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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 29, 200

or

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission file number 0-26946

INTEVAC, INC.

(Exact name of registrant as specified in its cagrt

Delaware 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, including 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 thexpding 12 months (or for such shorter period ttategistrant
was required to file such reports), and (2) haslsedbject to such filing requirements for the @stays. Yesv

No O

Indicate by check mark whether the registrantlezge accelerated filer, an accelerated filer, or a
non-accelerated filer. See definition of “acceledsdfiler and large accelerated filer” in Rule 12bf2he Exchange
Act. (Check one):

Large accelerated filerd Accelerated filer 4 Non-accelerated filerd

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

APPLICABLE ONLY TO CORPORATE ISSUERS:

On November 2, 2007, 21, 574,832 shares of thesRagt's Common Stock, $0.001 par value, were
outstanding.
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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements
INTEVAC, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

September 2¢ December 31

2007 2006
(Unaudited)
(In thousands)
ASSETS
Current asset:
Cash and cash equivalel $ 34,410 $ 39,44(
Short term investmen 98,49( 55,59t
Trade and other accounts receivable, net of alloesof $67 and $143 at
September 29, 2007 and December 31, : 18,55: 39,92%
Inventories 16,39¢ 37,94
Prepaid expenses and other current a: 2,09¢ 2,50¢
Deferred tax asse 4,10( 3,26¢
Total current asse 174,04¢ 178,67¢
Property, plant and equipment, | 14,92¢ 13,54¢
Long term investment 14,00( 8,00(
Investment in 601 California Avenue LL 2,431 2,431
Goodwill 5,43¢ —
Other intangible assets, net of amortization of# 227 —
Deferred income taxes and other long term as 3,32¢ 3,341
Total asset $ 214,390 $ 206,00:

LIABILITIES AND SHAREHOLDERS ' EQUITY
Current liabilities:

Notes payabls $ 1,96¢ $ —
Accounts payabl 5,46¢ 15,99«
Accrued payroll and related liabiliti¢ 9,23¢ 11,76¢
Other accrued liabilitie 5,86¢ 6,612
Customer advance 6,017 26,24
Total current liabilities 28,55¢ 60,61¢
Other lon¢-term liabilities 622 1,07t
Long-term notes payabl 1,87¢ —
Shareholder equity:
Common stock and capital in excess of par v 103,08! 99,46¢
Additional paid in capita 12,88( 7,31¢
Accumulated other comprehensive incc 44¢€ 354
Retained earning 66,93( 37,16¢
Total shareholde’ equity 183,34: 144,31(
Total liabilities and sharehold¢ equity $ 214,390 $ 206,00:

Note: Amounts as of December 31, 2006 are deffraed the December 31, 2006 audited consolidatezhfiral
statements.

See accompanying notes.
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INTEVAC, INC.

CONDENSED CONSOLIDATED STATEMENTS OF INCOME
AND COMPREHENSIVE INCOME

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

Other comprehensive income, net of income ta
Foreign currency translation adjustme

Total comprehensive incon

Basic income per shar

Net income

Shares used in per share amol
Diluted income per shar.

Net income

Shares used in per share amol

Three Months Ended Nine Months Ended

Sept. 29, Sept. 30, Sept. 29, Sept. 30,
2007 2006 2007 2006
(Unaudited)

(In thousands, except per share amount:

$46,08:  $52,08¢ $189,27¢ $157,00¢
4,522 2,74C 9,80¢ 6,98¢
50,60¢ 54,82¢ 199,08: 163,99:
23,18 29,75¢  105,12( 96,93¢
2,42¢ 1,67¢ 5,31¢ 4,53¢
381 121 424 67€
25,98¢ 31,54¢ 110,85¢ 102,14:
24,61t 23,28( 88,22« 61,84¢
9,431 8,571 31,27% 20,42:
7,062 5,56¢ 22,41« 15,68
16,49¢ 14,13¢ 53,69 36,10¢
8,11¢ 9,14¢ 34,53 25,74:
1,79i 1,118 4,65¢ 2,44(
9,91: 10,255 39,18¢ 28,18:
1,54¢ 1,244 9,42; 2,82¢

$ 8,36« $ 9,018 29,76 25,355
82 (6) 92 57

$ 8,44¢ $ 9,007 $ 2985! $ 2541«
$ 03¢ $ 04 $ 13 $ 1.21
21,51¢ 21,08: 21,40¢ 20,961
$ 03 $ 041 $ 13¢ $ 1.1¢€
22,13( 21,89¢ 22,15t 21,88¢

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

Nine Months Ended

Sept. 29, Sept. 30,
2007 2006
(Unaudited)

(In thousands)

Operating activities

Net income $ 29,761 $ 25,35]
Adjustments to reconcile net income to net cashcasth equivalents used in operating
activities:
Depreciation and amortizatic 3,24z 1,881
Inventory provision: 424 67€
Equity-based compensatic 4,60¢ 2,11¢
Loss on disposal of equipme — 30
Changes in operating assets and liabili 7,531 12,311
Total adjustment 15,811 17,017
Net cash and cash equivalents provided by operattigities 45,57: 42,37¢
Investing activities
Purchases of investmer (111,57) (135,279
Proceeds from maturities of investme 62,70( 89,92¢
Acquisition of DeltaNu LLC, net of cash acquir (5,809
Purchases of leasehold improvements and equip (4,36€) (5,467)
Net cash and cash equivalents used in investirgtaet (59,040 (50,817
Financing activities
Net proceeds from issuance of common s 3,591 3,02¢
Issuance of notes payal 3,845 —
Tax benefit from equit-based compensatic 952 —
Net cash and cash equivalents provided by finanaatiyities 8,381 3,02¢
Effect of exchange rate changes on ¢ 53 45
Net decrease in cash and cash equiva (5,02¢) (5,365)
Cash and cash equivalents at beginning of p¢ 39,44( 15,25t
Cash and cash equivalents at end of pe $ 34,41: $ 9,89
Supplemental Schedule of Cash Flow Informatiol
Cash paid for
Income taxe: $ 804 $ 4,22

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

1. Business Activities and Basis of Presentatic

We are the world’s leading provider of disk spufttgrequipment to manufacturers of magnetic medésl urs
hard disk drives and a developer and provideradileg technology for extreme low light imaging senss cameras
and systems. We operate two businesses: Equipménireaging.

Our Equipment business designs, manufactures, msaake services high-productivity manufacturingieyss.
We are the leading supplier of capital equipmerta the sputtering, or deposition, of highly evegired thirfiims
of material onto magnetic disks, which are useldard disk drives. Hard disk drives are the pringtorage mediur
for digital data and function by storing data ongmetic disks. These disks are created in a sopaist
manufacturing process involving a variety of stépsluding plating, annealing, polishing, texturjrsputtering and
lubrication. We are developing products for semdrartor manufacturing. In July 2007 we announcedneuw
“Lean Etch” semiconductor manufacturing systemtfier dielectric etch market.

Our Imaging business develops, manufactures anlletsdeading-edge, high-sensitivity imaging produand
miniature Raman instruments. We provide sensomecas and systems for military applications suchigist
vision and long-range target identification andprevide cameras and Raman spectrometers to thetiay
physical science and life science markets.

Most of our revenue is derived from our Equipmeaugibess, and we expect that the majority of ouemeres
for at least the next several years will contimuéé derived from our Equipment business.

The financial information at September 29, 2007 famdhe three- and nineronth periods ended September
2007 and September 30, 2006 is unaudited, butdeslall adjustments (consisting only of normal reng
accruals) that we consider necessary for a faggmition of the financial information set forthrdia, in accordanc
with accounting principles generally accepted i thmited States of America (“U.S. GAAP”) for interifinancial
information, the instructions to Form 10-Q and &lgi10 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 faegiitereto included in our Annual Report on Fofi¥Kifor the
fiscal year ended December 31, 2006.

The preparation of financial statements in confeymiith U.S. GAAP requires management to make ests
and assumptions that affect the reported amourdss#ts 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 29, 2007 are not considered indécatithe
results to be expected for any future period otlierentire year.

“Intevac®,” “LIVAR ® " “D-STAR ®,” “Lean EtchT™M” 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 agaitsihtial
losses when appropriate.

3. New Accounting Pronouncement:

In February 2007, the FASB issued Statement ofrfgilah Accounting Standards No. 159, “The Fair Value
Option for Financial Assets and Financial Liabd#i— Including an amendment of FASB Statement
No. 11%" (*SFAS 159”). SFAS 159 permits entities to chodseneasure many financial instruments and certain
other items
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

at fair value. The fair value option established3BAS 159 permits all entities to choose to measligéble items a
fair value at specified election dates and reporealized gains and losses on items for which airevhlue option
has been elected in earnings at each subsequentingplate. SFAS 159 is effective for fiscal yebeginning after
November 15, 2007. We are currently evaluatingripgact of adopting this standau

In September 2006, the FASB issued SFAS No. 1540y Value Measurements”. SFAS 157 defines fair @alu
establishes a framework for measuring fair valne, expands disclosures about fair value measuramenée
statement is effective for financial statementaeéssfor fiscal years beginning after November &7, and interim
periods within that fiscal year. We are currenthaleating the impact of adopting SFAS 157.

In May 2005, the FASB issued SFAS No. 154, “AccaugtChanges and Error Corrections — a Replacement
of APB Opinion No. 20 and FASB Statement No. 3"ASF154), which requires retrospective applicatimptior
periods’ financial statements of voluntary chanigesccounting principle unless it is impracticatiedo so.

SFAS 154 is effective for accounting changes amtections of errors beginning in fiscal 2007. Thrpiementatior
of this standard did not have a material effecbonfinancial position or results of operations.

4. Inventories

Inventories are priced using average actual castieh approximate cost under the first-in, ficgtt method an
are stated at the lower of cost or market. Invéasoronsist of the following:

September 2¢ December 31
2007 2006
(In thousands)
Raw materials $ 11,938 $ 19,90¢
Work-in-progress 3,85¢ 12,27:
Finished good 601 5,76¢

$ 16,39+ § 37,94

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 %&.6 million and $9.1 million at September 2802 anc
December 31, 2006, respectively. Each quarter,naé/ae our inventory (raw materials, work-in-proggend
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 inveatowith 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




Table of Contents

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

The following table displays the activity in thezemtory provision account for the nine-month pesietiding
September 29, 2007 and September 30, 2006:

Nine Months Ended
September 2¢ September 3C

2007 2006
(In thousands)

Beginning balanc $ 9,12¢ $ 10,98¢
New provisions in cost of sal 424 67¢€
New provisions for refurbishment of consigned prcid 89 7
Disposals of inventor (2,070 (2,879
Miscellaneous adjustmer 78 (42
Ending balanc $ 764¢ % 8,75¢

5. Stock-Based Compensatiot

At September 29, 2007, we had stock-based awatdtaading under the 2004 Equity Incentive Plan (the
“2004 Plan”) and the 2003 Employee Stock Purchéae he “ESPP”). Our shareholders approved bothede
plans.

The 2004 Plan permits the grant of incentive or-statutory stock options, restricted stock, stgofraciation
rights, performance units and performance sharp8o@®price, vesting period, and other terms aterdeined by
the administrator of the 2004 Plan, but the optidoe shall generally not be less than 100% ofaliremarket value
per share on the date of the grant. Options gramedr the 2004 Plan are exercisable upon vestidyest over
periods of up to 5 years. Options currently expiodater than ten years from the date of grantiriguthe nine
months ended September 29, 2007, we granted 618t68K options with an estimated total grant-datevalue of
$6.3 million. Of this amount, we estimated that $heck-based compensation for the awards not expectvest
was $1.4 million.

The ESPP provides that eligible employees may @mslour common stock through payroll deductiorss at
price equal to 85% of the lower of the fair markafue at the beginning of the applicable offerimgipd or at the
end of each applicable purchase period. Offeringpgs are generally two years in length, and cémdia series of
six-month purchase intervals. Eligible employeey joa the ESPP at the beginning of any six-monitcpase
interval. During the nine months ended SeptembePQ07, we granted purchase rights with an estidniaizl
grant-date value of $2.0 million.
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

Compensation Expense

The effect of recording stock-based compensatiothi®three- and nine-month periods ended Septegther
2007 and September 30, 2006 was as follows:

Nine Months
Three Months Ended Ended
Sept 29 Sept 30 Sept 29, Sept 30
2007 2006 2007 2006
Stocl-based compensation by type of aw:
Stock options $1,671 $ 791 $3,991 $1,687
Employee stock purchase pl 191 14¢ 61¢ 432
Amounts capitalized as inventa (32 (61) (10%) (85)
Total stocl-based compensation expel 1,83¢ 87¢ 4,50¢ 2,03¢
Tax effect on stoc-based compensation expel (28E) (106) (1,081 (203)
Net effect on net incom $1,55] $ 772 $3,42¢ $1,831
Effect on earnings per sha
Basic $ 0.07 $00£ $ 0.1¢€ $ 0.0¢
Diluted $ 0.07 $0.0/ $ 0.1t $ 0.0¢

Valuation Assumptions

The fair value of share-based payment awardsimatd at the grant date using the Black-Scholésmp
valuation model. The determination of fair valuesbfire-based payment awards on the date of grisgt a1 option-
pricing model is affected by our stock price aslwaslassumptions regarding a number of highly cemphd
subjective variables. These variables include abeitnot limited to, our expected stock price véitgtover the term
of the awards, and actual employee stock optioncesesbehavior.

The weighted-average estimated value of employesk stptions granted during the three months ended
September 29, 2007 and September 30, 2006 was frGhare and $9.77 per share, respectively. Highted-
average estimated value of employee stock opticarstgd during the nine months ended September@®, 2nd
September 30, 2006 was $10.24 per share and $pérGhare, respectively. The weighted-average asthfair
value of employee stock purchase rights grantegyaunt to the ESPP during the three months ende@r8ber 29,
2007 and September 30, 2006 was $8.24 and $9.%hpsz, respectively. The weighted-average estirfate
value of employee stock purchase rights grantesyaunt to the ESPP during the nine months endec®épt 29,
2007 and September 30, 2006 was $8.23 and $9.6hpeg, respectively. The fair value of each opsind
employee stock purchase right grant is estimateth@wlate of grant using the Bla8lcholes option valuation moc
with the following weighted-average assumptions:

Three Months Ended Nine Months Ended
Sept 29 Sept 30 Sept 29 Sept 30
2007 2006 2007 2006
Stock Options
Expected volatility 66.51% 72.3% 66.91% 74.82%
Risk free interest rai 4.1% 4506  4.2t% 4.6%%
Expected term of options (in yea 4.51 4.5t 4.4¢ 4.7:
Dividend yield None None None None
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

Nine Months
Three Months Ended Ended
Sept 29 Sept 30 Sept 29 Sept 30
2007 2006 2007 2006
Stock Purchase Right

Expected volatility 63.1% 59.12% 63.1%% 59.2t%
Risk free interest rai 3.92% 461% 3.9 4.61%
Expected term of options (in yea 2.0C 2.0C 1.97 1.9z
Dividend yield None None None None

The computation of the expected volatility assunmmiused in the Black-Scholes calculations for geamts
and purchase rights is based on the historicatilipjaf our stock price, measured over a perigda to the
expected term of the grant or purchase right. Tdlefree interest rate is based on the yield ablan
U.S. Treasury Strips with an equivalent remaingrgt The expected life of employee stock optiopsasents the
weighted-average period that the stock option®apected to remain outstanding and was determiaseldoon
historical experience of similar awards, giving sigieration to the contractual terms of the stockeldeawards and
vesting schedules. The expected life of purchagesiis the period of time remaining in the curreiféring period.
The dividend yield assumption is based on our histd not paying dividends and the assumption dfpaying
dividends in the future.

As the stocksased compensation expense recognized in the Cesdi€lonsolidated Statement of Operatiol
based on awards ultimately expected to vest, soncfuat has been reduced for estimated forfeiturese®ent of
Financial Accounting Standards No. 123(R) requicefitures to be estimated at the time of gramt mvised, if
necessary, in subsequent periods if actual foriestdiffer from those estimates. Forfeitures wetéreated based ¢
our historical experience, which we believe tormidative of our future experience.

Stock Plan Activity
2004 Equity Incentive Plan

A summary of activity under the above captionedhiaas follows:

Weighted
Average
Remaining Aggregate
Weighted Average  Contractual Term Intrinsic
Shares Exercise Price (Years) Value
Options outstanding at December 31, 2 2,354,21! $ 11.4% 7.9 $34,107,46
Options grante: 618,55( $ 18.2¢
Options forfeitec (163,859 $ 16.2¢
Options exercise (273,799 % 8.1C
Options outstanding at September 29, 2 2,535,11: $ 13.1¢ 7.88 $ 9,156,99
Vested and expected to vest at September 29, 2,156,08. $ 12.7: 7.6¢ $ 8,522,93.
Options exercisable at September 29, 2 913,38 $ 9.0¢ 6.2 $ 6,023,69.
Available to grant at September 29, 2( 731,67¢

The aggregate intrinsic value in the table abopeasents the total pretax intrinsic value, basedwrclosing
stock price of $15.20 as of September 28, 2007¢chvvould have been received by the option holdadsdil
options holders exercised their options as of dla&t.
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

As of September 29, 2007, the unrecorded defetoett-$based compensation balance related to staidngp
was $11.0 million and will be recognized over atineated weighted average recognition period ofye&s. The
recognition period is based on the vesting peraidke options.

2003 Employee Stock Purchase Plan

During the nine months ended September 29, 20Q@18Ghares were purchased at an average persice
of $15.27. At September 29, 2007, there were 2%7sbhres available to be issued under the ESPP.

As of September 29, 2007, the unrecorded defetoatt-$ased compensation balance related to purclyige
was $1.8 million and will be recognized over arimated weighted average recognition period of &ryg. The
recognition period is based on the expected tertheopurchase right, which is defined as the peirioch grant date
to expiration of the offering period.

6. Business Combinations

On January 31, 2007, we completed the acquisitidthenassets and certain liabilities of DeltaNud L
(“DeltaNu”) for a total purchase price of $6 milioThe purchase price was comprised of $2 millashcdue at the
close of the acquisition and $2 million due on eafcbanuary 31, 2008 and January 31, 2009, whightlse form o
a note. DeltaNu is a Laramie, Wyoming company spieaing in small footprint and handheld Raman speuoetry
instruments. We believe that the combination oft&MlI’'s miniature Raman spectrometer designs with ou
capabilities in near-infrared sensors will enableew class of portable instruments with greatlyasrded chemical
detection capabilities.

We accounted for the acquisition as a taxable @selransaction and, accordingly, the purchase pas bee
allocated to tangible assets, liabilities assuraed,identifiable intangible assets acquired basettheir estimated
fair values on the acquisition date. The excesh@purchase price over the aggregate fair val@ssracorded as
goodwill. The fair value assigned to identifiabi¢aingible assets acquired is determined usingnitwme approach,
which discounts expected future cash flows to pregalue using estimates and assumptions deternbiyned
management. Purchased intangible assets are agabotiza straight-line basis over the respectiveuubees. Our
allocation of the purchase price is summarizedwélo thousands):

Net liabilities assumed, net of cash of $ (31)
Goodwill 5,43¢
Backlog 12C
Trademarks/Name 12
Customer relationshiy 60
Non-compete agreemer 10C

Total $5,80:

The $5.8 million allocated purchase price cong§t2.0 million paid in cash, $3.7 million in notpayable
(present value at January 31, 2007) and $87,086qunisitionrelated expenses. The estimated useful econoneis
of the identified intangible assets acquired are y@ars for the customer relationships and non-etenagreements
and approximately four months for the backlog. Trademark/names asset has an indefinite life. Aizaiivn of the
identified intangible assets will be $193,000 i©20$80,000 in 2008 and $7,000 in 2009.

The results of operations for the acquired busihasg been included in our condensed consolidattensents
of operations for the period subsequent to our ia@topn of DeltaNu. DeltaNu’s results of operatidios periods
prior to this acquisition were not material to condensed consolidated statement of operationsaandrdingly,
pro forma financial information has not been préseén

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

7. 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@wmest The
warranty period on consumable parts is limitech&irtreasonable usable lives. We use estimatedr mpa
replacement costs along with our historical warsraaxperience to determine our warranty obligatiéte exercise
judgment in determining the underlying estimateg. 860 provide for estimated retrofit costs, whigtically relate
to design changes or improvements we identify. @asg-by-case basis, we determine whether or metrifit
systems in the field at no charge to the customer.

On the condensed consolidated balance sheet, dhnietshm portion of the warranty provision is indd in
other accrued liabilities, while the long-term pantis included in other lonterm liabilities. The expense associe
with product warranties issued or adjusted is idethin cost of net revenues on the condensed ddatsd
statement of income.

The following table displays the activity in the manty provision account for the three- and ninenth period:
ending September 29, 2007 and September 30, 2006:

Three Months Ended Nine Months Ended
Sept. 29 Sept. 30 Sept. 29 Sept. 30

2007 2006 2007 2006

(In thousands)

Beginning balanc $4,55¢ $4,04¢ $528: $3,39¢
Expenditures incurred under warrant (989 (77€) (3,406 (2,619
Accruals for product warranties issued during #gorting perioc 243 88¢ 1,99( 2,97¢
Adjustments to previously existing warranty accst 17 (20 (32 382
Ending balanc: $3,83t  $4,13¢ $3,83% $4,13¢

The following table displays the balance sheetsifi@ation of the warranty provision account at ®epber 29,
2007 and at December 31, 2006:

September 2¢ December 31
2007 2006
(In thousands)
Other accrued liabilitie $ 3,21: % 4,20¢
Other lon¢-term liabilities 622 1,07t
Total warranty provisiol $ 383 $ 5,28

8. Guarantees

We have entered into agreements with customers@gngliers 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 intelEqroperty indemnification obligations preveuassfrom making
a reasonable estimate of the maximum potential ainea 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.

11
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

9. 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 purathésée 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 eitheitgadvailable-for-sale or held-to-maturity. Avdila-for-sale
securities, consisting solely of Auction Rate Séims, are carried at fair value, with unrealizedng and losses
recorded within other comprehensive income (loss aeparate component of shareholders’ equitytidruRate
Securities have long-term underlying maturitiesi@giag from 20 to 40 years), however the markeigslly liquid
and the interest rates reset every 7 or 28 daysinfant is not to hold these securities to mayyiiut rather to use
the interest rate reset feature to sell secutitiggovide liquidity as needed. Our practice igngest in these
securities for higher yields compared to cash exjaits. Held-to-maturity securities are carriedrabrtized cost.
We have no trading securities. The cost of investraecurities sold is determined by the specifanttfication
method. Interest income is recorded using an éfieatterest rate, with the associated premiumiscalint
amortized to interest income. Realized gains assde and declines in value judged to be othertdraporary, if
any, on available-for-sale securities are incluidegiarnings. The table below presents the amorfizietipal
amount, major security type and maturities foriouestments in debt securities and auction ratargess.

September 2¢ December 31
2007 2006
(In thousands)

Amortized Principal Amount

Debt securities issued by the US government araesicie: $ 19,00 $ 8,00(
Auction rate securitie 81,75( 53,59¢
Corporate debt securitit 11,74( 2,00C
Total investments in debt securiti $ 11249 $ 63,59¢
Shor-term investment $ 9849 $ 55,59
Long-term investment 14,00( 8,00(
Total investments in debt securiti $ 11249 $ 63,59
Approximate fair value of investments in debt sé@s $ 11250:0 $ 63,58

The change in the fair value of our investmentmfitbe principal amount is attributable to changeisterest
rates and not credit quality. In accordance withFED3-01, we have the ability and intent to holest investments
until fair value recovers, which may be maturitydave do not consider these investments to be -ttiaer
temporarily impaired at September 29, 2007.

Cash and cash equivalents represent cash accmartsy market funds and investments with a duraifon
90 days or less at purchase. Cash balances hfeckign bank accounts totaled $2.8 million and $tillion at
September 29, 2007 and December 31, 2006, resplctimcluded in accounts payable is $1.7 milliow a
$2.4 million of book overdraft at September 29, 2@dd December 31, 2006, respectively.
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

. Net Income Per Share

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

Three Months Ended Nine Months Ended
Sept. 29, Sept. 30, Sept. 29, Sept. 30,
2007 2006 2007 2006

(In thousands)

Numerator:

Numerator for diluted earnings per share — inconalable to
common stockholdel $ 8,36/ $9,01F $29,76. $25,35:

Denominator

(

11.

un

Denominator for basic earnings per share — weightedtage

shares 21,51¢ 21,08: 21,40: 20,967
Effect of dilutive securities

Employee stock options(: 611 817 752 921
Dilutive potential common shar 611 817 752 921
Denominator for diluted earnings per sh— adjustec 22,13( 21,89¢ 22,15t 21,88¢

1) Potentially dilutive securities, consisting of séissuable upon exercise of employee stock opéinds
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 fotthinee-
month periods ended September 29, 2007 and Sept&hp2006 was 1,151,016 and 566,079, respectively,
and the number of employee stock options excludethe nine-month periods ended September 29, 2667
September 30, 2006 and was 619,884 and 319,7§&atbeely.

Segment Reporting

We have two reportable operating segments: Equiparghimaging. Our reportable segments are business
its that offer different products and are eaclnagad separately, under the direction of our Chiefcutive

Officer. Our Equipment business designs, manufastumarkets and services capital equipment ustugbin

sp

uttering, or deposition, of highly engineereailims of material onto magnetic disks, which aredign hard dis

drives. The Equipment business is also developiodyzts for semiconductor manufacturing. In Julp2®e

an
bu
se

nounced our new “Lean Etch” semiconductor manufang system for the dielectric etch market. Guaging
siness, which includes the acquisition of Deltatlevelops, manufactures and markets leading-éuigie;
nsitivity imaging products and miniature Ramastrimments. We provide sensors, cameras and syftems

military applications such as night vision and leagge target identification and we provide cameairas Raman
spectrometers to the industrial, physical sciemzklife science markets.

op

Included in corporate activities are general coapmexpenses, less an allocation of corporate sggen
erating units equal to 3% of net revenues. Asdaterporate activities include unallocated casth short-term

investments, deferred income tax assets and o$lsetsa

Segment Profit or Loss and Segment Assets

op
de

We evaluate performance and allocate resourcesl lsasa number of factors including profit or lossf
erations and future revenue potential. The adauypolicies of the reportable segments are theesas those
scribed in the summary of significant accounpoticies.

13




Table of Contents

INTEVAC, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

Business Segment Net Revenues

Equipment
Imaging
Total

Business Segment Profit & Loss

Equipment

Imaging

Corporate activitie
Operating incom:

Interest income and other, r
Income before income tax

Business Segment Assets

Equipment

Imaging

Corporate activitie
Total

Geographic Area Net Trade Revenues

United State!
Asia

Europe

Rest of World

Total

12. Income Taxes

Three Months Ended Nine Months Ended

Sept. 29, Sept. 30, Sept. 29, Sept. 30,
2007 2006 2007 2006
(In thousands)
$44,92( $51,62¢ $185,88! $155,66:

5,684 3,204 13,19¢ 8,32¢
$50,60¢ $54,82¢ $199,08! $163,99:

Three Months Ended Nine Months Ended

Sept. 29 Sept. 30, Sept. 29, Sept. 30,
2007 2006 2007 2006
(In thousands)
$8,477 $9,83° $39,30¢ $29,28:
35 (679 (3,080 (3,707
(396) (16)  (1,69Y) 157
8,11¢ 9,14¢ 34,53 25,74
1,79: 1,11 4,65¢ 2,44(C
$9,91: $10,257 $39,18¢ $28,18:

September 2¢ December 31
2007 2006
(In thousands)

$ 3828, $ 84,36¢

17,45: 7,37¢
158,66 114,25¢
$ 21439° $ 206,00:

Three Months Ended Nine Months Ended

Sept. 29, Sept. 30, Sept.29, Sept. 30,
2007 2006 2007 2006
(In thousands)
$15,55¢ ¢ 5,668 $ 31,46( $ 22,29¢
34,69: 48,93 166,76 141,45;

35C 227 81¢€ 244
4 — 43 —
$50,60¢ $54,82¢ $199,08: $163,99:

For the nine months ended September 29, 2007, graextincome tax using an effective tax rate 00%2atof
pretax income. This rate is based on an estimat@mfnnual tax rate calculated in accordance Sfttement of
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

Financial Accounting Standards No. 109, “Accountiogincome Taxes”. Our effective tax rate is higependent
on the availability of tax credits and the geogiammmposition of our worldwide earnings. Our dedertax asset is
partially offset by a valuation allowance, resudtin a net deferred tax asset of $5.4 million git€mber 29, 2007.

For the nine months ended September 30, 2006, evaextincome tax using an effective tax rate o0%®of
pretax income. Our tax rate differed from applieaflatutory rate due primarily to the utilizatidhnet operating
loss carry-forwards and deferred credits.

We adopted the provisions of Financial Accountitgn8ards Board (“FASB”) Interpretation Number 48,
“Accounting for Uncertainty in Income Taxes,” (“FU8") on January 1, 2007. As required by FIN 48jolhh
clarifies SFAS No. 109, “Accounting for Income Tayewe recognize the financial statement benefa tdx
position only after determining that the relevant authority would more likely than not sustain gosition
following an audit. For tax positions meeting theretlikely-than-not threshold, the amount recogdiaethe
financial statements is the largest benefit thatdhgreater than 50 percent likelihood of beindjzed upon ultimate
settlement with the relevant tax authority. At Jamyul, 2007, we applied FIN 48 to all tax positidoswhich the
statute of limitations remained open and determthede are no material unrecognized tax benefitf #sat date. |
addition, there have been no material changesrecognized benefits since January 1, 2007. Asudtréise
adoption of FIN 48 did not have a material effettoar financial condition, or results of operation.

We are subject to income taxes in the U.S. federadiction, and various states and foreign jugsdns. Tax
regulations within each jurisdiction are subjecthe interpretation of the related tax laws andit&tipns and requil
significant judgment to apply. With few exceptiong are no longer subject to U.S. federal, statelacal, or
non-U.S. income tax examinations by tax authorfibegshe years before 2000.

The Company recognizes interest and penalties adarlated to unrecognized tax benefits in the ipron for
income taxes for all periods presented, which wetesignificant.

13. Contingencies

From time to time, we may have certain continggitilities that arise in the ordinary course of business
activities. We account for contingent liabilitieb@n it is probable that future expenditures willnbade and such
expenditures can be reasonably estimated.

On July 7, 2006, we filed a patent infringementdaivagainst Unaxis USA, Inc. and its affiliateg)ddis
Balzers AG and Unaxis Balzers, Ltd., in the Uniftdtes District Court for the Central District cdilornia. Our
lawsuit against Unaxis asserts infringement by UikiakUnited States Patent 6,919,001, which relatesir 200
Lean system. Our complaint seeks monetary damagearainjunction that would bar Unaxis from makinging,
offering to sell or selling in the United Statesjmporting into the United States, Unaxis’ alleyeitifringing
product. We believe we have meritorious claims, @edntend to pursue them vigorously.

On September 12, 2006, Unaxis filed a responseitéaavsuit in which it asserted non-infringementalidity
of our patent, inequitable conduct by Intevac, pabeisuse by Intevac, and lack of jurisdiction hg Court as
defenses. Additionally, Unaxis requested a dedaygidgment of patent non-infringement, invalidétsd
unenforceability; asserted that Intevac violatesl @alifornia Business and Professional Code; reéqddbkat we be
enjoined from engaging in any unfair competitiong aequested that we be required to pay Unaxistraly fees.
We believe such claims lack merit, and we intendefend ourselves vigorously.

We replied to Unaxis’ response on October 3, 2d@8ying the assertions of non-infringement, invglidnd
unenforceability of the Intevac patent, and denying unfair competition. With the approval of theutt, we
amended our complaint on February 6, 2007 to aaseatiditional ground for our infringement claindan add a
request for a declaratory judgment of infringeméhtaxis filed a response on February 21, 2007 hichvit
repeated the assertions of its September 12, 286Q®nse.
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INTEVAC, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S — (Continued)

On May 21, 2007, the Court granted Unaxis’ reqteestay the litigation pending reexamination of our
United States Patent 6,919,001, after the U.SnP&fice granted Unaxis’ February 27, 2007 reexation
request and issued an initial office action refagthe claims of the patent. The Court also ordéredgarties to file
a joint report every 120 days to keep it appratsfettie reexamination status. Intevac had no inptit¢ initial office
action determination by the U.S. Patent Office.

On June 20, 2007, we filed a reply to the initiilog action reexamination. Our reply addressesffiee
action’s rejections of the patent’s original claiared proposes amended claims that we believe ppoeed by the
original patent’s specification. Unaxis has the angnity to respond, after which the U.S. Paterfta@fwill
consider both parties’ submissions. During the aggiration process, the patent remains valid.

14. Capital Transactions

During the nine-month period ending September B9,72we sold stock to our employees under Intevac’s
Stock Option and Employee Stock Purchase Planstahaf 363,000 shares were issued under thess,gdtam
which Intevac received $3.6 million.

15. Financial Presentation

Certain prior year amounts in the Condensed Catestgdil Financial Statements have been reclassified t
conform to 2007 presentation. The reclassificatiwens no effect on total assets, liabilities, equigwenue, net
income or comprehensive income as previously redort

16. Subsequent Event:

On October 29, 2007 we signed a definitive assethmse agreement to acquire Creative Display SystehC
(“*CDS"), a Carlsbad, California company that spkrés in high-performance micro-display productsriear-eye
and portable applications in defense and commentéakets. CDS will be operated as a division oévat based in
Carlsbad, California. The transaction, which isjsabto certain closing conditions, is anticipatedlose within
30 days.
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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, income taxes, cash balances anddiakresults
in 2007; projected customer requirements for ouwr@end existing products, and when, and if, our @ongrs will
place orders for these products; Imag's ability to proliferate its technology into majonilitary weapons prograrr
and to develop and introduce commercial imagingdpicis; and the timing of delivery and/or acceptaotée
systems and products that comprise our backlogeieenue; legal proceedings; and internal contr@sir actual
results may differ materially from the results dissed in the forward-looking statements for a \tgred reasons,
including those set forth under “Risk Factors” aimdother documents we file from time to time wiith $ecurities
and Exchange Commission, including Intevac’s AnRegort on Form 10-K filed in March 2007, Form 1G-@nd
Form &-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 arsodided 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 our
financial conditions and results of operations.&mlly, critical accounting estimates have tbh#dwing
attributes: 1) We are required to make assumpadasit 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 finahc@andition 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 claangaw events occur, as additional informatiasbigined 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 Factors.” Based on dical assessment
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 tradeaiwables and prototype product costs. We beliraethese 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 installatiovdacceptance services when those services ardatechpVe
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 Lean System were recognizecef@nue upon customer acceptance during 200dnuevwa
recognized upon shipment for the majority of 20@he shipped in 2005, 2006 and 2007 to date. Therayig
backlog at September 29, 2007 is for a customeremve have met defined customer acceptance levatsywe
expect to recognize revenue upon shipment forsygsem.

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 reognievenue on that value until the hardware lveied.

Revenue from technology upgrades, spare partsuomatses and products built by the Imaging busiaess
typically recognized when title passes to our am&to In certain cases, technology upgrade salescaminted for
as multiple-element arrangements, usually splivben delivery of the parts and installation ond¢hstomer’s
systems. In these cases, we recognize revenueedait market value of the parts upon shipmentteanasfer of
titte, and recognize revenue for the fair markdtigaf installation services when those servicescampleted.

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

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

Inventories

Inventories are priced using average actual cegtich approximate first-in, first-out, and are sthat the
lower of cost or market. The carrying value of intay is reduced for estimated excess and obsaiesday the
difference between its cost and the estimated mhagtee based on assumptions about future demarcewMuate
the inventory carrying value for potential excesd absolete inventory exposures by analyzing hisaband
anticipated demand. In addition, inventories aated for potential obsolescence due to the teffeklnown and
anticipated engineering change orders and new ptsdii actual demand were to be substantially lativan
estimated, additional inventory adjustments wowdddxjuired, which could have a material adversecetin our
business, financial condition and results of openatA cost-to-market reserve is established for
work-in-progress and finished goods inventoriesmiie value of the inventory plus the estimated tmsomplete
exceeds the net realizable value of the inventory.

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 acceptaneeisé/
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 togktmated 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 liabiliteesezognized
using enacted tax rates for the effect of tempodéfgrences between book and tax bases of recassets and
liabilities. SFAS 109 also requires that deferrmeddssets be reduced by a valuation allowancésifitore likely
than not that a portion of the deferred tax assetot be realized. Based on our history of losgeeugh 2004, our
deferred tax asset was fully offset by a valuatidowance as of December 31, 2005. During 2006d#ferred tax
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asset and the related valuation allowance werefieslirced due to the usage of our remaining NOLcaedit carry-
forwards. As of December 31, 2006, $4.6 milliorttef deferred tax asset was valued on the balaree, stet of a
valuation allowance of $2.8 million. This represetite amount of the deferred tax asset from whietexpect to
realize a benefit. We cannot predict with certaimtyen, or if, we will realize the benefit of therfion of the
deferred tax asset currently offset with a valuattiowance.

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 ofmwojected earnings, the geographic compositionafdwide
earnings, tax regulations governing each regiongperating loss carry-forwards, availability ok teredits 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 coudgrdna material effe
on our business, financial condition and resultspdrations. For example, as our projected leveboings
increased throughout 2006, we increased the amfiigaitive tax rate from 3.0% at the end of thet fipgarter, to
8.8% at the end of the second quarter, to 10.0#teagénd of the third quarter and to 12% at theddrtte fourth
quarter. Similarly, as we reduced our projecteélle¥ earnings for 2007, we decreased our effectixgate at the
end of the third quarter of 2007 to 24.0% from 26.8t the end of the second quarter of 2007 and 8bi6% at the
end of the first quarter of 2007.

The calculation of tax liabilities involves sigriéint judgment in estimating the impact of uncetiefin the
application of complex tax laws. Resolution of #hn@scertainties in a manner inconsistent with opeetations
could have a material effect on our business, firrcondition and results of operations.

Results of Operations
Three Months Ended September 29, 2007 and SepterBBeR006.
Net revenues
Change over

Three Months Ended Prior Period
Sept. 29, Sept. 30,

2007 2006 Amount %
(In thousands, except percentage:
Equipment net revenuu $44,92(  $51,62¢ $(6,705) (13)%
Imaging net revenue 5,684 3,20¢  2,48( 7%
Total net revenue $50,60¢  $54,82¢ $(4,22%) (8)%

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

Equipment revenues for the three months ended ®epte29, 2007 included revenue recognition for 200
Lean systems and a significant quarter over quarteease in revenue from disk equipment technolgegrades
and spare parts. Revenue for the three months eSgjgeémber 30, 2006 included revenue recognitiarina 200
Lean systems and three disk lubrication systemseXgect Equipment revenues in the fourth quart@06f7 will be
significantly lower than the comparable period 008, due primarily to a slowdown in orders for n290 Lean
systems. Additionally, shipments of disk equipmtechnology upgrades are expected to decline relaithe third
quarter. We have limited visibility into 2008.

Imaging revenue for the three months ending Septe2®, 2007 consisted of $4.5 million of reseanct a
development contract revenue and $1.2 million ofipct sales. Revenue for the three months endeér8ber 30,
2006 consisted of $2.7 million of contract reseamt development revenue and $465,000 of prodies.qaroduct
revenue included contributions from our new Deltadbsidiary, which was acquired on January 31, 2007
Substantial growth in future Imaging revenues igetelent on proliferation of our technology into arajilitary
weapons programs, the ability to obtain exportigzs for foreign customers, obtaining productidocsatracts for
these programs, and development and sale of conahproducts.
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Our backlog of orders at September 29, 2007 wa2%8illion, as compared to $57.5 million at June 3007
and $129.7 million at September 30, 2006. BackbgféSeptember 29, 2007 includes one 200 Leanmyste
compared to four on June 30, 2007 and twenty-fouseptember 30, 2006. Our outlook for orders fav Bgstems
in the second half of 2007 has been negatively atgohby Western Digital’s announced acquisitiotomag and
the decision of one of our customers to use leggstems for the production of first generation paiicular medie
We include in backlog the value of purchase orarsur products that have scheduled delivery daésdo not
recognize revenue on this backlog until we havetheetriteria contained in our revenue recognipoficy,
including customer acceptance of newly developetesys.

International sales decreased by 29% to $35.0anifior the three months ended September 29, 2007 fr
$49.2 million for the three months ended Septer8Be2006. International revenues include produgifzped to
overseas operations of U.S. companies. The decie@gernational sales was primarily due to a dase in net
revenues from disk sputtering systems. Substanadibf our international sales are to customerasia.
International sales constituted 69% of net reverioethe three months ended September 29, 200B@¥tdof net
revenues for the three months ended Septembe086, 2

Gross margin

Three Months Ended
Sept. 29, Sept. 30,

2007 2006 % Change
(In thousands, except percentage:
Equipment gross prof $21,98¢  $21,91¢ 0%
% of Equipment net revenu 48.% 42.5%
Imaging gross profi $ 252¢ $ 1,31¢ 92%
% of Imaging net revenut 44.5% 41.1%
Total gross profi $24,61F  $23,28( 6%
% of net revenue 48.6% 42.5%

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 29, 2007 and Sept@nk2006 included $168,000 and $70,000, respdygtive
equity-based compensation expense.

Equipment gross margin improved to 48.9% in theg¢hmonths ended September 29, 2007 from 42.5%in th
three months ended September 30, 2006. The inciregsess margin was due primarily to cost reducpoograms
and product mix. We expect the gross margin folBgeipment business in the fourth quarter of 2@0@Fe lower
than in the third quarter and the comparable quaft2006, primarily as a result of lower revenGeoss margins in
the Equipment business will vary depending on almemof factors, including product mix, product ¢aststem
configuration and pricing, factory utilization, apcovisions for excess and obsolete inventory.

Imaging gross margin improved to 44.5% in the thmemths ended September 29, 2007 from 41.1% in the
three months ended September 30, 2006. The inciregsess margin resulted primarily from higher gias on
development contracts, favorable adjustments ikkateontract closeouts and contributions fromD@eltaNu
subsidiary. We expect Imaging gross margin in theth quarter of 2007 will be higher than in therkh quarter of
2006, but lower than in the third quarter due prilpalue the elimination of one-time adjustmentsagnized in the
three months ended September 29, 2007.
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Research and development

Change over
Three Months Ended Prior Period
Sept. 29 Sept. 30
2007 2006 Amount %
(In thousands, except percentage:
Research and development expe $9,43i $8,571 $ 86¢ 10%
% of net revenue 18.€% 15.€%

Research and development expense consists prirohplptotype materials, salaries and related aufsts
employees engaged in ongoing research, designevadogpment activities for disk sputtering equipment
semiconductor equipment and Imaging products. Relsead development expense for the three monithsden
September 29, 2007 and September 30, 2006 inclisie6i 000 and $376,000, respectively, of equity-thase
compensation expense.

Research and development spending increased iptBgut during the three months ended Septembel029,
as compared to the three months ended Septemb20@®, while spending in Imaging declined quartegro
quarter. The increase in Equipment was due prisnagispending on the development of our Lean Etclprdtiuct
line to serve the semiconductor market and, teseleextent, spending for continuing developmemtuofdisk
sputtering products. Engineering headcount incb&reen 115 at September 30, 2006 to 135 at Septehe2007
We expect that research and development spendithg ifourth quarter of 2007 will be at approximatile same
level as incurred in the third quarter.

Research and development expenses do not inclste afdb2.4 million and $1.7 million for the thre®enth
periods ended September 29, 2007 and Septemb20@6, respectively, which are related to contrasearch and
development and included in cost of net revenues.

Selling, general and administrative

Change over
Three Months Ended Prior Period
Sept. 29 Sept. 30

2007 2006 Amount %
(In thousands, except percentage:
Selling, general and administrative expe $7,06: $5,565  $1,497 27%
% of net revenue 14.(% 10.1%

Selling, general and administrative expense canpistarily 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 spngqiroducts 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 offices in ChinpadaKorea,
Malaysia, and Singapore to support our equipmestoooers in Asia. Selling, general and administeaéixpense fc
the three months ended September 29, 2007 andnSe@t80, 2006 included $1,112,000 and $432,000,
respectively, of equity-based compensation expense.

The increase in selling, general and administrapending in the three months ended Septembel0R9, &
compared to the three months ended September 86,285 primarily the result of increases in costated to
business development, customer service and sujppiooth the Equipment and Imaging businesses agttehi
equity-based compensation expense. Our sellinggrgeand administrative headcount increased frorat71
September 30, 2006 to 97 at September 29, 200'&xXMect that selling, general and administrativeeasps will by
lower in the fourth quarter of 2007 due primariyldwer provisions for employee profit-sharing dwhus plans, as
a result of our decreased profits.
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Interest income and other, net

Change over
Three Months Ended Prior Period
Sept. 29 Sept. 30

2007 2006 Amount %
(In thousands, except percentage:
Interest income and other, r $1,797  $1,11° $ 684 61%

Interest income and other, net consists primafiiypi@rest and dividend income on investments amdifin
currency gains and losses. The increase in the thomths ended September 29, 2007 was driven bghigterest
rates on our investments and a higher averagetatvéslance. We expect this trend to continueeérfolirth quarte
of 2007, resulting in increased interest income @ther, net over the fourth quarter of 2006.

Provision for income taxes
Change over

Three Months Ended Prior Period
Sept. 29 Sept. 30

2007 2006 Amount %
(In thousands, except percentage:
Provision for income taxe $1,54¢  $1,242/ $ 30¢ 25%

For the three months ended September 29, 2007¢eveal income tax using an effective tax rate ob%bof
pretax income. This rate is based on an estimat@mfnnual tax rate calculated in accordance Sfitement of
Financial Accounting Standards No. 109, “Accountiogincome Taxes”. Our effective tax rate is higependent
on our projected level of earnings, the availapitif tax credits and the geographic compositioowfworldwide
earnings. Our deferred tax asset is partially otigea valuation allowance, resulting in a net defe tax asset of
$5.4 million at September 29, 2007.

For the three months ended September 30, 2006¢evear income tax using an effective tax rate ot %2of
pretax income. Our tax rate differs from the aplie statutory rates due to the utilization of oygrating loss
carry-forwards and deferred credits.

Nine Months Ended September 29, 2007 and Septer36e2006
Net revenues

Change over

Nine Months Ended Prior Period
Sept. 29, Sept. 30,
2007 2006 Amount % _
(In thousands, except percentage:
Equipment net revenu $185,88! $155,66: $30,22: 19%
Imaging net revenue 13,19¢ 8,32¢ 487C 58%
Total net revenue $199,08: $163,99: $35,09: 21%

The increase in Equipment revenue was the restiigber sales of disk equipment technology upgraaes
spare parts. We recognized revenue on twenty-rife_2ans systems in both the nine-month periodsand
September 29, 2007 and September 30, 2006. Theageein Imaging revenues was the result of botleased
contract research and development work and a 188#adse in product sales, partly attributable toamguisition
of DeltaNu in the first quarter of 2007.

International sales increased by 18% to $167.Ganiflor the nine months ended September 29, 2Q07 fr
$141.7 million for the nine months ended Septen33e2006. The increase in international sales wastd higher
shipments of disk equipment technology upgradessaacde parts to customers in Asia. Internationaksa
constituted 84% of net revenues for the nine moettted September 29, 2007 and 86% of net revenuéef nine
months ended September 30, 2006. Internationahtmgeinclude products shipped to overseas opesatiodS
companies.
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Gross margin

Nine Months Ended
Sept. 29, Sept. 30,

2007 2006 % Change
(In thousands, except percentage:
Equipment gross prof $82,84:  $59,21: 40%
% of Equipment net revenu 44.6% 38.(%
Imaging gross profi $538. $ 2,63t 104%
% of Imaging net revenut 40.8% 31.6%
Total gross profi $88,22:  $61,84¢ 43%
% of net revenue 44.2% 37.1%

Gross margin in Equipment for the nine months erfsiatember 29, 2007 increased relative to the crabjea
2006 period primarily due to cost reduction progsamcreased volume and product mix. The increaseaging
was primarily a result of higher margins on deveiept contracts, favorable adjustments related mdract
closeouts and increased product sales. Cost eénehues for the nine months ended September 29, &td
September 30, 2006 included $460,000 and $242r86pectively, of equity-based compensation expense.

Research and development

Change over
Nine Months Ended Prior Period
Sept. 29. Sept. 30,
2007 2006 Amount % _
(In thousands, except percentage:
Research and development expe $31,27°  $20,42: $10,85¢ 53%
% of net revenue 15.7% 12.5%

Research and development spending increased ipmBgut and was essentially flat in Imaging during time
months ended September 29, 2007 as compared tinthenonths ended September 30, 2006. The inciease
Equipment was due primarily to spending on the gment of our Lean EtchTM product line to serve th
semiconductor market and, to a lesser extent, spgffiok continuing development of our disk sputtgrproducts.
Research and development spending for the nineha@mded September 29, 2007 and September 30, 2006
included $1,506,000 and $908,000, respectivelygaftg-based compensation expense.

Research and development expenses do not inclste @io$5.3 million and $4.5 million for the nineanth
periods ended September 29, 2007 and Septemb20@36, respectively, which are related to contrasearch and
development and included in cost of net revenues.

Selling, general and administrative

Change over
Nine Months Ended Prior Period
Sept. 29, Sept. 30,
2007 2006 Amount %
(In thousands, except percentage:
Selling, general and administrative expe $22,41« $15,68: $6,731 43%
% of net revenue 11.5% 9.€%

The increase in selling, general and administragigense for the nine months ending September(®@¥, &as
primarily the result of increases in costs reldteHusiness development, customer service and suipdmoth the
Equipment and Imaging businesses and legal expassesiated with the Unaxis litigation. Includedsédling,
general and administrative spending for the ninathended September 29, 2007 and September 30 w230
$2,539,000 and $883,000, respectively, of equitsedacompensation expense.
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Interest income and other, net

Change over
Nine Months Ended Prior Period
Sept. 29 Sept. 30

2007 2006 Amount %
(In thousands, except percentage:
Interest income and other, r $4,658 $2,44C $2,21f 91%

Interest income and other, net in both 2007 and2@Msisted primarily of interest and dividend imzoon
investments. The increase in the nine months eS8dptember 29, 2007 was the driven by higher inteadss on
our investments and a higher average invested ¢&lan

Provision for income taxes

Change over
Nine Months Ended Prior Period
Sept. 29 Sept. 30
2007 2006 Amount %
(In thousands, except percentages)
Provision for income taxe $9,427 $2,82¢ $6,601 234%

For the nine months ended September 29, 2007, evaextincome tax using an effective tax rate 0024 of
pretax income. This rate is based on an estimat@mfnnual tax rate calculated in accordance Sfittement of
Financial Accounting Standards No. 109, “Accountiogincome Taxes”. Our effective tax rate is higependent
on our projected level of earnings, the availapitif tax credits and the geographic compositioowfworldwide
earnings.

For the nine months ended September 30, 2006, gvaextincome tax using an effective tax rate 00%®of
pretax income.

Stock-Based Compensation

During the three and nine months ended Septemh&0®9, we recorded stock-based compensation expens
related to stock options of $1.7 million and $4.0ian, respectively. As of September 29, 2007, timeecorded
deferred stoclbased compensation balance related to stock optianss11.0 million and will be recognized ovel
estimated weighted average amortization period®f/&ars.

The compensation cost associated with the emplsigeé purchase plan for the three and nine montted
September 29, 2007 was $191,000 and $619,000,ctespg. There were 90,018 shares purchased uhéer t
employee stock purchase plan during the nine mabesd September 29, 2007.

Approximately $105,000 and $69,000 of stock-basedpensation was capitalized as inventory at
September 29, 2007 and December 31, 2006, resplgctiv

Liquidity and Capital Resources

During the first nine months of 2007, cash and eaghivalents decreased by $5.0 million, from $38ilion at
December 31, 2006 to $34.4 million as of Septerde2007.

Operating activities provided cash of $45.6 millauring the nine months ended September 29, 200¥ c@sh
provided from operating activities was due primatid net income, adjusted to exclude the effectasf-cash
charges including depreciation and equity-basedoemsation, and to decreases in accounts receiaable
inventories. This was patrtially offset by decredsesccounts payable, customer advances and acpayedil.
Accounts receivable totaled $18.0 million at Septen?9, 2007, compared to $39.9 million at Decen®ier2006,
a decrease of $21.9 million. This was due to cttdas of $65 million during the three months en&sgptember 29,
2007 and lower billings resulting from a reductiorsales compared to the first two quarters of 2003t inventorie
decreased by $21.5 million during the nine montided September 29, 2007 due to a reduction in rahteceipts
and production levels in anticipation of a slowecand half of 2007. Accounts payable decreasedb3hblion to
$5.5 million at September 29, 2007. The decreaseavasult of the lower level of material receipts
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in the quarter. Accrued payroll and related lidlaii decreased by $2.5 million during the nine rhemnded
September 29, 2007 due primarily to bonuses anfit pharing payments. Other accrued liabilitiestetl

$5.8 million at September 29, 2007 compared to #6léon at December 31, 2006. The decrease of $0li&n is
due to a reduction in accrued warranty, partiaffget by an increase in income tax accruals. Custadvances
decreased by $20.2 million during the nine montided September 29, 2007, due to the number ofragsthipped
and accepted during the first nine months of the.ye

Investing activities in the first nine months of@@used cash of $59.0 million. Purchases of invests net of
proceeds from sales and maturities, totaled $48l®mand our acquisition of DeltaNu, LLC used haxf
$5.8 million during the first three quarters of Z0Capital expenditures for the nine months endsgateSnber 29,
2007 were $4.4 million.

Financing activities provided cash of $8.4 millidaring the nine months ended September 29, 200 hdoeat
to the issuance of $3.8 million in notes payablateel to the acquisition of DeltaNu, LLC. We alstds$3.6 million
of Intevac common stock to our employees througheouployee benefit plans and recognized $953,088xin
benefits from equity-based compensation.

We have generated operating income since the saep@rter of 2005, after incurring annual operatogges
from 1998 through 2004. We currently expect to logmey in the fourth quarter of 2007. Our levepudffitability
in 2008 is highly dependent on the capacity exmamplans of our disk sputtering equipment customers

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 $diarilto $11 million in capital expenditures duritfge next twelv
months.

Contractual Obligations

In the normal course of business, we enter intmuarcontractual 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 29, 2003hanen in the table below.

Payments Due by Period

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

(In thousands)
Operating lease obligatiol $10,56: $ 2,277 $4,63¢ $355¢ $ 89
Purchase obligatior 10,13 10,13 — — —
Total $20,69¢ $12,41( $4,63¢ $355¢ $ 89

Iltem 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 owmestments with
high quality credit issuers and, by policy, linfietamount of credit exposure to any one issuent$éion
investments typically consist of investments in aoencial paper, auction rate securities and deltungents issued
by the US government and its agencies.
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The table below presents principal amounts ande@hlaeighted-average interest rates by year of nityafor
our investment portfolio at September 29, 2007.

Fair
2007 2008 2009 Beyonc Total Value
Cash equivaleni
Fixed rate amount $ 8,971 — — — $ 8,971 $ 8,971
Weightec-average rat 5.31%
Variable rate amoun $ 8,32% — — — $ 8,322 $ 8,32
Weightec-average rat 5.2%
Shor-term investment
Fixed rate amount $91,68¢ $ 6,801 — — $98,49( $ 98,49(
Weightec-average rat 5.95% 5.2%
Long-term investment
Fixed rate amount — $6,00C $8,00( — $ 14,000 $ 14,01«
Weightec-average rat 5.22% 5.4(%
Total investment portfoli $108,98. $12,80:  $8,00( — $129,78! $129,79

Due to the short-term nature of the substantidi@oiof our investments, we believe that we dohete any
material exposure to changes in the fair valueuofiavestment portfolio as a result of changesiterest rates.

Foreign exchange risk.From time to time, we enter into foreign currefiagward 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 29, 2007haeeno foreign currency forward exchange contracts

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

We maintain a set of disclosure controls and procesithat 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 reportedrmetytmanner under the Exchange Act. In conneactith the
filing of this Form 10-Q for the quarter ended S#pber 29, 2007, 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 quartegfyort. Based on this evaluation, our Chief Exeeu@fficer and
Chief Financial Officer concluded that our disclesaontrols and procedures were effective as ofebeper 29,
2007.

Attached as exhibits to this Quarterly Report aeifications of the CEO and the CFO, which areuigzg in
accordance with Rule 13a-d#the Securities Exchange Act of 1934, as ameffirchange Act). This Controls a
Procedures section includes the information conegrihe controls evaluation referred to in theifiedtions, and it
should be read in conjunction with the certificador 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 fobrsclosure
Controls are also designed to ensure that suchnmafiion is accumulated and communicated to our gemant,
including the CEO and CFO, as appropriate to atiavely decisions regarding required disclosure. Digclosure
Controls include components of our internal contn@r financial reporting, which consists of cohppoocesses
designed to provide reasonable assurance regatdingliability of our financial reporting and tpeeparation of
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financial statements in accordance with generalbepted 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, doesexpsct that our Disclosure Controls or our intérna
control over financial reporting will prevent alirer and all fraud. A control system, no matter heell 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 reflee fact that there are resource constraintstlamtenefits of
controls must be considered relative to their ca&sause of the inherent limitations in all cohgystems, no
evaluation of controls can provide absolute assgdimat all control issues and instances of friuat)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 inadexibacause of changes in conditions or deterioratiche
degree of compliance with policies or procedurescdise of the inherent limitations in a cost-effectontrol
system, misstatements due to error or fraud mayraaed not be detected.

Changes in internal controls over financial reportg

There were no changes in our internal controls &mancial reporting that occurred during the pdrimvered
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 affiliateg)ddis
Balzers AG and Unaxis Balzers, Ltd., in the Uni&tdtes District Court for the Central District cdil@ornia. Our
lawsuit against Unaxis asserts infringement by UkakUnited States Patent 6,919,001, which relatesir 200
Lean system. Our complaint seeks monetary damamgearainjunction that would bar Unaxis from makinging,
offering to sell or selling in the United Statesjmporting into the United States, Unaxis’ alletyeitifringing
product. We believe we have meritorious claims, @edntend to pursue them vigorously.

On September 12, 2006, Unaxis filed a responsertdeavsuit in which it asserted non-infringementalidity
of our patent, inequitable conduct by Intevac, pabeisuse by Intevac, and lack of jurisdiction hg Court as
defenses. Additionally, Unaxis requested a dedaygidgment of patent non-infringement, invalidétsd
unenforceability; asserted that Intevac violatezl @alifornia Business and Professional Code; réqdehat we be
enjoined from engaging in any unfair competitiong aequested that we be required to pay Unaxisiratl fees.
We believe such claims lack merit, and we intendefend ourselves vigorously.

We replied to Unaxis’ response on October 3, 2@@8ying the assertions of non-infringement, invglidnd
unenforceability of the Intevac patent, and denying unfair competition. With the approval of theutt, we
amended our complaint on February 6, 2007 to aaseatiditional ground for our infringement claindan add a
request for a declaratory judgment of infringeméhtaxis filed a response on February 21, 2007 hithvit
repeated the assertions of its September 12, 286Q®nse.

On May 21, 2007, the Court granted Unaxis’ reqteestay the litigation pending reexamination of our
United States Patent 6,919,001, after the U.SnP&ffice granted Unaxis’ February 27, 2007 reexwtion
request and issued an initial office action refegthe claims of the patent. The Court also ordéregarties to file
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a joint report every 120 days to keep it appratsfettie reexamination status. Intevac had no inptit¢ initial office
action determination by the U.S. Patent Office.

On June 20, 2007, we filed a reply to the initiilog action reexamination. Our reply addressesffiee
action’s rejections of the patent’s original claiared proposes amended claims that we believe ppoged by the
original patent’s specification. Unaxis has the aqynity to respond, after which the U.S. Paterfia@fwill
consider both parties’ submissions. During the aggiration process, the patent remains valid.

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 tiesiters will increase as our business expands.cigigns or
proceedings against us, whether meritorious oramtld be time consuming, result in costly litigatj require
significant amounts of management time, resulhendiversion of significant operational resour@ggequire 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 seriouslaitm our business.

Item 1A. Risk Factors

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 capitahisive industries, which sell commodity prodwsttsh 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 hestthyi 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 glangth and
volatility of these cycles are difficult to predidthese cycles have affected the timing and amafrasr customers
capital equipment purchases and investments inteefwnology. For example, sales of systems for magdisk
production were severely depressed from mid-1998 mid-2003 and grew rapidly from 2004 through B0The
number of new systems delivered or scheduled fiiwatg in the second half of 2007 is significankbwver than the
number of systems delivered in the first half & ylear, which may indicated a slowing in the cymi@ downturn ir
the market. We cannot predict with any certaintywkhese cycles will begin and end.

If the projected growth in demand for hard disk &es does not materialize and our customers do epiace ot
upgrade their installed base of disk sputtering ®ras, then future sales of our disk sputtering st will
suffer.

From mid-1998 until mid-2003, there was very liflemand for new disk sputtering systems, as magdistk
manufacturers were burdened with over-capacityveer@ not investing in new disk sputtering equipm&yt2003,
however, over-capacity had diminished, and ordarefir 200 Lean began to increase.

Sales of our equipment for capacity expansionslependent on the capacity expansion plans of atomers
and upon whether our customers select our equipfoetiteir capacity expansions. We have no cortvelr 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 mbhtatverse effect on our business and our operagisults. In
addition, some manufacturers may choose to purahses systems from other manufacturers or custoragrsr
than purchasing new systems from us.

Sales of our 200 Lean disk sputtering systemslaceceependent on obsolescence and replacemerd of th
installed base of disk sputtering equipment. Ihtestogical advancements are developed that extendgeful life
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of the installed base of systems, then sales o280r_ean will be limited to the capacity expansiaeds of our
customers, which would significantly decrease ewenue. For example, during 2007 one of our custehecided
to use legacy systems for the production of fiesteration perpendicular media, which delayed thehmse of new
200 Lean systems.

Our customers have experienced competition frompeomes that produce alternative storage technaldiiie
flash memory, where increased capacity, improviogf,dower power consumption and performance rugggs!
have resulted in competition with lower capacityafler form factor disk drives in handheld applicas. While this
competition has traditionally been in the marketstfandheld consumer electronics applicationspiesonal media
players, these competitors have recently annoupitlicts for notebook and enterprise computer egipdins. If
alternative technologies, such as flash memoryacephard disk drives as a primary method of digitarage,
demand for our products would decrease.

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 @ungrs. In 2006, one of our customers accountefZés of our
revenues, and three customers in the aggregatargecofor 93% of our revenues. The same three st in the
aggregate, accounted for 86% of our net accountsvable at December 31, 2006. During 2006, Seagajeired
Maxtor, and in June 2007, Western Digital annourtbedacquisition of Komag. This consolidation ie thdustry
limits the potential customers for our productsd@s from a relatively limited number of magnetiskd
manufacturers have accounted for, and likely vatitinue to account for, a substantial portion of @venues. The
loss of, or delays in purchasing by, any one oflatge customers would significantly reduce potrtiture
revenues. The concentration of our customer bageemable customers to demand pricing and othersterm
unfavorable to us, and makes us more vulneratd@yachanges in demand by a given customer. Furtirerrthe
concentration of customers can lead to extremealiity in revenue and financial results from pdrio period. For
example, during 2006 revenues ranged between $4ifién in the first quarter and $95.9 million ihe fourth
quarter.

Our operating results fluctuate significantly fromquarter to quarter, which may cause the price ofratock to
decline.

Over the last 11 quarters, our revenues per quisater fluctuated between $10.6 million and $95.Boni
Over the same period our operating income (loss)@arcentage of revenues has fluctuated betwegenxamately
23% and (41%) of revenues. We anticipate that exenues and operating margins will continue totlate. We
expect this fluctuation to continue for a variefy@asons, including:

« changes in the demand, due to seasonality, cyityi@ald other factors, for computer systems, sterag
subsystems and consumer electronics containing diskcustomers produce with our syste

« delays or problems in the introduction and accegganrf our new products, or delivery of existingduots;
« timing of orders, acceptance of new systems bycastomers or cancellation of those orders;
* new products, services or technological innovatimnsur competitors or u

Additionally, because our systems are priced imtlilkons of dollars and we sell a relatively smalimber of
systems, we believe that quarter-to-quarter corapasi of our revenues and operating results mapenah accurate
indicator of our future performance. Our operatiagults in one or more future quarters may faihget the
expectations of investment research analysts @siiovs, which could cause an immediate and sigmifidecline in
the trading price of our common shares.

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 upariaty of factors, including our ability to pretifuture
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customer requirements accurately, technologicahades, total cost of ownership of our systemsjrdmwduction o
new products on schedule, our ability to manufactwr products cost-effectively and the performaofosur
products in the field. Our new product decisiond davelopment commitments must anticipate contislyou
evolving industry requirements significantly in athee of sales.

The majority of our revenues in both fiscal 2008 &incal 2005 were from sales of our 200 Lean dislttering
system, which was first delivered in December 20J8en first introduced, advanced vacuum manufaaguri
equipment, such as the 200 Lean, is subject tmsixte customer acceptance tests after installatitie customer’s
factory. These acceptance tests are designedittateateliable operation to specifications in areach as
throughput, vacuum level, robotics, process peréoroe and software features and functionality. Thests are
generally more comprehensive for new systems thaméture systems, and are designed to highligiilems
encountered with early versions of the equipmeat.edxample, 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 acceptancetzer@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 develommew Lean Etch system for semiconductor manufaugi
We spent a substantial portion of our researchdaweélopment costs on this new product in 2006 aadtased our
level of spending on this project in 2007. Intebhas not developed or sold products for this masketiously.
Failure to correctly assess the size of the mat&etiiccessfully develop a cost effective proda@ddress the
market, or to establish effective sales and supgfdtie new product would have a material adveffgeton our
future revenues and profits, including loss of @@mpany’s entire investment in the project.

We are jointly developing a next generation headmd night-vision system with another defensereatbr.
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 canneglssured when, or if, we will be awarded any pctda contract
for these night vision systems.

We have developed a night-vision sensor and camethule for use in a NATO customer’s digital head-
mounted and rifle-sight system. In 2006, we enténémla purchasing agreement with our customeetiver up to
32,000 camera modules over seven years. We canamdrgee that we will achieve the yield improvermentd cos
reductions necessary for this program to be sufideShipments under this program are subject fmexapproval
from the U.S. government.

Our LIVAR target identification and low light leveamera technologies are designed to offer sigmiflg
improved capability to military customers. We alsaleveloping commercial products in our Imagingibess.
None of our Imaging products are currently beinghafactured in high volume, and we may encounteoneseer
difficulties when we commence volume productioritefse products. Our Imaging business will requitesgantial
further investment in sales and marketing, in pobdievelopment and in additional production faigiitin order to
expand our operations. We may not succeed in thetsaties or generate significant sales of them& products. In
2006, sales of our Imaging products totaled $1Iiani

Failure of any of these new products to perforrmtended, to penetrate their markets and develap in
profitable product lines or to achieve their pratitut cost objectives would have a material adveffect on 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 Traffic in Arms Regulations. This lisithe potential market for our products. We ca@ gno
assurance that we will be successful in obtainlhthea licenses necessary to export our produatseRtly,
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heightened government scrutiny of export licenseg@foducts in our market has resulted in lengtdeegiew
periods for our license applications. Export tordoies, which are not considered by the UnitedeSt&@overnment
to be allies, is likely to be prohibited, and ewates to U.S. allies may be limited. Failure toadgitdelays in
obtaining, or revocation of previously issued lises would prevent us from selling our productsidatthe United
States, may subject us to fines or other penakiss would have a material adverse effect on osinless, financial
condition and results of operations.

Our products are complex, constantly evolving anfteo 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 inaests in research and development. If we weraitad
develop, manufacture and market new systems arhtaree existing systems, that failure would havadwerse
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 individustamer site or operating requirements. In somes;age
market and commit to deliver new systems, modubescamponents with advanced features and capabititiat w
are still in the process of designing. We havetkohimanufacturing capacity and engineering ressuaiod may be
unable to complete the development, manufactureshipanent of these products, or to meet the redquéehnical
specifications for these products, in a timely manfailure to deliver these products on timeadlufe to deliver
products that perform to all contractually comndtspecifications, could have adverse effects orbasmess,
including rescheduling of backlog, failure to ascleustomer acceptance and therefore revenue ridiongs
anticipated, unanticipated rework and warranty g nalties for non-performance, cancellationrdéos, or return
of products for credit. In addition, we may incubstantial unanticipated costs early in a produid cycle, such ¢
increased engineering, manufacturing, installatind support costs, that we may be unable to pagsthe
customer and that may affect our gross margins.e¢fiomas we work closely with our customers to depeiew
features and products. In connection with thesestretions, we sometimes offer a period of excltysta 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 canyeaiaor longer, involving individuals from many feifent
areas of our company and numerous product pregardgand demonstrations for our prospective custentaur
sales process for these systems also commonlydieglproduction of samples, customization of oudpeb and
installation of evaluation systems in the factooésur prospective customers. We do not enterlong-term
contracts with our customers and therefore untibaer is actually submitted by a customer thereibinding
commitment to purchase our systems.

Our Imaging business is also subject to long sajekes because many of our products, such as MARI
system, often must be designed into our custonpeesiucts, which are often complex state-of-thepastiucts.
These development cycles are often multi-year,camdsales are contingent on our customers sucdiyssfu
integrating our product into their product, comigtdevelopment of their product and then obtaingingduction
orders for their product from the U.S. governmantoallies.

As a result, we may not recognize revenue frompooducts for extended periods of time after we have
completed development, and made initial shipmehtsioproducts, during which time we may expendssaifitial
funds and management time and effort with no asserthat 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, aeehexperienced competition from competitors sich a
Anelva Corporation, which is a subsidiary of Canamg Oerlikon, each of which has sold substantiatlvers of
systems worldwide. In the market for semiconduetpripment, we expect to experience competition from
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competitors such as Applied Materials, LAM Reseastl Tokyo Electron, Ltd. In the market for ouritaily
Imaging products, we experience competition frommpanies such as ITT Industries, Inc. and Northrogn@nan
Corporation, the primary U.S. manufacturers of Gatien-111 night vision devices and their derivaiproducts. In
the markets for our commercial Imaging products campete with companies such as Andor, E2V, Hamamat
Texas Instruments and Roper Scientific for senedraamera products, and with companies such assAB&W
Tek, Horiba — Jobin Yvon, InPhotonics, Ocean Opticsl Smiths Detection for portable Raman spectteme
products. Our competitors have substantially grefatancial, technical, marketing, manufacturinglather
resources than we do. We cannot assure you thaboypetitors will not develop enhancements touture
generations of, competitive products that offeresiqy price or performance features. Likewise, &ermot assure
you that new competitors will not enter our markaats develop such enhanced products. Moreover, etitiop for
our customers is intense, and our competitors histerically offered substantial pricing concessiamd incentives
to attract our customers or retain their existingtomers.

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 géaboth operations and headcount, and this growth
continued growth may cause a significant straimwninfrastructure, internal systems and managegsdurces. To
manage our growth effectively, we must continuartprove and expand our infrastructure, includinfgimation
technology and financial operating and administeaiystems and controls, and continue managingcbeat
capital and processes in an efficient manner. @aolyctivity and the quality of our products maydubrersely
affected if we do not integrate and train our nempkyees quickly and effectively and coordinate agour
executive, engineering, finance, marketing, salpsrations and customer support organizationsf ahich add to
the complexity of our organization and increaseapagrating expenses. We also may be less abletticpand
effectively control our operating expenses duégdgrowth and increasing complexity of our busingsaddition,
our information technology systems may not grow atifficient rate to keep up with the processing iaformation
demands placed on them by a much larger compargyeffbrts to continue to expand our informatiorhtemlogy
systems or our inability to do so could harm owsibess. Further, revenues may not grow at a seifficate to
absorb the costs associated with a larger ovesallitount.

Our future growth may require significant additibresources, given that, as we increase our busines
operations in complexity and scale, we may haveffitsent management capabilities and internal lvéidth to
manage our growth and business effectively. We aiaassure you that resources will be available whemeed
them or that we will have sufficient capital to uthese potential resource needs. Also, growthemtumber of
orders received in our Equipment business may re@uiditional physical space and headcount, andiity to
fulfill such orders may be constrained if we aralie to effectively grow our business. If we arahle to manage
our growth effectively or if we experience a shalftih resources, our results of operations wilhlaemed.

Our Imaging business depends heavily on governmemtracts, 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 $allin,
$6.9 million, and $8.2 million in 2006, 2005, an@2, respectively. Generally, government contrastssubject 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. Wenocadassure you that one or more of the governnmmanttacts
under which our customers or we operate will notdsminated under these circumstances. Also, waatassure
you that we or our customers would be able to pm@ogw government contracts to offset the revetagss ¢
result of any termination of existing contractst nan we assure you that we or our customers wiitioue to
remain in good standing as federal contractors.

Furthermore, the funding of multi-year governmerttgpams is subject to congressional appropriatiand,
there is no guarantee that the U.S. governmentwéke further appropriations. The loss of fundiogd
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government program would result in a loss of apéiteéd future revenues attributable to that progrémat could
increase our overall costs of doing business.

In addition, sales to the U.S. government andrite@ contractors may be affected by changes inyessent
policies, budget considerations and political depeients in the United States or abroad. The indeei 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 difficultie®ocurrence of co:
overruns would have a material adverse effect arbasiness.

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 fixece
contracts, unexpected increases in the cost tda®ee manufacture a product, whether due to inadelestimates
in the bidding process, unanticipated increasesdterial costs, inefficiencies or other factorg laorne 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 iegito recognize the total estimated impact ot cogrruns in the
period in which they are first identified. Such togerruns could have a material adverse effeduwrresults of
operation and financial condition.

Our sales of equipment products are dependent obstantial capital investment by our customers, far
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 thathlikewilling to
invest that capital over long periods of time toalpée to purchase our equipment. The magneticatisk
semiconductor manufacturing industries have magtafgant additions to their production capacitytlie last few
years. Our customers may not be willing or abledotinue this level of capital investment, espdgidliring a
downturn in the overall economy, the hard disk @iivdustry, or the semiconductor industry.

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 $13.23 ghare to a high of $30.57 per share. The vallwiotommor
stock may decline regardless of our operating perdmce or prospects. Factors affecting our mankee finclude:

 our perceived prospeci

« hard disk drive market expectatiol

* variations in our operating results and whethemaalgeve our key business targe

« 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 teofgigal innovations by us or our competitc

» market reaction to any acquisitions, joint venturestrategic investments announced by us or our
competitors

 our high fixed operating expenses, including reseand development expens
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« developments in the financial markets; i

« general economic, political or stock market cowdisi in the United States and other major regiomnghich
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 futimghe past, securities class action litigatios 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 taxatiothénUnited States and various other countries.ifgignt
judgment is required to determine and estimatedwide tax liabilities. Our future tax rates could &ffected by
changes in the applicable tax laws, compositioeashings in countries with differing tax rates, mf@s in the
valuation of our deferred tax assets and liabdjt@r changes in the tax laws. Although we belimwetax estimates
are reasonable, there can be no assurance thfihahgetermination will not be materially differefiom the
treatment reflected in our historical income taayisions and accruals, which could materially addeasely affect
our results of operations.

Our effective tax rate in both 2006 and 2005 wal medow the applicable statutory rates due priftgan the
utilization of net operating loss carry-forwardsiateferred credits. We are currently projecting#active tax rate
of 24.0% for 2007.

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

In 2006, approximately 90% of our revenues cammnfregions outside the United States. We currergtheh
international customer support offices in SingapQfeina, Malaysia, Korea and Japan. We expecttkatational
sales will continue to account for a significanttmn 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 countrit
* rising raw material and energy cos

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

« changes in laws and regulations of the United St@teluding export restrictions) and other cowegrias
well as their interpretation and applicatic

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

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

« cultural differences; an
« shipping delays
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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 taxatiles,
or varying interpretations of current accountingrmmuncements or taxation practice could have afgignt adverst
effect on our results of operations or the mannevhich we conduct our business. Further, suchgésoould
potentially affect our reporting of transactionsmmeted before such changes are effective. In 2006, the FASB
issued Interpretation No. 48, “Accounting for Urteg@nty in Income Taxes” (“FIN 48”)FIN 48, which was effecti\
January 1, 2007, clarifies the accounting for utaiety in income taxes recognized in an enterpsi§@ancial
statements in accordance with FASB Statement N@. “Ktcounting for Income Taxes.” We adopted FINiA&he
first quarter of fiscal year 2007.

We are required to evaluate our internal control@vfinancial reporting under Section 404 of the Szanes-
Oxley Act of 2002, and any adverse results fromtsewvaluation could result in a loss of investor dishence in
our financial reports and have an adverse effect ouar stock price.

Pursuant to Section 404 of the Sarbanes-Oxley B2002, our management must perform evaluatiormiof
internal control over financial reporting. Begingim 2004, our Form 10-K has included a report lanagement of
their assessment of the adequacy of such inteoméitad. Additionally, our independent registeredlciaccounting
firm must publicly attest to the adequacy of mamagiet's assessment and the effectiveness of ounaiteontrol.

We have completed the evaluation of our internatmds over financial reporting as required by Rect#04 of
the Sarbanes-Oxley Act. Although our assessmestintg and evaluation resulted in our conclusiat #s of
December 31, 2006, our internal controls over faireporting were effective, we cannot prediet dutcome of
our testing in future periods. If our internal car$ are ineffective in future periods, our finaldiesults or the
market price of our shares could be adversely tteaVe will incur additional expenses and commithod
management’s time in connection with further eviuns.

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 parssittibe the largest component of our product dOst.
ability to manufacture depends on the timely dejivaf parts, components and subassemblies fromlisupp/Ne
obtain some of the key components and astemblies used in our products from a single supmi a limited grou
of suppliers. If any of our suppliers fail to dedivquality parts on a timely basis, we may expeegetelays in
manufacturing, which could result in delayed prddialiveries or increased costs to expedite datgesr develop
alternative suppliers. Development of alternativpmiers could require redesign of our products.

Our business depends on the integrity of our ingsltual property rights and failure to protect ountellectual
property rights adequately could have a materiavadse effect on our business.

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

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

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

 our patent rights, intellectual property laws or agreements will adequately protect our intelletproperty
or competitive positior
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We may be subject to claims of intellectual propgeirtfringement.

From time to time, we have received claims thatweeinfringing third parties’ intellectual properights or
seeking to invalidate our rights. We cannot asgorethat third parties will not in the future claitmat we have
infringed current or future patents, trademarketber proprietary rights relating to our produétay claims, with
or without merit, could be time-consuming, resaltostly litigation, cause product shipment delaysequire us to
enter into royalty or licensing agreements. Sugfalty or licensing agreements, if required, may lmoavailable on
terms acceptable to us.

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

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

Our U.S. operations are primarily located in Satigra, California and Fremont, California, where tost of
living and recruiting employees is high. Additiolyalbur operating results depend, in large pargrupur ability to
retain and attract qualified management, engingenrarketing, manufacturing, customer support,ssatel
administrative personnel. Furthermore, we compete similar industries, such as the semiconductdustry, for
the same pool of skilled employees. If we are umablretain key personnel, or if we are not ablattiact,
assimilate or retain additional highly qualified goyees to meet our needs in the future, our basiaaed operatiol
could be harmed.

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&eidys, political an
economic instability, restrictions on the exporiraport of technology, potentially limited intelte@l property
protection, difficulties in staffing and managingérnational operations and potentially adversectasequences.
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&thStates.

We currently quote and sell the majority of ourgwrots 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 decreaseorease our cost structure relative
those of our competitors, which could lessen theated for our products and affect our competitivesifan.

Difficulties in integrating past or future acquisibns could adversely affect our business.

We have completed a number of acquisitions duringoperating history. In early 2007, we announded t
acquisition of certain assets of DeltaNu, LLC, arerecently announced the acquisition of certageisof Creativ
Display Systems, LLC, subject to normal closingditans. We have spent and will continue to spdgdiicant
resources identifying and acquiring businesses.effi@ent and effective integration of our acquiteusinesses in
our organization is critical to our growth. Any tué acquisitions involve numerous risks includinf§iculties in
integrating the operations, technologies and prsdoicthe acquired companies, the diversion ofroanagement’s
attention from other business concerns and thenpatéoss of key employees of the acquired
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companies. Failure to achieve the anticipated litsmafthese and any future acquisitions or to sastully integrat
the operations of the companies we acquire coslal larm our business, results of operations arfdftass. Any
future acquisitions may also result in potentialijutive issuance of equity securities, acquisitiondivestiture-
related write-offs or the assumption of debt andtiogent liabilities.

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

We are subject to a variety of governmental reguiatrelating to the use, storage, discharge, ivamdl
emission, generation, manufacture, treatment asubdal 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 criminakB 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 &fféds may be subject to volume and manner of saleictions. Sale
of a substantial number of shares of common stotke public market by our officers, directors fiiliates or the
perception that these sales could occur could ma#iteand adversely affect our stock price and miakeore
difficult for us to sell equity securities in thetéire at a time and price we deem appropriate.

Anti-takeover provisions in our charter documenta@dunder Delaware law could prevent or delay a clganin
control, which could negatively impact the value ofir common stock by discouraging a favorable marge
acquisition of us.

Our articles of incorporation authorize our boafdicectors to issue up to 10,000,000 shares depred stock
and to determine the powers, preferences, pridlegghts, including voting rights, qualificatiorisnitations 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 adWgtected 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
Delaware law and our bylaws could make it moreidiff for a third party to acquire a majority ofronutstanding
voting stock by discouraging a hostile bid, or gilg or deterring a merger, acquisition or tendésran 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 litigatiohvarious types, including litigation alleging iiffgement ¢
intellectual property rights and other claims. Egample, in July 2006, we filed a patent infringetriawsuit
against Unaxis USA, Inc. and its affiliates UnaRedzers AG and Unaxis Balzers, Ltd. alleging infl@gment by
Unaxis of a patent relating to our 200 Lean systgee Part Il, Item 1 of this Form 10-Q for furtlgiormation
regarding this lawsuit. Litigation tends to be exgige and requires significant management timeadtshtion and
could have a negative effect on our results of ajp@mns or business if we lose or have to settlase on significant
adverse terms.

Business interruptions could adversely affect oyserations.

Our operations are vulnerable to interruption log,fearthquake or other natural disaster, quamstin other
disruptions associated with infectious diseasetsomal catastrophe, terrorist activities, war, dfgions in our

37




Table of Contents

computing and communications infrastructure dugawer loss, telecommunications failure, human ephbysical
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, bresland similar disruptions from unauthorized tarmzewith our
computer systems and tools located at customex: $ttditical instability could cause us to incucrieased costs in
transportation, make such transportation unreljahteease our insurance costs and cause intenahtarrency
markets to fluctuate. This same instability couddrdnthe same effects on our suppliers and thdityata timely
deliver their products. In addition, we do not gasufficient business interruption insurance to pemsate us for all
losses that may occur, and any losses or damagased by us could have a material adverse effectur business
and results of operations. For example, we selirmgarthquake risks, because we believe thigipriident
financial decision based on the high cost of thetéd coverage available in the earthquake ins@ramarket. An
earthquake could significantly disrupt our openasiomost of which are conducted in California.dtid 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 ¢eriainty
that our efforts will prove successful in the evehan earthquake.

Item 2. Unregistered Sales of Equity Securities and UséPobceed:s

None.

Item 3. Defaults upon Senior Securitie

None.

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

None.

ltem 5. Other Information

None.

ltem 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 Admeiration, 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 Pamsto 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 theceduly authorized.

INTEVAC, INC.

By: /s/ KEVIN FAIRBAIRN

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

Date: November 8, 2007

By: /s/ JEFFREY ANDRESOM

Jeffrey Andreson

Vice President, Finance and Administration,
Chief Financial Officer, Treasurer and Secretary
(Principal Financial and Accounting Officer)

Date: November 8, 2007
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Exhibit 31.1

I, Kevin Fairbairn certify that:

1.
2.

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

Based on my knowledge, this report does notatio any untrue statement of a material fact ot 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 maintgjimisclosure 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 procedaoitge designed under our
supervision, to ensure that material informatidatmeg to the registrant, including its consolidhsubsidiaries, is made known to us by
others within those entities, particularly durihg toeriod in which this report is being prepared;

(b) Designed such internal control over financegarting, or caused such internal control overrfaial reporting to be designed under
our supervision, to provide reasonable assuramzgding the reliability of financial reporting attte preparation of financial stateme
for external purposes in accordance with geneeadtepted accounting principles.

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

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

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

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

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

Date: November 8, 2007

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







Exhibit 31.Z

I, Jeffrey Andreson certify that:

1.
2.

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

Based on my knowledge, this report does notatio any untrue statement of a material fact ot 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 maintgjimisclosure 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
13e&15(f) and 15-15(f)) for the registrant and ha

(a) Designed such disclosure controls and procsgorecaused such disclosure controls and procsdorge designed under our
supervision, to ensure that material informatidatmeg to the registrant, including its consolidhsubsidiaries, is made known to us by
others within those entities, particularly durihg toeriod in which this report is being prepared;

(b) Designed such internal control over financégarting, or caused such internal control overrfaial reporting to be designed under
our supervision, to provide reasonable assuramzgding the reliability of financial reporting attte preparation of financial stateme
for external purposes in accordance with geneeadtepted accounting principles.

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

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

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

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

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

Date: November 8, 2007

/sl JEFFREY ANDRESON

Jeffrey Andresol

Vice President, Finance and Administration,
Chief Financial Officer, Treasurer and Secre







Exhibit 32.1

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

I, Kevin Fairbairn, certify, pursuant to 183JC. Section 1350, as adopted pursuant to SediiéroPthe Sarbanes-Oxley Act of 2002, that
the Quarterly Report of Intevac, Inc. on Form 1@e@the quarterly period ended September 29, 200y éomplies with the requirements of
Section 13(a) or 15(d) of the Securities Exchangeoh 1934 and that information contained in suohni10-Q fairly presents in all material
respects the financial condition and results ofragens of Intevac, Inc.

By: /s/ KEVIN FAIRBAIRN

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

I, Jeffrey Andreson, certify, pursuant to 18LE. Section 1350, as adopted pursuant to Se@fiérof the Sarbanegdxley Act of 2002, the
the Quarterly Report of Intevac, Inc. on Form 1@e@the quarterly period ended September 29, 200y éomplies with the requirements of
Section 13(a) or 15(d) of the Securities Exchangeoh 1934 and that information contained in suohni10-Q fairly presents in all material
respects the financial condition and results ofragens of Intevac, Inc.

By: /s/ JEFFREY ANDRESON

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

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



