts as of December 31, 2005 are deffraed the December 31, 2005 audited consolidatezhfiral

statements.

See accompanying notes.
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INTEVAC, INC.

CONDENSED CONSOLIDATED STATEMENTS OF INCOME
AND COMPREHENSIVE INCOME

Three Months Ended Nine Months Ended

Sept. 30, Oct. 1, Sept. 30, Oct. 1,

2006 2005 2006 2005
(Unaudited)

(In thousands, except per share amounts)

Net revenues

Systems and componei $52,08¢ $41,86: $157,00¢ $79,00!
Technology developmel 2,74C 1,64 6,98¢ 5,52¢
Total net revenue 54,82¢ 43,507 163,99: 84,53(
Cost of net revenue
Systems and componel 29,75¢ 29,27 96,93: 55,09¢
Technology developmel 1,67: 1,411 4,53¢ 4,20z
Inventory provision 121 (73%) 67€ 19
Total cost of net revenus 31,54¢ 29,95 102,14 59,32(
Gross profit 23,28( 13,55¢ 61,84¢ 25,21(
Operating expense
Research and developm 8,571 3,891 20,42: 10,43t
Selling, general and administrati 5,56t 3,74¢ 15,68 9,67¢
Total operating expens: 14,13¢ 7,645 36,10¢ 20,115
Operating profit 9,14« 5,911 25,74 5,097
Interest income and other, r 1,118 43¢ 2,44( 1,297
Income before income tax 10,257 6,34¢ 28,18: 6,38¢
Provision for income taxe 1,24¢ 15¢ 2,82¢ 16€
Net income $9,01: $ 6,191 25,35% 6,221
Other comprehensive income (los
Foreign currency translation adjustme (6) 13 57 (24)
Total comprehensive incon $9007 $620¢ $2541: $ 6,197
Basic income per shar
Net income $ 04 $ 03C $ 121 $ 0.3C
Shares used in per share amol 21,08: 20,567 20,96" 20,40(
Diluted income per shar.
Net income $ 041 $ 02¢ $ 1.1 $ 0.2¢
Shares used in per share amol 21,88¢ 21,43¢ 21,88¢ 21,13¢

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

Nine Months Ended

Sept. 30, Oct. 1,
2006 2005
(Unaudited)

(In thousands)

Operating activities

Net income $ 25,357 $ 6,221
Adjustments to reconcile net income to net cashcasth equivalents used in operating
activities:
Depreciation and amortizatic 1,881 1,537
Inventory provision: 67€ 19
Equity-based compensatic 2,11¢ 19
Loss on disposal of equipme 30 6
Changes in operating assets and liabili 12,31. (12,179
Total adjustment 17,017 (10,599
Net cash and cash equivalents provided by (usegpi@jating activitie: 42,374 (4,372)
Investing activities
Purchases of investmer (377,92) (44,659
Proceeds from maturities of investme 332,57 35,90(
Purchases of leasehold improvements and equip (5,462) (2,419
Net cash and cash equivalents used in investirgjtaet (50,819 (11,179
Financing activities
Net proceeds from issuance of common s 3,02¢ 2,13:
Net cash and cash equivalents provided by finanaatiyities 3,02¢ 2,13:
Effect of exchange rate changes on ¢ 45 (19
Net decrease in cash and cash equiva (5,365 (13,430
Cash and cash equivalents at beginning of pe 15,25¢ 17,45t
Cash and cash equivalents at end of pe $ 9,89 $ 4,02
Supplemental Schedule of Cash Flow Informatiol
Cash paid for
Income taxe: $ 422; $ 2

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

1. Business Activities and Basis of Presentation

We are the world’s leading supplier of sputteriggipment used to manufacture magnetic media ushdrith
disk drives and a developer and provider of advéuogreme low light imaging sensors, cameras astésys. We
operate two businesses: Equipment and Imaging.

Our Equipment business designs, manufactures, nseake services complex capital equipment that siepo
or sputters, highly engineered thin-films onto metgndisks used in hard disk drives. Hard disk esiare the
primary storage medium for digital data and funetiy storing data on magnetic disks. These thm-€lisks are
created in a sophisticated manufacturing processhvilmg many steps, including plating, annealinglighing,
texturing, sputtering and lubrication.

Our Imaging business develops and manufactureg@leptical sensors, cameras, and systems thatifperm
highly sensitive detection of photons in the visibhd near infrared portions of the spectrum, atigwision in
extreme low light situations. We currently devetoght-vision technology and equipment for militamyd
commercial applications.

The financial information at September 30, 2006 famdhe three- and nineronth periods ended September
2006 and October 1, 2005 is unaudited, but incladlesdjustments (consisting only of normal requgraccruals)
that we consider necessary for a fair presentatighe financial information set forth herein, iccardance with
accounting principles generally accepted in theté¢hStates of America (“U.S. GAAP”) for interim &ncial
information, the instructions to Form 10-Q and &ldi10 of Regulation S-X. Accordingly, it does mutlude all of
the information and footnotes required by U.S. GAAPannual financial statements. For further infation, refer
to the Consolidated Financial Statements and faegniereto included in our Annual Report on Fof¥Klfor the
fiscal year ended December 31, 2005.

The preparation of financial statements in confeymiith U.S. GAAP requires management to make et
and assumptions that affect the reported amourdassats and liabilities and disclosure of contihgssets and
liabilities at the date of the financial statemeamsl reported amounts of revenue and expensegdherreporting
period. Actual results inevitably will differ fromtose estimates, and such differences may be mlaiethe
financial statements.

The results for the three- and nine-month periodied September 30, 2006 are not considered indécatithe
results to be expected for any future period ottierentire year.

“Intevac®,” “LIVAR ®,” and “200 Lear®” are trademarks of Intevac, Inc.

2. Concentrations

Historically, a significant portion of our revenuesany particular period has been attributablsaies to a
limited number of customers. Our largest custortemd to change from period to period.

We evaluate the collectibility of trade receivabbesan ongoing basis and provide reserves agaitshiial
losses when appropriate.

3. New Accounting Pronouncements

In March 2004, the Emerging Issues Task Force (FEJTssued EITF No. 03-01, “The Meaning of
Other-Than-Temporary Impairment and its ApplicatiorCertain Investments,” which provides new guiafor
assessing impairment losses on debt and equitgtimemts. The new impairment model applies to imaests
accounted for under the cost or equity method awdstments accounted for under FAS 115, “Accourfting
Certain Investments in Debt and Equity Securiti@&TF No. 03-01 also includes new disclosure regqugnts for
cost method investments and for all investmentsatein an unrealized loss position. In Septen20é¢d, the FASI
delayed the accounting provisions of EITF No. 03tdwever, the disclosure requirements remain gffec
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

and the applicable disclosures have been includedii consolidated financial statements and relateds thereto.
We do not expect the adoption of this EITF to hanesffect on our consolidated financial positi@suits of
operations and cash flows.

In June 2006, the FASB issued Interpretation No:*A8counting for Uncertainty in Income
Taxes” (“FIN 48"). FIN 48 clarifies the accountifigr uncertainty in income taxes recognized in ategmise’s
financial statements in accordance with FASB Statérilo. 109, “Accounting for Income Taxes.” This
interpretation prescribes a recognition threshaldl measurement attribute for the financial statémegognition
and measurement of a tax position taken or expéotbd taken in a tax return. FIN 48 also provigeislance on de-
recognition, classification, interest and penajtasounting in interim periods, disclosure, amhsition. FIN 48
will be effective beginning January 1, 2007. We @ugently evaluating this interpretation to deterenif it will
have a material impact on our consolidated findrpmaition, results of operations and cash flows.

In September 2006, the FASB issued Statement aifn€ial Accounting Standards No. 157, “Fair Value
Measurements” (“SFAS 157”). SFAS 157 defines falue, establishes a framework for measuring fdiresaand
expands disclosures about fair value measureniBmsstatement is effective for financial statemésgaed for
fiscal years beginning after November 15, 2007, iatetim periods within that fiscal year. We arerently
evaluating the impact of adopting SFAS 157.

In September 2006, the SEC issued Staff AccoutBintetin No. 108, “Considering the Effects of Pridear
Misstatements when Quantifying Misstatements inr€htrYear Financial Statements” (“SAB 108"). SAB3lWas
issued in order to eliminate the diversity of preesurrounding how public companies quantify ficiahstatement
misstatements. It requires quantification of finahstatement misstatements based on the effetteof
misstatements on each of the company’s financstents and the related financial statement disods. The
provisions of SAB 108 must be applied to annuadfitial statements no later than the first fiscalryanding after
November 15, 2006. We do not expect the adoptid®A® 108 to have an effect on our consolidatednfime
position, results of operations and cash flows.

4. Inventories

Inventories are priced using standard costs, wépgroximate cost under the first-in, first-out noettand are
stated at the lower of cost or market. Inventocigssist of the following:

September 3C December 31

2006 2005
(In thousands)
Raw materials $ 21,29« $ 15,07(
Work-in-progress 13,24¢ 6,30:
Finished good 6,82¢ 3,46/

$ 4137. $ 24,83

Finished goods inventory consists primarily of céeted systems awaiting shipment to customer sites f
installation and acceptance testing.

Inventory reserves included in the above numbers %8.8 million and $11.0 million at September 3006
and December 31, 2005, respectively. Each quaveegnalyze our inventory (raw materials, work-imgness and
finished goods) against the forecast demand fonéx¢ 12 months. Raw materials with no forecastiiregnents in
that period are considered excess and inventomjigions are established to write those items dawzeto net boo
value. Work-in-progress and finished goods invaeatowith no forecast requirements in that periadtgpically
written down to the lower of cost or market. Durihgs process, some inventory is identified as hgvio future us
or value to us and is disposed of against theveser
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)
The following table displays the activity in thesemtory provision account for the nine-month pesietiding
September 30, 2006 and October 1, 2005:

Nine Months Ended
September 3C October 1,

2006 2005
(In thousands)
Beginning balanc $ 10,98 $ 9,86:
New provisions in cost of sal 67€ 19
New provisions for refurbishment of consigned prad 7 13¢
Disposals of inventor (2,879 (178
Miscellaneous adjustmer (42 281
Ending balanc $ 8,75¢ $10,11¢

5. Stock-Based Compensation

On January 1, 2006, we adopted Statement of FiabActounting Standards No. 123 (revised 2004)atgh
Based Payment,” (“SFAS 123(R)hich requires the measurement and recognitiomwipensation expense for
share-based payment awards made to employeesraatbds including equity awards related to the 2BQ4dity
Incentive Plan (the “2004 Plan”) and employee stmgichases related to the 2003 Employee Stock Bsechlan
(the “ESPP”) based on estimated fair values. SFARR) supersedes our previous accounting underuidiog
Principles Board Opinion No. 25, “Accounting foiloBk Issued to Employees” (“APB 25”) for periods lvegng in
fiscal 2006. In March 2005, the Securities and Exge Commission issued Staff Accounting Bulletin Na7
(“SAB 107") relating to SFAS 123(R). We have apglibe provisions of SAB 107 in our adoption of SFAZ3(R).

We adopted SFAS 123(R) using the modified prospedtansition method, which requires the applicatid
the accounting standard as of January 1, 2008irgtelay of our fiscal year 2006. Our Condenseds$tidated
Financial Statements as of and for the three amel mionths ended September 30, 2006 reflect thecingba
SFAS 123(R). In accordance with the modified praspe transition method, our Condensed Consolid&taencia
Statements for prior periods have not been restategflect, and do not include, the impact of SFIE3(R). Stock-
based compensation expense recognized under SFR)1f2r the three months and nine months ended
September 30 was $878,000 and $2.0 million, resmdygt which consisted of stock-based compensatiqrense
related to the grant of stock options under thed2Bidn and stock purchase rights under the ESRite Mas
$19,000 of stock-based compensation expense retatbd grant of stock options or stock purchagktsi
recognized during the three and nine months enaxob®r 1, 2005.

SFAS 123(R) requires companies to estimate thevédire of share-based payment awards on the dateof
using an option-pricing model. The value of thetjpor of the award that is ultimately expected tstis recognized
as expense over the requisite service period irComdensed Consolidated Statement of Income. Rritve
adoption of SFAS 123(R), we accounted for emplayagty awards and employee stock purchases using th
intrinsic value method in accordance with APB 2%&bewed under Statement of Financial Accountingngards
No. 123,“Accounting for Stock-Based Compensation” (“SFAS3)2 Under the intrinsic value method, no stock-
based compensation expense had been recognizad @oadensed Consolidated Statement of Incomepsedhe
exercise price of our stock options granted to eyges and directors equaled the fair market vditieeounderlying
stock at the date of grant.

Stock-based compensation expense recognized dherpgeriod is based on the value of the portioshafre-
based payment awards that is ultimately expecteedbduring the period. Stock-based compensatiparese
recognized in our Condensed Consolidated Stateafiéntome for the three and nine months ended Sdpde 30,
2006 included compensation expense for share-hmsadent awards granted prior to, but not yet veatedf
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

December 31, 2005 based on the grant date faieedtimated in accordance with the pro forma prongof
SFAS 123 and compensation expense for the shaestpayment awards granted subsequent to Decemb2033
based on the grant date fair value estimated iardeace with the provisions of SFAS 123(R). As ktbased
compensation expense recognized in the Condensesblitated Statement of Income for the first nimenths of
fiscal 2006 is based on awards ultimately expetieatst, it has been reduced for estimated fore#uSFAS 123
(R) requires forfeitures to be estimated at theetohgrant and revised, if necessary, in subsecquenitds if actual
forfeitures differ from those estimates. In our fsoma information required under SFAS 123 for plegiods prior t
fiscal 2006, the Company accounted for forfeitaeshey occurred.

Descriptions of Plans
2004 Equity Incentive Plan

Our 2004 Plan is a broad-based, long-term reteqiogram intended to attract and retain qualified
management and technical employees, and aligntsitddr and employee interests. The 2004 Plan pethétgrar
of incentive or non-statutory stock options, resérl stock, stock appreciation rights, performantés and
performance shares. Option price, vesting period,aher terms are determined by the Administratdhe 2004
Plan, but the option price shall generally notdssithan 100% of the fair market value per shath@uate of grar
During the nine months ended September 30, 200@rarged 868,600 stock options with an estimatea gyant-
date fair value of $9.6 million. Of this amount, egtimated that the stock-based compensation éoawrards not
expected to vest was $3.2 million.

2003 Employee Stock Purchase Plan

Our ESPP provides that eligible employees may @asetour common stock through payroll deductiorss at
price equal to 85% of the lower of the fair markalue at the beginning of the applicable offerimgipd or at the
end of each applicable purchase interval. Offepagods are generally two years in length, andisbo$ a series ¢
six-month purchase intervals. Eligible employeey joa the ESPP at the beginning of any six-monitchase
interval. During the three and nine months endqute®eber 30, 2006, we granted purchase rights withstimated
total grant-date value of $1.5 million and $1.6limil, respectively.

Impact of the Adoption of SFAS 123(R)

The effect of recording stock-based compensatiothi®three- and nine-month periods ended JulyY)@62vas
as follows:

Three Months Nine Months
Ended Ended
Sept. 30, 200 Sept. 30, 200
(In thousands, except per share

amounts)
Stocl-based compensation by type of aw:
Stock options $ 791 % 1,68
Employee stock purchase pl 14¢ 432
Amounts capitalized as inventa (612) (85)
Total stocl-based compensatic 87¢ 2,03¢
Tax effect on stoc-based compensatic (10€) (209
Net effect on net incom $ 77z $ 1,831
Effect on earnings per sha
Basic $ 0.0¢ $ 0.0¢
Diluted $ 0.0¢ $ 0.0¢




Table of Contents

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

Approximately $85,000 of stock-based compensagdndluded in inventory as of September 30, 20G5. N
stockbased compensation was capitalized to inventooy poi our adoption of the provisions of SFAS 123ifiRthe
first quarter of 2006.

Valuation Assumptions

The fair value of share-based payment awardsimasd at the grant date using the Black-Scholegdvie
option valuation model. The determination of featue of share-based payment awards on the datauof gsing an
optionjricing model is affected by our stock price ashaslassumptions regarding a number of highly cemphc
subjective variables. These variables include abeitnot limited to, our expected stock price véitgtover the term
of the awards, and actual employee stock optioncesesbehavior.

In connection with the adoption of SFAS 123(R),neassessed our valuation technique and related
assumptions. We estimate the fair value of stodlonp using a Black-Scholes Merton valuation modehsistent
with the provisions of SFAS 123(R), SAB No. 107 anul prior period pro forma disclosures of net eags,
including stock-based compensation expense (detedminder a fair value method as prescribed by SEZS3.
The weighted-average estimated fair value of emg#astock options granted during the three and mimeaths
ended September 30, 2006 was $9.77 per share ar@b¥der share, respectively. The weighted-aveeatimated
fair value of employee stock purchase rights gipigrsuant to the ESPP during the three and nimghme@nded
September 30, 2006 was $9.94 per share and $%8B@e, respectively. The fair value of each opénd
employee stock purchase right grant is estimatetth@nlate of grant using the Black-Scholes Mer{gatioo
valuation model with the following weighted-averagsumptions:

Three Months Ended
September 30, 2006
Employee Stocl

Stock Options Purchase Plan
Expected volatility 72.3% 59.12%
Risk free interest rai 4.54% 4.67%
Expected term of options and purchase rights (ars) 4.5t 2.C
Dividend yield None None

Nine Months Ended
September 30, 200!
Employee Stocl

Stock Options Purchase Plan
Expected volatility 74.82% 59.25%
Risk free interest rai 4.6% 4.67%
Expected term of options and purchase rights (arg) 4.7: 1.92
Dividend yield None None

The computation of the expected volatility assunmgiused in the Black-Scholes Merton calculationséw
grants and purchase rights is based on the hiataadatility of our stock price, measured overexipd equal to the
expected term of the grant or purchase right. Tdefree interest rate is based on the yield ab&lan
U.S. Treasury Strips with an equivalent remaingmgt The expected life of employee stock optiopsasents the
weighted-average period that the stock optiongapected to remain outstanding and was determiasedoon
historical experience of similar awards, giving sidieration to the contractual terms of the stockeldeawards and
vesting schedules. The expected life of purchagegiis the period of time remaining in the curreffiéring period.
The dividend yield assumption is based on our histd not paying dividends and the assumption dfpaying
dividends in the future.




Table of Contents

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

As the stock-based compensation expense recogmnizkee Condensed Consolidated Statement of Income f
the first nine months of 2006 is based on awartisately expected to vest, such amount has beerceedfor
estimated forfeitures. SFAS 123(R) requires foufeis to be estimated at the time of grant and edvi$ necessary,
in subsequent periods if actual forfeitures diffem those estimates. Forfeitures were estimatseddan our
historical experience.

Expense Information Under SFAS 123(R)
2004 Equity Incentive Plan

A summary of activity under the above captionechidaas follows:

Weighted
Average
Remaining Aggregate
Weighted Contractual Intrinsic
Shares Average Exercise Pric ~ Term (years) Value
Options outstanding at December 31, 2 1,867,571 $ 7.1¢ 7.5 $11,482,71
Options grante: 868,60( $ 17.7:
Options forfeitec (48,3200 $ 9.17%
Options exercise (295,45() $ 7.4¢€
Options outstanding at September 30, 2 2,392,400 $ 10.9¢ 8.0¢ $15,222,09
Options exercisable at September 30, 2 933,65( $ 7.3¢ 6.6¢ $ 8,789,26:

The aggregate intrinsic value in the table abopeasents the total pretax intrinsic value, basedwrclosing
stock price of $16.80 as of September 29, 2006¢chviviould have been received by the option holdadsail optior
holders exercised their options as of that date.

The options outstanding and currently exercisabfeptember 30, 2006 were in the following exerpisee

ranges:
Options Outstanding
Weighted Average
Number of Remaining Options Exercisable
Shares Contractual Term  Weighted Average = Number Vestec  Weighted Average
Range of Exercise Price Outstanding (In Years) Exercise Price and Exercisable Exercise Price

$2.63-$3.98 349,58 517 $ 2.8¢ 298,54! % 2.8¢
$3.99-$6.38 267,47( 708 % 4.5¢ 134,68( $ 4.64
$6.39-$ 7.84 343,55( 78C $ 7.57 56,778 $ 7.3C
$ 7.85- $10.01 313,95( 814 $ 9.0¢ 200,400 $ 9.6z
$10.02- $15.81 414,75( 857 $ 13.8i 24325( % 12.6¢
$15.82- $16.13 384,10( 99z $ 16.1: — 3 —
$16.14- $28.55 319,00( 95¢ $ 20.5¢ —  $ —
$ 2.63- $28.55 2,392,401 8.0¢ $ 10.9¢ 933,65( % 7.3¢

As of September 30, 2006, the unrecorded defetoett-based compensation balance related to staidngp
was $9.8 million and will be recognized over arireated weighted average amortization period ofy2drs. The
amortization period is based on the expected térieooption, which is defined as the period frorarg date to
exercise date.

2003 Employee Stock Purchase Plan

During the three months ended September 30, 2@N868 shares were purchased at an average pernsitre
of $5.60. At September 30, 2006, there were 387sb@res available to be issued under the ESPP.

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

Prior to the Adoption of SFAS No. 123(R)

Prior to the adoption of SFAS No. 123(R), we preaddhe disclosures required under SFAS No. 123,
“Accounting for Stock-Based Compensation,” as aneeroly SFAS No. 148, “Accounting for Stock-Based
Compensation — Transition and Disclosures.” Coasistvith the disclosure provisions of SFAS 148, eirloss
and basic and diluted loss per share for the thinglenine months ended October 1, 2005 would hage adjusted
to the pro forma amounts indicated below:

Three Months Nine Months
Ended Ended
October 1, 200% October 1, 200t
(In thousands, except
per share amounts)

Net income, as reporte $ 6,191 % 6,221
Deduct: Total stock-based employee compensatioarespdetermined under

fair value based method for all awards, net ofteeldax effect: (518 (1,627
Pro forma net incom $ 5,67¢ $ 4,59/

Basic income per shar

As reportec $ 03C $ 0.3C

Pro forma $ 0.2 % 0.2:
Diluted income per shar.

As reportec $ 02¢ % 0.2¢

Pro forma $ 0.2¢ % 0.2z

The weighted-average fair value of stock optioranggd was $8.67 and $6.79 for the three and nimghmo
ended October 1, 2005, respectively. The weighigzstage fair value of purchase rights granted vda30$and $5.1
for the three and for the nine months ended Octdb2005, respectively. The fair value of eachaptjrant and
purchase right was estimated on the date of ginguhe Black-Scholes Merton option valuation niadéh the
following weighted average assumptions:

Three Months Ended Nine Months Ended
October 1, 2005 October 1, 2005
Employee Employee
Stock Stock
Purchase Plai Stock Options Purchase Plai Stock Options

Expected volatility 90.2(% 90.2(% 91.53% 92.5(%
Risk free interest rai 3.97% 4.2€% 3.9(% 4.32%
Expected term of options and purchase rights (

years) 1.C 5.7 1.2 6.5
Dividend yield None None None None

Prior to fiscal 2006, the expected forfeitures mwipdoyee stock options were accounted for on amesried

basis.
6. Warranty

We provide for the estimated cost of warranty wherenue is recognized. Our warranty is per contexots
and for our systems the warranty typically rangetsveen 12 and 24 months from customer acceptanocendXhis
warranty period any defective non-consumable maggeplaced and installed at no charge to th@mest The
warranty period on consumable parts is limitech&irtreasonable usable life. We use estimatedrepai
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)
replacement costs along with our actual warranpeggnce to determine our warranty obligation. \iereise
judgment in determining the underlying estima

On the condensed consolidated balance sheet, dhnietsfm portion of the warranty is included in othecraied
liabilities, while the long-term portion is includén other long-term liabilities.

The following table displays the activity in the manty provision account for the three- and nmenth period:
ending September 30, 2006 and October 1, 2005:

Three Months Endec Nine Months Ended
Sept. 30 Oct. 1, Sept. 30 Oct. 1,

2006 2005 2006 2005
(In thousands)
Beginning balanc $4,04¢ $1,677 $3,39¢ $1,11¢
Expenditures incurred under warrant (77€) (137) (2,619 (84€)
Accruals for product warranties issued during #gorting perioc 88¢ 1,352 2,97¢ 2,34¢
Adjustments to previously existing warranty accst (20 (64) 382 212
Ending balanc $4,13¢ $2,82¢ $4,13¢ $2,82¢

The following table displays the balance sheetsifigation of the warranty provision account at &apber 30,
2006 and at December 31, 2005:

September 3C December 31

2006 2005
(In thousands)
Other accrued liabilitie $ 3,181 % 2,70¢
Other lon¢-term liabilities 95E 694
Total warranty provisiol $ 4,13¢ $ 3,39¢

7. Guarantees

We have entered into agreements with customers@gpgliers that include limited intellectual propert
indemnification obligations that are customaryha tndustry. These obligations generally requirtousompensate
the other party for certain damages and costsliedwas a result of third party intellectual propetaims arising
from these transactions. The nature of the intellgroperty indemnification obligations preveassfrom making
a reasonable estimate of the maximum potential amwea could be required to pay our customers apgl®rs.
Historically, we have not made any significant ingéfication payments under such agreements, araihmaunt has
been accrued in the accompanying consolidateddiabstatements with respect to these indemnificati
obligations.

8. Cash, Cash Equivalents and Investments

Our investment portfolio consists of cash, cashvedents and investments in debt securities andicipat
bonds. We consider all highly liquid investmentshad maturity of three months or less when purath&sée cash
equivalents. Investments in debt securities andicipal bonds consist principally of highly ratedodénstruments
with maturities generally between one and 25 months

We account for our investments in debt securitiesauction rate securities in accordance with State of
Accounting Standards No. 115 “Accounting for Certlivestments in Debt and Equity Securities,” whiefuires
certain securities to be categorized as eithemgadvailable-for-sale or held-to-maturity.

Available-for-sale securities are carried at faitue, with unrealized gains and losses recordeuimither
comprehensive income
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

(loss) as a separate component of shareholderiyebield-to-maturity securities are carried at atized cost. We
have no trading securities. The cost of investmsenurities sold is determined by the specific ifieation method.
Interest income is recorded using an effectiver@derate, with the associated premium or discaumirtized to
interest income. Realized gains and losses anihdsdh value judged to be other than temporargmif, on
available-for-salesecurities are included in earnings. The tablevoglieesents the amortized principal amount, m
security type and maturities for our investmentdebt securities and auction rate securities.

September 3C December 31
2006 2005
(In thousands)

Amortized Principal Amount

Debt securities issued by the US government arabisicie: $ 4,00 $ 10,99:
Auction rate securitie 70,00( 15,00(
Corporate debt securitit 5,961 8,48¢
Total investments in debt securiti $ 79967 $ 34,47¢
Shor-term investment $ 75967 $ 34,47¢
Long-term investment 4,00( —
Total investment $ 79967 $ 34,47¢
Approximate fair value of investments in debt sé@s $ 79,96:¢ $ 34,40¢

The decline in the fair value of our investmentsiirthe principal amount is attributable to changeaterest
rates and not credit quality. In accordance withFED3-01, we have the ability and intent to holesth investments
until fair value recovers, which may be maturitgydave do not consider these investments to be
other-than-temporarily impaired at September 30620

Cash and cash equivalents represent cash accouhtsaney market funds. Included in accounts payatde
$5.6 million and $988,000 of book overdraft at @eber 30, 2006 and December 31, 2005, respectively.
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

9. Net Income Per Share

The following table sets forth the data used inadbmputations of basic and diluted earnings peresha

Three Months Ended Nine Months Ended
Sept. 30, Oct. 1, Sept. 30, Oct. 1,
2006 2005 2006 2005
(In thousands)
Numerator:
Numerator for diluted earnings per share — inconalable to
common stockholdel $ 9,01 $6,191 $2535° $ 6,221

Denominator
Denominator for basic earnings per share — weightedtage

shares 21,08: 20,567 20,967 20,40(
Effect of dilutive securities

Employee stock options(: 817 871 921 73€
Dilutive potential common shar: 817 871 921 73€
Denominator for diluted earnings per share — adjlisteighted-

average shares and assumed conver: 21,89¢ 21,43¢ 21,88¢ 21,13¢

(1) Potentially dilutive securities, consisting of skmissuable upon exercise of employee stock op#inds
weighted-average unamortized compensation expansexcluded from the calculation of diluted EP&wh
their effect is anti-dilutive. The weighted averagenber of employee stock options excluded fortlhee-
month periods ended September 30, 2006 and OctolR&05 was 566,079 and 137,198, respectivelyttaad
number of employee stock options excluded for the-month periods ended September 30, 2006 and
October 1, 2005 was 319,786 and 233,414, respéct

10. Segment Reporting
Segment Description

We have two reportable operating segments: Equiparahimaging. Our reportable segments are business
units that offer different products and are eaclmagad separately, under the direction of our Chiefcutive
Officer. Our Equipment business designs, manufastunarkets and services complex capital equipthant
deposits, or sputters, highly engineered thin-fibm#o magnetic disks used in hard disk drives. iGhaging
business develops and manufactures electro-ogteeors, cameras and systems that permit high$jtisen
detection of photons in the visible and near iddaportions of the spectrum, allowing vision inrerte low light
situations.

Included in corporate activities are general caapmexpenses, less an allocation of corporate segen
operating units equal to 3% of net revenues. Assatsrporate activities include unallocated casth mvestments,
deferred income tax assets and other assets.

Segment Profit or Loss and Segment Assets

We evaluate performance and allocate resources lose number of factors including, profit or Idssm
operations and future revenue potential. The adaoypolicies of the reportable segments are theesas those
described in the summary of significant accounfinticies.
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

Business Segment Net Revenues

Three Months Ended Nine Months Ended
Sept. 30, Oct. 1, Sept. 30, Oct. 1,
2006 2005 2006 2005
(In thousands)
Equipment $51,62¢ $41,51¢ $155,66: $78,39:
Imaging 3,20¢ 1,98¢ 8,32¢ 6,13¢
Total $54,82¢ $43,507 $163,99: $84,53(
Business Segment Profit & Loss
Three Months Ended Nine Months Ended
Sept. 30, Oct. 1, Sept. 30, Oct. 1,
2006 2005 2006 2005
(In thousands)
Equipment $983: $7,177 $2928° $9,17¢
Imaging (673 (1,41 (3,700 (3,879
Corporate activitie (16) 14¢ 157 (207)
Operating incom: 9,14« 5,911 25,74 5,097
Interest income and other, r 1,11¢ 43¢ 2,44( 1,292
Income before income tax $10,257 $6,34¢ $28,18: $6,38¢

Business Segment Assets

September 3C December 31

2006 2005
(In thousands)
Equipment $ 7824 $ 68,67
Imaging 8,73¢ 7,66¢
Corporate activitie 98,58 54,10
Total $ 18557. $ 130,44
Geographic Area Net Trade Revenues

Three Months Ended Nine Months Ended

Sept. 30, Oct. 1, Sept. 30, Oct. 1,

2006 2005 2006 2005

(In thousands)

United State: $ 5665 $ 631 $ 22294 $15,89¢
Asia 48,93% 36,97 141 ,45: 67,93¢
Europe 227 221 244 694
Total $54,82¢ $43,507 $163,99. $84,53(

11. Income Taxes

For the nine- month period ended September 30,,200@ccrued income tax using an effective tax ote
10.0% of pretax income. This rate is based on imate of our annual tax rate calculated in accocdavith
Statement of Financial Accounting Standards No, 188counting for Income Taxes”. We have substdmiét
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

operating loss carry-forwards and deferred creditéch are being used to limit the taxes paid yieiar and to
reduce our effective tax rate to less than theigiat income tax rates in effect. We expect ouedfe tax rate to
significantly increase after our net operating éssand deferred credits have been fully utilizear @eferred tax
asset is mostly offset by a valuation allowancsulting in a net deferred tax asset of $2.5 millkbrseptember 30,
2006.

For the three-and nine-month periods ended Octbpb2005, we accrued income tax using an effectixgate
of 2.5% of pretax income. Our tax rate differs frtima applicable statutory rates due to the utiliradf net
operating loss carry-forwards and deferred credits.

12. Capital Transactions

During the nine-month period ending September 8062we sold stock to our employees under Intevac’s
Stock Option and Employee Stock Purchase Planstahaf 454,309 shares were issued under thess,gdtam
which Intevac received $3.0 million.

13. Financial Presentation

Certain prior year amounts in the Condensed Cattestgdil Financial Statements have been reclassified t
conform to 2006 presentation. The reclassificaitimolved combining interest expense, interest ine@nd other
income, net, into a single line on the CondenseasGlidated Statements of Income and Comprehensoganie.
The reclassifications had no material effect onltassets, liabilities, equity, revenue, net incaneomprehensive
income as previously reported.
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Item 2. Managemen's Discussion and Analysis of Financial Condition drResults of Operation

This Quarterly Report on Form 10-Q contains forwdodking statements, which involve risks and
uncertainties. Words such as “believes,” “expect&hticipates” and the like indicate forward-lookinstatements.
These forward looking statements include commetdsed to our shipments, projected revenue recagnit
product costs, gross margin, operating expenséstaat income, cash balances and financial resnl2006; our
projected customer requirements for new capacity fan technology upgrades for their installed baseur thir-
film disk sputtering equipment, and when, anduf, @istomers will place orders for these produttsaginc's
ability to proliferate its technology into major litkry weapons programs and to develop and intradaemmercial
imaging products; and the timing of delivery andéaceptance of the systems and products that cemptir
backlog for revenue. Our actual results may diffexterially from the results discussed in the fordvlmoking
statements for a variety of reasons, including ¢hest forth under “Risk Factors” and in other docemts we file
from time to time with the Securities and Excha@genmission, including Intev’s Annual Report on
Form 1(-K filed in March 2006, Form 10-Q’s and Form 8-K’s.

Critical Accounting Policies and Estimates

The preparation of financial statements and reldtsclosures in conformity with accounting prinegl
generally accepted in the United States of Amgfid® GAAP”) requires management to make judgments,
assumptions and estimates that affect the amoeptsted. Our significant accounting policies arsadibed in
Note 2 to the consolidated financial statementided in Iltem 8 of our Annual Report Form 10-K. Certain of
these significant accounting policies are considi¢oebe critical accounting policies, as definetbhe

A critical accounting policy is defined as one tlsaboth material to the presentation of our firnahstatements
and requires management to make difficult, subjeair complex judgments that could have a mateffatt on oul
financial conditions and results of operations.&mlly, critical accounting estimates have tbh#dwing
attributes: 1) We are required to make assumptdiosit matters that are highly uncertain at the tifrthe estimate
and 2) different estimates we could reasonably haeel, or changes in the estimate that are reaydiiaby to
occur, would have a material effect on our finahe@ndition or results of operations.

Estimates and assumptions about future eventshamdeffects cannot be determined with certaintg Mdse
our estimates on historical experience and on uarather assumptions believed to be applicableeasbnable
under the circumstances. These estimates may claanggwv events occur, as additional informatiarbisined and
as our operating environment changes. These ch&ageshistorically been minor and have been indudehe
consolidated financial statements as soon as thegrbe known. In addition, management is periodidated with
uncertainties, the outcomes of which are not wittsrtontrol and will not be known for prolongedipes of time.
Many of these uncertainties are discussed in tbiosebelow entitled “Risk FactorsBased on a critical assessm
of our accounting policies and the underlying judgits and uncertainties affecting the applicatiothofe policies,
management believes that our consolidated finastaé&ments are fairly stated in accordance wittd48&\P, and
provide a meaningful presentation of our financ@hdition and results of operation.

We believe the following critical accounting poésiaffect the more significant judgments and esémae
make in preparing our consolidated financial st&tet®. We also have other key accounting policigsamcounting
estimates related to the collectibility of tradeawables and prototype product costs. We belieatthese other
accounting policies and other accounting estimeith&r do not generally require us to make estimatel
judgments that are as difficult or subjective, i kess likely to have a material impact on ouoréegd results o
operation for a given period.

Revenue Recognition

Certain of our system sales with customer acceptpnavisions are accounted for as multiple-element
arrangements. If we have previously met definedocusr acceptance levels with the specific typeysfeam, then
we recognize revenue for the fair market valuéhefgystem upon shipment and transfer of title,randgnize
revenue for the fair market value of installatiodacceptance services when those services ardetechp/Ne
estimate the fair market value of the installaol acceptance services based on our actual baterperience.
For systems that have generally not been demoedttatmeet a particular customer’s product spetifias prior
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to shipment, revenue recognition is typically defdruntil customer acceptance. For example, whit&l
shipments of our 200 Ledhsystem were recognized for revenue upon custoneepénce during 2004, revenue
was recognized upon shipment for the majority d¥ P8ans shipped in 2005 and 2006. Most of the mysia
backlog at September 30, 2006 are for customersenke have met defined customer acceptance lendlsva
expect to recognize revenue upon shipment for thgseems.

In some instances, hardware that is not esseatthktfunctioning of the system may be deliveredraf
acceptance of the system. In these cases, we &stineefair market value of the non-essential harévas if it had
been sold on a stand-alone basis, and defer reingnievenue on that value until the hardware liveleed.

In certain cases, we sell limited rights to oueilgctual property. Revenue from the sale of atglliectual
property license will generally be recognized &t itiception of the license term.

We perform best efforts research and developmerit wader various government-sponsored research
contracts. These contracts are a mixture of cast-fiked-fee (“CPFF”) and firm fixed-price (“FFP"Revenue on
CPFF contracts is recognized in accordance witlraonterms, typically as costs are incurred. Reeemm FFP
contracts is generally recognized on the percenthgempletion method based on costs incurred lation to total
estimated costs. Provisions for estimated loss@puwarnment-sponsored research contracts are estordhe
period in which such losses are determined.

Inventories

Inventories are priced using standard costs, wapgroximate cost under the first-in, first-out nuethand are
stated at the lower of cost or market. The carryialge of inventory is reduced for estimated execesb
obsolescence by the difference between its costrendstimated market value based on assumptiang aliure
demand. We evaluate the inventory carrying valug@édential excess and obsolete inventory expodwes
analyzing historical and anticipated demand. Intéad inventories are evaluated for potential desoence due to
the effect of known and anticipated engineeringhgesorders and new products. If actual demand todoe
substantially lower than estimated, additional imteey adjustments would be required, which couldeha material
adverse effect on our business, financial conditiod results of operation. A cost-to-market resé\astablished
for work-in-progress and finished goods inventoriggn the value of the inventory plus the estimatest to
complete exceeds the net realizable value of thenitory.

Warranty

We provide for the estimated cost of warranty wharenue is recognized. Our warranty is per contexots
and for our systems the warranty typically rangetsveen 12 and 24 months from customer acceptaneais¢/
estimated repair or replacement costs along withaotual warranty experience to determine our weyra
obligation. We exercise judgment in determining tinéerlying estimates. Should actual warranty coitsr
substantially from our estimates, revisions toghtmated warranty liability would be required, alnicould have a
material adverse effect on our business, finargabition and results of operations.

Income Taxes

We account for income taxes in accordance witheBtant of Financial Accounting Standard No. 109,
“Accounting for Income Taxes,” (“SFAS 109") whichquires that deferred tax assets and liabilitiesebegnized
using enacted tax rates for the effect of tempodéfgrences between book and tax bases of recassets and
liabilities. SFAS 109 also requires that defer@dassets be reduced by a valuation allowancésiinitore likely
than not that a portion of the deferred tax assiéhet be realized. Based on our history of losggsugh 2004, our
deferred tax asset was fully offset by a valuatibowance as of December 31, 2005.

On a quarterly basis, we provide for income tax@seld upon an annual effective income tax rate effeetive
tax rate is highly dependent upon the level ofmejected earnings, the geographic compositionafdwide
earnings, tax regulations governing each regiongperating loss carry-forwards, availability ok taredits and the
effectiveness of our tax planning strategies. Wefady monitor the changes in many factors andisidpur
effective income tax rate on a timely basis. luattesults differ from the estimates, this coudatdna material
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effect on our business, financial condition andiltssof operations. For example, as our projeatedllof earnings
increased throughout 2006, we increased the amfigaitive tax rate from 3.0% at the end of thet fipgarter, to
8.8% at the end of the second quarter and to 1@i0%e end of the third quarter.

The calculation of tax liabilities involves sigriéint judgment in estimating the impact of uncetiefin the
application of complex tax laws. Resolution of thesicertainties in a manner inconsistent with oqeetations
could have a material effect on our business, firrondition and results of operations.

Results of Operations
Three Months Ended September 30, 2006 and Octoh@0D5.

Net revenues

Three months ended Change over
Sept. 30, Oct. 1, __prior period
2006 2005 Amount %
(In thousands, except percentages)
Equipment net revenu $51,628  $41,51¢ $10,10¢ 24%
Imaging net revenue 3,20¢ 1,98¢ 1,21€ 61%
Total net revenue $54,82¢  $43,507 $11,32: 26%

Net revenues consist primarily of sales of equipnused to manufacture thin-film disks, related pquent and
system components, flat panel equipment techndloggise fees, contract research and developmeieceto the
development of electro-optical sensors, camerasgstéms and low light imaging products.

Equipment revenue for the three months ending &dpe 30, 2006 included revenue recognition for 2@
Lean systems and three disk lubrication systenaasignificant quarter over quarter increase wenee from disk
equipment technology upgrades and spare partsnRevier the three months ended October 1, 200&ded seve
200 Lean systems, two MDP-250B systems, nine dilskdation systems and one flat panel manufactusysgem.
Our outlook for the Equipment business continudsetpositive and we expect our revenues will ineeea
significantly in the fourth quarter of 2006.

Imaging revenue for the three months ending Septe®® 2006 consisted of $2.7 million of contragearch
and development and $465,000 of product sales.rRevir the three months ended October 1, 2005stedsof
$1.7 million of contract research and developmeidt$343,000 of product sales. The increase in aontesearch
and development revenue was the result of a beiteof fully funded vs. partially funded progran&ubstantial
growth in future Imaging revenues is dependentrofifpration of our technology into major militavyeapons
programs, the ability to obtain export licensesféeign customers, obtaining production subconsréar these
programs, and development and sale of commeraalyots.

Our backlog of orders at September 30, 2006 wa8.§1illion, as compared to $84.5 million at DecemBl,
2005 and $65.4 million at October 1, 2005. Theease in backlog was primarily the result of orderslisk
sputtering systems. We include in backlog the valysurchase orders for our products that havedidbd delivery
dates. We do not recognize revenue on this backitigwe have met the criteria contained in ourerave
recognition policy, including customer acceptanteawly developed systems.

International sales increased by 32% to $49.2 anilfor the three months ended September 30, 2006 fr
$37.2 million for the three months ended OctobeétQD5. International revenues include productspedpto
overseas operations of U.S. companies. The incieasternational sales was primarily due to anméase in net
revenues from disk equipment technology upgraddsspare parts. Substantially all of our internadisales are to
customers in Asia. International sales constit@@¥ of net revenues for the three months endec:8dgar 30,
2006 and 86% of net revenues for the three momttisceOctober 1, 2005.
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Gross margin

Three months ended Change over
Sept. 30 Oct. 1,  _ prior period
2006 2005 Amount %
(In thousands, except percentages)
Equipment gross marg 42.5% 32.(% 105pt 33%
Imaging gross margi 41.1% 13.8% 27.3 ptt 19&%
Total gross margil 42.5% 31.2% 11.3pt 36%

Cost of net revenues consists primarily of purcbasaterials and costs attributable to contractareseand
development, and also includes fabrication, assgndst and installation labor and overhead, custespecific
engineering costs, warranty costs, royalties, gious for inventory reserves and scrap. Cost ofeetnues for the
three months ended September 30, 2006 include@@J0f equity-based compensation expense.

Equipment gross margin improved during the threatimended September 30, 2006 as compared tordee th
months ended October 1, 2005. Our product mix, m@mkiction programs and increased volume all doutted to
the higher gross margin for the quarter. We exfleegross margin for the Equipment business ifaheh quarter
of 2006 to be better than the fourth quarter of22@ut lower than the margin achieved in the tiqudrter of 2006.
Gross margins in the Equipment business will vaehding on a number of factors, including prodhuist, produc
cost, system configuration and pricing, factoryizdtion, and inventory provisions.

The increase in Imaging gross margin resulted fadmgher percentage of contract research and dawelot
revenue being derived from fully funded contrafasprable adjustments related to closing our pyeaar
government rate audits and increased product siifamé/e expect Imaging gross margin in the foutthrter of
2006 to be lower than the third quarter of 200& drmarily to the elimination of the one-time faable
adjustments recognized in the three months endett@ber 30, 2006.

Research and development

Three months endec Change over
Sept. 30 Oct. 1,  _prior period _
2006 2005 Amount %
(In thousands, except percentages)
Research and development expe $8,571 $3,897 $4,67¢ 12(%
% of net revenue 15.€% 9.C%

Research and development expense consists prirs&plptotype materials, salaries and related aafsts
employees engaged in ongoing research, designenaiopyment activities for disk sputtering equipmamd
Imaging products.

Research and development spending increased irHopfipment and in Imaging during the three montidee
September 30, 2006 as compared to the three mentiesi October 1, 2005. The increase in Equipmesidue to
spending on the development of a new product limtespending for continuing development of our diplttering
products. The increase in Imaging was due priméagilypncreased spending on the development of omnoercial
Imaging products. Engineering headcount increased 86 at October 1, 2005 to 115 at September (805.2
Included in research and development spendinchfotiiree months ended September 30, 2006 was $®76f0
equity-based compensation expense. We expectabaanrch and development spending will increadesirfidurth
quarter of 2006 due primarily to expenditures edab our new Equipment product line, provisionsdimployee
profit-sharing and bonus plans, and equity-basadbemsation expense.

Research and development expenses do not inclste aio$1.7 million and $1.4 million for the thresnth
periods ended September 30, 2006 and October b, 2&pectively, which are related to contractaeseand
development and included in cost of net revenues.
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Selling, general and administrative

Three Months Ended  Change Over
Sept. 30, Oct. 1, Prior Period

2006 2005  Amount %

(In thousands, except percentages)
Selling, general and administrative expe $5,565  $3,74¢ $1,81¢ 4%
% of net revenue 10.1% 8.6%

Selling, general and administrative expense canpisinarily of selling, marketing, customer suppértancial
and management costs and also includes produdticustomer samples, travel, liability insurancegdieand
professional services and bad debt expense. Aledtimsales and international sales of disk spngqroducts in
Asia, with the exception of Japan, are typicallydedy Intevac's direct sales force, whereas saldapan of disk
sputtering products and other products are tygicaide by our Japanese distributor, Matsubo, whuiges
services such as sales, installation, warrantycastbmer support. We also have subsidiaries ingpioigg and in
Hong Kong, along with field offices in Japan, Mad&@y, Korea and Shenzhen, China to support our ewnp
customers in Asia.

The increase in selling, general and administrapending in the three months ended Septembel0B6, &
compared to the three months ended October 1, @@8%rimarily the result of increases in coststegldo busines
development, customer service and support in theépBtent business and provisions for employee psofiring
and bonus plans. Included in selling, general aimdimistrative spending for the three months endey 1J, 2006
was $432,000 of equity-based compensation expéngeselling, general and administrative headcoutreiased
from 59 at October 1, 2005 to 71 at September B062We expect that selling, general and admirtisg@xpenses
will increase in the fourth quarter of 2006 duanmrily to a projected increase in costs relateousiness
development, customer service and support for thegiment business, provisions for employee prdfargg and
bonus plans, and stock-based compensation expense.

Interest income and other, net

Three Months Ended Change Over
Sept. 30, Oct. 1, __Prior Period
2006 2005 Amount %
(In thousands, except percentages)
Interest income and other, r $1,11¢ $43€  $67E  154%

Interest income and other, net consists primafiipt@rest and dividend income on investments ameigin
currency transaction gains and losses. The incieabe three months ended September 30, 2006 mxandy
higher interest rates on our investments and aehigherage invested balance.

Provision for income taxes

Three Months Ended Change Over

Sept. 30, Oct. 1, __Prior Period
2006 2005 Amount %
(In thousands, except percentages)
Provision for income taxe $1,24¢ $15€ $1,08¢ 687%

For the three months ended September 30, 2006¢evaal income tax using an effective tax rate o1%2of
pretax income. This rate is based on an estimat@mfnnual tax rate calculated in accordance Sfitement of
Financial Accounting Standards No. 109, “Accountiogincome Taxes”. We have substantial net opegdtiss
carry-forwards and deferred credits, which are @peised to limit the taxes paid this year and taicedour effective
tax rate to less than the statutory income tasrimeffect. We expect our effective tax rate gm#icantly increase
after our net operating losses and deferred cradits been fully utilized. Our deferred tax assehostly offset by
valuation allowance, resulting in a net deferreddsset of $2.5 million at September 30, 2006.
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For the three months ended October 1, 2005, weiaddncome tax using an effective tax rate of 2d%retay
income. Our tax rate differs from the applicabbtuiory rates due to the utilization of net opergioss carry-
forwards and deferred credits.

Nine Months Ended September 30, 2006 and Octob&20D5

Net revenues

Nine Months Ended Change Over
Sept. 30, Oct. 1, __ Prior Period
2006 2005 Amount %
(In thousands, except percentages)
Equipment net revenu $155,66. $78,39: $77,271 9%
Imaging net revenue 8,32¢ 6,13¢ 2,190 36%
Total net revenue $163,99: $84,53( $79,461 94%

The increase in Equipment revenue was the restiigber sales of disk sputtering systems, diskpgent
technology upgrades and spare parts. The incredsgging revenues was the result of both highedypet sales
and higher contract research and development regenu

International sales increased by 106% to $141.lfomifor the nine months ended September 30, 26486 f
$68.6 million for the nine months ended Octobe2d)5. The increase in international sales was aligher
shipments of disk sputtering systems to custonmefssia. International sales constituted 86% ofreeenues for th
nine months ended September 30, 2006 and 81% oéweiues for the nine months ended October 1,.2005
International revenues include products shippeal/ayseas operations of US companies.

Gross margin

Nine Months Ended Change Over
Sept. 30, Oct. 1, __Prior Period

2006 2005 Amount %
Equipment gross marg 38.(% 31.2% 6.8 ptt 22%
Imaging gross margi 31.6% 12.7% 18.9 pt: 14%
Total gross margi 37.1% 29.8% 79ptt 27%

Gross margin for the nine months ended Septemh&(8® increased relative to the comparable 2065¢e
primarily due to lower manufacturing costs and leighverage selling prices for the 200 Lean systermgnized fc
revenue and increased sales of disk equipmentaémiynupgrades and spare parts in the period veladi the nine
months ended October 1, 2005. The increase in hgagyioss margin was primarily a result of favoraddigustment
related to closing our prior year rate audits amigher percentage of revenue being derived frdty funded
development contracts and product sales. CosttaErenues for the nine months ended Septemb&0B®,
included $242,000 of equity-based compensationresee

Gross margin for the nine months ended Octobe®Q5 2vas favorably impacted by $908,000 of flat pane
equipment related activities. The $908,000 incluizd million of gross profit from the technologgdnse sale less
$592,000 for costs related to obtaining final costo acceptance of a flat panel manufacturing systépped in
2003. Gross margin for the nine months ended Octbh2005 was adversely impacted by the recogniifon
revenue on a 200 Lean system that was built ear®004, prior to the completion of a number of aesluction
activities.
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Research and development

Nine Months Ended Change Over
Sept. 30, Oct. 1, _ Prior Period
2006 2005 Amount %
(In thousands, except percentages)
Research and development expe $20,42: $10,43t $9,987 96%
% of net revenue 12.5% 12.2%

Research and development spending increased irHoplipment and in Imaging during the nine monthdeen
September 30, 2006 as compared to the nine montlexléOctober 1, 2005. The increase in Equipmentduaso
spending on the development of a new product Intespending for continuing development of our diplttering
products. The increase in Imaging was due primésilypending on the development of our commeraiading
products. Included in research and developmentdipgtior the nine months ended September 30, 2G36 w
$908,000 of equity-based compensation expense.

Research and development expenses do not inclste aio$4.5 million and $4.2 million, respectivelgr the
nine-month periods ended September 30, 2006 amb@rct, 2005 related to Imaging contract reseanch a
development. These expenses are included in costoévenues.

Selling, general and administrative

Nine Months Ended Change Over

Sept. 30, Oct. 1, _ Prior Period _
2006 2005 Amount %
(In thousands, except percentages)
Selling, general and administrative expe $15,68: $9,67¢ $6,008 62%
% of net revenue 9.€% 11.4%

The increase in selling, general and administragigense for the nine months ending September(®® ®as
primarily the result of increases in costs reldtetusiness development, customer service and suippbe
Equipment business and provisions for employeeatmbéring and bonus plans. Included in sellingnegal and
administrative spending for the nine months endeateSnber 30, 2006 was $883,000 of equity-based ensgpion
expense.

Interest income and other, net

Nine Months Ended Change Over
Sept. 30, Oct. 1, _Prior Period _
2006 2005 Amount %
(In thousands, except percentages)
Interest income and other, r $2,44( $1,29z $1,14¢ 8%

Interest income and other, net in both 2006 and 2@Misisted primarily of interest and dividend imzoon
investments. The increase in the nine months eS8dptember 30, 2006 was the driven by higher inteadss on
our investments and a higher average invested ¢&lan

Provision for income taxes

Nine months ended Change over
Sept. 30 Oct. 1, __ priorperiod
2006 2005 Amount %
(In thousands, except percentages)
Provision for income taxe $2,82¢ $16E $2,65¢ 1,58:%

For the nine months ended September 30, 2006, graextincome tax using an effective tax rate 00%®of
pretax income. This rate is based on an estimat@mfnnual tax rate calculated in accordance Sftement of
Financial Accounting Standards No. 109, “Accountiogincome Taxes”.
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Income tax expense for the nine months ending @ctbp2005 consists of a 2.5% provision on netgret
income, minimum Franchise Tax payment of $2,40MéoState of California and a $7,000 accrual rdl&dea clain
we received from the California Franchise Tax Board

Stock-Based Compensation

On January 1, 2006, we adopted Statement of FiabActounting Standards No. 123 (revised 2004)at8h
Based Payment,” (“SFAS 123(R)hich requires the measurement and recognitiomwipensation expense for
share-based payment awards made to employeesractbds including equity awards related to the 2B64dity
Incentive Plan (“employee equity awards”) and empstock purchases related to the 2003 Employesk St
Purchase Plan (“employee stock purchases”) basedtonated fair values. SFAS 123(R) supersedeprenious
accounting under Accounting Principles Board Opirfi. 25, “Accounting for Stock Issued to
Employees” (“APB 25") for periods beginning in f@006. In March 2005, the Securities and Exchange
Commission issued Staff Accounting Bulletin No. J08AB 107”) relating to SFAS 123(R). We have apdlithe
provisions of SAB 107 in our adoption of SFAS 12B(R

We adopted SFAS 123(R) using the modified prospedtansition method, which requires the applicatid
the accounting standard as of January 1, 2008irthelay of our fiscal year 2006. Our Condensedsididated
Financial Statements as of and for the three amel mionths ended September 30, 2006 reflect thecingba
SFAS 123(R). In accordance with the modified praipe transition method, our Condensed Consolid&irdncia
Statements for prior periods have not been restategflect, and do not include, the impact of SFIEI(R).

During the three and nine months ended Septemh&0B®, we recorded stock-based compensation expens
related to stock options of $791,000 and $1,687r@8pectively. As of September 30, 2006, the undszbdeferre
stockbased compensation balance related to stock optieas$9.8 million and will be recognized over atineatec
weighted average amortization period of 2.1 years.

The compensation cost associated with the emplsiged purchase plan for the three and nine monttiece
September 30, 2006 was $148,000 and $432,000 tesgecThere were 158,859 shares purchased uhéer t
employee stock purchase plan during the nine maitded September 30, 2006.

Approximately $61,000 and $85,000 of stock-basedpmensation was capitalized as inventory at theetread
nine-month periods ended September 30, 2006. Nt-$tased compensation was capitalized to invergaoy to
our adoption of the provisions of SFAS 123(R) ia fiist quarter of 2006.

Liquidity and Capital Resources

During the first nine months of 2006, cash, caghivedents, and investments increased by $40.2anijllirom
$49.7 million at December 31, 2005 to $89.9 millamof September 30, 2006.

Operating activities provided cash of $42.4 millduring the nine months ended September 30, 206 c@sh
provided was due primarily to net income, adjustedxclude the effect of non-cash charges includiegreciation
and equity-based compensation, and to an increasecounts payable. This was partially offset lyyéases in
inventory and other prepaid expenses. Accountsvaiole totaled $34.0 million at September 30, 2008 pared to
$42.8 million at December 31, 2005. Net inventoneseased by $16.6 million during the nine moreghded
September 30, 2006 due to increases in raw matewalk-in-progress and finished goods, which tlused to
support the September 30, 2006 backlog. Accountalpe totaled $17.9 million at September 30, 200G pared tc
$7.0 million at December 31, 2005. The increasl®f9 million relates to the increase in inventpuychases and
the general growth of our business. Accrued panadl related liabilities increased by $2.5 millauring the nine
months ended September 30, 2006 due primarilyd@ases in headcount and accruals for bonusesapidyee
profit sharing. Other accrued liabilities totaled $million at September 30, 2006 compared to #tl8on at
December 31, 2005. The minimal net increase retatas increase in accruals for warranty obligatjqurartially
offset by decreases in accruals for taxes and mefémncome. Customer advances increased by $10i@mduring
the nine months ended September 30, 2006. Theaisengas due to advances billed or received forsttat will
be shipped during the balance of 2006 and in 2007.
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Investing activities in the first nine months oftBused cash of $50.8 million. Purchases of invests net of
proceeds from sales and maturities, totaled $4%I®m Capital expenditures for the nine monthsled
September 30, 2006 were $5.5 million.

Financing activities provided cash of $3.0 millidaring the nine months ended September 30, 2006odihe
sale of Intevac common stock to our employees tit@mur employee benefit plans.

We have generated operating income each of thsilaguarters, after incurring annual operatingéssfrom
1997 through 2004. We believe the upturn in denfanthe type of disk manufacturing equipment wedoiee is
continuing, and we expect our Equipment businedetprofitable for the balance of 2006 and into72200

We believe that our existing cash, cash equivalemtsshort-term investments, combined with the eash
anticipate generating from operating activitied Wwé sufficient to meet our cash requirementslierforeseeable
future. We intend to undertake approximately $$@amillion in capital expenditures during the reden of 2006.

Contractual Obligations

In the normal course of business, we enter int@uarcontractual obligations that will be settlaccash. These
obligations consist primarily of operating lease @urchase obligations. The expected future casbsfrequired to
meet these obligations as of September 30, 200¢hanen in the table below.

Payments due by Period

Total <1 Year 1-3 Years 3-5 Years > 5 Years

(In thousands)
Operating lease obligatiol $11,257 $ 2,792 $ 3,63¢ $3,70: $ 1,12/
Purchase obligatior 37,58¢ 37,58¢ — — —
Total $48,84¢ $40,38( $ 3,63t $ 3,70° $ 1,12«

ltem 3. Quantitative and Qualitative Disclosures About MakRisk

Interest rate risk. Our exposure to market risk for changes in irsterates relates primarily to our investment
portfolio. We do not use derivative financial instrents in our investment portfolio. We place owestments with
high quality credit issuers and, by policy, linfietamount of credit exposure to any one issuent3éion
investments typically consist of investments in aoencial paper, auction rate securities and deltungents issued
by the US government and its agencies.

The table below presents principal amounts ande@hlaeighted-average interest rates by year of rityafor
our investment portfolio at September 30, 2006.

Fair
2006 2007 2008 Beyonc Total Value
Cash equivalent
Fixed rate amount $ 1,99¢ — — — $1,99¢ $ 1,997
Weightec-average rat 5.3(%
Variable rate amoun $ 3,471 — — — $3471 $ 3,471
Weightec-average rat 5.24%
Shor-term investment
Fixed rate amount $73,96: $2,00¢ — — $75,96¢ $75,96:
Weightec-average rat 5.24% 4.8(%
Long-term investment
Fixed rate amount — — $4,00( — $4,00C $ 4,001
Weightec-average rat 5.44%
Total investment portfoli $79,43:  $2,00t  $4,00( — $85,43¢ $85,43:
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Due to the short-term nature of the substantidiqoiof our investments, we believe that we doheote any
material exposure to changes in the fair valuewfimavestment portfolio as a result of changesterest rates.

Foreign exchange risk.From time to time, we enter into foreign currefiggward exchange contracts to
economically hedge certain of our anticipated fgmeturrency transaction, translation and re-measeiné
exposures. The objective of these contracts isitinmze the impact of foreign currency exchange rabvements
on our operating results. At September 30, 2006haeeno foreign currency forward exchange contracts

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

We maintain a set of disclosure controls and progesithat are designed to ensure that informaétating to
Intevac, Inc. required to be disclosed in peridiiicgs under Securities Exchange Act of 1934, mcliange Act, is
recorded, processed, summarized and reportedrimedytmanner under the Exchange Act. In conneatigh the
filing of this Form 10-Q for the quarter ended Sepber 30, 2006, as required under Rule 13a-1d(th)e Exchang
Act, an evaluation was carried out under the supiervand with the participation of managementluding the
Chief Executive Officer and Chief Financial Officef the effectiveness of our disclosure controid procedures i
of the end of the period covered by this quartezfyort. Based on this evaluation, our Chief Exeeu@fficer and
Chief Financial Officer concluded that our disclasaontrols and procedures were effective as ofebeper 30,
2006.

Attached as exhibits to this Quarterly Report amifications of the CEO and the CFO, which areures in
accordance with Rule 13a-bd#the Securities Exchange Act of 1934, as ameffirchange Act). This Controls a
Procedures section includes the information coriegrthe controls evaluation referred to in thei6iedtions, and it
should be read in conjunction with the certificagdor a more complete understanding of the topiesented.

Definition of Disclosure Controls

Disclosure Controls are controls and proceduregded to ensure that information required to beldsed in
our reports filed under the Exchange Act, sucthesQuarterly Report, is recorded, processed, sumethand
reported within the time periods specified in tlee&ities and Exchange Commission’s rules and fobisclosure
Controls are also designed to ensure that suchniafiion is accumulated and communicated to our gamant,
including the CEO and CFO, as appropriate to atiovely decisions regarding required disclosure. Digclosure
Controls include components of our internal contngdr financial reporting, which consists of cohpmcesses
designed to provide reasonable assurance regatdingliability of our financial reporting and tpeeparation of
financial statements in accordance with generalepted accounting principles in the U.S. To therixthat
components of our internal control over financegarting are included within our Disclosure Corgrahey are
included in the scope of our quarterly controlsleaton.

Limitations on the Effectiveness of Controls

Our management, including the CEO and CFO, doeexpsct that our Disclosure Controls or our intérna
control over financial reporting will prevent alirer and all fraud. A control system, no matter hoell designed
and operated, can provide only reasonable, notaties@ssurance that the control system’s objestivié be met.
Further, the design of a control system must réflee fact that there are resource constraintstlamtenefits of
controls must be considered relative to their ca&sause of the inherent limitations in all cohsystems, no
evaluation of controls can provide absolute assigraimat all control issues and instances of fréuat)y, within the
Company have been detected. These inherent lionttnclude the realities that judgments in deoisitaking can
be faulty and that breakdowns can occur becausiengfle error or mistake. Controls can also be omeented by
the individual acts of some persons, by collusibtwe or more people, or by management overridénefcontrols.
The design of any system of controls is based ihgracertain assumptions about the likelihoodubfife events,
and there can be no assurance that any desigaugikeed in achieving its stated goals under adir@t future
conditions. Over time, controls may become inadexjbacause of changes in conditions or deterioratio
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the degree of compliance with policies or procesduBecause of the inherent limitations in a cofaetive control
system, misstatements due to error or fraud mayraaed not be detected.

Changes in internal controls over financial reportng

There were no changes in our internal controls &émancial reporting that occurred during the péremvered
by this Quarterly Report on Form 10tkat have materially affected, or are reasonakblyito materially affect, ot
internal control over financial reporting.

PART Il. OTHER INFORMATION

Item 1. Legal Proceeding:
Patent Infringement Complaint against Unaxis

On July 7, 2006, we filed a patent infringementdaitzagainst Unaxis USA, Inc. and its affiliatesais
Balzers AG and Unaxis Balzers, Ltd. in the Unitéat&s District Court for the Central District of l@arnia. Our
lawsuit against Unaxis asserts infringement by UakUnited States Patent 6,919,001 that relat@sit 200 Lean
system. Our complaint seeks monetary damages aimjuaigtion that bars Unaxis from making, usingeahg to
sell, or selling in the United States, or importintp the United States, the allegedly infringinggluct. In the suit,
we seek damages and a permanent injunction fonggment of the same patent. We believe we havéarieus
claims and we intend to pursue them vigorously.

On September 12, 2006 Unaxis filed a responsetéwdie’s lawsuit in which it asserted non-infringeme
invalidity of the Intevac patent, inequitable contby Intevac, patent misuse by Intevac, and ldglresdiction by
the court as defenses. Additionally, Unaxis receeestdeclaratory judgment of patent non-infringetmienalidity
and unenforceability; asserted Intevac’s violatiéhe California Business and Professional Coeguested that
Intevac be enjoined from engaging in any unfair petition; and that Intevac be required to pay Usiaxitorney
fees. We believe such claims lack merit and wenohte defend ourselves vigorously.

Other Legal Matters

From time to time, we are involved in claims angaleproceedings that arise in the ordinary coufdmisiness.
We expect that the number and significance of thessters will increase as our business expands.chaisns or
proceedings against us, whether meritorious oramtld be time consuming, result in costly litigatj require
significant amounts of management time, resulhendiversion of significant operational resouragsequire us to
enter into royalty or licensing agreements whi€heguired, may not be available on terms favorables or at all.
We are not presently party to any lawsuit or prdasgthat, in our opinion, is likely to seriouslgim 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 11 quarters, our revenues per quiaatex fluctuated between $6.4 million and $59.8ionil Over
the same period our operating income as a percenfagvenues has fluctuated between approxima#y and
(56%) of revenues. We anticipate that our reveamesoperating margins will continue to fluctuatee Bkpect this
fluctuation to continue for a variety of reasomsluding:

* changes in the demand, due to seasonality, cyityieald other factors, for the computer systenwasje
subsystems and consumer electronics containing digkcustomers produce with our syste

« delays or problems in the introduction and acceggar our new products, or delivery of existing
products; ant

« announcements of new products, services or techiwalloinnovations by us or our competitc
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Additionally, because our systems are priced imtliikons of dollars and we sell a relatively smalimber of
systems, our business is inherently subject tdadatons in revenue from quarter to quarter dudtors such as
timing of orders, acceptance of new systems bycastomers or cancellation of those orders. As @lttese believe
that quarter-to-quarter comparisons of our revemnesoperating results may not be meaningful aatittiese
comparisons may not be an accurate indicator ofudure performance. Our operating results in oneore future
guarters may fail to meet the expectations of itmest research analysts or investors, which coale an
immediate and significant decline in the trading@of our common shares.

We are exposed to risks associated with a highlyaantrated customer base.

Historically, a significant portion of our revenimeany particular period has been attributablealesof our
disk sputtering systems to a limited number of @ongrs. In 2005, one of our customers accountedés of our
revenues and four customers, in the aggregateyatsmbfor 90% of our revenues. These same fouomess, in thi
aggregate, accounted for 93% of our net accountsvable at December 31, 2005. To date in 2006results have
been similarly concentrated. During 2005, Seagat@anced its acquisition of Maxtor, which was coeted in
May 2006. This acquisition further consolidates customer base, as they both are included in tineciastomers
with whom our revenues and accounts receivable ivea@ily concentrated in 2005. Orders from a reddyi limited
number of magnetic disk manufacturers have accduote and likely will continue to account for, alstantial
portion of our revenues. The loss of, or delaygurchasing by, any one of our large customers wsigidificantly
reduce, or delay, future revenues. The concentrati@ur customer base may enable customers tortepricing
and other terms unfavorable to us. Furthermorecdimeentration of customers can lead to extremialiity in
revenue and financial results from period to perfear example, during 2005 revenues ranged between
$10.6 million in the first quarter and $52.7 mitliin the fourth quarter. These factors could haweaterial adverse
effect on our business, financial condition andiltssof operations.

Our long-term revenue growth is dependent on new producdtshése new products are not successful, then
results of operations will be adversely affected.

We have invested heavily, and continue to investhé development of new products. Our success in
developing and selling new products depends up@riaty of factors, including our ability to preticture
customer requirements accurately, technologicahaces, total cost of ownership of our systemsjritwduction of
new products on schedule, the reception our neduats find in the market, our ability to manufaetaur products
cost-effectively and the performance of our produetthe field. Our new product decisions and dewelent
commitments must anticipate continuously evolvingduistry requirements significantly in advance désa

The majority of our revenues in the twelve monthdezl December 31, 2005 was from sales of our 2@@ Le
disk sputtering system, which was first delivenediecember 2003. When first introduced, advancedwa
manufacturing equipment, such as the 200 Leamhijest to extensive customer acceptance testsiagtalation at
the customer’s factory. These acceptance tesdesigned to validate reliable operation to spediifn in areas
such as throughput, vacuum level, robotics, propes®rmance and software features and functignditiese tests
are generally more comprehensive for new systearsfitr mature systems, and are designed to highpigiblems
encountered with early versions of the equipmeat.eéxample, initial builds of the 200 Lean expecieth high
production and warranty costs in comparison toroare established product lines. Failure to promatigiress any
of the problems uncovered in these tests could hdverse effects on our business, including resdhmepof
backlog, failure to achieve customer acceptancetzr@fore revenue recognition as anticipated, ticipated
product rework and warranty costs, penalties far-performance, cancellation of orders, or returproflucts for
credit.

We are making a substantial investment to develogvamanufacturing system to address applicatitimsro
than magnetic media manufacturing. We have notgetpleted a fully functional production system, aadhot
expect to generate revenue from this product imthe twelve months. We spent $6.4 million, or 4dP6ur
research and development costs, on this new prad@€05 and have significantly increased our l@fedpending
on this project in 2006. We have not developecdtit products for this market previously, and ouokedge of the
market and its needs is limited. Failure to cofyeassess the size of the market, to successfalgldp a product to

28




Table of Contents

cost-effectively address the market, or to esthatdffective sales and support of the new produatisdvbave a
material adverse effect on our future revenuespafits, including loss of the Company’s entireéstment in the
project.

We are jointly developing a next generation headmbed night-vision system with another defense remtor.
This system is planned for sale to the U.S. mifitand will compete with head-mounted systems deezldy our
competitors. The US military does not intend tdi&é production of this system until 2010. We plamake a
significant investment in this product and canmlssured when, or if, we will be awarded any petido contract
for these night vision systems.

Our LIVAR @target identification and low light level camerahaologies are designed to offer significantly
improved capability to military customers. We alsoadeveloping commercial products based on tHen@ogy we
have developed in our Imaging business. None ofroaging products are currently being manufactunduigh
volume, and we may encounter unforeseen difficail@en we commence volume production of these ptedu
Our Imaging business will require substantial fartmvestment in sales and marketing, in produeeligment and
in additional production facilities in order to ey our operations. We may not succeed in thesatiast or
generate significant sales of these new productslate, commercial sales of our commercial Imagimglucts hav
not been significant, and we do not expect to zeadignificant revenues in 2006 from deploymeritI¥AR or our
other Imaging products.

Failure of any of these new products to perforrmsended, to penetrate their markets and develap in
profitable product lines or to achieve their pratitut cost objectives, would have a material adveftert on our
business.

Demand for capital equipment is cyclical, which gebts our business to long periods of depresse@nees
interspersed with periods of unusually high reversue

Our Equipment business sells equipment to capitahiive industries, which sell commodity produseish as
disk drives. When demand for these commodity prtedexceeds capacity, demand for new capital equipsweh
as ours tends to be amplified. Conversely, wheplgugf these commaodity products exceeds demandjeheand
for new capital equipment such as ours tends telpeessed. The hard disk drive industry has héstthyi been
subject to multi-year cycles because of the loag émes and high costs involved in adding capaeitg to
seasonal cycles driven by consumer purchasingrpafterhich tend to be heaviest in the third andtfoguarters of
each year.

The cyclical nature of the capital equipment industeans that in some years we will have unusumadi sale
of new systems, and that in other years our sdlaew systems will be severely depressed. The gilangth and
volatility of these cycles are difficult to predidthese cycles have affected the timing and amafrdasr customers
capital equipment purchases and investments inteefwnology. For example, sales of systems for magdisk
production were severely depressed from the miatil©98 until mid-2003. We believe we are curreitlya strong
upswing in a cycle, but we cannot predict with aeytainty how long such an upswing might last.

If the growth in demand for hard disk drives doestcontinue and our customers do not replace or upde
their installed base of disk sputtering systemseritfuture sales of our disk sputtering systems \siliffer.

From the middle of 1998 until mid-2003, there wasyittle demand for new disk sputtering systeass,
magnetic disk manufacturers were burdened with-oapacity and were not investing in new disk spirte
equipment. By 2003, however, over-capacity had mishied and sales of our 200 Lean began to increase.

Sales of our equipment for capacity expansionsiependent on the capacity expansion plans of atomers
and upon whether our customers select our equipfoetiteir capacity expansions. We have no corttvelr our
customers’ expansion plans, and we cannot assuréhgab they will select our equipment if they dgard their
capacity. Our customers may not implement capasipansion plans, or we may fail to win orders fguipment fo
those capacity expansions, which could have a mhtiverse effect on our business and our
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operating results. In addition, some manufactumeag choose to purchase used systems from otherfatamters o
customers rather than purchasing new systems feomurthermore, if hard disk drives were to beaeetl by an
alternative technology as a primary method of digitorage, demand for our products would decrease.

Sales of our 200 Lean disk sputtering systemslacedeependent on obsolescence and replacemerd of th
installed base of disk sputtering equipment. Ihtestogical advancements are developed that extendgeful life
of the installed base of systems, then sales o260r_ean will be limited to the capacity expansi@eds of our
customers, which would significantly decrease ewenue.

Our products are complex, constantly evolving anftem must be customized to individual customer
requirements.

The systems we manufacture and sell in our Equipimgsiness have a large number of components &nd ar
complex, which require us to make substantial itmests in research and development. If we weraitad
develop, manufacture and market new systems arftaree existing systems, that failure would havaduerse
effect on our business. We may experience delaysemtnical and manufacturing difficulties in fuguntroduction
volume production and acceptance of new systerealmincements. In addition, some of the systemswhat
manufacture must be customized to meet individustaner site or operating requirements. In somes;asge
market and commit to deliver new systems, modutesc@mponents with advanced features and capabititiat wi
are still in the process of designing. We havetkohimanufacturing capacity and engineering ressuaiod may be
unable to complete the development, manufactureshipeinent of these products, or to meet the redqué@ehnical
specifications for these products, in a timely manfailure to deliver these products on time adufe to deliver
products that perform to all contractually comndtspecifications, could have adverse effects orbasmess,
including rescheduling of backlog, failure to acleustomer acceptance and therefore revenue ridiongs
anticipated, unanticipated rework and warranty ssgatnalties for non-performance, cancellationrdécs, or return
of products for credit. In addition, we may incubstantial unanticipated costs early in a produiéfe cycle, such ¢
increased engineering, manufacturing, installatind support costs, that we may be unable to pagsthe
customer and that may affect our gross margins.efioms we work closely with our customers to depeiew
features and products. In connection with thesestretions, we sometimes offer a period of excltisia these
customers.

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

The sales cycle for our equipment systems canyleaor longer, involving individuals from many feifent
areas of our company and numerous product presamgaind demonstrations for our prospective custen@ur
sales process for these systems also includesddegiion of samples and customization of prodtamtsur
prospective customers. We do not enter into lomgr-tontracts with our customers and therefore] antorder is
actually submitted by a customer, there is no ligdiommitment to purchase our systems.

Our Imaging business is also subject to long salekes because many of our products, such as MARI
system, often must be designed into our custonpeesiucts, which are often complex state-of-thepestiucts.
These development cycles are often mygiar, and our sales are contingent on our custeesessfully integratin
our product into their product, completing devel@minof their product and then obtaining productioders for
their product from the U.S. Government or its allie

As a result, we may not recognize revenue frompoaducts for extended periods of time after we have
completed development, and made initial shipmehtsw products, during which time we may expenldssantial
funds and management time and effort with no asserthat a sale will result.

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

In the market for our disk sputtering systems, weehexperienced competition from competitors sich a
Anelva Corporation, which is a subsidiary of Canamg Unaxis Holdings, Ltd, each of which has sololssantial
numbers of systems worldwide. In the market for louaging products, we experience competition from
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companies such as ITT Industries, Inc. and NortlBopmman Corporation, the primary U.S. manufacticér
Generation-lll night vision devices and their dative products. Our competitors have substantgibater
financial, technical, marketing, manufacturing aider resources than we do. We cannot assure gbwoin
competitors will not develop enhancements to, turkigenerations of, competitive products thatrogfeperior price
or performance features. Likewise, we cannot asgmehat new competitors will not enter our maskahd
develop such enhanced products. Moreover, compefibr our customers is intense, and our compsthave
historically offered substantial pricing concessi@md incentives to attract our customers or reteiv existing
customers.

We experienced significant growth in our businessdaoperations and if we do not appropriately manatés
growth and any future growth, our operating resultgll be negatively affected.

Our business has grown significantly in recent géaiboth operations and headcount, and continteatly
may cause a significant strain on our infrastrugtimternal systems and managerial resources. hageaour
growth effectively, we must continue to improve angband our infrastructure, including informati@ctinology
and financial operating and administrative systants controls, and continue managing headcounttetaid
processes in an efficient manner. Our productiaity the quality of our products may be adversdigcédd if we do
not integrate and train our new employees quickly effectively and coordinate among our executveineering,
finance, marketing, sales, operations and custsoygport organizations, all of which add to the ctaxity of our
organization and increase our operating expensesalgd may be less able to predict and effectigehtrol our
operating expenses due to the growth and increasimgplexity of our business. In addition, our imf@tion
technology systems may not grow at a sufficierd tatkeep up with the processing and informatianateds 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. Furthevenues may not grow at a sufficient rate t@dbthe costs
associated with a larger overall headcount.

Our future growth may require significant additibresources given that, as we increase our busoEssition:
in complexity and scale, we may have insufficielatnagement capabilities and internal bandwidth toaga our
growth and business effectively. We cannot assavetlyat resources will be available when we neecthtbr that w:
will have sufficient capital to fund these potehtsource needs. Also, growth in the number oémdeceived in
our Equipment business may require additional aysipace and headcount, and our ability to fugfikh orders
may be constrained if we are unable to effectiggbw our business. If we are unable to manage mwtt
effectively or if we experience a shortfall in rasces, our results of operations will be harmed.

Our Imaging business depends heavily on governmemttracts, which are subject to immediate termiraati
and are funded in increments. The termination of ailure to fund one or more of these contracts ddihave a
negative impact on our operations.

We sell many of our Imaging products and servidgesctly to the U.S. government, as well as to prime
contractors for various U.S. government programs. @venues from government contracts totaled s6ilébn,
$8.2 million and $9.4 million in 2005, 2004 and 20@espectively. Generally, government contragtssabject to
oversight audits by government representativescanthin provisions permitting termination, in whaolein part,
without prior notice at the government’s convengnpon the payment of compensation only for wonkedand
commitments made at the time of termination. Wenchassure you that one or more of the governmanttacts
under which we or our customers operate will notdsminated under these circumstances. Also, weatassure
you that we or our customers would be able to p@ogw government contracts to offset the revetagss ¢
result of any termination of existing contractst nan we assure you that we or our customers waiitioue to
remain in good standing as federal contractors.

Furthermore, the funding of multi-year governmemigpsams is subject to congressional appropriatiand,
there is no guarantee that the U.S. governmentméke further appropriations. The loss of fundiogéd
government program would result in a loss of ap#téd future revenues attributable to that progrétmat could
increase our overall costs of doing business.
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In addition, sales to the U.S. government andrite@ contractors may be affected by changes inyemsent
policies, budget considerations and political depaients in the United States or abroad. The infleaf any of
these factors, which are beyond our control, caldd negatively impact our financial condition. \Also may
experience problems associated with advanced desggpuired by the government, which may resultiforeseen
technological difficulties and cost overruns. Fedlto overcome these technological difficulties #meloccurrence
of cost overruns would have a material adverseceffe our business.

We may not be successful in maintaining and obtaigithe necessary export licenses to conduct opereti
abroad, and the United States government may préyeoposed sales to foreign customers.

Many of our Imaging products require export licenfem United States Government agencies under the
Export Administration Act, the Trading with the Eng Act of 1917, the Arms Export Act of 1976 and the
International Trading in Arms Regulations. Thisitsrthe potential market for our products. We cave gno
assurance that we will be successful in obtainlhthe licenses necessary to export our produatseRtly,
heightened government scrutiny of export licensegfoducts in our market has resulted in lengtdeegiew
periods for our license applications. For exampie have not yet received export approval for ouadd&lounted
Night Vision camera to our NATO customer. Exporttuntries that are not considered by the UnitetieS
Government to be allies is likely to be prohibitadd even sales to U.S. allies may be limited ufaito obtain, or
delays in obtaining, or revocation of previouslyusd licenses would prevent us from selling oudpots outside
the United States, may subject us to fines or gtkealties, and would have a material adversetedfeour
business, financial condition and results of openat

Unexpected increases in the cost to develop or nfacture our products under fixegrice contracts may caus
us to experience un-reimbursed cost overruns.

A portion of our revenue is derived from fixed-gridevelopment and production contracts. Under fixaéck
contracts, unexpected increases in the cost tda@®ee manufacture a product, whether due to inadelestimates
in the bidding process, unanticipated increasesaterials costs, inefficiencies, or other factarsg, borne by us. We
have experienced cost overruns in the past that fesulted in losses on certain contracts, anderpgrience
additional cost overruns in the future. We are neglito recognize the total estimated impact of cwerruns in the
period in which they are first identified. Such togerruns would have a material adverse effeaiwrresults of
operations and financial condition.

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

Our customers must make extremely large capitadmedipures in order to purchase our systems and othe
related equipment and facilities. These costsaranfexcess of the cost of our systems alone nfdmgnitude of suc
capital expenditures requires that our customeve hacess to large amounts of capital and thatlikewilling to
invest that capital over long periods of time toaltie to purchase our equipment. The magneticrdaskufacturing
industry has not made significant additions titsduction capacity until recently. Some of ourgmiial customers
may not be willing or able to make the magnitudeagital investment required, especially duringaturn in
either the overall economy or the hard disk drivaustry.

Our stock price is volatile.

The market price and trading volume of our comntorlshas been subject to significant volatilitydahis
trend may continue. Over the last 12 months, tbsie) price of our common stock, as traded on Tasdsq
National Market, fluctuated from a low of $8.88adigh of $30.60 per share. The value of our comstock may
decline regardless of our operating performangaaspects. Factors affecting our market price iheiu

* our perceived prospect
« hard disk drive market expectatiol

* variations in our operating results and whethemaldieve our key business targe
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« sales or purchases of large blocks of our st

 changes in, or our failure to meet, our revenueeardings 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 teobiwall innovations by us or our competitc

* market reaction to any acquisitions, joint ventwestrategic investments announced by us or ompedtitors
« our high fixed operating expenses, including reseand development expens

« developments in the financial markets; i

« general economic, political or stock market cowdis in the United States and other major regionghich
we do busines:

In addition, the general economic, political, stochrket and hard drive industry conditions that rafigct the
market price of our common stock are beyond outrobrThe market price of our common stock at aastipular
time may not remain the market price in the futimehe past, securities class action litigation haen instituted
against companies following periods of volatilitythe market price of their securities. Any sutigéition, if
instituted against us, could result in substamiists and a diversion of management’s attentiorreswhrces.

Changes in tax rates or tax liabilities could affefuture results.

As a global company, we are subject to taxatiathénUnited States and various other countries.ifsignt
judgment is required to determine and estimatedwaide tax liabilities. Our future tax rates could &ffected by
changes in the composition of earnings in countsiéds differing tax rates, changes in the valuatdrour deferred
tax assets and liabilities, or changes in theams| Although we believe our tax estimates areomase, there can
be no assurance that any final determination waille materially different from the treatment refed in our
historical income tax provisions and accruals, Whiould materially and adversely affect our resofteperations.

At December 31, 2005, due to a history of net adpegdosses prior to 2005, $15 million of deferted assets
have been fully reserved by a valuation allowaki¢e.are currently projecting an effective tax rat@é@ for 2006.
This rate assumes the reversal of a portion of&@heation allowance against the deferred tax asbdet® determine
that conclusive evidence exists to support addifiadjustments to the valuation allowance, or wereasonably
forecast sufficient income to utilize the defertad assets, our future effective tax rate will kkimcrease
significantly. An increase in the effective taxeabuld have a material adverse effect on our teg@arnings and
earnings per share.

Our future success depends on international salesldhe management of global operations.

In the nine months ended September 30, 2006, ajppataly 86% of our revenues came from regions datsi
the United States. In 2005, approximately 71% afreuenues came from these regions. We currentlg ha
international customer support offices in Singap&fgina, Malaysia, Korea and Japan. We expectkatational
sales will continue to account for a significanttmm of our total revenue in future years. Certaianufacturing
facilities and suppliers are also located outdidelnited States. Managing our global operatiorsqmts challeng
including, but not limited to, those arising from:

« varying regional and geopolitical business condgiand demand

« global trade issue:

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

* variations in the ability to develop relationshipith suppliers and other local busines:
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« changes in laws and regulations of the United Stateluding export restrictions) and other cowetrias well
as their interpretation and applicatic

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

» political instability, natural disasters (such astlequakes, hurricanes or floods), pandemics, rismoor acts
of war where we have operations, suppliers or s

« cultural differences; an

« shipping delays

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

Changes in existing accounting or taxation rulegractices, new accounting pronouncements or @xatiles,
or varying interpretations of current accountingrgruncements or taxation practice could have afignt adverst
effect on our results of operations or the mannevhich we conduct our business. Further, suchgésnoould
potentially affect our reporting of transactionsneted before such changes are effective. For pbegrim
December 2004, the Financial Accounting Standaated (“FASB”) enacted Statement of Financial Acdanm
Standards 123 (Revised 2004) (“SFAS 123R”), “Stased Payment,” which replaces SFAS No. 123
(“SFAS 123"), “Accounting for Stock-Based Compemsat’ SFAS 123R requires the measurement of allesha
based payments to employees, including grants pf@mee stock options, using a fair-value-based pgtnd the
recording of such compensation expense in ourmgits of income. We adopted SFAS 123R in the dustrter of
fiscal year 2006. In June 2006, the FASB issueerpmetation No. 48, “Accounting for Uncertaintylimcome
Taxes” (“FIN 48"). FIN 48, which will be effectivdanuary 1, 2007, clarifies the accounting for utadety in
income taxes recognized in an enterprise’s findistéements in accordance with FASB Statementl§®,
“Accounting for Income Taxes.” The adoption of H& may have a material impact on our consolidatexhtial
position, results of operations and cash flows.

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 s@sfaluation could result in a loss of investor casénce in
our financial reports and have an adverse effect ouar stock price.

Pursuant to Section 404 of the Sarbanes-Oxley A2002, our management must perform evaluatiorsiof
internal control over financial reporting. Begingim 2004, our Form 10-K has included a report lanagement of
their assessment of the adequacy of such inteamatal. Additionally, our independent registeredleiaccounting
firm must publicly attest to the adequacy of mamagiet's assessment and the effectiveness of ounaiteontrol.
Ongoing compliance with these requirements is cempmostly and time-consuming.

In 2004, we were not able to assert, in our managecertifications filed with our Annual Report on
Form 10-K, that our internal control over finanadiaporting was effective as of December 31, 2084
management identified three material weaknessesriimternal control over financial reporting. Afuture inability
to assert that our internal controls over finanmglorting are effective for any given reportingipe (or if our
auditors are unable to attest that our managemeaqitst is fairly stated or if they are unable xp®ess an opinion
on the effectiveness of our internal controls),ldaause us to lose investor confidence in the raoguand
completeness of our financial reports, which ccdde an adverse effect on our stock price.

We have in the past discovered, and may in thedudiscover, areas of our internal controls thane
improvement. During the 2004 audit, our externalits brought to our attention a need to increébsenternal
controls in certain areas of our operation, inaligdievenue calculations in the Imaging businesgraenation of
inventory reserve requirements, approval of chatgdise perpetual inventory and segregation ofedutin 2005, w
devoted significant resources to remediation of¢hend other findings and to improvement of owsrimdl controls.
Although we believe that these efforts have stiesiged our internal controls and addressed the cosice
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that gave rise to the material weaknesses preyisapbrted by us, we are continuing to work to ioyar our
internal controls.

Our dependence on suppliers for certain parts, soofiehem sole-sourced, makes us vulnerable to
manufacturing interruptions and delays, which coulaffect our ability to meet customer demand.

We are a manufacturing business. Purchased parssittioe the largest component of our product d0st.
ability to manufacture depends on the timely deliaf parts, components, and subassemblies fromplisup. We
obtain some of the key components and astemblies used in our products from a single gipmi a limited grou
of suppliers. If any of our suppliers fail to deivquality parts on a timely basis, we may expeegetelays in
manufacturing, which could result in delayed prddigliveries or increased costs to expedite datgavr develop
alternative suppliers. Development of alternativpiers could require redesign of our products.

Our business depends on the integrity of our inésdtual property rights.

The success of our business depends upon intedrityr intellectual property rights and we canrgglae you
that:

« any of our pending or future patent applicationt lné allowed or that any of the allowed applicasawill be
issued as patents or will issue with claims ofg¢bepe we sough

« any of our patents will not be invalidated, deeraadnforceable, circumvented or challenc
« the rights granted under our patents will providenpetitive advantages to
« other parties will not develop similar productsplicate our products or design around our patemt

* our patent rights, intellectual property laws or agreements will adequately protect our intellatfiroperty
or competitive positior

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

We provide products that are expected to have lsedul lives and that are critical to our custorhers
operations. From time to time, as part of busirggsements, we place portions of our intellectuaperty into
escrow to provide assurance to our customers tivaechnology will be available to them in the evéirat we are
unable to support them at some point in the future.

From time to time, we have received claims thatweeinfringing third parties’ intellectual propenights. We
cannot assure you that third parties will not ie thture claim that we have infringed current dufa patents,
trademarks or other proprietary rights relatingto products. Any claims, with or without merit,utd be time-
consuming, result in costly litigation, cause pretcghipment delays or require us to enter into ltgya licensing
agreements. Such royalty or licensing agreemdnisguired, may not be available on terms acceptabus.

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

Our employees are vital to our success, and oun@yagement, engineering and other employees fficeidi
to replace. We generally do not have employmentraots with our key employees. Further, we do naintain key
person life insurance on any of our employees.&{pansion of high technology companies worldwide ha
increased demand and competition for qualifiedquanel, and has made companies increasingly preeectiprior
employees. It may be difficult for us to locate doyees who are not subject to non-competition ahero
restrictions.

Our U.S. operations are located in Santa Clarafdaia and Fremont, California, where the coslivihg and
recruiting employees is high. Additionally, our ogting results depend, in large part, upon ouiitgki retain and
attract qualified management, engineering, margetimnufacturing, customer support, sales and asirative
personnel. Furthermore, we compete with similaugtdes, such as the semiconductor industry, feisime pool
skilled employees. If we are unable to retain kegspnnel, or if we are not able to attract, assitibr retain
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additional highly qualified employees to meet oaeds in the future, our business and operationsl teuharmed.
Changes we make to our business in response tation of 123R may make this more difficult.

Changes in demand caused by fluctuations in intd@raad currency exchange rates may reduce our
international sales.

Sales and operating activities outside of the Wn8tates are subject to inherent risks, includingtdiations in
the value of the U.S. dollar relative to foreignremcies, tariffs, quotas, taxes and other mar&gidys, political an
economic instability, restrictions on the exporiraport of technology, potentially limited intelte@l property
protection, difficulties in staffing and managingérnational operations and potentially adversectmsequences.
We earn a significant portion of our revenue frarteinational sales, and there can be no assuraatany of these
factors will not have an adverse effect on ourightib sell our products or operate outside thet&éthiStates.

We currently quote and sell the majority of ourguots in U.S. dollars. From time to time, we mateeimto
foreign currency contracts in an effort to reduwe @verall risk of currency fluctuations to our imgss. However,
there can be no assurance that the offer and spleducts denominated in foreign currencies, dedrélated
foreign currency hedging activities, will not adsely affect our business.

Our principal competitor for disk sputtering equigmhis based in Japan and has a cost structurd bagbe
Japanese yen. Accordingly, currency fluctuationdadcause the price of our products to be moress tompetitiv
than our principal competita’products. Currency fluctuations will decreasaorease our cost structure relative
those of our competitors, which could lessen theated for our products and affect our competitivsitian.

We may evaluate acquisition candidates and otheredsification strategies.

In the past we have engaged in acquisitions asoparr efforts to expand and diversify our busgd<or
example, our business was initially acquired froarigh Associates in 1991. We also acquired ourigyrav
lubrication and rapid thermal processing produwsiin two acquisitions. We sold the rapid therpratessing
product line in November 2002. We also acquiredRBE electron beam processing business in late, H@l7
subsequently closed this business. We intend tbreento evaluate new acquisition candidates, ditwee and
diversification strategies. Any acquisition invodveumerous risks, including difficulties in the iag$ation of the
acquired company’s employees, operations and pteduccertainties associated with operating in mexkets and
working with new customers, and the potential lofsthe acquired company’s key employees. Additilynal
unanticipated expenses, difficulties and conseqgentay be incurred relating to the integratioreghnologies,
research and development, and administrative arat inctions. Any future acquisitions may alsaitem
potentially dilutive issuance of equity securitiasquisition- or divestiture-related write-offsthe assumption of
debt and contingent liabilities.

We use hazardous materials and are subject to riskaon-compliance with environmental and safety
regulations.

We are subject to a variety of governmental regadatrelating to the use, storage, discharge, vamndl
emission, generation, manufacture, treatment aspbdal of toxic or otherwise hazardous substamtesnicals,
materials or waste. If we fail to comply with curter future regulations, such failure could regsulsuspension of
our operations, alteration of our manufacturingcpss, or substantial civil penalties or criminak8 against us or
our officers, directors or employees. Additionatlyese regulations could require us to acquire resige
remediation or abatement equipment or to incurtsutisl expenses to comply with them. Failure toperly
manage the use, disposal or storage of, or addguastrict the release of, hazardous or toxic tarxes could
subject us to significant liabilities.

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

Substantially all of our common stock may be soith@ut restriction in the public markets, althowsjtares
held by our directors, executive officers and &ffés may be subject to volume and manner of sskeictions. In
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August 2005, at the request of Redemco LLC, westemgd the sale of 2,000,000 shares at any timénaany
manner Redemco LLC chooses. As of March 20, 20@6emico LLC had sold all these 2,000,000 shares, and
Redemco LLC and its affiliates still owned 1,004 Ghares. Redemco LLC and its affiliates can rékselie
remaining shares at any time without restricti®aes of a substantial number of shares of comromk & the
public market by our officers, directors or affiga or the perception that these sales could amud materially
and adversely affect our stock price and make rendifficult for us to sell equity securities inettfuture at a time
and price we deem appropriate.

Anti-takeover provisions in our charter documents andder California law could prevent or delay a change
control, which could negatively impact the value ofir common stock by discouraging a favorable marge
acquisition of us.

Our articles of incorporation authorize our boafdlicectors to issue up to 10,000,000 shares demed stock
and to determine the powers, preferences, pridlegghts, including voting rights, qualificatiorsnitations and
restrictions of those shares, without any furthaewor action by the shareholders. The rights efhiblders of our
common stock will be subject to, and may be advgsgected by, the rights of the holders of angfprred stock
that we may issue in the future. The issuance efepred stock could have the effect of delayingedang or
preventing a change in control and could advera#fct the voting power of your shares. In additiprovisions of
California law and our bylaws could make it mor#idilt for a third party to acquire a majority ofir outstanding
voting stock by discouraging a hostile bid, or gzlg or deterring a merger, acquisition or tendégran which our
shareholders could receive a premium for theireshar a proxy contest for control of our compangthier changes
in our management.

We could be involved in litigation.

From time to time we may be involved in litigatiofivarious types, including litigation alleging iffgement o
intellectual property rights and other claims. Egample, we recently filed a patent infringemerit against
Unaxis. Litigation tends to be expensive and reggugignificant management time and attention anttidzave a
negative effect on our results of operations oirlmss if we lose or have to settle a case on sigmifly adverse
terms.

Business interruptions could adversely affect oyserations.

Our operations are vulnerable to interruption log,fearthquake, or other natural disaster, quaresior other
disruptions associated with infectious diseasetspma catastrophe, terrorist activities, war, dggions in our
computing and communications infrastructure dugawer loss, telecommunications failure, human ephysical
or electronic security breaches and computer virused other events beyond our control. We do awe¢ fa fully
implemented detailed disaster recovery plan. Despit implementation of network security measuoestools an
servers are vulnerable to computer viruses, breskaind similar disruptions from unauthorized tarmgewith our
computer systems and tools located at customex. gttditical instability could cause us to incucngased costs in
transportation, make such transportation unreljdabtgease our insurance costs, and cause intena&turrency
markets to fluctuate. This same instability coudardnthe same effects on our suppliers and thdityata timely
deliver their products. In addition, we do not gesufficient business interruption insurance to pemsate us for
losses that may occur, and any losses or damag@sed by us could have a material adverse effectur business
and results of operations. For example, we selfrsngarthquake risks because we believe this iprilgent
financial decision based on the high cost of lichiteverage available in the earthquake insuranckanain
earthquake could significantly disrupt our openagiomost of which are conducted in California.dticl also
significantly delay our research and engineeririgrebn new products, most of which is also condddh
California. We take steps to minimize the damagé would be caused by an earthquake, but there cerainty
that our efforts will prove successful in the evehan earthquake.

Item 2. Unregistered Sales of Equity Securities and UséPobceeds

None.
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ltem 3. Defaults upon Senior Securitie

None.

Item 4. Submission of Matters to a Vote of Security Hold¢

None.

Item 5. Other Information

None.

Iltem 6. Exhibits

The following exhibits are filed herewith:

Exhibit
Number Description
31.1 Certification of President and Chief Executive ©éfi Pursuant to Section 302 of the Sarbanes-Oxtty A

of 2002.

31.2 Certification of Vice President, Finance and Adrsiration, Chief Financial Officer, Treasurer and
Secretary Pursuant to Section 302 of the Sarl-Oxley Act of 2002

32.1 Certification Pursuant to U.S.C. 1350 adopted Ramsto Section 906 of the Sarbanes- Oxley Act of
2002.
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SIGNATURES

Pursuant to the requirements of the Securities &xgh Act of 1934, the registrant has duly causisdréport tc
be signed on its behalf by the undersigned thecedully authorized.

INTEVAC, INC.

Date: November 8, 2006 B /s/ KEVIN FAIRBAIRN

Kevin Fairbairn
President, Chief Executive Officer and Director
(Principal Executive Officer)

Date: November 8, 2006 B /s/ CHARLES B. EDDY Il

Charles B. Eddy lll

Vice President, Finance and Administration,
Chief Financial Officer, Treasurer and Secretary
(Principal Financial and Accounting Officer)
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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 consolidhgbsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being preszh

(b) Designed such internal control over financegarting, 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 atmare with generally accepted accounting principles

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

(d) Disclosed in this report any change in thegggnt's internal control over financial reportitigat occurred during the
registrant’s most recent fiscal quarter (the regidts fourth fiscal quarter in the case of an aimeport) that has materially
affected, or is reasonably likely to materiallyeaft, the registrant’s internal control over finaiceporting; and

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 cbotrer financial reporting which
are reasonably likely to adversely affect the regig’s ability to record, process, summarize aqbrt financial 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: November 8, 2006

/s/ KEVIN FAIRBAIRN
Kevin Fairbairn
President, Chief Executive Officer and Direc!







Exhibit 31.

I, Charles B. Eddy certify that:

1.
2.

| 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 consolidhgbsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being preszh

(b) Designed such internal control over financegarting, 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 atmare with generally accepted accounting principles

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

(d) Disclosed in this report any change in thegggnt's internal control over financial reportitigat occurred during the
registrant’s most recent fiscal quarter (the regidts fourth fiscal quarter in the case of an aimeport) that has materially
affected, or is reasonably likely to materiallyeaft, the registrant’s internal control over finaiceporting; and

5. The registrant’s other certifying officerém)d | have disclosed, based on our most recehiaian of 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 cbotrer financial reporting which
are reasonably likely to adversely affect the regig’s ability to record, process, summarize aqbrt financial 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: November 8, 2006

/s/ CHARLES B. EDDY Il

Charles B. Eddy llI

Vice President, Finance and Administration, Chief
Financial Officer, Treasurer and Secret:







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 Seefiérof the Sarbanes-Oxley Act of 2002, that
the Quarterly Report of Intevac, Inc. on Form 18e@the quarterly period ended September 30, 200% ¢omplies with the requirements of
Section 13(a) or 15(d) of the Securities Exchangeoh 1934 and that information contained in suohnfr 10-Q fairly presents in all material
respects the financial condition and results ofragens of Intevac, Inc.

By: /s/ KEVIN FAIRBAIRN
Name: Kevin Fairbairn
Title: President, Chief Executive Officer and
Director

I, Charles B. Eddy lll, certify, pursuant18 U.S.C. Section 1350, as adopted pursuant tacBed®6 of the Sarbanes-Oxley Act of 2002,
that the Quarterly Report of Intevac, Inc. on FA®Q for the quarterly period ended September B062ully complies with the
requirements of Section 13(a) or 15(d) of the SdesrExchange Act of 1934 and that informationtagmed in such Form 10-Q fairly
presents in all material respects the financiab@wn and results of operations of Intevac, Inc.

By: /s/ CHARLES B. EDDY Il
Name: Charles B. Eddy Il
Title:  Vice President, Finance and Administration
Chief Financial Officer, Treasurer and
Secretary

A signed original of this written statemeatjuired by Section 906 has been provided to Intdmac and will be retained by Intevac, Inc.
and furnished to the Securities and Exchange Cosioni®r its staff upon request.



