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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
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OR

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
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Act of 1934 during the preceding 12 months (ordioch shorter period that the registrant was requodile such reports), and (2) has been
subject to such filing requirements for the past@@s. Yesd NoO

Indicate by check mark whether the registiwain accelerated filer (as defined in Rule 12h-the Exchange Act). Ye& No [
Indicate by check mark whether the registimat shell company (as defined in Rule 12b-2 ofEkehange Act). YeEl No ™
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PART I. FINANCIAL INFORMATION

Iltem 1. Financial Statements

INTEVAC, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS
(In thousands)

ASSETS
Current asset:
Cash and cash equivalel
Short term investmen

Trade and other accounts receivable, net of alloesof $0 and $217 at October 1, 2005 and

December 31, 200
Inventories
Prepaid expenses and other current a:
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 vali
Accumulated other comprehensive inca
Accumulated defici
Total shareholde’ equity
Total liabilities and sharehold¢ equity

See accompanying notes.

2

October 1, December 31
2005 2004
(Unaudited)
$ 4,02 $ 17,45t
41,41¢ 24,57¢
33,02¢ 4,77¢
32,66¢ 15,37¢
1,33¢ 95€
112,47: 63,14(
6,83% 5,99¢
— 8,052
2,431 2,431
508 3
$ 122,24 $ 79,62
$ 10,47( $ 1,647
3,12¢ 1,617
4,63 2,94:
25,60¢ 3,83t
43,83: 10,04(
68€ 207
96,95¢ 94,80:
22¢ 258
(19,459 (25,680
77,72 69,37t
$ 122,24: $ 79,62
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CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
AND COMPREHENSIVE INCOME (LOSS)

Net revenues
Systems and componel
Technology developmel
Total net revenue
Cost of net revenue
Systems and componel
Technology developmel
Inventory provision:
Total cost of net revenus
Gross profil
Operating expense
Research and developme
Selling, general and administrati
Total operating expens:
Operating profit (loss
Interest expens
Interest income and other, r
Income (loss) before income tax
Provision for income taxe
Net income (loss
Other comprehensive incorr
Foreign currency translation adjustme
Total comprehensive income (lo¢

Basic income (loss) per sha
Net income (loss
Shares used in per share amo
Diluted income (loss) per shal
Net income (loss
Shares used in per share amo

INTEVAC, INC.

(In thousands, except per share amounts)
(Unaudited)

Three Months Ended

Oct. 1,
2005

$41,86:
1,64¢
43,507

29,27
1,411

(735)
29,95:
13,55¢

3,897
3,74¢

See accompanying notes.

3

Sept. 25,
2004

$32,72:
2,30¢
35,02¢

Nine Months Ended

Oct. 1,
2005

21,13¢

Sept. 25,
2004

$52,54(
6,68¢
59,22¢
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INTEVAC, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands)
(Unaudited)

Operating activities
Net income (loss
Adjustments to reconcile net income (loss) to @esthcand cash equivalents used in operating aety
Depreciation and amortizatic
Inventory provision:
Compensation expense in the form of common s
Loss on disposal of equipme
Changes in operating assets and liabili
Total adjustment
Net cash and cash equivalents used in operatingtisst
Investing activities
Purchases of investmer
Proceeds from sales of investme
Purchases of leasehold improvements and equip
Net cash and cash equivalents used in investirgjtaes
Financing activities
Proceeds from issuance of common si
Payoff of convertible notes due 20
Net cash and cash equivalents provided by finanattiyities
Effect of exchange rate changes on ¢
Net decrease in cash and cash equiva
Cash and cash equivalents at beginning of pe
Cash and cash equivalents at end of pe

Supplemental Schedule of Cash Flow Informatiol
Cash paid for

Interest

Income taxe:
Other nor-cash change:

Inventories transferred to property, plant and pougint

See accompanying notes.

4

Nine months ended

Oct. 1,
2005

$ 6,221

1,53i
19
19

6
(12,179
(10,599

(4,377)

(44,659
35,90(
(2,419

(11,179

2,13t

2,13
(19
(13,43()
17,45¢

$ 4,02¢

Sept. 25,
2004

$ (1,319

1,691
1,07¢

1
(13,120

(10,350)
(11,667)

(37,927
6,00(
(1,379
(33,299

42,58:
_ (1,029
_41,55
__ 3

(3,395)

19,507
$ 16,11
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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 sputtgrequipment used to manufacture magnetic medid iushard disk drives and a developer
and provider of advanced extreme low light imagiegsors, cameras and systems. We operate two ssssn&quipment and Imaging.

Our Equipment business designs, manufactoragets and services complex capital equipmentdiabsits, or sputters, highly engineered
thin-films onto magnetic disks used in hard disikels. Hard disk drives are the primary storage mmadior digital data and function by storing
data on magnetic disks. These thin-film disks aeated in a sophisticated manufacturing processiving many steps, including plating,
annealing, polishing, texturing, sputtering andricgttion.

Our Imaging business develops and manufaceleesro-optical sensors, cameras, and systemgéhatit highly sensitive detection of
photons in the visible and near infrared portiohthe spectrum, allowing vision in extreme low ligtituations. We currently develop night-
vision technology and equipment for military andgoercial applications.

The financial information at October 1, 200t dor the three- and nine-month periods ended lagetth, 2005 and September 25, 2004 is
unaudited, but includes all adjustments (consistinly of normal recurring accruals) that we consigecessary for a fair presentation of the
financial information set forth herein, in accordarwith accounting principles generally acceptetheUnited States of America (“U.S.
GAAP”) for interim financial information, the instctions to Form 10-Q and Article 10 of RegulatiotX SAccordingly, it does not include all
of the information and footnotes required by U.@A® for annual financial statements. For furthéoimation, refer to the Consolidated
Financial Statements and footnotes thereto includedr Annual Report on Form 10-K for the fiscalby ended December 31, 2004.

The preparation of financial statements infeonity with U.S. GAAP requires management to mekémates and assumptions that affect
the reported amounts of assets and liabilitiescistiosure of contingent assets and liabilitiethatdate of the financial statements and repc
amounts of revenue and expenses during the reggréiriod. Actual results inevitably will differ fno those estimates, and such differences
may be material to the financial statements.

The results for the three- and nine-monthqelriended October 1, 2005 are not considered iivBoaf the results to be expected for any
future period or for the entire year.
2. Concentrations

Historically, a significant portion of our rerues in any particular period has been attribatibkales to a limited number of customers. Our
largest customers tend to change from period toger

We evaluate the collectibility of trade reales on an ongoing basis and provide reserveasigaitential losses when appropriate.

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

3. Inventories

Inventories are priced using standard cogté;lwapproximate cost under the first-in, first-outthod and are stated at the lower of cost or
market. Inventories consist of the following:

October 1, December 31
2005 2004
(In thousands)
Raw materials $ 14,59( $ 5,62¢
Work-in-progres: 10,09¢ 3,49¢
Finished good 7,971 6,25¢
$ 32,66¢ $ 15,37

Finished goods inventory consists primarilycompleted systems at customer sites that are goiterinstallation and acceptance testing.

Inventory reserves included in the above nusbere $10.1 million and $9.9 million at Octobe2005 and December 31, 2004,
respectively. Each quarter, we analyze our inveniaw materials, work-in-progress and finished dg)oagainst the forecast demand for the
next 12 months. Raw materials with no forecastirequents in that period are considered excessrammhiory provisions are established to
write those items down to zero net book value. Waorkrogress and finished goods inventories witlfarecast requirements in that period are
typically written down to the lower of cost or matkDuring this process, some inventory is idestifas having no future use or value to us
is disposed of against the reserves.

During the nine months ended October 1, 265,000 was added to inventory reserves basedeoguidirterly analysis and $91,000 of
inventory was disposed of and charged to the resdive $19,000 of additions was net of the reversal$288,000 lower of cost or market
reserve that existed at December 31, 2004. Thisweavas reversed when the system was recognizeevienue in the three months ended
October 1, 2005. We also added $133,000 to invgmaserves to provide for the loss or refurbishnénimaging products consigned to our
customers for demonstrations. During the nine meetided September 25, 2004, $1.1 million was atiledentory reserves based on the
quarterly analysis and $449,000 of inventory wapadsed of and charged to the reserve. A systenvéantory with a value of $706,000, net of
a $250,000 reserve, was transferred to fixed aasetsapitalized.

4. Employee Stock Plans

At October 1, 2005, we had two stock-basedleyae compensation plans. We account for thosesplader the recognition and
measurement principles of APB Opinion No. 25, “Aating for Stock Issued to Employees”, and reldtedrpretations. No stock-based
employee compensation cost is reflected in netnresas all options granted under those plans hakentise price equal to the market value
of the underlying common stock on the date of grére plan to adopt the fair value requirementseAS No. 123R beginning in 2006.

The following table illustrates the effectsmeat income (loss) and earnings (loss) per shdmefac had applied the fair value-recognition
provisions of FASB Statement No. 123, “Accounting $tock-Based Compensation”, to stock-based ereplapmpensation.

6
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

Three Months Ended Nine Months Ended
Oct. 1, Sept. 25, Oct. 1, Sept. 25,
2005 2004 2005 2004
(in thousands)
Net income (loss), as report $ 6,191 $ 1,371 $ 6,221 $ (1,319
Deduct: Total stoc-based employee compensation expense deterr
under fair value based method for all awards, hetlated tax effect (519 (47) (1,629 657
Pro forma net income (los $ 5,67¢ $ 1,32¢ $ 4,59 $ (1,96¢
Basic income (loss) per sha
As reportec $ 0.3 $ 0.07 $ 0.3 $ (0.09)
Pro forma $ 0.2¢ $ 0.0¢ $ 0.2¢ $ (0.10
Diluted income (loss) per shal
As reportec $ 0.2¢ $ 0.07 $ 0.2¢ $ (0.09)
Pro forma $ 0.2¢ $ 0.0¢ $ 0.22 $ (0.10

The fair value of each stock option is estedabn the date of grant using the Black-Scholemoygiricing model, with the following
weighted-average assumptions for grants made ithtke- and nine-month periods ended October 15 20@ September 25, 2004:

Three Months Ended Nine Months Ended
Oct. 1, Sept. 25, Oct. 1, Sept. 25,
2005 2004 2005 2004
(in thousands)

Dividend yield None None None None
Expected volatility 90.2(% 95.2% 92.5(% 94.68%
Risk free interest rat 4.26% 2.61% 4.32% 2.5(%
Expected live: 5.66 year 3.02 year 6.54 year 2.70 year

The weighted-average fair value of stock apgigranted was $8.67 and $6.79 for the three arelmbnths ended October 1, 2005,
respectively, and $2.59 and $4.46 for the threerémel months ended September 25, 2004, respectively

The pro forma net income (loss) and net incoes) per share data listed above includes expesiated to the Employee Stock Purchase
Plan (“ESPP”). The fair value of purchase right@arged under the ESPP is estimated on the datenf gsing the Black-Scholes optipnicing
model, with the following weighted-average assupmi

Three Months Ended Nine Months Ended
Oct. 1, Sept. 25, Oct. 1, Sept. 25,
2005 2004 2005 2004
(in thousands)

Dividend yield None None None None
Expected volatility 90.2(% 95.2% 91.5% 95.2:%
Risk free interest rat 3.97% 2.42% 3.9(% 2.31%
Expected live: 1.00 yea 1.99 year 1.23 year 1.92 year

The weighted-average fair value of purchagktsi granted was $6.00 and $5.14 for the threenaredmonths ended October 1, 2005,
respectively, and $2.78 and $2.95 for the threeramel months ended September 25, 2004, respectively

7
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

5. Warranty

Our typical warranty is 12 months from customeceptance. We also sell extended warrantiesnoey® months to our customers. During
this warranty period any necessary non-consumabts pre supplied and installed. The warranty pleoio consumable parts is limited to their
reasonable usable life. A provision for the estedatarranty cost is recorded at the time revenuvecisgnized.

On the condensed consolidated balance sheeshbrt-term portion of the warranty is includediher accrued liabilities, while the long-
term portion is included in other long-term liabés.

The following table displays the activity imetwarranty provision account for the three an@mronth periods ending October 1, 2005 and
September 25, 2004:

Three Months Ended Nine Months Ended
Oct. 1, Sept. 25, Oct. 1, Sept. 25,
2005 2004 2005 2004
(in thousands)

Beginning balanc $ 1,67i $ 654 $ 1,11¢ $ 534
Expenditures incurred under warrani (137 277) (84¢€) (38¢€)
Accruals for product warranties issued during #ygorting perioc 1,352 1,321 2,34¢ 1,81t
Adjustments to previously existing warranty accst (64 (120 212 (385
Ending balanci $ 2,82¢ $ 1,57¢ $ 2,82¢ $ 1,57¢

The following table displays the balance shgtsification of the warranty provision accoun©atober 1, 2005 and at December 31, 2004:

October 1, December 31
2005 2004
(In thousands)
Other accrued liabilitie $ 2,14 $ 90¢
Other lon¢-term liabilities 68€ 207
Total warranty provisiol $ 2,82¢ $ 1,11¢

6. Guarantees

We have entered into agreements with custoaredsuppliers that include limited intellectuabperty indemnification obligations that are
customary in the industry. These obligations gdherequire us to compensate the other party foraie damages and costs incurred as a r
of third party intellectual property claims arisifrgm these transactions. The nature of the irgglid property indemnification obligations
prevents us from making a reasonable estimateeafdximum potential amount we could be requireolaty our customers and suppliers.
Historically, we have not made any significant imghéfication payments under such agreements, araimaunt has been accrued in the
accompanying consolidated financial statements meiipect to these indemnification obligations.

7. Cash, Cash Equivalents and Investments

Our investment portfolio consists of cashhoaguivalents and investments in debt securitigsnaumnicipal bonds. We consider all highly
liguid investments with a maturity of three montiidess when purchased to be cash

8
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

equivalents. Investments in debt securities andicial bonds consists principally of highly rateebd instruments with maturities generally
between one and 25 months.

We account for our investments in debt seiesriind municipal bonds in accordance with StatéwfeAccounting Standards No. 115
“Accounting for Certain Investments in Debt and Eg&$ecurities,” which requires certain securitiede categorized as either trading,
available-for-sale or held-to-maturity. Availablerfsale securities are carried at fair value withealized gains and losses recorded within
other comprehensive income (loss) as a separatpamnt of shareholders’ equity. Held-to-maturitgigities are carried at amortized cost.
We have no trading securities. The cost of investreecurities sold is determined by the specifentdication method. Interest income is
recorded using an effective interest rate, withabgociated premium or discount amortized to isténeome. Realized gains and losses are
included in earnings. The table below presentsathertized principal amount, major security type araturities for our investments in debt
securities and municipal bonds.

October 1, December 31
2005 2004
(in thousands)

Amortized Principal Amount

Debt securities issued by US government agel $ 18,41 $ 28,017
Municipal bonds 15,00( —
Corporate debt securiti 8,00¢ 4,61
Total investment $41,41¢ $ 32,63
Shor-term investment $41,41¢ $ 24,57¢
Long-term investment — 8,052
Total investment $41,41¢ $ 32,63
Approximate fair market value of investme $ 41,30¢ $  32,45(

Cash and cash equivalents represent cashrascmd money market funds. Included in accounyatge is $3,443,000 and $188,000 of
book overdraft at October 1, 2005 and DecembeRBQ4, respectively.

8. Net Income (Loss) Per Share

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

Three Months Ended Nine Months Ended
Oct. 1, Sept. 25, Oct. 1, Sept. 25,
2005 2004 2005 2004
(in thousands)
Numerator:
Numerator for basic income (loss) per shaneceme (loss) available !
common stockholdel $ 6,191 $ 1,371 $ 6,221 $ (1,319

Effect of dilutive securities
6 1/2% convertible notes ( — — — —

Numerator for diluted income (loss) per sh—income (loss) availabl
to common stockholders after assumed conver:

»

6,191

»

1,371

»

6,221

@
.!A
w
-
S}
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

Three Months Ended Nine Months Ended
Oct. 1, Sept. 25, Oct. 1, Sept. 25,
2005 2004 2005 2004

(in thousands)
Denominator

Denominator for basic income (loss) per st— weighte-average

shares 20,567 20,10¢ 20,40( 19,617
Effect of dilutive securities

Employee stock options (. 871 28¢
6 1/ 2% convertible notes (! —

\‘
| &

Dilutive potential common shar: 871 283 73€
Denominator for diluted income (loss) per st— adjustec 21,43t 20,38} 21,13¢ 19,61°

(1) Diluted EPS for the nine-month period ende@t8mber 25, 2004 exclude “as converted” treatroktite convertible notes, as their
inclusion would be anti-dilutive. The number of ‘@mnverted” shares excluded for the nine-monthogeended September 25, 2004 was
11,424.

(2) Potentially dilutive securities, consisting of skaissuable upon exercise of employee stock optamasexcluded from the calculation
diluted EPS when their effect is anti-dilutive. Thieighted average number of employee stock opankided for the three-month
periods ended October 1, 2005 and September 28,286 137,198 and 822,980, respectively, and th&eu of employee stock options
excluded for the nir-month periods ended October 1, 2005 and Septensh@0P4 was 233,414 and 1,558,484, respecti

9. New Accounting Pronouncements

In March 2004, the Emerging Issues Task FOERF") issued EITF No. 03-01, “The Meaning of @thThan-Temporary Impairment and
its Application to Certain Investments,” which pides new guidance for assessing impairment losseebt and equity investments. The new
impairment model applies to investments accourdedrider the cost or equity method and investmaeitsunted for under FAS 115,
“Accounting for Certain Investments in Debt and EBgi$ecurities.” EITF No. 03-01 also includes newsctbsure requirements for cost method
investments and for all investments that are inm@nealized loss position. In September 2004, th8B Aelayed the accounting provisions of
EITF No. 03-01; however the disclosure requiremeeisain effective and the applicable disclosureshseen included in our consolidated
financial statements and related notes theretodd\eot expect the adoption of this EITF to havetiect on our financial statements.

In November 2004, the FASB issued SFAS No, Iientory Costs—an amendment of ARB No. 43", ghhis the result of its efforts to
converge U.S. accounting standards for inventaviés International Accounting Standards. SFAS Ngl tequires idle facility expenses,
freight, handling costs, and wasted material (${g@) costs to be recognized as current-period ebatgalso requires that allocation of fixed
production overheads to the costs of conversiopdsed on the normal capacity of the productiorifes. SFAS No. 151 will be effective for
inventory costs incurred during fiscal years begigrafter June 15, 2005. We do not expect the adlopf this statement to have a material
impact on our financial statements.

In December 2004, FASB issued SFAS No. 12%i@ee 2004), “Share-Based Payment”. SFAS 123R addeeall forms of share-based
payment (“SBP”) awards, including shares issueceudrtain employee stock purchase plans, stodereptrestricted stock and stock
appreciation rights. SFAS 123R will require us xpense SBP awards with compensation cost for SB#actions measured at fair value.
Although we are in the process of evaluating theaat of applying the various provisions of SFAS R2@/e expect that this statement will
have a material impact on our financial statemedtsApril 14, 2005, the U.S. Securities and Exclea@gmmission

10
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)
announced a deferral of the effective date of SEASR until the first interim period beginning afi@ecember 15, 2005.

In December 2004, the FASB issued SFAS No, 1B58changes of Non-monetary Assets, an amendnfehPB No. 29” which requires
non-monetary exchanges to be recorded at thedhiewf the assets exchanged, with certain exagptibhis standard requires most exchanges
of productive assets to be accounted for at fdireyaather than at carryover basis. The provisafrSFAS No. 153 are effective for fiscal ye
beginning after June 15, 2005. We do not expecatioption of this statement to have a material thpa our financial statements.

In March 2005, the SEC issued Staff AccounBuogjetin (“SAB”) No. 107. SAB 107 provides guidancelated to share-based payment
transactions with non-employees, the transitiomfreonpublic to public entities status, valuatiortimoels (including assumptions such as
expected volatility and expected term), the acdogrifor certain redeemable financial instrumenssiésl under share-based payment
arrangements, the classification of compensatige®rese, non-GAAP financial measures, first-time sidopof SFAS 123R in an interim
period, capitalization of compensation costs reléteshare-based payment arrangements, the acegdiatiincome tax effects of share-based
payment arrangements upon adoption of SFAS 123&Rmtidification of employee share options priorhe adoption of SFAS 123R and
disclosures in Management'’s Discussion and Analsisequent to adoption of SFAS 123R. We are dilyrienthe process of assessing the
impact of this guidance.

In March 2005, the FASB issued Interpretatiam 47 (“FIN 477), “Accounting for Conditional Ass®etirement Obligations — An
Interpretation of FASB Statement No. 143", to dlathe requirement to record liabilities stemmimgrfi a legal obligation to clean up and
retire fixed assets, such as a plant or factorgrmdmn asset retirement depends on a future evenpl& to adopt the FIN 47 in the first quarter
of fiscal 2006. We do not expect the applicatioriil 47 to have a material effect on our finansiatements.

In May 2005, FASB issued SFAS No. 154, “Accing Changes and Error Corrections.” This new stathdeplaces APB Opinion No. 20,
“Accounting Changes” and FASB Statement No. 3, ‘Btdpg Accounting Changes in Interim Financial 8taénts.” SFAS 154 requires that a
voluntary change in accounting principle be apptietdospectively with all prior period financiabs¢ments presented on the new accounting
principle, unless it is impractical to do so. SFAB! also provides that (1) a change in method pfetgating or amortizing a long-lived non-
financial asset be accounted for as a changeimagst (prospectively) that was effected by a changecounting principle, and (2) correction
of errors in previously issued financial statemesttsuld be termed a “restatement.” SFAS 154 icgffe for accounting changes and
corrections of errors made in fiscal years begigrifier December 15, 2005. We do not expect thetamoof this statement to have a material
impact on our financial statements.

10. Segment Reporting
Segment Description

We have two reportable operating segmentsigagent and Imaging. Our reportable segments armésss units that offer different produ
and are each managed separately, under the diredtmur Chief Executive Officer. Our Equipment imgss designs, manufactures, markets
and services complex capital equipment that depamitsputters, highly engineered thin-films ontagmetic disks used in hard disk drives. Our
Imaging business develops and manufactures eleptioal sensors, cameras and systems that pemhitytsensitive detection of photons in
the visible and near infrared portions of the spaut allowing vision in extreme low light situati®n

Included in corporate activities are geneaaporate expenses, less an allocation of corpesgienses to operating units equal to 3% of net
revenues. Assets of corporate activities includalooated cash and short-term investments, defémomine tax assets (which are fully offset
by a valuation allowance) and other assets.

11
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)
Segment Profit or Loss and Segment Assets

We evaluate performance and allocate resolrassd on a number of factors including, profitoss from operations and future revenue
potential. The accounting policies of the repogad#@gments are the same as those described inntimeasy of significant accounting policies.

Business Segment Net Revenues

Three Months Ended Nine Months Ended
Oct. 1, Sept. 25, Oct. 1, Sept. 25,
2005 2004 2005 2004
(in thousands)
Equipment $41,51¢ $32,63¢ $78,39: $52,19:
Imaging 1,98¢ 2,39:% 6,13¢ 7,03¢
Total $43,50° $35,02¢ $84,53( $59,22¢
Business Segment Profit & Loss
Three Months Ended Nine Months Ended
Oct. 1, Sept. 25, Oct. 1, Sept. 25,
2005 2004 2005 2004
(in thousands)
Equipment $ 7,17 1,80z $ 9,17¢ $ 1,12t
Imaging (1,415 (905) (3,874 (2,736
Corporate activitie 14¢ 36E (207) (35¢
Operating income (los: 5,911 1,26: 5,097 (1,972
Interest expens (20 (47) 12 (53
Interest incomt 31z 17:¢ 863 40~
Other income and expense, 14€ 91 417 411
Income (loss) before income tax $ 6,34¢ $ 1,48¢ $ 6,38¢ $ (1,20¢
Business Segment Assets
October 1, December 31
2005 2004
(in thousands)

Equipment $ 65,50( $ 19,407
Imaging 7,18 7,13¢
Corporate activitie 49,55t 53,08(
Total $122,24. $ 79,62
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

Geographic Area Net Trade Revenues

Three Months Ended Nine Months Ended

Oct. 1, Sept. 25, Oct. 1, Sept. 25,

2005 2004 2005 2004

(in thousands)

United State! $ 6,31¢ $ 6,08¢ $15,89¢ $19,91:
Far Eas 36,97: 28,67¢ 67,93¢ 38,77:
Europe 221 265 694 54t
Total $43,50" $ 35,02¢ $84,53( $59,22¢

11. Income Taxes

For the three- and nine-month periods endddligc 1, 2005, we accrued income tax using an @ffetax rate of 2.5% of pretax income.
This rate is based on the estimated annual taxcoatgplying with Statement of Financial Accountingu®lards No. 109, “Accounting for
Income Taxes”. We also paid the minimum Franchige {© the State of California. We recorded $7,00iicome tax expense during the nine
months ended October 1, 2005 related to a claimeagived from the California Franchise Tax Boanddgortion of income tax credits we
claimed in prior years. Our $17.8 million deferted asset is fully offset by a $17.8 million valeatallowance, resulting in a net deferred tax
asset of zero at October 1, 2005.

We did not accrue a tax provision for the ¢hneonth period ended September 25, 2004 as thiéspiaf this period were offset by net
operating loss carry-forwards. We did not accraxaebenefit for the nineaonth period ended September 25, 2004 due to #imlity to realize
additional refunds from loss carry-backs. We reedri115,000 of income tax expense during the threeth period ended September 25,
2004 related to a claim we received from the Caiifo Franchise Tax Board for a portion of incomedeedits we claimed in prior years.
During the nine-month period ended September 284 2@e also recorded a credit to income tax expeglaged to a revised estimate of 2003
taxes owed by our Singapore subsidiary.

12. Capital Transactions
During the nine-month period ending Octobe2d05, we sold stock to our employees under Intev@imck Option and Employee Stock
Purchase Plans. A total of 439,381 shares weredssnder these plans, for which Intevac received 8#llion.

13. Financial Presentation

Certain prior year amounts in the CondenseusGlidated Financial Statements have been redkedsd conform to 2005 presentation.

14. Subsequent Event

On October 27, 2005, the Board of Directoringvac, Inc. (“Intevac”) approved accelerating tkesting of approximately 306,000 “out-of-
the-money” unvested common stock options previoaslgrded to employees and officers under Intevstosk option plans. The exercise
prices of the accelerated common stock optionsedrmgn $9.31 per share to $15.50 per share anddaeghted average exercise price of
$11.131 per share. The closing price of Intevaciemon stock on October 27, 2005 was $9.06 per shAara condition to the acceleration of
vesting, the holders of the accelerated commorksiptions are required to refrain from selling amares acquired upon exercise before the
date on which the shares to be sold would otherhdse vested, had the vesting of common stock eptimt been accelerated. This restriction
continues to apply regardless of any terminatiothefoptionees’ employment.
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

The purpose of the acceleration of these comsback options is to eliminate future stock comgagion expense that Intevac would
otherwise have been required to recognize in @estent of operations with respect to these comstaek options after the adoption of
Statement of Financial Accounting Standard No. 123Rare-Based Payment,” in January 2006. SFAS Millle effective for Intevac
beginning in the first quarter of 2006, and willjuére that compensation expense associated with sfations be recognized in the statemel
operations, rather than as footnote disclosurtsindnsolidated financial statements. The maximeauction in future stock compensation
expense is estimated to be approximately $1.5anijllivhich would have otherwise been recognizedrivégg in January 2006 through the
fourth quarter of 2009. The effect on fiscal 208&ireduction in compensation expense of approrin&?98,000. The $1.5 million of
compensation expense was estimated using the Bels&les option-pricing model, which is used by Vateto calculate the fair value of its
options in determining the pro forma impact of 8ta¢nt of Financial Accounting Standards No. 123cmnting for Stock-Based
Compensation,” for disclosure purposes only.
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Item 2. Management’s Discussion and Analysis of Financiab@dition and Results of Operations

This Quarterly Report on Form 10-Q contains forwdodking statements, which involve risks and uraisties. Words such as “believes,”
“expects,” “anticipates” and the like indicate foravd-looking statements. These forward looking stetiets include comments related to our
projected shipments, revenue, system revenue rgiorgigross margin, operating expenses, interesbime, cash balances and impro'
financial results in 2005; our projected customequirements for new capacity and technology upgddeour installed base of tr-film disk
manufacturing equipment, and when, and if, oura@ustrs will place orders for these products; Imagsrapility to proliferate its technology
into major military weapons programs and to devedmyl introduce commercial imaging products; andtiheng of delivery and/or
acceptance of the systems and products that coenpuisbacklog for revenue. Our actual results midfedmaterially from the results
discussed in the forward-looking statements foaety of reasons, including those set forth untfeertain Factors Which May Affect Future
Operating Results” and in other documents we fiterf time to time with the Securities and Exchangm@ission, including Intevac’s Annual
Report orForm 10-K filed in March 2005, Form 10-Q s and RoB-K 's.

Critical Accounting Policies and Estimates

The preparation of financial statements ateted disclosures in conformity with accountingipiples generally accepted in the United
States of America (“US GAAP”) requires managemenntke judgments, assumptions and estimates fieat #ie amounts reported. Our
significant accounting policies are described ineN@to the consolidated financial statements ohetlin Item 8 of our Annual Report on Form
10-K. Certain of these significant accounting piekcare considered to be critical accounting pedicas defined below.

A critical accounting policy is defined as dhat is both material to the presentation of énericial statements and requires management to
make difficult, subjective or complex judgmentsttbauld have a material effect on our financialditions and results of operations.
Specifically, critical accounting estimates have tbllowing attributes: 1) We are required to maksumptions about matters that are highly
uncertain at the time of the estimate; and 2) dbffie estimates we could reasonably have used,amges in the estimate that are reasonably
likely to occur, would have a material effect orr §imancial condition or results of operations.

Estimates and assumptions about future eatsheir effects cannot be determined with cetgalVe base our estimates on historical
experience and on various other assumptions believbe applicable and reasonable under the ciranoss. These estimates may change as
new events occur, as additional information is mlgtéh and as our operating environment changes €lttemnges are included in the
consolidated financial statements as soon as teegrbe known. In addition, management is periodidalted with uncertainties, the outcomes
of which are not within its control and will not kaown for prolonged periods of time. These undgetites are discussed in the section entitled
“Certain Factors Which May Affect Future OperatiRgsults.” Based on a critical assessment of owatitng policies and the underlying
judgments and uncertainties affecting the appbcatif those policies, management believes thatonsolidated financial statemeiare fairly
stated in accordance with US GAAP, and provide armimgful presentation of our financial conditiordanesults of operation.

We believe the following critical accountingligies affect the more significant judgments astineates we make in preparing our
consolidated financial statements. We also haverdtdy accounting policies and accounting estimaided to the collectibility of trade
receivables, valuation of deferred tax assets aotbiype product costs. We believe that these aheounting policies and other accounting
estimates either do not generally require us toametimates and judgments that are as difficidubjective or would be less likely to have a
material impact on our reported results of operetar a given period.

Revenue Recognition

Certain of our system sales with customer ptecese provisions are accounted for as multiplelelg arrangements. If we have previously
met defined customer acceptance levels with theifspéype of system, then we recognize revenudHerfair market value of the system upon
shipment and transfer of title, and recognize rereefor the fair market value of installation andeqtance services when those services are
completed. We
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estimate the fair market value of the installatiowl acceptance services based on our actual hiteriperience. For systems that have
generally not been demonstrated to meet a particustomer’s product specifications prior to shiptmeevenue recognition is typically
deferred until customer acceptance. For examplinglithe three months ended October 1, 2005 teriL2@@s were shipped. The fair market
value of seven of the 200 Leans was recognizecef@nue upon shipment. Installation and accepterasecompleted during the quarter on
three of these seven 200 Lean systems. Accorditigdyfair market value of installation and accepéaservices for these three systems was
recognized for revenue. The other three 200 Leaars shipped to customers where we have not yetefigted acceptance levels, and revenue
recognition has been deferred until customer aaregt

In some instances, hardware that is not eissémthe functioning of the system may be deledeafter acceptance of the system. In these
cases, we estimate the fair market value of theassential hardware as if it had been sold onralsibbne basis, and defer recognizing reve
on that value until the hardware is delivered.

In certain cases, we sell limited rights to mtellectual property. Revenue from the salerof entellectual property license will generally be
recognized at the inception of the license term.

We perform best efforts research and developnrverk under various government-sponsored reseaotracts. These contracts are a
mixture of cost-plus-fixed-fee (“CPFF”) and firnx&d-price (“FFP”). Revenue on CPFF contracts isgeized in accordance with contract
terms, typically as costs are incurred. RevenuEFi? contracts is generally recognized on the péaigerof-completion method based on costs
incurred in relation to total estimated costs. &iowns for estimated losses on government-spongesshrch contracts are recorded in the
period in which such losses are determined.

Inventories

Inventories are priced using standard cost&twapproximate first-in, first-out, and are sth# the lower of cost or market. The carrying
value of inventory is reduced for estimated exeessobsolescence by the difference between itsarmkthe estimated market value based on
assumptions about future demand. We evaluate ttemiary carrying value for potential excess andbtdis inventory exposures by analyzing
historical and anticipated demand. In additionemwries are evaluated for potential obsolescenedalthe effect of known and anticipated
engineering change orders and new products. lbhdemand were to be substantially lower than eggdy additional inventory adjustments
would be required, which could have a material aslyeffect on our business, financial condition eesililts of operation. A cost to market
reserve is established for work-in-progress anidlied goods inventories when the value of the itorgrplus the estimated cost to complete
exceeds the net realizable value of the inventory.

Warranty

We provide for the estimated cost of warramhen revenue is recognized. Our warranty is petraohterms and is typically 12 months
from customer acceptance. We also sell extendethntigs beyond 12 months to some customers. Wesiseated repair or replacement ci
along with our actual warranty experience to deteenour warranty obligation. We exercise judgmandétermining the underlying estimates.
Should actual warranty costs differ substantialbnf our estimates, revisions to the estimated wgarrgability would be required, which could
have a material adverse effect on our businesandial condition and results of operations.
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Results of Operations
Three Months Ended October 1, 2005 and September2294.

Net revenues

Change over

Three months ended prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
(in thousands, except percentages)
Equipment net revenu $41,51¢ $32,63¢ $ 8,88: 27%
Imaging net revenue 1,98¢ 2,39: (405 17%
Total net revenue $43,50° $35,02¢ $ 8,47¢ 24%

Net revenues consist primarily of sales ofipopent used to manufacture thin-film disks, equipmesed to manufacture flat panel displays,
related equipment and system components; flat gamepment technology license fees; contract rebeand development related to the
development of electro-optical sensors, camerasgstéms; and low light imaging products.

The increase in Equipment revenue for theetimenths ending October 1, 2005 was primarily #sailit of a higher average selling price for
the seven 200 Lean systems and two MDP-250B systerognized for revenue in the current quarterrandnue recognition of nine disk
lubrication systems and one flat panel manufacgusiystem. The three months ended September 25,i2€l0ded customer acceptance of
eight 200 Lean systems and the sale of one MDP-2%8&m. Revenue from disk equipment technologyag®s and spare parts decreased in
the three months ending October 1, 2005. As of kstd, 2005, we have orders for eleven 200 Leatesysand four MDP-250B systems. We
expect to ship and recognize revenue for twelwtitteen of these systems in the fourth quarte&2Gafb.

Imaging revenues decreased to $2.0 millioriferthree months ended October 1, 2005 from $2libmfor the three months ended
September 25, 2004. The decrease in Imaging resemag the result of decreased revenues from comésearch and development. We ex
fourth quarter Imaging revenues will be equal tgater than the third quarter of 2005.

Our backlog of orders at October 1, 2005 w&& 4 million, unchanged from July 2, 2005 and aificant increase over the backlog at
September 25, 2004 of $16.3 million. The increadasicklog was primarily the result of orders faldmanufacturing systems. We include in
backlog the value of purchase orders for our prtsitat have been shipped but not accepted oh#vat scheduled delivery dates. We do not
recognize revenue on this backlog until we havetmetriteria contained in our revenue recognipoficy.

International sales increased by 29% to $8lfon for the three months ended October 1, 260B $28.9 million for the three months
ended September 25, 2004. The increase in interr@tsales was due to higher shipments of disk faaturing systems. International sales
constituted 86% of net revenues for the three nwatided October 1, 2005 and 83% of net revenudbkddhree months ended September 25,
2004. International revenues include products sidgp overseas operations of US companies.

Gross margin

Change over

Three months ended prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
Equipment gross marg 32.(% 19.1% 12.9 pts 68%
Imaging gross margi 13.&% 7.7% 6.1 pts 7%
Total gross margi 31.2% 18.2% 12.9 pts 70%
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Cost of net revenues consists primarily otchased materials and costs attributable to contesefarch and development, and also includes
fabrication, assembly, test and installation ladnod overhead, customer-specific engineering casisanty costs, royalties, provisions for
inventory reserves and scrap.

Equipment margin for the three months endeilir 1, 2005 improved significantly due primatitylower manufacturing costs and a
higher average selling price for 200 Lean systérhs.flat panel manufacturing system recognizeddaenue in the three months ended
October 1, 2005 was originally shipped in 2003 eoitributed minimal gross profit. EQuipment marfgnthe three months ended
September 25, 2004 was adversely impacted by higharanticipated costs incurred during the rapadipction, installation and startup of the
initial production run of 200 Lean systems, by edsr scrap, rework and inventory obsolescencatedlprimarily to design changes on our
200 Lean disk manufacturing system, and by favergbting offered to our first 200 Lean customero$3 margins in the Equipment business
vary depending on a number of factors, includingdprct cost, system configuration and pricing, factdilization, and inventory provisions.
We expect the gross margin for the Equipment bgsit@improve in the fourth quarter of 2005 an2006.

Imaging margin improved in the three monthdezhOctober 1, 2005 due primarily to increased peodevenue, which carries a higher
gross margin than funded research and developmedto improved absorption of factory overhead.adjeect margins in the Imaging
business to decline in the fourth quarter of 2008 then show slow improvement in 2006. The antieigdow margin is the result of cost-
shared development programs.

Research and development

Change over
Three months endec prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
(in thousands, except percentages)
Research and development expe $ 3,891 $ 2,831 $ 1,06¢ 38%
% of net revenue 9.C% 8.1%

Research and development expense consistaryirof prototype materials, salaries and relatests of employees engaged in ongoing
research, design and development activities fde mianufacturing equipment and imaging products. iibheease in research and development
expense in the three months ended October 1, 2883 result of increased spending on both Equiparad Imaging projects and projected
provisions for employee profit sharing and bonunpl We expect research and development expetise fiourth quarter of 2005 and in 2006
to be higher than the current period due to ina@eéapending on both Equipment and Imaging projatsprovisions for employee profit
sharing and bonus plans.

Research and development expenses do notlienchists of $1.4 million and $2.0 million, respeely, for the three-month periods ended
October 1, 2005 and September 25, 2004 relatenagihg contract research and development. Thesnsgp are included in cost of net
revenues.

Selling, general and administrative

Change over
Three months endec prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
(in thousands, except percentages)
Selling, general and administrative expe $ 3,74¢ $ 2,31¢ $ 1,43( 62%
% of net revenue 8.€% 6.€%

Selling, general and administrative expensesists primarily of selling, marketing, customepgart, financial and management costs and
also includes production of customer samples, tréadility insurance, legal and professional see¢ and bad debt expense. Domestic sales
and international sales of disk manufacturing potslin the Far East, with the exception of Japemtypically made by Intevac’s direct sales
force, whereas sales in Japan of disk manufactyioducts and other products are typically madeunyJapanese distributor, Matsubo,
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who provides services such as sales, installatvansanty and customer support. We also have adiabgin Singapore to support customer
Southeast Asia. We plan to open field offices inn@hduring the fourth quarter of 2005 and in Thadaluring the first quarter of 2006.

The increase in selling, general and admatiste expense was primarily the result of increase®sts related to customer service and
support in the Equipment business and projectedigioms for employee profit sharing and bonus plaie expect selling, general and
administrative expense in the fourth quarter of228Ad in 2006 to be higher than the current petliselto increases in costs related to custc
service and support in the Equipment business emdgions for employee profit sharing and bonusipla

Interest expense

Change over

Three months ended prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
(in thousands, except percentage:
Interest expens $ (20 $ 4) $ 21 51%

Interest expense in both the three-month gerended October 1, 2005 and September 25, 20ft¢ddb a claim from the State of
California for a portion of income tax credits wiaimed in prior years. We had been recording atgugrestimate of the interest expense
related to the claim until the current quarter whtenfinal bill was received from the State anddbtial interest was recorded.

Interest income and other, net

Change over

Three months ended prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
(in thousands, except percentage:
Interest income and other, r $ 45¢ $ 264 $ 194 73%

Interest income and other, net in both 20052004 consisted primarily of interest and dividémtbme on investments and foreign curre
gains and losses. The increase in the three mentlesd October 1, 2005 was driven by higher inteegst on our investments and a foreign
currency gain.

Provision for income taxes

Change over

Three months ended prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
(in thousands, except percentage:
Provision for income taxe $ 15¢ $ 11t $ 43 37%

For the three-month period ended October @52&e accrued income tax using an effective téex ®82.5% of pretax income. Our tax rate
differs from the applicable statutory rates dugh®utilization of net operating loss carry-forwsughd deferred credits. We did not accrue a tax
provision for the three-month period ended Septer@be2004, as the profits for this period wereseffby net operating loss carry-forwards.
We did record, however, $115,000 of income tax espeduring the three-month period ended Septenth&(®4 related to a claim we
received from the California Franchise Tax Boanda@ortion of income tax credits we claimed iropgrears. Our $17.8 million deferred tax
asset is fully offset by a $17.8 million valuatiatiowance, resulting in a net deferred tax asseeod at October 1, 2005.
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Nine Months Ended October 1, 2005 and SeptemberZi®4.
Net revenues

Change over
Nine months endec prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
(in thousands, except percentages)
Equipment net revenu $78,39: $52,19: $26,20( 5%
Imaging net revenue 6,13¢ 7,03¢ (899 (13)%
Total net revenue $84,53( $59,22¢ $25,30: 43%

The increase in Equipment revenue was thdtrekhigher sales of disk sputtering systems,ghle of a flat panel manufacturing system
the sale of a flat panel equipment technology BeefThe decrease in Imaging revenues was the mdsuleduction in revenues from contract
research and development, partially offset by iaseel revenues from product shipments.

International sales increased by 75% to $68l6on for the nine months ended October 1, 20@®T $39.3 million for the nine months
ended September 25, 2004. The increase in intenatsales was due to increased shipments of digkesing systems and the sale of one flat
panel manufacturing system. International salestitoited 81% of net revenues for the nine montliedrOctober 1, 2005 and 66% of net
revenues for the nine months ended September 23, 20

Gross margin

Change over

Nine months ended prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
Equipment gross marg 31.2% 24.1% 6.5 pts 26%
Imaging gross margi 12.7% 10.€% 1.8 pts 17%
Total gross margi 29.8% 23.1% 6.7 pts 29%

Equipment gross margin for the nine monthsedrdctober 1, 2005 was favorably impacted by lowanufacturing costs and a higher
average selling price for 200 Lean systems.

The increase in Imaging margin was due prilpéoiimproved overhead absorption in the nine rmergnded October 1, 2005.
Research and developm

Change over

Nine months endec prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
(in thousands, except percentages)
Research and development expe $10,43: $ 8,97- $ 1,468 16%
% of net revenue 12.2% 15.1%

The increase in research and development eggarthe nine months October 1, 2005 was primé#ngyresult of a $1.2 million increase in
spending on Imaging projects related to the devetog of sensors and cameras for night-vision sys&md near infrared commercial
applications.

Research and development expenses do notlnchists of $4.2 million or $5.3 million, respeetiy, for the nine-month periods ended
October 1, 2005 and September 25, 2004 relatenagihg contract research and development. Thesnsgp are included in cost of net
revenues.
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Selling, general and administrative

Change over
Nine months ended prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
(in thousands, except percentages)
Selling, general and administrative expe $ 9,67¢ $ 6,70¢ $ 2,96¢ 44%
% of net revenue 11.4% 11.2%

The increase in selling, general and admatis& expense for the nine months ending Octob20@5 was primarily the result of increased
costs related to customer service and supporgifEtiuipment business, additional headcount antetexpenses in marketing and business
development for the Equipment Business, and ineckassts related to the 2004 audit of our intecoatrols.

Interest expense

Change over

Nine months ended prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
(in thousands, except percentages)
Interest expens $ 12 $ (593 $ 65 n/e

Interest expense in the nine months endedb@ctb, 2005, included $26,000 related to a clammfthe State of California for a portion of
income tax credits we claimed in prior years a38,000 refund of interest we had paid in 2002 20@4 related to a sales and use tax audit
by the State of California Board of EqualizatioBQOE"). We executed a settlement agreement witiBtB& for a reduction in the amount of
tax and interest we owed compared to what we hadqusly paid in response to the audit. Interepe@se in the nine months ended
September 25, 2004 included interest payable oranvertible notes that were paid off in March 2@ddl interest expense related to a claim
from the State of California for a portion of incertax credits we claimed in prior years.

Interest income and other, net

Change over

Nine months ended prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
(in thousands, except percentages)
Interest income and other, r $ 1,28( $ 81¢ $ 464 57%

Interest income and other, net in both 200%6 2004 consisted primarily of interest and dividémtbme on investments. The increase in the
nine months ended October 1, 2005 was driven biyeignterest rates on our investments and a highenage invested balance.

Provision for income taxes

Change over

Nine months ended prior period
Oct. 1, Sept. 25,
2005 2004 Amount %
(in thousands, except percentage:
Provision for income taxe $ 16€ $ 10: $ 65 63%

Income tax expense for the nine months en@ictpber 1, 2005 consists of a 2.5% provision orpnetiax income, minimum Franchise Tax
payment of $2,400 to the State of California ai&¥ #00 accrual related to a claim we received ftloenCalifornia Franchise Tax Board. We
did not accrue a tax benefit for the nine-monthqueended September 25, 2004 due to the inabditgalize additional refunds from loss carry-
backs. The $103,000 tax provision in 2004 consists$12,000 credit related to a revised estimb2063 taxes owed by our Singapore
subsidiary and a $115,000 accrual related to ancheé received from the California Franchise TaxBoa
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Liquidity and Capital Resources

Our operating activities used cash of $4.4ionilduring the nine months ended October 1, 200&. cash used was due primarily to
increases in accounts receivable of $28.3 milliod i inventory of $17.3 million, partially offsby our net profit and increases in customer
advances of $21.8 million and in accounts payab#3d million. In the nine months ended Septenifer2004, our operating activities used
cash of $11.7 million due primarily to the net lassurred, increases in inventory and reductiorsdcounts payable and customer advances,
partially offset by decreases in accounts receesabl increases in other accrued liabilities.

Our investing activities used cash of $11.Rioni in the nine months ended October 1, 2005 ghiraarily to the net purchase of
investments. Investing activities in the nine menehded September 25, 2004 used cash of $33.8mmillie primarily to the net purchase of
investments.

Our financing activities provided cash of $tillion in the nine months ended October 1, 209% aesult of the sale of our common stoc
our employees through our employee benefit plantheé nine months ended September 25, 2004, camding activities provided cash of
$41.6 million due primarily to a public offering otir common stock, for which we received $41.6iomll We also sold our common stock to
our employees through our employee benefit plaresrétired the remaining $1.0 million of our conyde notes during the nine months ended
September 25, 2004.

At October 1, 2005, we had $4.0 million offta®id cash equivalents and $41.4 million of shematinvestments. We expect our combined
cash and investment balances to increase in ththfquarter of 2005. We intend to undertake appnately $7 to $9 million in capital
expenditures over the next twelve months.

We have incurred operating losses each yaae 91998 and cannot predict with certainty whenwillereturn to operating profitability on an
ongoing annual basis. However, based upon ourmuorglook we expect to be profitable on a consd#d basis in fiscal 2005.
Contractual Obligations

In the normal course of business, we entervatious contractual obligations that will be ksgttin cash. These obligations consist primarily
of operating lease and purchase obligations. Theard future cash flows required to meet thesigatidns as of October 1, 2005 are shown
in the table below.

Payments due by perioc

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

(in thousands)
Operating lease obligatiol $13,98t¢ $ 3,52- $ 4,11¢ $ 3,40: $ 2,94:
Purchase obligatior 15,91¢ 15,91¢ — — —
Total $ 29,90 $19,44( $ 4,11¢ $ 3,40: $ 2,94:

Certain Factors Which May Affect Future Operating Results
Our operating results fluctuate significantly fromuarter to quarter, which may cause the price ofr@tock to decline.

Over the last 11 quarters, our revenues parteiuhave fluctuated between $43.5 million and $dillion. Over the same period our
operating income as a percentage of revenuesuadted between approximately 14% and (90%) cfmaes. We anticipate that our
revenues and operating margins will continue tottlate. We expect this fluctuation to continuedosrariety of reasons, including:
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. delays or problems in the introduction and acceggtanf our new products, or delivery of existing quots;

. changes in the demand, due to seasonality ard fatttors, for the computer systems, storage stdss and consumer electronics
containing disks our customers produce with outesys; anc

. announcements of new products, services or techivalloinnovations by us or our competitc

Additionally, because our systems are pricetthé millions of dollars and we sell a relativelyall number of systems, our business is
inherently subject to fluctuations in revenue frqoarter to quarter due to factors such as timingrdérs, acceptance of new systems by our
customers or cancellation of those orders. For @@nguarterly revenues in our Equipment businkssifated between $8.3 million and
$41.5 million in the last four quarters. As a réswie believe that quarter-to-quarter comparisdrsuo revenues and operating results may not
be meaningful and that these comparisons may nahlzecurate indicator of our future performanaer. @erating results in one or more
future quarters may fail to meet the expectatidrisvestment research analysts or investors, wbathd cause an immediate and significant
decline in the trading price of our common shares.

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

Historically, a significant portion of our rerue in any particular period has been attributeb&ales of our magnetic media sputtering
systems to a limited number of customers. In 2@&&gate accounted for $43.4 million, or 62% ofrewenue; and Matsubo accounted for !
million, or 11% of our revenue. Orders from a nelelly limited number of magnetic disk manufacturkase accounted for, and likely will
continue to account for, a substantial portionwf@venues. The loss of, or delays in purchasin@by one of our large customers would
significantly reduce potential future revenues. €hacentration of our customer base may enabl®ess to demand pricing and other terms
unfavorable to us. Furthermore, the concentratiaustomers can lead to extreme variability in reweand financial results from period to
period. For example, during 2004 revenues rangeddssn $6.4 million in the first quarter and $35.0lion in the third quarter. These factors
could have a material adverse effect on our busjrfegncial condition and results of operations.

The majority of our future revenue is dependent aew products. If these new products are not suc@gsshen our results of operations
will be adversely affected.

We have invested heavily, and continue toshvie the development of new products. Our sucitedsveloping and selling new products
depends upon a variety of factors, including oulitglio predict future customer requirements aately, technological advances, total cost of
ownership of our systems, our introduction of neadoicts on schedule, our ability to manufacturesystems cost-effectively and the
performance of our systems in the field. Our neadprct decisions and development commitments muitigate continuously evolving
industry requirements significantly in advance ales.

For example, the majority of our revenueshim iine months ended October 1, 2005 were froma$adar 200 Lean magnetic media
sputtering system, which was first delivered in 8&aber 2003. Advanced vacuum manufacturing equipnsech as the 200 Lean, is subject to
extensive customer acceptance tests after ingtailat the customer’s factory. These acceptands &e designed to validate reliable operation
to specification in areas such as throughput, viaclawel, robotics, process performance and softfeatires and functionality. These tests are
generally more comprehensive for new systems, fillamature systems, and are designed to highligtilpms encountered with early
versions of the equipment. Initial builds of thed2G2an experienced high production and warrantysdoscomparison to our more established
product lines. Failure to promptly address anyhefproblems uncovered in these tests could haverseleffects on our business, including
rescheduling of backlog, failure to achieve custoateeptance and therefore revenue recognitiontaspated, unanticipated product, rework
and warranty costs, penalties for non-performacaecellation of orders, or return of products fadit.

We are making a substantial investment to ldgva new manufacturing system to address apmicatbther than magnetic media
manufacturing. We are in the concept and feasjtsliage for this new product. We have not
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yet completed a fully working prototype, and do erpect to generate any revenue from this produttté next twelve months. We spi
$975,000, or 8.4% of our research development cekited to the development of this new produ@df4 and expect to significantly increase
our level of spending on this project in 2005. &alto correctly assess the size of the market successfully develop a product to cost
effectively address the market, or to establisbaife sales and support of the new product woalcta material adverse effect on our future
revenues and profits, including loss of the Compmentire investment in the project.

Our LIVAR target identification and low lighkevel camera technologies are designed to offevifségntly improved capability to military
customers. We are also developing commercial ptschased on the technology we have developed ilmwaging business. None of our
Imaging products is currently being manufacturetigh volume, and we may encounter unforeseercdiffes when we commence volume
production of these products. Our Imaging busingisequire substantial further investment in saged marketing, in product development
and in additional production facilities in orderewpand our operations. We cannot assure you thatilvsucceed in these activities or gene
significant sales of these new products. To datmmercial sales of our commercial Imaging prodhetge not been significant and we do not
expect to collect significant revenues in 2005 frdeployment of LIVAR or our other Imaging produdtailure of any of these products to
perform as intended, to penetrate their marketsdawdlop into profitable product lines or to aclei¢kieir production cost objectives, would
have a material adverse effect on our business.

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

Our Equipment business sells equipment tat@kiptensive industries, which sell commodity pwots such as disk drives. When demant
these commodity products exceeds capacity, demamnkefv capital equipment such as ours tends toripdified. Conversely, when supply of
these commaodity products exceeds demand, the defoandw capital equipment such as ours tends tbelpeessed. The hard disk drive
industry has historically been subject to multityegcles because of the long lead times and higtsdovolved in adding capacity, and to
seasonal cycles driven by consumer purchasingrpattehich tend to be heaviest in the third andtfoquarters of each year.

The cyclical nature of the capital equipmeraiListry means that in some years we will have uallyshigh sales of new systems, and that in
other years our sales of new systems will be s@vdepressed. The timing, length and volatilitytteése cycles are difficult to predict. These
cycles have affected the timing and amounts ofcostomers’ capital equipment purchases and invegtie new technology. For example,
sales of systems for magnetic disk production wgererely depressed from the middle of 1998 until-2003. In addition, our disk
manufacturing customers are generally more serditithe cyclical nature of the hard disk driveusialy, because many of their customers
have internal magnetic disk manufacturing operatiamd will cut back their purchases of disks framsime suppliers first in an industry
downturn. If we fail to anticipate or respond guycto the industry business cycle, it could haveaterial adverse effect on our business.

If the projected growth in demand for hard disk deis does not materialize and our customers do egiaice or upgrade their installed be
of disk sputtering systems, then future sales of disk sputtering systems will suffer.

From the middle of 1998 until mid-2003, theras very little demand for new disk sputtering sys$, as magnetic disk manufacturers were
burdened with over-capacity and were not invesiingew disk sputtering equipment. By 2003, howewgercapacity had diminished, three
our customers announced plans for major capacpgresions, and we shipped our first next gener@&@ihLean system. Since then, sales of
our 200 Lean have increased.

Sales of our equipment for capacity expansaesependent on the capacity expansion plangrafustomers and upon whether our
customers select our equipment for their capacipaesions. We have no control over our customeqzaesion plans, and we cannot assure
you that they will select our equipment if theyal@and their capacity. Our customers may not implgroapacity expansion plans, or we r
fail to win orders for equipment
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for those capacity expansions, which could haveagerial adverse effect on our business and ouratipgrresults. In addition, some
manufacturers may choose to purchase used systemother manufacturers or customers rather thachpsing new systems from us.
Furthermore, if hard disk drives were to be repilog an alternative technology as a primary metbfadigital storage, demand for our
products would decrease.

Sales of our new 200 Lean disk sputteringesyistare also dependent on obsolescence and replaicehthe installed base of disk
sputtering equipment. If technological advancemargsdeveloped that extend the useful life of tistailled base of systems, then sales of our
200 Lean will be limited to the capacity expansn@eds of our customers, which would have a matada¢rse effect on our operating results.

We have a recent history of significant losses andy not regain annual profitability on a sustaindabsis. If we do not establish sustained
profitable operations in the future, then our shagrice is likely to decline.

The majority of our revenues and gross piddite historically been derived from sales of diskttering equipment. Sales of our disk
sputtering equipment were severely depressed fnrenmiddle of 1998 until mid-2003. Also, our Imagimgsiness has yet to earn an annual
profit. We have experienced an operating loss ah e the last five fiscal years. Our operatingslos2004 was $5.2 million, and as of
December 31, 2004, we had an accumulated defi§i26f7 million. To regain and sustain annual padsiity, we will need to increase gross
margins and generate and sustain substantiallyehiglvenue while maintaining reasonable cost apémse levels. Based on our current
outlook, we expect to be profitable on a consoéiddiasis in fiscal 2005. But we cannot predict wihtainty when we will return to operating
profitability on a sustained annual basis. If wiétfaattain sustained profitability within the terframe expected by securities analysts or
investors, then the market price of our commonistaid likely decline.

Recently enacted and proposed changes in securiies and regulations will increase our costs.

The Sarbanes-Oxley Act of 2002 has requirehghs in some of our corporate governance, seesudisclosure and/or compliance
practices. As part of the Act’s requirements, teewBities and Exchange Commission has promulgagedrales on a variety of subjects, in
addition to other rule proposals, and the NASDAQc&tMarket has enacted new corporate governanagglisequirements. These
developments have and will continue to increaseacuounting and legal compliance costs, and cdatlexpose us to additional liability.

Costs of compliance were significantly largeR004 than originally anticipated, and costsafpliance in future periods may continue to
be unpredictable, which could have an adverse teffeour financial results. In addition, we werahble to complete the efforts required in
order to comply with Section 404 in a timely manime2004, which impacted our ability to make a tiynidling of our Report on Form 10-K.
There can be no guarantee that we will not fac@ainssues in future filings.

In addition, such developments may make reterand recruitment of qualified persons to semeor board of directors or executive
management more difficult. We continue to evalwate monitor regulatory and legislative developmamis cannot reliably estimate the
timing or magnitude of all costs we may incur assult of the Act or other related legislation egulation.

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

The systems we manufacture and sell in ouifgBgent business have a large number of componedtare highly complex, which require
us to make substantial investments in researcldanelopment. If we were to fail to develop, mantidae and market new systems or to
enhance existing systems, that failure would hawvadverse effect on our business. We may experigeless and technical and manufacturing
difficulties in future introduction, volume prodimh and acceptance of new systems or enhancenhetddition, some of the systems that we
manufacture must be customized to meet individustamer site or operating requirements. In somescage market and commit to deliver
new systems, modules and components with advaeegdrés and capabilities that we are still in theeess of designing. We have limited
manufacturing capacity and engineering resourcds an
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may be unable to complete the development, manutaeind shipment of these products, or to meatetipagired technical specifications for
these products, in a timely manner. Failure tovaelthese products on time, or failure to deliverducts that perform to all contractually
committed specifications, could have adverse effentour business, including rescheduling of bagHKiailure to achieve customer acceptance
and therefore revenue recognition as anticipatednticipated rework and warranty costs, penalbesdnperformance, cancellation of orde

or return of products for credit. In addition, waynncur substantial unanticipated costs earlypnaaluct’s life cycle, such as increased
engineering, manufacturing, installation and supposts, that we may be unable to pass on to ts®mer and that may affect our gross
margins. Sometimes we work closely with our custame develop new features and products. In coioreutith these transactions, we
sometimes offer a period of exclusivity to thesstomers. Any of these factors could have a matadaérse effect on our business.

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

The sales cycle for our equipment systemsbheaa year or longer, involving individuals from rgatfifferent areas of our company and
numerous product presentations and demonstratiwreuf prospective customers. Our sales procedbése systems also includes the
production of samples and customization of prodfmteur prospective customers. We do not enter limgterm contracts with our custom:
and therefore until an order is actually submitigda customer there is no binding commitment tapase our systems.

Our Imaging business is also subject to lalgsscycles because many of our products, suchrdd\@AR system, often must be designed
into our customers products, which are often comptate-of-the-art products. These developmentksyate often multi-year and our sales are
contingent on our customer successfully integravimgproduct into their product, completing devetegmt of their product and then obtaining
production orders for their product.

As a result, we may not recognize revenue fooimproducts for extended periods of time aftetharee completed development, and made
initial shipments of, our products, during whicimé we may expend substantial funds and manageimenand effort with no assurance that a
sale will result.

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

In the market for our disk sputtering systems have experienced competition from competitachsas Anelva Corporation, which is a
subsidiary of Canon, and Unaxis Holdings, Ltd, eafcivhich has sold substantial numbers of systewrddwide. Up to 1998, we also
experienced competition from Ulvac Technologies, In the market for our Imaging products, we eigrere competition from companies
such as ITT Industries, Inc. and Northrop Grummanp@ration, the primary U.S. manufacturers of Gatien-lll night vision devices and
their derivative products. Our competitors havessaititially greater financial, technical, marketinganufacturing and other resources than we
do. We cannot assure you that our competitorsnetildevelop enhancements to, or future generatirecompetitive products that offer
superior price or performance features. Likewise cannot assure you that new competitors will ntereour markets and develop such
enhanced products. Accordingly, competition for customers is intense, and our competitors haverftally offered substantial pricing
concessions and incentives to attract our custooreetain their existing customers.

Our Imaging business depends heavily on governmeamttracts, which are subject to immediate termiratiand are funded in increment
The termination of or failure to fund one or morefdhese contracts could have a negative impact am operations.

We sell many of our Imaging products and sswvidirectly to the U.S. government, as well grtme contractors for various U.S.
government programs. In 2002, 2003 and 2004, 1&% &nd 12%, respectively of our consolidated reesrnere derived from government
contracts. Generally, government contracts areestibp oversight audits by government represer@atand contain provisions permitting
termination, in whole or in part, without prior ic# at the government’s convenience upon the payofeaompensation only for work done
and commitments made at the time of termination.caAfenot assure you that one or more of the goverhoumtracts
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under which we or our customers operate will notdsminated under these circumstances. Also, weateassure you that we or our custon
would be able to procure new government contractsfset the revenues lost as a result of any teatiun of existing contracts, nor can we
assure you that we or our customers will contirmueetnain in good standing as federal contractdne. [®ss of one or more government
contracts by us or our customers could have a mbhggtverse effect on our operating results.

Furthermore, the funding of multi-year goveemhprograms is subject to congressional appropnisitand there is no guarantee that the
U.S. government will make further appropriationeeToss of funding for a government program woekbit in a loss of anticipated future
revenues attributable to that program. That coutddase our overall costs of doing business and hawaterial adverse effect on our opera
results.

In addition, sales to the U.S. governmentigdrime contractors may be affected by changgsdourement policies, budget considerat
and political developments in the United Statealooad. The influence of any of these factors, tvkiee beyond our control, could also
negatively impact our financial condition. We afeay experience problems associated with advancadraderequired by the government
which may result in unforeseen technological diffies and cost overruns. Failure to overcome tedenological difficulties and the
occurrence of cost overruns would have a matediegise effect on our business.

We may not be successful in maintaining and obtaigithe necessary export licenses to conduct operatiabroad, and the United States
government may prevent proposed sales to foreigstamers.

Many of our Imaging products require expasetises from United States Government agencies timel&xport Administration Act, the
Trading with the Enemy Act of 1917, the Arms Exphct of 1976 and the International Trading in ArRegulations (“ITAR”). We can give
no assurance that we will be successful in obtgiaihthe licenses necessary to export our prodi&sgsort to countries which are not
considered by the United States Government tolles @ also likely to be prohibited. This limitset potential market for our products. Failure
to obtain, or delays in obtaining, or revocatiorpodviously issued licenses would prevent us fretting) our products outside the United
States, may subject us to fines or other penahied would have a material adverse effect on osinless, financial condition and results of
operations.

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

Our customers must make extremely large dagitgenditures in order to purchase our systemsémet related equipment and facilities.
These costs are far in excess of the cost of atesys alone. The magnitude of such capital expemeditrequires that our customers have
access to large amounts of capital and that theyilbeg to invest that capital over long periodistione to be able to purchase our equipment.
The magnetic disk manufacturing industry has nadergignificant additions to its production capacityil recently. Some of our potential
customers may not be willing or able to make thgmitade of capital investment required, especidilying a downturn in either the overall
economy or the hard disk drive industry.

Our stock price is volatile.

The market price and trading volume of our own stock has been subject to significant volgtiliind this trend may continue. Over the
past 12 months, the closing price of our commoaokstas traded on The Nasdag National Market, fiatetd from a low of $5.01 to a high of
$14.94 per share. The value of our common stockdealine regardless of our operating performangaespects. Factors affecting our
market price include:

. our perceived prospect
. variations in our operating results and whethemalgeve our key business targe

. sales or purchases of large blocks of our st
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. changes in, or our failure to meet, our revenueesardings estimate

. changes in securities analy buy or sell recommendatior

. differences between our reported results and tergected by investors and securities anal

. announcements of new contracts, products or teofjiual innovations by us or our competitc

. market reaction to any acquisitions, joint ventuestrategic 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 comdisi in the United States and other major regionghich we do busines

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

Our future success depends on international saleslahe management of global operations

International sales accounted for 68% of tmakenues in 2004 and 81% of our revenues duriagite months ended October 1, 2005. We
currently have a customer support office in Singa@md are in the process of opening customer stupfiices in China and Japan. We expect
that international sales will continue to accowntd significant portion of our total revenue irute years. We market to customers located in
the Far East in countries such as China, Japargyléial, Singapore and Taiwan. We are subject towarchallenges related to the management
of global operations, and international sales algext to risks including, but not limited to rega economic and political conditions,
challenges in staffing and managing foreign operati changes in currency controls, potentially eskvéax consequences, difference in
enforcement of intellectual property rights andfliation in interest and currency exchange ratey.# these factors could have a material
adverse effect on our business and operating gsesult

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

Changes in existing accounting or taxatioesur practices, new accounting pronouncementsxation rules, or varying interpretations of
current accounting pronouncements or taxation ecbuld have a significant adverse effect onreaults of operations or the manner in
which we conduct our business. Further, such ctsogeld potentially affect our reporting of trantéaes completed before such changes are
effective. For example, in December 2004, the RifedrAccounting Standards Board (“FASB”) enactedt&ment of Financial Accounting
Standards 123—Revised 2004 (“SFAS 123R “Share-Based Paymentyhich replaces Statement of Financial Accountiren8ards
No. 123 “SFAS 123"),“Accounting for Stock-Based Compensatioarid supersedes APB Opinion No. 25 (“APB 25A¢counting for Stock
Issued to Employe¢’ SFAS 123R requires the measurement of all sharedjzeyments to employees, including grants of epgastock
options, using a fair-valubased method and the recording of such compensatigense in our statements of income. We interaditpt SFA!
123R in the first quarter of fiscal year 2006. Tine forma disclosures, previously permitted undeAS 123 and adopted by Intevac, no longer
will be an alternative to financial statement regitign. Although we have not yet
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determined whether the adoption of SFAS 123R wglit in amounts that are similar to the currentfprma disclosures under SFAS 123, we
expect the adoption to increase our cost of reveaund operating expenses, and the adoption of 28R could make our net income less
predictable in any given reporting period, couldmye the way we compensate our employees, or meg cagher changes in the way we
conduct our business.

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

Pursuant to Section 404 of the Sarbanes-Ox&tyf 2002 (Section 404), we are required to fsinng report by our management on our
internal control over financial reporting. Suchegpcontains, among other matters, an assessméme effectiveness of our internal control
over financial reporting as of the end of our flsgzar, including a statement as to whether orootinternal control over financial reporting is
effective. This assessment must include disclostieany material weaknesses in our internal cortvelr financial reporting identified by
management. The report must also contain a statdimetrour auditors have issued an attestationrt@pomanagement’s assessment of our
internal controls.

The Committee of Sponsoring OrganizationdefTreadway Commission (COSO) provides a framevi@rkompanies to assess and
improve their internal control systems. Auditingu&dard No. 2 provides the professional