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This Annual Report on Form 10-K contains forwardlimg statements which involve risks and unceri@intThe Company's actual results
may differ materially from the results discussedhia forward-looking statement.

PART |
ITEM 1. BUSINESS
OVERVIEW

Intevac, Inc. ("Intevac” or the "Company") is ade@ay supplier of static sputtering systems andiedlananufacturing equipment used to
manufacture thin-film disks for computer hard dikkves. Sputtering is a complex vacuum depositimtess used to deposit multiple thin-
film layers on a disk. The Company's primary ohjexts to be the industry leader in supplying digkittering equipment by providing disk
sputtering systems which have both the highestadiveerformance and the lowest cost of ownershighénindustry. The Company's principal
product, the MDP-250B, helps disk manufactureradoieve high coercivity, high signal-to-noise ratiminimal disk defects, durability and
uniformity, all of which are necessary in the protion of high performance, high capacity disks. Aiddally, the Company's static systems
help disk manufacturers to lower production cdstsugh high yield, high uptime, and low acquisitioperating and facilities costs.

The majority of the Company's revenues are derir@d the sale of disk sputtering systems. In additio leverage its expertise in thin-film
disk production, the Company has acquired and d#té¢a acquire or develop related business, produntdgechnologies that enable it to
expand its current product offerings. For examible, Company completed three acquisitions in 19@8h&le Technology Corporation, a
developer of advanced sputter source technologglisiss; San Jose Technology, a company that matowéscdisk lubrication equipment; €
Lotus Technologies, a company that manufacturetacostop/start test equipment for hard disk drived components.

Market demand for disk drives is growing, stimuthby demand for new and more powerful computeesgtiowing use of sophisticated
network servers and the development of more meintensive software, such as Windows NT and multi@egplications. The growth in
unit shipments of disk drives has in turn stimutatee growth of the thin-film disk market. With tieereasing demand for reliable, rapid
access storage and the intense competitivenels ttigk drive industry, thin film disk manufactws@ontinually seek to produce higher
capacity thin-film disks at a lower cost per megahyf storage. Traditionally, thin-film disk manafarers used in-line systems for disk
sputtering. In 1982, Varian Associates, Inc. ("dat) formed a business unit to design a disk spogesystem to address certain inherent
limitations of the in-line sputtering architectufiehat business, acquired by the Company in 1994ldped a single disk, multiple chamber
static sputtering system, similar in concept togimgle wafer processing machines used by the sewmhictor industry. The Company's static
systems differ from in-line systems in that stapattering provides for deposition with no relatimevement between the sputtering source
and the disk being coated. This provides advantig@isk uniformity and precise control of proc@ssameters. The benefits of the static
approach have led a number of leading disk manufarst to purchase the Company's static systemstidwllly, changing requirements in
thin-film technology, such as the trend towardshbkigdisk coercivity, lower flying heights, reducstittion and the use of MR heads, as well
as the production of disks in new locations haateca need for the purchase of new sputtering@mysst

The Company typically offers its static sputtergygtems to both captive and merchant filim-disk manufacturers at list prices ranging fr
$2.0 million and $3.5 million depending on configtion. Since 1991, Intevac systems have been ledtir or ordered by the following
customers: Fuji Electric, Fujitsu Limited, HitachiMT Technology, IBM, Komag, MaxMedia, MitsubisiNjppon Sheet Glass, Seagate
Technology, Sony, Stormedia, Tae Il Media, Traaeg&je Technology and Western Digital. The Compatlg and markets its products
directly in the United States, and through excleglistributors in Japan and Korea. The Companyektablished subsidiaries in Singapore
and Malaysia and a branch office in Taiwan to suppastomers in Southeast Asia. During 1997, them@any acquired a 49% interest in
IMAT, Inc., a



joint venture in Japan with Matsubo Company, Lt¥dtsubo”). IMAT, Inc. will market the Company'safipanel display products in the |
East.

The Company believes that its expertise and tedgyanay have applications other than for tfilm- disk manufacturing and is in the proc
of expanding its product offerings to other arsash as flat panel display manufacturing equipmamfonics products, and electron beam
processing equipment. For example, during 199Ttmpany received the first order for its RIGEL fhanel display sputtering equipment
and acquired the business of RPC Industries, énmanufacturer of electron beam equipment thasesl dior curing inks, coating and
adhesives, for film cross linking and for in-lineglization.

The Company's backlog was $73.8 million at Decer3iie1997.
DISK MANUFACTURING PRODUCTS
The MDP-250B Disk Sputtering System

The Company's principal product, the MDP-250B ui/fautomated, has 12 independent process stadiothgchieves throughput of
approximately 550 disks per hour. The Company'srefits static sputtering systems for list pricasging from $2.0 million to $3.5 million,
depending upon configuration, to both captive amdatmant thin-film disk manufacturers.

The MDP-250 series of disk sputtering equipment dexsgned by the Company to meet current requirésrfenthe production of media and
to provide the capability to meet future requiretseithe MDP-250 helps disk manufacturers to achiéglk coercivity, high signal to noise
ratios, minimal disk defects, durability and unifoty, all of which are necessary in the productidmigh performance, high capacity disks
addition, the MDP-250 has the capability to sputteiti-layers (multiple magnetic layers with intpessed non-magnetic layers); to sputter
onto alternative substrates (such as glass andch@gras well as conventional aluminum substrades|; to make media with the appropriate
characteristics for use with magneto-resistive ("Mieads and magneto-optical ("MO") heads.

The mechanical design of the MDP-250 has charatiegiwhich are similar to the cluster tools whizk widely used in semiconductor
manufacturing in that each process station is s¢glgrvacuum pumped and is vacuum isolated duninggssing. The MDP-250 does not
require a carrier or pallet to transport disks tigfo the system. Rather, disks are automaticallgddanto the system from cassettes,
processed, and then automatically returned todksatte.

The Company offers a number of process statiomogtiincluding multiple options for the depositimithin films, heating stations, cooling
stations and cleaning stations. Furthermore, thesgess stations can be moved from any machinegsquosition to any other to easily
accommodate process changes.

Related Disk Manufacturing and Test Equipment

The Company acquired San Jose Technology Corpl'() S leading supplier of systems used to lubedhtn{ilm disks in 1996. Lubricatio
is the production step that typically follows digbuttering in the manufacture of thin-film diskaurihg lubrication, a microscopic layer of
lubricant is applied to the disk's surface to inyerdurability and reduce surface friction. SJTdorcts allow thin-film disk manufacturers to
uniformly lubricate disks in a temperature congdl|llow vibration, contamination free environmeritfva minimal amount of solvent loss.

The Company also acquired Lotus Technologies,(Ihotus"), a leading manufacturer of contact sttats("CSS") test equipment for hard
disk drives and components in 1996. The Lotus famfilPC-based CSS test equipment performs precissunements of disk wear, friction,
stiction and start-stop torques related to therfate of the read-write head with the thin-filmldis
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INTEVAC TECHNOLOGY AND SKILLS

The design and fabrication of sputtering systemshim film disk production requires a broad ramgeechnologies and skills, including:

- Sputtering processes - Thermal systems design
- Design of compl ex electromechanical
- Sputter source design systems
- Thin film characterization - Material transp ort systems and robotics
- Vacuum system design - Computer based control systems

The Company's scientists and engineers are knoeddxlg about disk manufacturing processes and withktlhe Company's customers to
design hardware and software systems to meet #ieroars' requirements. The Company has a MDP-25@8 iaboratories to run various
process tests for customers to determine the dlititadd the machine for their production proceasd also for the Company's design
engineering department to test newly designed psocapabilities. The Company believes that itsgge@xpertise, and the ability to
communicate with its customer's process scientipies it an important competitive advantage.

SALES CHANNEL, CUSTOMERS AND MARKETING

The selling process for the Company's product$téna multi-level and longerm process involving individuals from marketieggineering
operations, customer service and senior manageiearocess is lengthy and involves making sartyitefilm disks for the prospective
customer and responding to individual needs forernaté levels of machine customization. Intevacssghtic sputtering systems to both
captive and merchant thin-film disk manufactur€@aptive thin-film disk manufacturers produce digk®e used in disk drives they
manufacture, and merchant thin-film disk manufaatsiproduce disks to be included in disk drivesufestured by third parties. The
Company sells and markets its disk manufacturinglpets directly in the United States, and througgtiusive distributors in Japan (Matsul
and Korea (Chung Song). The Company has establishelly-owned subsidiaries in Singapore and Malaysid a branch office in Taiwan
to support its customers in Southeast Asia. Duti®g7 the Company established a joint venture imadagth Matsubo, Intevac Matsubo
Advanced Technology (IMAT Inc.), to market its fl@nel display products in the Far East.

Historically, a significant portion of the Compasiyevenues in any particular period have beerbattible to sales to a limited number of
customers. For example, Matsubo, HMT Technology Bmage Storage Technology accounted for 37%, 1744l&f0o, respectively of the
Company's total net revenues in 1997, and Matsbbagate and HMT Technology accounted for 32%, 32448%, respectively, of the
Company's total net revenues in 1996. Seagate, Adthnology, and Matsubo accounted for 40%, 20%1&84, respectively, of the
Company's total net revenues in 1995. The Compéargsst customers change from period to periddrge thin-film disk fabrication
facilities are completed and new projects aredtetli. The Company expects that sales of its predaaelatively few customers will continue
to account for a high percentage of its net revemu¢he foreseeable future. For example, 68% @fQbmpany's backlog at December 31,
1997 was represented by two customers for diskesfiug systems, with each representing 10% or rabtke Company's backlog at
December 31, 1997. The larger of these two custenMaitsubo, has orders from 5 different end uskedssk sputtering systems. None of the
Company's customers has entered into a long-tereeagent requiring it to purchase the Company'symisd As purchases related to a
particular new or expanded fabrication facility anpleted, sales to that customer may decreasplgloa cease altogether. If completed
contracts are not replaced on a timely basis by aorelers from the same or other customers, the Coyfgpaet revenues could be adversely
affected. The loss of a significant customer, aduction in orders from any significant customethar cancellation of a significant order
from a customer, including reductions or cancellaidue to customer departures from recent buyatigims, financial difficulties of a
customer or market, economic or competitive condgiin the disk drive industry, could materiallwadsely affect the Company's business,
financial condition and results of operations. Dgrthe latter half of 1997 a number of manufacaicdrhard disk drives and a number of tl
suppliers reported substantial losses. Many ofetinesnufacturers attributed their problems to aresxsupply of hard drives, or, in the case
of component suppliers, an excess supply of commsrier hard drives (including thin film
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disks) and the rapid change of technology whictsedwa number of products to become obsolete. Tagrée no assurance that these
industry-wide problems will not result in reduceshtiind for the Company's products in 1998, a resdingdof the Company's existing
backlog or a reduction in future orders from theele experienced during 1997. In March of 1998 assult of weak orders for its disk
sputtering systems, the Company implemented annsgpeduction plan that involved the terminatiomroximately 20% of the
Company's work force. As part of the expense redngilan the Company also decided to close its Rookalifornia facility and transfer its
Rapid Thermal Processing Operation from RocklithtoCompany's headquarters in Santa Clara. Dunmdjrist quarter of 1998, the
Company will incur a restructuring charge of appmee¢ely $1.0 million related to closure of the RiicKacility and employee severance
costs.

Foreign sales accounted for 64% of revenue in 199% in 1996 and 20% in 1995. Substantially alhaf Company's foreign sales are to
companies in the Far East. The Company anticightggoreign sales to customers in the Far Eastoaiitinue to be a significant portion of
its revenues in the foreseeable future. In ordeffectively service customers located in South@a#, the Company has established sales
and service operations in Singapore, Malaysia afithiwan. Sales and operating activities outsidin@fUnited States are subject to certain
inherent risks, including fluctuations in the valfehe United States dollar relative to foreigmrencies, tariffs, quotas, taxes and other
market barriers, political and economic instabjligstrictions on the export or import of technglpgotentially limited intellectual property
protection, difficulties in staffing and managindgdrnational operations and potentially adversectmsequences. The Company's products
have been sold to companies headquartered in thedBtates, Japan, Taiwan and Korea and haveibsttied in factories in the United
States, Japan, Singapore, Malaysia, Korea and failbof the Far Eastern countries with which tbempany does business have banking
systems and foreign currency exposures that hgveriexced serious troubles recently and therefabgest the Company's customers to
substantial business risks. There can be no assthat any of these factors will not have a materilverse effect on the Company's
business, financial condition or results of operadi In particular, although the Company's intéama sales have been denominated in
United States dollars, such sales and expensesiatdye denominated in dollars in the future, andency exchange fluctuations in countries
where the Company does business could materiallgradly affect the Company's business, financiatlitn and results of operations.

Installing and integrating new sputtering systents the thinfilm disk manufacturing process requires a subi&himvestment by a custom
Sales of the Company's systems depend, in signiffgart, upon the decision of a prospective custdmeeplace obsolete equipment or to
increase manufacturing capacity by upgrading oaegng existing manufacturing facilities or constimg new manufacturing facilities, all
of which typically involve a significant capital gonitment. Therefore, customers often require aifioigimt number of product presentations
and demonstrations, as well as substantial inferaetith the Company's senior management, befolenga purchasing decision.
Accordingly, the Company's systems typically havergthy sales cycle during which the Company m@ead substantial funds and
management time and effort with no assurance teateawill result. Furthermore, the Company's espdavels are based, in part, on its
expectations as to future net revenues. If revéaweds are below expectations, operating resuéidileely to be adversely affected. Net
income, if any, may be disproportionately affedbyca reduction in net revenues because a propatébnsmaller amount of the Company's
expenses varies with its net revenues. The imgdabese and other factors on the Company's satksperating results in any future period
cannot be forecasted with certainty.

CUSTOMER SUPPORT

Since media production lines are often operatedd#s per day, seven days per week, continuingcgesupport is of vital importance, and
thus the Company provides process and applicasiopgort, customer training, installation and stgrtassistance and emergency service
support to its customers. Over the past two yehesCompany has taken several steps to substgntrglrove customer support including
expanding the training program, increasing the remalf service engineers, adding product supporineeging capability, reducing delivery
times for spare parts and providing 24 hour perréaponse.



Process and applications support is provided bypewent process scientists who have access to aatediMDP-250B in the Company's
applications laboratory, and who also visit custmsva their plants to assist in process developmemcts.

The Company conducts training classes for proaaestists, machine operators and machine servicmpeel. Additional training is also
given during the machine installation.

Installation and start up of the sputtering systamesprovided within the United States by the lategustomer service organization. This
group also assists with the installation and stprdf sputtering systems in overseas locatione@sined.

The Company provides a standard warranty for upvédve months from customer acceptance. Duringwhiganty period any necessary
non-consumable parts are supplied and installede@ily, the Company has trained field service tédhns located in the United States,
Singapore and Taiwan. In addition, service in JapahKorea is provided by the Company's distribatwd representatives using personnel
who have received training at Intevac. Intevac ismdistributors stock consumables and spare pagspport the installed base of systems.
These parts are available on a 24 hour per dag.basi

Consistent with the Company's strategy to provigeimdustry's highest level of service to its costes, the Company has established
operations in Singapore, Malaysia and Taiwan teigecustomer training, installation, start-up sssice, spare parts and service support to
customers in Southeast Asia.

RESEARCH AND DEVELOPMENT

The disk drive industry in general, and the thimfdisk manufacturing industry in particular, isachcterized by rapid technological change
and evolving industry standards. The Company hassied substantial amounts in research and develupior its disk sputtering systems
and flat panel display manufacturing equipment. Tohenpany's research and development expenses ) 1996 and 1995 were $10.7
million, $8.4 million and $2.6 million, respectiyeland represented 8.0%, 9.5% and 6.1%, respegctivehet revenues. Research and
development expenses do not include costs of $lidm$1.3 million and $1.1 million that were iaored by the Company in 1997, 1996
1995, respectively and were reimbursed under timestef a cost sharing agreement.

The Company expects to continue an active develappregram to make sputter system improvementsdoaglditional capabilities that will
improve disk performance, increase machine throughgermit optimum utilization of alternative sutades, lower cost of ownership and
respond to future market requirements. The Compaabyjlity to remain competitive has required antl @gntinue to require substantial
investments in research and development to advigmtzehnologies. The failure to develop, manufecand market new systems, or to
enhance existing systems, would have a materiaradweffect on the Company's business, financradition and results of operations. In the
past, the Company has experienced delays fromtartime in the introduction of, and certain teclahidifficulties with, certain of its systems
and enhancements. In addition, the Company's cdtmgetan be expected to continue to develop atnddace new and enhanced products,
any of which could cause a decline in market denfanthe Company's systems or a reduction in the@oy's margins as a result of
intensified price competition.

Changes in the manufacturing processes for thin-diisks could also have a material adverse effethe Company's business, financial
condition and results of operations. The Compatigigates continued changes in the requirementsenflisk drive industry and thin-film
disk manufacturing technologies. There can be sarasce that the Company will be able to develagmufacture and sell systems that
respond adequately to such changes. In additierddka storage industry is subject to constantvévg technological standards. There can
be no assurance that future technological innoratwill not reduce demand for thin-film disks. TBempany's business, financial condition
and results of operations could be materially asklgraffected by any trend toward technology thatil replace thin-film disks as a storage
medium.



The Company's success in developing and sellingresdu disk sputtering systems and other new prsdisgends upon a variety of factors,
including accurate prediction of future customeyuieements, technology advances, cost of ownersitimduction of new products on
schedule, cost-effective manufacturing and progactormance in the field. The Company's new prodecisions and development
commitments must anticipate the requirements ferctintinuously evolving disk drive industry approztely two or more years in advance
of sales. Any failure to accurately predict customeguirements and to develop new generationsaafymts to meet those requirements wc
have a sustained material adverse effect on thep@oys business, financial condition and resultspafrations. New product transitions
could adversely affect sales of existing systemd,@oduct introductions could contribute to qudytéuctuations in operating results as
orders for new products commence and orders fatiagi products decline. There can be no assurdmatéhite Company will be successful in
selecting, developing, manufacturing and marketieqyy products or enhancements of existing prod&ctsexample, in 1997 the Company
discontinued development of a laser texturing peodlor thin-film disks.

FLAT PANEL DISPLAY MANUFACTURING EQUIPMENT DEVELOPM ENT PROGRAM

In recent years, flat panel displays ("FPDs") haneerged as a display technology for a variety gfieations such as PCs, workstations and
video displays. The manufacture of several typdtabpanel displays such as STN, AMLCD and FEDuisgjthe use of a sputtering process
to deposit thin-film layers of different materiagsto a glass substrate.

In 1992 the Company initiated a program to develgputtering system for this market. The Comparigbes that the skills and technolog
that it has developed for the thin-film disk marat€aing industry are directly applicable to the FPRnufacturing industry. These skills and
technologies include its expertise and experienaputtering, rapid heating, high vacuum, isolatemtess chambers and material handlin
addition, as with the thin-film disk manufacturimglustry, the FPD industry involves providing complexpensive capital equipment to a
small number of customers worldwide.

Since inception, the Company has invested apprdrimn&13.2 million in the flat panel sputtering ééapment effort, of which approximat:
half has been paid by Ebara Corporation ("Ebai@f® Company entered into its agreement with Eba&eptember 1992. Under the
agreement, as amended, Ebara has agreed to pdnalbioéthe development costs of the flat panektgping system, up to a maximum
amount of $6.75 million, in exchange for joint owsigp of the intellectual property rights and tixelasive right to manufacture and sell in
Japan the flat panel sputtering systems developddrihe agreement. The Company has retained thesase right to manufacture and sell
such flat panel sputtering systems outside of Japach party is required to pay royalties to tHeeoparty on its flat panel sputtering system
sales. In 1997, under a funded development contfeCompany delivered its first sputtering maeh{tiD-STAR") capable of sputtering
substrates as large as 450 mm by 650 mm. In 1898 dmpany expects to deliver a scaled up versias &f-STAR unit capable of
sputtering glass substrates as large as 1.2 nigtdr$ meters ("RIGEL").

In 1994 the Company acquired certain assets oSAktirporation and certain patents from Baccarattiirics, Inc. and continued a project

to develop a rapid thermal processing ("RTP") syste be used in the manufacture of FPDs. The Cog@&TP system can be used to
rapidly modify the characteristics of thin filmspesited on glass substrates. For example, the QoyigpRTP systems can be used to activate
thin films after ion implantation or to convert arpbous silicon thin films into polysilicon thin fils. The Company has sold three RTP
systems to date.

In 1997 the Company spent $4.9 million on researghdevelopment related to the Company's FPD sffoiftthese amounts, approximately
54% of the funding was provided by customer spatsoesearch and development contracts and/or lcashg agreements.

The Company has limited experience in the developnmeanufacture, sale and marketing of flat parmdldy manufacturing equipment,
having sold only three RTP systems to date andraaing development of its FPD sputtering systeniger& can be no assurance that the
market for flat panel display manufacturing equiptriargeted by the Company will develop as quickiyo the degree the Company
currently



anticipates, or that the Company's proposed FPDufaaturing equipment will achieve customer accegeaor that the Company will achieve
any net revenues from the sale of its proposed fBBufacturing equipment. There can be no assuthrc8ompany will receive additional
customer sponsored research and development fuirdthg future. The failure to receive additionastomer sponsored research and
development funds could result in the Company i@ty funding the development of such FPD manufactuequipment, and the costs of
such research and development may have a matdvialse effect on the Company's results of operstibhere can be no assurance that the
Company in any event will continue to fund reseant development in the FPD area.

PHOTONICS RESEARCH AND DEVELOPMENT

The Photonics R&D Group, which continued with then@pany when the night vision business was sol®8b1has made progress with
technology that permits highly sensitive detectiothe short-wave infrared spectrum in electrorrees with very precise characteristics.
These photonics development efforts are fundedaiiynwith government sponsored R&D contracts. 897 the Company spent $2.6
million on research and development related taQbmpany's photonics efforts.

This development work is aimed at creating new petsifor both military and industrial applicatiodsnong these new applications is Laser
llluminated Viewing and Ranging ("LIVAR"), which i&ke radar but operates in the short infraredardo detect and image objects at long
ranges. Other technologies include Electron Bomdzh@harge Coupled Devices ("EBCCDs"), which providgh sensitivity detection and
high resolution imagery in the visible and shorvevinfrared spectrum, and Negative Electron AffifiNEA") electron sources, which cot
provide an enabling technology to dramatically iithe feature size of integrated circuits.

ELECTRON BEAM PROCESSING EQUIPMENT

In 1997 the Company's wholly owned subsidiary, RreChnologies, Inc. ("RPC"), acquired substantiallyof the assets and certain of the
liabilities of RPC Industries, Inc. of Hayward, @atnia. RPC Industries, Inc. manufactured electoeam processing equipment that is used
for curing inks, coatings and adhesives, for filrass linking in the manufacture of shrink wrap filmnd for in-line sterilization.

MANUFACTURING

The majority of the Company's manufacturing is aanidd at its headquarters facility in Santa Cl@alifornia with smaller manufacturing
facilities located in Hayward, California (RPC),4.Gatos, California (Lotus) and Rocklin, Califor§RTP). The Company's manufacturing
operations include electromechanical assembly, am@chl and vacuum assembly, fabrication of thetepsburces, and system assembly,
alignment and testing. The Company makes extensigeof the infrastructure serving the semiconduetmiipment business. The Company
purchases vacuum pumps, valves, instrumentatioffiinds, power supplies, printed wiring board esblies, computers and control
circuitry and specialized mechanical parts madéobying, machining and welding. The Company hassli-equipped fabrication center that
is capable of producing many of the fabricated irdas in its systems. This capability is usednariily for quick reaction requirements for
design work, to cover shortages and for some opé#hts required for production. The Company's stpais to purchase the majority of its
fabricated metal parts from outside suppliers.

The Company's manufacturing strategy is to opewvételow fixed costs, to produce high quality, ce$tective systems and low cost
replacement parts and to be able to respond efédgtio changes in volume. To do this, the Compamyently designs its products to use
standard parts where possible. The Company perforamufacturing activities that add value or thguiee unique technology or specialized
knowledge and, taking advantage of its Silicon 8albcation, utilizes subcontractors to performestimanufacturing activities.

In certain instances, the Company is dependent apmte supplier or a limited number of suppliershas qualified only a single or limited
number of suppliers, for certain complex componentsub-assemblies utilized in its products. ThenBany has implemented a key supplier
program in which it appoints certain



key vendors as sole suppliers for certain parth thié goal of improving response time and reducivgls. In addition, the Company makes
extensive use of suppliers serving the semicondectoipment business, and such suppliers may clioagee priority to their
semiconductor equipment customers that are mugkrddinan the Company. Any prolonged inability tdadt adequate deliveries could force
the Company to pay more for inventory, parts amgiosupplies, require it to seek alternative saiafesupply, delay its ability to ship its
products and damage relationships with currentmaspective customers. Any such delay or damagkl ¢tave a material adverse effect on
the Company's business, financial condition andltesf operations.

The Company's systems have a large number of coeng®and are highly complex. The Company may egpee delays and technical and
manufacturing difficulties in future introductions volume production of new systems or enhanceméntsddition, some of the systems b
by the Company must be customized to meet indiVidustomer site or operating requirements. The Gomihas limited manufacturing
capacity and may be unable to complete the devadaopor meet the technical specifications of its isg8tems or enhancements or to
manufacture and ship these systems or enhancementsnely manner. Such an occurrence would metgradversely affect the Company's
business, financial condition and results of openatas well as its relationships with customarsaddition, the Company may incur
substantial unanticipated costs early in a produié¢' cycle, such as increased cost of materiaéstd expediting charges, other purchasing
inefficiencies and greater than expected instaltasind support costs which cannot be passed ¢ toustomer. Any of such events could
materially adversely affect the Company's busin@sancial condition and results of operations.

BACKLOG

The Company's backlog was $73.8 million and $63llfam at December 31, 1997 and December 31, 18&pectively. The Company
includes in its backlog only those customer ordersystems, component parts and contract reseandthievelopment for which it has
accepted signed purchase orders with assignecedglilates. The equipment requirements for thin-fliek manufacturers cannot be
determined with accuracy, and therefore the Comipdacklog at any certain date may not be indieativfuture demand for the Company's
manufacturing systems.

Orders in backlog are subject to cancellation, atitbugh the Company generally requires a depasitrders for its systems, such deposits
may not be sufficient to cover the expenses incliosethe Company for the manufacture of the cancgystems or fixed operating expenses
associated with such systems. The Company maytiroeto time manufacture a system in anticipatibaroorder that may not be placed
during the period or at all. In any given quartenihich such a system is manufactured, the Compaayynot receive funds to cover its
manufacturing costs. Orders may be subject to deleferral or rescheduling by a customer. Frondéite the Company receives an order, it
often takes more than six months before the netme®s from such order are recognized and evenrdmedere final payment is received. T
relatively long manufacturing cycles of many of thempany's products has caused and could causeeshtip of such products to be delayed
from one quarter to the next, which could mateyiatiiversely affect the Company's business, findooiadition and results of operations fc
particular quarter. Announcements by the Compangsaompetitors of new products and technologmddcause customers to defer
purchases of the Company's existing systems, whdathd have a material adverse effect on the Conipdysiness, financial condition and
results of operations.

Due to possible delays in obtaining materials,aherage time between order and shipment of the @oyip systems may increase
substantially in the future. The Company's abiiityquickly increase its shipments in response totsierm increases in demand could be
limited by the complexity of the manufacturing pess, the lengthy lead times necessary to obtdinatrcomponents, the unwillingness of
the Company to build systems prior to the receifrders and the need for highly skilled personmik failure of the Company to satisfy &
such short-term increases in demand and to keapvpiett customer demand would lead to further exterssof delivery times, which could
deter customers from placing additional orders.r&lean be no assurance that the Company will beesstul in increasing its manufacturing
capacity.



COMPETITION

The Company believes that the principal competitaators in its market are system performance aatufes, reliability and uptime, overall
cost of ownership and customer support. The Competigves that it competes favorably with respeaadch of these factors. The Company
believes it is the principal United States-basqzbar of sputtering systems for thin-film disks.

The Company's disk sputtering business experient&sse competition worldwide from two principainepetitors, Balzers A.G. ("Balzers")
and Anelva Corporation ("Anelva"), each of whichaitarge manufacturer of complex vacuum equipmedtthain-film disk manufacturing
systems and has sold a substantial number of ilhindfsk sputtering machines worldwide. Both Batizand Anelva are manufacturers of
static sputtering systems, and each has substamfiahter financial, technical, marketing, mantifising and other resources than the
Company. The Company also experiences competition manufacturers of thifilm disks that have developed the capability toorfacture
their own sputtering systems. There can be no agsarthat the Company's competitors will not dgvelshancements to, or future
generations of, competitive products that will oeperior price or performance features or that oempetitors will not enter the Compan
markets and develop such enhanced products. Fombiney the failure of manufacturers of thin-filmldiscurrently using in-line machines and
manufacturers using internally developed sputtesygiems to switch to static sputtering systentkérfuture could adversely affect the
Company's ability to increase its sputtering systeanket share.

In addition, the Company's two principal compettare based in foreign countries and have costtates and system prices based on for
currencies. Accordingly, currency fluctuations eboause the Company's dollar-priced products tlessecompetitive than its competitors'
products priced in other currencies. Currency flatibns could also increase the Company's cositateirelative to those of its competitors,
which could make it more difficult for the Compatoymaintain its competitiveness.

Given the lengthy sales cycle and the significaméstment required to integrate a disk sputterysfiesn into the manufacturing process, the
Company believes that once a thin-film disk mantufee has selected a particular supplier's disktepng equipment, the manufacturer
generally relies upon that equipment for the spepifoduction line application and frequently wathntinue to purchase its other disk
sputtering equipment from the same supplier. They@my expects to experience difficulty in sellingatparticular customer for a significant
period of time if that customer selects a compesitdisk sputtering equipment. Accordingly, comp@ti for customers in the disk sputtering
equipment industry is particularly intense, andpdigps of disk sputtering equipment may offer prggiconcessions and incentives to attract
new customers, which could adversely affect the Gamg's business, financial condition and resultspefrations. Because of these
competitive factors, there can be no assurancetthatompany will be able to compete successfalye future.

PATENTS, INTELLECTUAL PROPERTY AND LICENSING

The Company places a high value on intellectugb@rty and has an active program to seek patentagedor discoveries and designs that
are believed to have significant value. The Compaepgnizes patentable inventions by employeesitfirincentive payments to the
inventors. The Company currently has 24 patentess the United States and 2 patents issuedoanJand has patent applications pending
in the United States and foreign countries. OfafieJ).S. patents, 7 relate to sputtering, 10 rea®RTP, 1 relates to lubrication systems and 6
relate to photonics. In addition, the Company hasright to utilize certain patents under licensingangements with Litton Industries, Varian
Associates, Stanford University, Lawrence Livermioadoratories and Alum Rock Technology.

There can be no assurance that any of the Compaaigst applications will be allowed or that anythad allowed applications will be issued
as patents. There can be no assurance that amt pateed by the Company will not be invalidatedemied unenforceable, circumvented or
challenged, that the rights granted thereunderpsiVide competitive advantages to the Companyatrdny of the Company's pending or
future patent applications will be issued with glaiof the scope sought by the Company, if at altttfermore, there can be no assurance that
others will not develop similar products, duplicdte Company's



products or design around the patents owned bgtmepany. In addition, there can be no assurancddieign patent rights, intellectual
property laws or the Company's agreements willgatathe Company's intellectual property rightsldfaito protect the Company's
intellectual property rights could have a mateaidverse effect upon the Company's business, fiabogndition and results of operations.

There has been substantial litigation in the tetdgindustry regarding intellectual property righThe Company has from time to time
received claims that it is infringing third parti@stellectual property rights. In August 1993, Raell International Corporation ("Rockwell")
sued the Federal government alleging infringeménedain patent rights with respect to the contrdice Federal government has had with a
number of companies, including Intevac. The Fedgoakernment has notified Intevac that it may bbléan connection with contracts for
certain products in the Company's discontinuedtnigtion business. Although the Company believesllthave no material liability under
these contracts, there can be no assurance thagsthietion of the claims by Rockwell with the Fedlegovernment will not have a material
adverse effect on the Company's business, openasuits and financial condition. In the first giearof 1997, Rockwell's patent in suit was
held invalid. Rockwell has appealed that decisidrese issues are now pending before the appetate c

There can be no assurance that third parties waflimthe future claim infringement by the Compamith respect to current or future patents,
trademarks, or other proprietary rights relatinght® Company's disk sputtering systems, flat paraiufacturing equipment or other produ
Any present or future claims, with or without medbuld be time-consuming, result in costly litigat cause product shipment delays or
require the Company to enter into royalty or lidegsagreements. Such royalty or licensing agreesmémequired, may not be available on
terms acceptable to the Company, or at all. Anthefforegoing could have a material adverse etipon the Company's business, operating
results and financial condition.

In addition, the Company believes that one of @spetitors may be infringing the Company's patagitts in connection with products
currently being offered by this competitor. Althduthe Company has not undertaken formal legal gaiogs, the Company has informed
this competitor that the Company believes its patights are being infringed and that the Compaay nndertake litigation to protect its
patent rights if necessary. If undertaken, sudfiton could be costly, time-consuming and resulegal claims being made against the
Company. This could have a material adverse effeche Company's business, operating results aaddial condition, and, in addition,
there could be no assurance that the Company wudtindately prevail in any such litigation.

EMPLOYEES

At December 31, 1997, the Company had 398 employpdesf whom are contract employees. 117 of thegg@yees are in research and
development, 183 are in manufacturing, and 98raeslministration, customer support and marketing.

The Company believes that it has good relationk itstemployees. None of the Company's employeepigesented by a labor union, and
Company has never experienced a work stoppageCohmpany believes that attracting and motivatintjeskitechnical talent is vital to its
success.

ENVIRONMENTAL REGULATIONS

The Company is subject to a variety of governmemglilations relating to the use, storage, disahargndling, emission, generation,
manufacture, treatment and disposal of toxic oeoktazardous substances, chemicals, materialsste wany failure to comply with current
or future regulations could result in substantiall penalties or criminal fines being imposed tve Company or its officers, directors or
employees, suspension of production, alteratiagtsahanufacturing process or cessation of operstiSach regulations could require the
Company to acquire expensive remediation or abateetpiipment or to incur substantial expenses toptyp with environmental regulation
Any failure by the Company to properly manage tbe, wlisposal or storage of, or adequately reshéctelease of, hazardous or toxic
substances could subject the Company to significainitities.
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OTHER FACTORS AFFECTING THE COMPANY'S BUSINESS
Leverage

In connection with the sale of $57.5 million of &1/2% Convertible Subordinated Notes Due 2004 (@onvertible Notes") in February
1997, the Company incurred a substantial increadeei ratio of long-term debt to total capitalipatishareholders' equity plus long-term
debt). The ratio at December 31, 1997 and 1996appsoximately 58.4% and 2.1%, respectively. Assalteof this indebtedness, the
Company incurred substantial principal and inteotdigations. The degree to which the Companyvstaged could have a material adverse
effect on the Company's ability to obtain additidir@ancing for working capital, acquisitions otet purposes and could make it more
vulnerable to industry downturns and competitivesgures. The Company's ability to meet its debicepbligations will be dependent on
the Company's future performance, which will bejsaibto financial, business and other factors aifigcthe operations of the Company,
many of which are beyond its control.

Management of Expanding Operations

The Company has recently experienced a periodpid expansion in its operations that has placed,cauld continue to place, a significant
strain on the Company's management and other @=0urhe Company's ability to manage its expandpegations effectively will require it
to continue to improve its operational, financald management information systems, and to tradtivate and manage its employees. If the
Company's management is unable to manage its eixppoperations effectively, the Company's resultsperations could be adversely
affected.

The Company's operating results will depend inifigant part upon its ability to retain and attractalified management, engineering,
marketing, customer support and sales personnetpétition for such personnel is intense and tharebe no assurance that the Company
will be successful in attracting and retaining spehsonnel. The failure to attract and retain queisonnel could make it difficult to underte
or could significantly delay the Company's reseancti development efforts and the expansion of &sufacturing capabilities or other
activities, which could have a material adverseafbn the Company's business, financial condaiuh results of operations.

Potential Acquisitions

The Company's business strategy includes acquielaged businesses, products or technologies. Dngp@ny completed one acquisition in
1997 and three acquisitions in 1996 and expectstthaay pursue additional acquisitions in the fetuAny future acquisition may result in
potentially dilutive issuance of equity securititge write-off of in-process research and develapraed the assumption of debt and
contingent liabilities, any of which could matelyahdversely affect the Company's business, firdrogindition and results of operations.
Additionally, as a result of the Company's ongaiaegurchase of its stock in the open market, the gzotp may not be able to use the "poc
of interests" method of accounting in some acquois#, and the Company may therefore be requireantortize any intangible assets acqu
in connection with any acquisition.

The Company incurred a charge to operations of 80I®n in the quarter ended December 31, 1997eflect the purchase of in-process
research and development related to the acquigifitime business of RPC Industries, Inc. The Compacurred a charge to operations of
$5.8 million in the quarter ended June 29, 1996efiect the purchase of iprocess research and development related to thes#in of SJ1
and Lotus. In addition, the Company is amortizimgngible assets of approximately $9.0 million tiatato the four acquisitions. The
amortization period for such costs will be over tiseful lives of the assets, which range from twarg to seven years. Additionally,
unanticipated expenses may be incurred relatitigedntegration of technologies, research and dgweént, and administrative functions.
Any acquisition will involve numerous risks, inciag difficulties in the assimilation of the acquireompany's employees, operations and
products, uncertainties associated with operatingeiv markets and working with new customers, aedobtential loss of the acquired
company's key employees.
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Possible Volatility of Stock Price

The Company believes that factors such as annowerasrof developments related to the Company's bsisjrluctuations in the Company's
operating results, failure to meet securities astalyexpectations, general conditions in the diskedand thin-film media manufacturing
industries and the worldwide economy, announcenwritechnological innovations, new systems or pob@mhancements by the Company
or its competitors, fluctuations in the level obperative development funding, acquisitions, changegovernmental regulations,
developments in patents or other intellectual priypgghts and changes in the Company's relatigrsshith customers and suppliers could
cause the price of the Company's Common Stockittute substantially. In addition, in recent yehesstock market in general, and the
market for small capitalization and high technolagycks in particular, has experienced extremesghictuations which have often been
unrelated to the operating performance of affectadpanies. Such fluctuations could adversely affezimarket price of the Company's
Common Stock.

Concentration of Stock Ownership

Based on the shares outstanding on December 317, t®9present directors and their affiliates axetative officers, in the aggregate, own
beneficially approximately 55.2% of the Companyisstanding shares of Common Stock. As a resulsetisbareholders, acting together, are
able to effectively control all matters requiringpaoval by the shareholders of the Company, inclgdihe election of a majority of the
directors and approval of significant corporat@s$actions.

ITEM 2. PROPERTIES

The Company leases all of its facilities, includaggproximately 175,400 square feet in Santa Claasifornia. These buildings house
manufacturing, research and development, marketidgadministration, and the Company's headquastiices. The leases for these
buildings expire in October 1999 (8,300 square)fartl March 2002 (167,100 square feet). The Compasyan option to extend the lease
with respect to 167,100 square feet for an additifime-year period, with a monthly base rent to be netgdidy the Company and the les:
If the Company and the lessor are unable to regadement with respect to such monthly base reatmbnthly base rent for the extension
will be determined by an appraisal process sef fiorthe lease.

The Company leases an 18,900 square-foot buildifpicklin, California to house the RTP BusinesssTéase expires in November 2000.

The Company leases a facility of approximately 8,6Quare feet in Los Gatos, California to housd_tites Technology Division. This lease
expires in May 1999.

The Company leases a facility of approximately 8@,5quare feet in Hayward, California to houseRR& Technologies Division. This lec
expires on March 2001.

The Company leases a facility of approximately @,4Quare feet in Singapore to house the Singapsterner support organization. This
lease expires in December 1998. The Company haptam to extend the lease for an additional yeéanarket rates.

The Company leases approximately 1,400 squarénfetiwan to house the Taiwan customer supportrorgéion. The lease expires in
October 1998.

The Company believes that its current facilities switable and adequate for its current and foedde@perations. The Company currently
operates with one full manufacturing shift and paetial manufacturing shift. The Company believes it currently has sufficient producti
capacity to meet its current needs.

ITEM 3. LEGAL PROCEEDINGS
There are no material legal proceedings to whiehGbmpany is a party or to which any of its propétsubject.
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ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY -HOLDERS

No matters were submitted to a vote of sec-holders during the fourth quarter of the fiscahyeovered by this Annual Report on Form 10-
K.

EXECUTIVE OFFICERS AND DIRECTORS
Certain information about the Company's directorsd @xecutive officers is listed below:

NAME AGE POSITION

Executive Officers and Directors:

Norman H. Pond 59 Chairma n of the Board, President and Chief Executive
Offic er

Charles B. Eddy Il 47  Vice Pr esident, Finance and Administration, Chief
Finan cial Officer, Treasurer and Secretary

Robert D. Hempstead 54  Chief O perating Officer and Director

Edward Durbin(1) 70 Directo r

David N. Lambeth(1)(2) 50 Directo r

H. Joseph Smead(2) 72 Directo r

(1) Member of Audit Committee
(2) Member of Compensation Committee

Mr. Pond is a founder of the Company and has semgddhairman of the Board, President and Chief Ekex Officer since February 1991.
Before joining the Company, from 1988 to 1990, Mond served as President and Chief Operating Offic¢arian, a publicly held
manufacturer of semiconductor, communication, defeand medical products where he was responsibte/éall management of Varian's
operations. From 1984 to 1988, Mr. Pond was PrasiofeVarian's Electron Device and Systems Grouplzetame a Director of Varian in
1986. Prior to joining Varian, Mr. Pond was empldy®y Teledyne, a diversified electronics companymf 1963 to 1984 where he served in
various positions, including as Group Executive. Rlond holds a B.S. in physics from the Universitjvlissouri at Rolla and a M.S. in
physics from the University of California at Los deles.

Mr. Eddy has served as Vice President, Financefanainistration, Chief Financial Officer, Treasugerd Secretary of the Company since
April 1991. Mr. Eddy served as Chief Financial ©ii of Videonics, Inc., a manufacturer of consumideo editing equipment, from 1987 to
1991 and served as Chief Financial Officer of Rar@omputers, Inc., a startup computer compammfil983 to 1987. Mr. Eddy was with
Intel Corporation from 1974 to 1983 where he seliveal variety of positions, including controllercaplant manager. Mr. Eddy holds a B.<
engineering science from the University of Virgimiad a M.B.A. from Dartmouth College.

Dr. Hempstead has served as Chief Operating Offittre Company since April 1996. He was appoir@&airector of the Company in 1997.
Before joining the Company, Dr. Hempstead serveba&sutive Vice President of Censtor Corp., a mactufer of computer disk drive
heads and disks, from November 1994 to Februarg.196 was a self-employed consultant from 1989dwd¥inber 1994. Dr. Hempstead
holds a B.S. and M.S. in electrical engineeringrfidassachusetts Institute of Technology and a Fh.physics from the University of
lllinois.

Mr. Durbin has served as a Director of the Compsinge February 1991. Mr. Durbin is the Vice Chainnoé Kaiser Aerospace and
Electronics Corporation ("Kaiser"), a privately thehanufacturer of electronic and electro-opticatesns, responsible for marketing and
business development since joining Kaiser in 18M5.Durbin currently serves as a director for dlKaiser's subsidiaries. Mr. Durbin hold
B.S. in electrical engineering from The Cooper Wnamd a M.S. in electrical engineering from theyRalhnic Institute of Brooklyn.
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Dr. Lambeth has served as a Director of the Comgarme May 1996. Dr. Lambeth has been Professelectrical and computer engineering
and Associate Director of the Data Storage Systn@arnegie Mellon University since 1989. Since8 8. Lambeth has been the owner of
Lambeth Systems, an engineering consulting firmnF1973 to 1988, Dr. Lambeth worked at Eastman K& tampany's Research
Laboratories, most recently as the head of the MagMaterial Laboratory. Dr. Lambeth holds a BrSelectrical engineering from the
University of Missouri and a Ph.D. in physics fréne Massachusetts Institute of Technology.

Dr. Smead has served as a Director of the Compang &ebruary 1991. Dr. Smead joined Kaiser in 187d served as Kaiser's President
from 1974 until October 1, 1997. Dr. Smead sensBm@@sident and Chairman of the Board of Direatb¥s Systems, Inc., Kaiser's parent
company, from 1977 until October 1, 1997. Dr. Smeadently serves as Chairman of the Board of Dinecof Kaiser and as a director for
of Kaiser's subsidiaries. Dr. Smead holds a B.8lantrical engineering from the University of Caldo, a M.S. in electrical engineering fr
the University of Washington and a Ph.D. in eleetrengineering from Purdue University.
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PART Il
ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY AND R ELATED SHAREHOLDER MATTERS

The Company's Common Stock commenced trading oN&lseaq National Market on November 21, 1995 amchded under the symbol
"IVAC." As of December 31, 1997, there were appnaiely 2,500 holders of record of the Common Stadtle following table sets forth for
the periods indicated the high and low closing gailees for the Common Stock as reported on theld@dlational Market.

HIGH LOW

Fiscal 1996

First Quarter........ccoceeeeeviveeeeeciieeeene .. $8.250 $6.125

Second Quarter........ccoeeeeeeivveeeeeennennn. .. $26.000 $6.625

Third Quarter.... . .. $17.500 $11.250

Fourth Quarter..........cccocevvveeiieeineeens .. $19.500 $11.000
Fiscal 1997

First Quarter........ccoceeeeevivieeeeiiieeeen, .. $22.500 $13.250

Second QUArter..........cccvveevveeeiveennenn, .. $16.625 $12.500

Third Quarter........ccccocoveeeeveeeieeecnnen. .. $17.125 $10.750

Fourth Quarter...........cccceevvveeeeiiineeenn. .. $14.625 $7.750

DIVIDEND POLICY

In August 1995, the Company paid a cash dividerB0o495 on each share of Common Stock outstanding the August 25, 1995 record
date. The Company currently anticipates that it sgilain its earnings, if any, for use in the opieraof its business and does not expect to pay
cash dividends on its capital stock in the foreBeetuture. The Company's line of credit prohiltite payment of cash dividends on the
Company's capital stock.
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ITEM 6. SELECTED CONSOLIDATED FINANCIAL DATA

The following selected financial data of the Companqualified by reference to and should be reacbinjunction with the consolidated
financial statements of the Company, includingrtbtes thereto, and Managements's Discussion aniggsaf Financial Condition and
Results of Operations.

YEAR ENDED DECEMBER 31,

1997 1996 1995(3) 1994 1993

(IN THOUSANDS, EXCEPT PER SHARE DATA)
CONSOLIDATED STATEMENT OF INCOME DATA:
Net Revenues:

Disk, flat panel and other.................... $ 133,207 $88,232 $42,187 $18,266 $16,026
MBE (1).eeeiveeiieeeiiieeieee e - - 695 2,185 6,370
Total net revenues.................... 133,207 88,232 42,882 20,451 22,396
Cost of net revenues:
Disk, flat panel and other.................... 91,255 55,652 27,280 11,799 9,749
MBE (1).eieieieeiieeeiiie e - - 434 858 5,417
Total cost of net revenues............ 91,255 55,652 27,714 12,657 15,166
Gross Profit.......ccccceveeiieniieniieans 41,952 32,580 15,168 7,794 7,230
Operating expenses:
Research and development...................... 10,716 8,425 2,603 3,515 3,142

Selling, general and administrative... 11,399 8,391 4,550 2,248 3,896

Acquired in-process research and

development...........occeeeeiiiiienennne 299 5,835 - - -

Total operating expenses.............. 22,414 22,651 7,153 5,763 7,038
Operating iNnCoOMe.........coccveeeeriiieeeennne 19,538 9,929 8,015 2,031 192
Interest eXPense......cccccvveveeeeeeeeenienns (3,581) (175 (13) (63) (113)
Interest income and other income (expense),

NEL. ettt 3,268 1,569 942 533 (88)
Income (loss) from continuing operations before

INCOME taXeS....cvvveveeeeeieieiiiiiiiienes 19,225 11,323 8,944 2,501 9)
Provision for (benefit from) income taxes....... 6,728 6,350 3,179 826 (75)
Income from continuing operations............... 12,497 4973 5,765 1,675 66
Income (loss) from discontinued operations...... -- - 1,335 (267) 1,457
Net iNCOME.......ccceveiiiieiieiieeeiee e $ 12,497 $4,973 $7,100 $1,408 $1,523

Basic earnings per share:

Income from continuing operations............. $

Net income

Shares used in per share calculations (2).....
Diluted earnings per share:

Income from continuing operations............. $

Net inCome.......coooveiiiiiiiieieeee, $

Shares used in per share calculations (2).....
CONSOLIDATED BALANCE SHEET DATA:
Cash, cash equivalents and short-term

INVEStMENtS.........coooviviiiiiiiieeeee
Working capital...
Total assets........ .
Long-term debt...........ccooiiiiiiiinennnnnn.
Redeemable Series 1 Preferred Stock.............
Total shareholders' equity......................

Cash dividends declared per common share........

1.00 $ 040 $ 158 $ 2.39 $ 0.10
1.00 $ 040 $ 194 $ 201 $ 2.26

674

12,514 12,311 3,653 700

094 $0.39 $ 058 $ 0.18 $ 0.01
094 $ 039 $ 072 $ 015 $ 0.16
15,385 12,901 9,881 9,489 9,509

71,142 $ 938 $20,422 $13,347 $19,877
78,025 15,847 21,327 23,229 21,792
147,794 68,085 51,160 42,749 44,233

59,480 730 -- -- -
-- - - 6,100 6,100

42,435 33,736 27,320 22,987 21,588
-- - 0495 - -

(1) In the fourth quarter of 1993, the Company stiddviolecular Beam Epitaxi ("MBE") Operations aachuired 20% of the outstanding
capital stock of Chorus, a manufacturer of MBE pictd. The Company retained rights to sell cert#ieioresidual used systems of the MBE
business that were not exchanged with Chorus. aleeos these used systems was completed durinfiysheuarter of 1995.
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(2) The earnings per share amounts have beenagstatomply with Statement No. 128, "Earningsghare” ("SFAS 128"). See Note 2 of
Notes to Consolidated Financial Stateme

(3) During 1995, the Company (a) effected a readipdtion in which each outstanding share of Seki€seferred Stock was exchanged for
two thirds of a share of Common Stock and $0.769(&éllion in aggregate), (b) paid $4.9 milliondif/idends to the common shareholders,
(c) paid $6.1 million to redeem the Series 1 PreféfStock, and (d) received approximately $12.0ianilfrom the sale of common stock
during the Initial Public Offering.

ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FIN ANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion and analysis contains fmidooking statements which involve risks and uncettas. The Company's actual res
may differ materially from the results discussedhie forward-looking statements and should be ne@dnjunction with the Consolidated
Financial Statements and related Notes contairssdvblere in this Annual Report on Form 10-K.

OVERVIEW

The Company's revenues are generated by the sdiska$puttering systems and related disk manufacfequipment; system components;
contract research and development activitiespliattel display manufacturing equipment and eledbeam processing equipment. Disk
sputtering systems and related disk manufacturgugpenent generally represent the majority of thenfany's revenue and Intevac is a
leading supplier of this equipment. Sputtering Geplex vacuum deposition process used to depustiiple thin-film layers on a disk.
Intevac's system component business consists plymésales of spare parts and after-sale sendgiqairchasers of the Company's disk
sputtering systems, as well as sales of componewitier manufacturers of vacuum equipment. Contemearch and development revenues
have been derived primarily from prime contractaaied by and subcontracts awarded under various BINASA development projects
for the FPD industry and various photonics produetat panel display manufacturing equipment cassié sputtering and rapid thermal
processing equipment for the manufacture of FRB¥étron beam processing equipment is used fongunks, coatings and adhesives, in
manufacture of shrink wrap films and for in-lineslization.

Through the first quarter of 1995, the Company atseived revenues from sales of MBE systems. Mesms are used for the design and
manufacture of materials having the characteristies semiconductor that are used to produce stsi opto-electronic devices and
integrated circuits. The Company acquired the MBEiiess from Varian in 1991 and sold the businessthird party in October 1993. MBE
revenues in the first quarter of 1995 were derivech sales of used MBE equipment that had not Iseéhin the acquisition and from other
activities in connection with the winding down betMBE business. The Company does not expect any MBenues in future periods.

Income from discontinued operations representdteefuom the Company's sales of night vision prdaduprimarily sales of night vision
goggles and devices. The Company sold the nighdrvisusiness to a third party in May 1995.

The Company's operating results have historicadlgnbsubject to significant quarterly and annuaittlations. The Company believes that its
operating results will continue to fluctuate onuaderly and annual basis due to a variety of facfbhese factors include the cyclicality of
thin-film disk manufacturing and disk drive indus#, patterns of capital spending by customerstithieg of significant orders, order
cancellations and shipment reschedulings, marlapance of the Company's products, unanticipagtal/d in design, engineering or
production or in customer acceptance of produgirebits, changes in pricing by the Company or itspmtitors, the timing of product
announcements or introductions by the Companysardmpetitors, the mix of systems sold, the redagikoportions of sputtering systems,
system components and subassemblies, changesducpaevelopment costs, expenses associated vgjthsitions and exchange rate
fluctuations. Over the last eight quarters the Canyfs operating income as a percentage of net uegamas fluctuated from approximately
10% to 18% of net revenues. The Company anticightests operating margin will continue to flucteaAs a result, the Company believes
that period-
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to-period comparisons of its results of operatiaresnot necessarily meaningful and should not liedrepon as indications of future
performance.

The Company has derived a significant proportiorisofet revenues from sales of its systems to faaturers constructing new thin-film
disk fabrication facilities. The construction ofméhin-film disk fabrication facilities involves éemely large capital expenditures, resulting
in few thin-film disk fabrication facilities beingonstructed worldwide at any particular time. A salntial investment is also required by disk
manufacturers to install and integrate additiohad-film disk manufacturing equipment in connectisith upgrading or expanding their
existing fabrication facilities. These costs aneiffieexcess of the cost of purchasing the Compaygtem. The magnitude of such capital
expenditures has caused certain thin-film disk rfeesturers to forego purchasing significant addiiothin-film disk manufacturing
equipment. Consequently, only a limited numberpgartunities for the Company to sell it systems ragigt at any given time. According to
a April 1997 report by TrendFOCUS, an independeartet research firm, as of December 31, 1996 tivere 231 installed disk sputtering
lines worldwide and only 15 companies in the wavlth five or more installed disk sputtering linG$herefore, winning or losing an order
from any particular customer can significantly affthe Company's operating results.

The disk drive industry is cyclical and historigalias experienced periods of oversupply, resultirgignificantly reduced demand for thin-
film disks and for the capital equipment used towofacture such disks, including the systems manwfad and marketed by the Company
recent years, the disk drive industry has expeeédrsignificant growth, which, in turn, has causiggi§icant growth in the capital equipment
industry supplying manufacturers of thin-film disk$ere can be no assurance that such growth evitirtue. During the latter half of 1997 a
number of manufacturers of hard disk drives andrabrer of their suppliers reported substantial lesbtany of these manufacturers attribt
their problems to an excess supply of hard drige#) the case of component suppliers, an excggdysof components for hard drives
(including thin film disks) and the rapid change@thnology which caused a number of products totme obsolete. There can be no
assurance that these industry wide problems wilkesult in reduced demand for the Company's prisdncl998, a rescheduling of the
Company's existing backlog or in a reduction iufatorders from the levels experienced during 189Which case the Company's business
would be materially adversely affected.

In March of 1998, as a result of weak orders fodisk sputtering systems, the Company implemeameekpense reduction plan that invol
the termination of approximately 20% of the Compamyork force. As part of the expense reductiom ptee Company also decided to close
its Rocklin, California facility and transfer itsaRid Thermal Processing Operation from Rocklirn® €ompany's headquarters in Santa
Clara. During the first quarter of 1998, the Compuiill incur a restructuring charge of approximat8{L.0 million related to the closure of
Rocklin facility and employee severance costs.

Due to all of the foregoing factors, the Compangests its quarterly operating results to fluctusagmificantly and may in certain quarters be
below the expectations of public market analystsiamestors. In such event it is likely the pridalee Company's Common Stock would be
materially adversely affected.

RESULTS OF OPERATIONS

Net revenues. Net revenues consist primarily afssaf the Company's disk sputtering systems aatkectequipment used to manufact
thin-film disks for computer hard disk drives, anda lesser extent, system components, contrasanels and development and rapid thermal
processing systems for flat panel display manufagjuNet revenues from the sales of sputteringesys are recognized upon customer
acceptance. System component and other systemasalescognized upon product shipment, and conteaearch and development is
recognized in accordance with contract terms, glpi@as costs are incurred. Net revenues total&3 ®Imillion, $88.2 million, and $42.9
million in 1997, 1996 and 1995, respectively. Nmtanues increased from 1996 to 1997 primarily dusntincrease in net revenues from disk
sputtering systems and to a lesser extent as i oésun increase in net revenues from disk luliicasystems, contract research and
development, contact stop-start testers, rapidrtheprocessing equipment and components. Net regeingreased from 1995 to 1996
primarily due to an increase in net revenues frisk gputtering systems and to a lesser extenteaetult of the revenues related to SJT and
Lotus which where acquired in
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May and June 1996, respectively. The Company'slbgaK orders at December 31, 1998 was $73.8 millidkhe majority of these orders are
shippable for revenue during the first half of 19@8ders for the Company's disk sputtering equigrhame been soft since the beginning of
1998. Given the Company's manufacturing lead tiamebits current unwillingness to build systemsritic@pation of orders not yet receivec
is likely that third quarter revenues and net ineonill be less than the levels experienced dutirgsecond half of 1997. There can be no
assurance that these lower revenue levels wilertiend beyond the third quarter of 1998.

Matsubo, the Company's Japanese distributor, HMChii@logy and Trace Storage Technology accounte@ 74, 17% and 15%,
respectively, of the Company's net revenues dur#fly. The shipments to Matsubo in 1997 were dedivéo Fuji Electric, Mitsubishi,
Hitachi and Sony. Matsubo, Seagate and HMT Teclyyod@counted for 32%, 32% and 13%, respectivelth@Company's net revenues
during 1996. Seagate, HMT Technology and Matsulsowntted for 40%, 20% and 17%, respectively, ofGbenpany's net revenues during
1995.

MBE accounted for $0.7 million of net revenues @93. The Company sold substantially all of the &sedated to its MBE operation in
October 1993 in exchange for 20% of the outstandiagk of Chorus Corporation. This investment isoamted for under the equity method.
The Company continued to dispose of residual asé¢tee MBE business through the first quarter @4. In the third quarter of 1995, the
Company sold its investment interest in Chorus.

Foreign sales totaled $84.7 million, $36.4 millemd $8.7 million in 1997, 1996 and 1995, respebtivieoreign sales accounted for 64%,
41% and 20% of net revenues in 1997, 1996 and ¥88pectively. The increases in foreign sales fi®®6 to 1997 and from 1995 to 1996
were primarily the result of increased sales o duttering systems. Substantially all of the Camys foreign sales are to customers in the
Far East. Substantially all of the Company's saie® denominated in US dollars.

Gross margin. Cost of net revenues consists priynairpurchased materials, fabrication, assemiglst, installation, international distributor
costs, warranty costs and costs attributable teracihresearch and development. Gross margin &, éiat panel and other was 31.5%,
36.9%, and 35.3% in 1997, 1996 and 1995, respdgtiVhe reduction in gross margins in 1997 from @ 9&s primarily due to reduced
margins on disk sputtering systems for which prodosts increased more than the Company's alilitydrease prices, and to a lesser extent
due to reduced gross margins in the Company's btisnesses. Gross margins increased in 1996 asshk of higher margins on disk
sputtering systems during the first two quarter$d386. MBE gross margin was above historical leael37.6% in 1995 due to the resale at
high margins of used MBE machines that the Compatained after the sale of the MBE business.

Research and development. Research and developpmarise consists primarily of prototype materisddgaries and related costs of
employees engaged in ongoing research, designev@dogpment activities for disk manufacturing equimt; flat panel display manufacturi
equipment and research by the Company's Photoeidsriblogy Division. Company funded research an@ldgwment expense totaled $10.7
million, $8.4 million and $2.6 million in 1997, 186%nd 1995, respectively. The $2.3 million increfaism 1996 to 1997 was caused primarily
by higher expenses related to development of diskiaring equipment, the development of a newdiheontact stogstart test equipment ai
development of flat panel manufacturing equipm&he $5.8 million increase from 1995 to 1996 wasseauprimarily by an increase in
expenses related to the development of disk sjpugtequipment and to a lesser extent increasestiexpenses related to development of flat
panel manufacturing equipment, laser texturing @ueint and contact stop start test equipment. Thep@ay terminated its laser texturing
development program during 1997.

Research and development expenses do not inclste aiob1.3 million, $1.3 million, and $1.1 millidhat were incurred by the Company in
1997, 1996 and 1995, respectively, and reimburseénthe terms of a research and development kashg agreement with the Company's
Japanese development partner. At December 31, 28%%,the $6.8 million of funds available undbistcost sharing agreement had been
used. Future joint development under this agreeiseargntingent upon the Company's ability to neggetfurther amendments to the
development agreement. There can be no assuraatabehCompany will obtain further amendments odhvelopment agreement.
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Selling, general and administrative. Selling, gahand administrative expense consists primarilgedling, marketing, financial, travel,
management, legal and professional services ddstaestic sales are made by the Company's direxs $aice, whereas international sales
are made by distributors that typically providessainstallation, warranty and ongoing customepstip Selling, general and administrative
expense totaled $11.4 million, $8.4 million and8b+hillion in 1997, 1996 and 1995, respectively rementing 8.6%, 9.5% and 10.6% of net
revenues. The $3.0 million increase in selling,egahand administrative expenses from 1996 to 1885 primarily the result of increased
marketing and administration expenses relatedd@ased sales of disk sputtering systems andesar extent increased marketing and
administrative costs at the Company's Lotus TedgyoDivision and San Jose Technology Division. $8e8 million increase in selling,
general and administrative expenses from 1995 86 1hs primarily the result of an increase in manigeand administrative costs related to
increased sales of disk sputtering systems aralldsser extent, increased marketing and admitii&reosts at the Company's Lotus
Technology Division, Advanced Technology Divisiemd San Jose Technology Division, approximately28280 of costs related to the
cancellation of its proposed secondary stock offeimn August 1996, and the increased costs of adtaimg and insuring a public company
as a result of the Company's November 21, 199&lipitiblic offering,

Acquired in-process research and development. Tmep@ny recognized a charge for acquired in-proassarch and development of $0.3
million during 1997 as a result of the acquisitadrthe assets of RPC Industries, Inc. and recodrazeharge for acquired in-process research
and development of $5.8 million in 1996 as a restithe acquisitions of SJT and Lotus.

Interest expense. Interest expense in 1997 comsistarily of interest on the Convertible Notesuisd in the first quarter of 1997. Interest
expense totaled $3.6 million, $0.2 million and $Gllion in 1997, 1996 and 1995, respectively.

Interest and other income, net. Interest and dtleeme, net totaled $3.3 million, $1.6 million, ad@.9 million, in 1997, 1996 and 1995,
respectively. Interest and other income in 199%&isted of interest income, deferred income reltdetie sale of the Company's interest in
Chorus Corporation and early payment discountschiviviere partially offset by a foreign currency sation loss. Other income during 1996
consisted primarily of deferred income recognizedhe sale of the Company's interest in Chorus @atjon and interest income and, to a
lesser extent, early payment discounts. Other imcdaring 1995 consisted primarily of interest ineoamd, to a lesser extent, deferred inc
recognized on the sale of the Company's intereShrus Corporation.

Discontinued operations. In March 1995, the Compadgpted a formal plan to discontinue the nighibvidusiness. The Company sold its
night vision business to Litton Systems, Inc. inyM#&95. Accordingly, the results of operations datahe year ended December 31, 1995
reflects the night vision business as a discontraperation. Net revenues included in discontinyeetations for the year ended December
31, 1995 were $4.2 million.

Provision for income taxes. Income tax expense@reentage of pretax income was 35%, 56% and 862897, 1996 and 1995,
respectively. The Company's tax rate differs froin applicable statutory rates primarily due to deductible expenses for acquired in-
process research and development and goodwill &aton, state income taxes, benefits from the Camy(s foreign sales corporation and
tax exempt interest income.

LIQUIDITY AND CAPITAL RESOURCES

The Company's operating activities in 1997 providash of $25.8 million primarily due to net incowfe$12.5 million, an $8.4 million
reduction in accounts receivable, a $5.6 milliocré@ase in accrued payroll and other liabilitie$5al million increase in customer advances
and $5.0 million of depreciation and amortizatiatjch were partially offset by an $8.5 million iearse in inventory and a $2.1 million
increase in prepaid expense and other assets.

Investing activities in 1997 used cash of $74.8iomlprimarily due to the net purchase of $67.8lionl of cash investments and the purchase
of $6.1 million of property and equipment .
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Financing activities in 1997 generated $51.1 millad cash primarily as a result of $55.2 milliomiet proceeds from the sale by the
Company of its Convertible Notes and $1.0 milliarproceeds from the sale of the Company's stoekfployees under the employee stock
option and employee stock purchase plans, whicle wartially offset by the repurchase of 475,000 ehaf the Company's common stock
$5.0 million under the Company's stock repurchdae.p

At December 31, 1997, the Company had $71.1 milibcash, cash equivalents and short term invegtmbnaddition, the Company has a
$10.0 million revolving line of credit which expseMay 1, 1998. Borrowings bear interest at printe ca& the LIBOR rate plus 175 basis
points. The line of credit agreement requires tbenany to maintain certain financial ratios anceoffinancial conditions.

The Company intends to undertake approximately B#bmin capital expenditures during the next 18mths. The Company believes the
existing cash and cash equivalent balances ani taetlities will be sufficient to meet its casbquirements for at least the next twelve
months. While operating activities may provide casbertain periods, to the extent the Company experience growth in the future, the
Company anticipates that its operating and invgdittivities may use cash and, consequently, staity may require the Company to
obtain additional sources of financing. The Compamay also from time to time consider the acquigitdd complementary businesses,
products or technologies, which may require add#idinancing.

YEAR 2000

The Company is currently evaluating the softwar@ @mputer systems it uses in order to ensure ¢anga with Year 2000 issues. This
evaluation, and any corrective actions requiredstémated to be completed no later than Decemhet@8. The Company does not expect
to encounter significant problems or expect thatenia expenditures will be required to comply witkar 2000 issues. These expectation
based primarily on the fact that the Company pwseball business software from third party vendors.

Specific actions to be taken include: reviewingsafttware used and assessing the vendor's plasrply with Year 2000; testing of all
hardware to ensure its ability to recognize dates 4999; and contacting significant suppliersiédermine their ability to comply with Year
2000.

The expectations of the findings of this projeal &#ime date on which the Company believes it wilcbepleted are based on management's
best estimates. However, there can be no guardraethese expectations will be achieved and acasallts could differ materially.
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REPORT OF ERNST & YOUNG LLP, INDEPENDENT AUDITORS

The Board of Directors and Shareholders
Intevac, Inc.

We have audited the accompanying consolidated balsineets of Intevac, Inc. as of December 31, 49871996, and the related
consolidated statements of income, shareholdeugtyeand cash flows for each of the three yeatthénperiod ended December 31, 1997. Our
audits also included the financial statement scledikted in the Index at Item 14(a). These finahstatements and schedule are the
responsibility of the Company's management. Oyarsibility is to express an opinion on these fiahstatements and schedule based on
our audits.

We conducted our audits in accordance with geneaaltepted auditing standards. Those standardgeedhat we plan and perform the audit
to obtain reasonable assurance about whethenthedial statements are free of material misstatésném audit includes examining, on a
basis, evidence supporting the amounts and digelesn the financial statements. An audit alsoudek assessing the accounting principles
used and significant estimates made by managememtell as evaluating the overall financial statetpeesentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statetegrferred to above present fairly, in all matenéspects, the consolidated financial posi
of Intevac, Inc. at December 31, 1997 and 1996 thedonsolidated results of its operations andah flows for each of the three years in
the period ended December 31, 1997, in conformitly generally accepted accounting principles. Ala@ur opinion, the related financial
statement schedule, when considered in relatidihetdasic financial statements taken as a whobsepit fairly in all material respects the
information set forth therein.

ERNST & YOUNG LLP

San Jose, California
January 16, 1998
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Current assets:

Cash and cash equivalents........................

Short-term investments

Accounts receivable, net of allowances of $1,505
respectively.......cccccooviiiiiiiiennne

Inventories, including $8,259 and $6,735 at custo
respectively.....ccocevevveveeeeiesieicns

Short-term note receivable, arising from the sale
net of allowances of $395 and $1,180 at Decembe

Prepaid expenses and other current assets........

Deferred tax assets.........ccccccvvveeennnnen.

Total current assets...........cceeeenne

Property, plant, and equipment, at cost:
Buildings and improvements.......................
Machinery and equipment.............ccccceeenee

Less accumulated depreciation and amortization...

Investment in 601 California Avenue LLC............

Goodwill, net of amortization of $2,273 and $951 at
respectively.......cocoiiiiiiiiiiees

Other intangibles, net of amortization of $1,378 an
respectively.......cocceiiiieiiiiiiees

Debt issuance costs, net of amortization of $274...

Deferred tax assets and other assets...............

Total assets........ccceeeeeeveiennnnnns

LIABILITIES
Current liabilities:

Notes payable..........ccccorviiiieiiiinnnn.
Accounts payable...........ccccciiiiiiiinnnnn.
Accrued payroll and related liabilities..........
Accrued income taxXes.........ccoeeeeennnes
Accrued product warranties.
Other accrued liabilities........................
Book overdraft...........ccoveeeiiiiiieennnnes
Customer advancCes..........ccueeeeervreeeennns
Net liabilities of discontinued operations.......

Total current liabilities.................
Convertible notes.............
Other long-term debt.
Deferred tax liability.........ccccccccveveeennn.
Commitments and contingencies
Shareholders' equity:
Undesignated preferred stock, no par value, 10,00
no shares issued and outstanding...............
Common stock, no par value:
Authorized shares -- 50,000
Issued and outstanding shares -- 12,154 and 12,
respectively.......ccccvveeiiiieiiineeeennnn,
Retained earnings

Total shareholders' equity................

Total liabilities and shareholders' equity

See accompanying notes.

INTEVAC, INC.

CONSOLIDATED BALANCE SHEETS

(IN THOUSANDS)

ASSETS

and $1,024 at December 31, 1997 and 1996,
......................................... 9,634

mers at December 31, 1997 and 1996,
......................................... 35,915

of the investment in Chorus Corporation,

r 31, 1997 and 1996, respectively........ -
......................................... 641

......................................... 6,212

......................................... 2,431
December 31, 1997 and 1996,
......................................... 4,281

d $539 at December 31, 1997 and 1996,
......................................... 1,063

AND SHAREHOLDERS' EQUITY

4,585
1,949
3,605
2,561
2,265
1,873
28,247
794

24

MBER 31,

17,570

25,666
507

2,872



INTEVAC, INC.

CONSOLIDATED STATEMENTS OF INCOME
(IN THOUSANDS, EXCEPT PER SHARE AMOUNTS)

Net revenues:
Disk, flat panel, and other.....................

Total net revenues (includes related party revenues
for the year ended December 31, 1995)............
Cost of net revenues:
Disk, flat panel, and other......................

Total cost of net revenues...........ccccceee.....

Gross profit.......ccceoeceeeeeinieceniiieen.

Operating expenses:
Research and development.............cccccoc.....
Selling, general, and administrative.............
Acquired in-process research and development.....

Total operating eXpenses.........cccvvvveeeeeeennn.

Operating iNCOME.........coocveeieiiiiiieeeenies
Interest expense....
Interest income......
Other income and expense, net.............cc.uee..

Income from continuing operations before income tax
Provision for income taxes..............ccccc.....

Income from continuing operations..................
Discontinued operations:
Loss from discontinued operations, net of applica

Gain on disposal of discontinued operations inclu
provision of $2,622 for estimated closing, env
remediation and warranty costs, net of applica

Income from discontinued operations................
Net inCome.........cccooviiiiiiiiiei,

Basic earnings per share:
Income from continuing operations................
Net iNCOMEe........ooociiviiiiiiieeeeee
Shares used in per share amounts.................
Diluted earnings per share:
Income from continuing operations................
Net iNCOMEe.......coovcvvveiiiiiie e
Shares used in per share amounts.................

See accompanying notes.

YEARS ENDED DECEMBER 31,

1997 1996 1995
.......... $133,207 $88,232 $42,187
.......... -- - 695
of $1,856
.......... 133,207 88,232 42,882
.......... 91,255 55,652 27,280
.......... - - 434
.......... 91,255 55,652 27,714
.......... 41,952 32,580 15,168
.......... 10,716 8,425 2,603
.......... 11,399 8,391 4,550
.......... 299 5,835 -
.......... 22,414 22,651 7,153
.......... 19,538 9,929 8,015
.......... (3,581) (175) (13)
.......... 2,270 662 644
.......... 998 907 298
€S........ 19,225 11,323 8,944
.......... 6,728 6,350 3,179
.......... 12,497 4,973 5,765
ble income
.......... -- - (63)
ding
ironmental
ble income
.......... -- - 1,398
.......... - - 1,335
.......... $12,497 $4,973 $7,100
.......... $ 100 $040 $ 158
.......... $ 1.00 $040 $ 194
.......... 12,514 12,311 3,653
.......... $ 094 $ 039 $ 058
.......... $ 094 $039 $0.72
.......... 15,385 12,901 9,881

25



INTEVAC, INC.

CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY
(IN THOUSANDS)

SERIES A

CONVERTIBLE

PREFERRED STOCK  COMMON STOCK

RETAINED S

SHARES AMOUNT SHARES AMOUNT EARNINGS

Balance at January 1, 1995....................... 13,020 $13,020 714 $ 104 $ 9,863
Exchange of Series A Preferred Stock for common
StOCK. et (13,020) (13,020) 8,680 3,125 -
Common stock dividend.............cccccceeuee - - - - (4,922)
Redeemable Series 1 Preferred Stock dividend... -- -- -- - (25)
Sale of common stock under stock option plan... -- - 557 174 --
Repurchase of common stock under stock option
plan......ccoii s - - 3) 4) -
Sale of common stock through Initial Public
Offering......ccocecvveiieieeiiieeeeee, -- - 2,300 11,905 --
Net iNCoOMe......ccoovviieeiiiiieeeeen - - - - 7,100
Balance at December 31, 1995............cccc.ee. -- - 12,248 15,304 12,016
Initial public offering costs ................. -- -- -- ©) -
Sale of common stock under stock option plan... - - 139 438 -
Sale of common stock under employee stock
purchase plan ........ccccoevevvvivinenns -- -- 62 322 --
Income tax benefits realized from activity in
employee stock plans..........c.ccocueeee.. - - - 690 -
Net inCoOMe.......ccovviiieiiiiieeee, - - - - 4,973
Balance at December 31, 1996...............c..... -- - 12,449 16,747 16,989
Sale of common stock under stock option plan... - - 37 106 -
Sale of common stock under employee stock
purchase plan .........cccccoovieeennnns - - 143 850 -

Repurchase of common stock
Income tax benefits realized from activity in

employee stock plans - - - 273 -
Net iNnCoOMe.......coovviiiieiiiiieiee, - - - - 12,497

~ -~ (475) (640) (4,387)

Balance at December 31, 1997............c........ - $ - 12,154 $17,336 $ 25,099

See accompanying notes.
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HAREHOLDER'S
EQUITY

11,905
7,100

27,320

(7)
438

322

850
(5,027)

273
12,497



INTEVAC, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

OPERATING ACTIVITIES
Income from continuing operations..................
Income from discontinued operations................

Net iNCOME......coovuviiiiiiiii e
Adjustments to reconcile net income to net cash and
by (used in) operating activities:
Depreciation..........ccooovveviiiiiiiininennns
Amortization of intangibles......................
Acquired in-process research and development.....
Gain on sale of Chorus investment................
Loss on IMAT investment............cccceeevnnee
Gain on disposition of discontinued operations...
Loss on disposal of equipment....................
Changes in assets and liabilities:
Accounts receivable..............cccccereene
INVENLOIY...cooiiiiiieceeee e
Prepaid expenses and other assets..............
Accounts payable...........ccccccevierennnnn.
Accrued payroll and other accrued liabilities..
Customer advanCes.........c.eeeeevvveeeennnnns
Discontinued operations -- non-cash changes and

Total adjustments..........cccccvvveeeeeenininnns

Net cash and cash equivalents provided by (used in)
INVESTING ACTIVITIES

Purchase of investments..............ccccceeevee
Proceeds from sales and maturities of investments..
Purchase of equipment............cccooceieeenns
Investment in Cathode Technology Corporation.......
Investment in San Jose Technology Corporation......
Investment in Lotus Technologies, Inc..............
Investment in IMAT.................

Investment in RPC Industries
Proceeds from sale of discontinued operations......
Proceeds from sale of Chorus Investment............

Net cash and cash equivalents provided by (used in)
FINANCING ACTIVITIES

Notes payable and line of credit repayments........
Proceeds from issuance of common stock.............
Repurchase of common stock.............cccceeeee.
Proceeds from convertible bond offering...
Dividends on common StoCK............cccvveeenne
Dividends on redeemable Series 1 Preferred Stock...
Exchange of Series A Preferred Stock for common sto
Redemption of redeemable Series 1 Preferred Stock..

Net cash and cash equivalents provided by (used in)

Net increase (decrease) in cash and cash equivalent
Cash and cash equivalents at beginning of period...

Cash and cash equivalents at end of period.........

Cash paid (received) for:
INterest.......cccciiiiee
Income taxes
Income tax refund...........ccooeeeviinneeenne

Other noncash changes:

Investment in Cathode Technology Corporation thro
payable........ccocoiiiiiiiiiiee

Inventories capitalized for internal use.........

Income tax benefit realized from activity in empl

See accompanying notes.

(IN THOUSANDS)

YEARS ENDING DEC

............................ 12,497 4,97
cash equivalents provided
2,588 1,35
2,435 1,49
299 5,83
(785) (59
144 -
79

............................ 8,377 (12,34
............................ (8,494) (11,31
............................ (2,119) (1,13

(107) 1,46

5,593 (28
............................ 5,102 5,25
working capital changes.... 194 (38

operating activities....... 25,803 (5,67

............................ (141,563) (2,57
.. 73759 2,57
(6,092) (3,85
(1,07
(2,27

(74,502) (14,56

(27) -
956 75
(5,027) -
55,197 -
....... 51,099 75
S 2,400 (19,48
............................ 938 20,42

............................ $ 2074 $ 14

6,233 9,32
- (25
ugh assumption of notes
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INTEVAC, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1. BUSINESS AND NATURE OF OPERATIONS

Intevac, Inc. ("Intevac” or the "Company") was feann October 1990 for the purpose of acquiringatetbusiness assets and liabilities from
Varian Associates, Inc. ("Varian"). In February 198ertain agreements were entered into betweearvand the Company which provided
for the transfer of the assets and business o aridisk sputtering equipment business, nightwidievice business and molecular beam
epitaxy ("MBE") equipment business to Intevac.

In October 1993, certain assets of the MBE businese exchanged for a 20% ownership in the outstgratock of Chorus Corporation
("Chorus"), a manufacturer of MBE products. The @amy retained the rights to sell certain residsakts of the MBE business not
exchanged with Chorus Corporation. Dispositionhelse assets was completed during the first quairte395. In the third quarter of 1995,
Company sold its investment interest in Chorus.

In 1994, the Company purchased certain assetsAtdie Corporation and purchased certain patents fiBaccarat Electronics, Inc. for
$182,000 which formed the genesis of its Rapid aiProcessing Operation ("RTP"). RTP developeab#rthermal system for use in the
production of flat panel displays under Advanceddech Project Agency ("ARPA") contracts. RTP datdd and sold its first RTP systen
the first quarter of 1995 and has sold a totahofe systems through 1997.

In the second quarter of 1995, the Company conbkite sale of its night vision business to Littgrst®8ms, Inc. for cash. The Company
retained certain engineering personnel from thatnigsion business as well as some government actstfor research and development w
in photocathodes, various applications of thathetdgy, and development of processes for makingfthm transistors with sputtered
materials. This activity was organized with the RitBiness to form the Advanced Technology Divigi#gxIrD"). ATD expects to continue
this type of work and will seek continued custors@pport for research and development activities.

In the first quarter of 1996, the Company purchadkedf the outstanding stock of Cathode TechnolGgyporation ("Cathode"). Cathode
designs and manufactures magnetron sputter soimcese in the Company's disk sputtering systemghé second quarter of 1996, the
Company purchased all of the outstanding stockaof se Technology Corp. ("SJT"). SJT is a manurfacof systems used to lubricate thin
film disks. Also in the second quarter of 1996, @@mpany purchased all of the outstanding stodlotidis Technologies, Inc. ("Lotus").

Lotus is a manufacturer of contact stop/startegsipment for disk drives and drive components tiie of the acquisitions were accounted
for under the purchase method.

In the fourth quarter of 1997, the Company annodracesorganization which included the formatiorthef Disk Equipment Business Unit ¢
the Flat Panel Display Equipment Division. The Diskuipment Business Unit includes Intevac's Vac@ystem Division, the San Jose
Technology Division and the Lotus Technology Diwisi The Flat Panel Display Equipment Division irtda Intevac's D-Star line of
sputtering equipment and Intevac's RTP operatibie. Advanced Technology Division was renamed thedtics Technology Division and
will continue its work in developing leading edg®gucts based on 11I-V semiconductor technology.

In the fourth quarter of 1997, the Company purctiagdkof the assets of RPC Industries ("RPC"). R$& manufacturer of electron beam
processing systems. This acquisition was accountaghder the purchase method. See Note 17 of Not€snsolidated Financial
Statements.

The Company is a leading supplier of static spuntesystems and related manufacturing equipment tismanufacture thin-film disks for
computer hard disk drives. The Company's pringpatiuct, the MDP-250B system, enables disk manurfact to achieve high coercivity,
high signal-to-noise ratios, minimal disk defeckstability and uniformity, all of which are necessan the production of high performance,
high capacity disks. The Company sells its staiigtering systems to both captive and
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merchant thin film disk manufacturers. The Compsel§s and markets its products directly in the EhiStates, and through exclusive
distributors in Japan and Korea. The Company sugpjitsrcustomers in Southeast Asia through its iyrewned subsidiaries in Singapore
Malaysia and a branch office in Taiwan.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation

The consolidated financial statements include tw@ants of Intevac and its wholly owned subsidiridl inter-company transactions and
balances have been eliminated.

Revenue Recognition

Systems and components -- Revenues for disk spgfteystems and electron beam processing systems@rgnized upon customer
acceptance. Revenue for other systems and fomsyimponent sales is recognized upon shipment.

Service and Maintenance -- Service and maintenemaegact revenue, which to date has been insigmifids recognized ratably over
applicable contract periods or as services ar@padd.

Technology Development -- The Company performs bffstts research and development work under vaniegearch contracts. Revenue on
these contracts is recognized in accordance witkract terms, typically as costs are incurred.

These contracts cover such projects as developspyiteering process for thin film transistors, depéng technology for rapid thermal
processing of glass substrates and developingbhtdogy in the areas of EBCCD's, TE photocathadhesElectron Beam Sources.

Typically, for each contract, the Company comnutpérform certain research and development eftgrto an agreed upon amount. In
connection with these contracts, the Company reseiunding on an incremental basis up to a ceilifgnn completion of each contract, ei
party will typically receive certain rights to thechnical and computer software data developedrithd@econtract. Some of these contracts are
cost-sharing in nature, where Intevac is reimbufeed portion of the total costs expended. In tiddj the Company has, from time to time,
negotiated with a third party to fund a portiortled Company's costs in return for a joint intetegshe Company's rights at the end of the
contract.

Net revenues and related cost of net revenuesiatsbaevith these contracts were $5,184,000 and735080 for 1997, respectivel
$3,265,000 and $3,758,000 for 1996, respectively$in210,000 and $1,358,000 for 1995, respectively.

Warranty

The Company's standard warranty provides for wéyrom 2,000 hours of operation or up to twelve ri@from customer acceptance,
whichever occurs first. During this warranty permty necessary non-consumable parts are suppliethstalled. Non-system products are
warranted for a period of up to twenty four morififesn shipment. A provision for the estimated cdsivarranty is recorded upon customer
acceptance for systems and upon shipment for nstessyproducts.

International Distribution Costs

The Company makes payments to agents and distrébutmler certain agreements related to interndt&ales in return for obtaining orders
and providing installation and warranty servicesrt@in of these payments to agents and distribat@ éncluded in cost of net revenues.
These amounts totaled approximately $1,796,000483)00 and $1,866,000 for the years ended DeceBihdi997, 1996 and 1995,
respectively.
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Advertising Expenses

The Company accounts for advertising costs as eeo@rthe period in which they are incurred. Adeary expense for 1997, 1996 and 1995
were insignificant.

Customer Advances

Customer advances generally represent nonrefundabplesits invoiced by the Company in connectiom wéteiving customer purchase
orders and shipment of the systems. Customer adsaetated to systems that have not been shippadstomers included in accounts
receivable represent $2,136,000 and $804,000 atrbieer 31, 1997 and 1996, respectively.

Cash and Cash Equivalents
The Company considers all highly liquid investmenith a maturity of three months or less when pasg to be cash equivalents.
Short-term Investments

Short-term investments consist principally of higlality debt instruments with maturities betweere¢hand twelve months and are carried at
fair value. These investments are typically shentrtin nature and therefore bear minimal risk.

Management determines the appropriate classificatii@ebt securities at the time of purchase aadaleates such designation as of each
balance sheet date. At December 31, 1997, allstshirities were classified as available-for-sakgenrstatement of Financial Accounting
Standards No. 115 "Accounting for Certain Investtaém Debt and Equity Securities". Securities dfees$ as available-for-sale are reported
at fair market value with the related unrealizetshgand losses included in retained earnings. Reljains and losses and declines in value
judged to be oth-than-temporary on available-for-sale securitiesiacluded in other income and expenses. The ¢astaurities sold is
based on the specific identification method.

Cash and cash equivalents represent cash accauhisaney market funds. Short-term investments @f&®4,000 at December 31, 1997

consist of investments in tax-exempt municipal rhir values are based on quoted market pricessamount of unrealized gain or loss
was not significant for the year ended Decembed99y. Gross realized gains and losses for thegreded December 31, 1997 were not

significant.

Inventories

Inventories for systems and components are statina dower of standard cost (which approximatdsalaost on a first-in, first-out basis) or
market. Inventories consist of the following:

DECEMBER 31,

1997 1996

(IN THOUSANDS)
Raw materials.........cccocoeeviiiiiininiienns $8,784 $6,953
WOrk-in-progress.......cccveeeeeeeveiiesccinnnennns 18,756 11,728
Finished goods............cooviviiviiiiiienennn. 8,375 6,985
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Equipment and Leasehold Improvements

Equipment and leasehold improvements are carriedsitless allowances for accumulated depreciatimhamortization. Gains and losses on
dispositions are reflected in the statements adrime.

Depreciation is computed using the straight-linelrod over the estimated useful lives of the assdigh are generally three to seven years
for machinery and equipment. Amortization of leaddhimprovements is computed using the shortehefrémaining terms of the leases or
the estimated economic useful lives of the improsets.

Intangible Assets
The Company amortizes intangible assets on a btrlige basis over the estimated useful lives whiantge from 2 to 7 years.
Net income per sha

In 1997, the Financial Accounting Standards BodFd\GEB") issued Statement No. 128, "Earnings per&h@SFAS 128"). SFAS 128
replaced the calculation of primary and fully déddtearnings per share with basic and diluted egsrer share. Unlike primary earnings per
share, basic earnings per share excludes anywéiletiects of options, warrants and convertibleigées. Diluted earnings per share is very
similar to the previously reported fully dilutedreigs per share. All earnings per share amountalfperiods have been presented and,
where appropriate, restated to conform to the SE2&requirements.

The following table sets forth the computation asiz and diluted earnings per share:

1997 1996 1995

Numerator:

Income from continuing operations................ . $12,497 $4,973 $5,765
Net iNCOMEe........coovvvvveeeiiiieeeeciiieea, . $12,497 $4,973 $7,100
Numerator for basic earnings per share -- income

available to common stockholders.............. . 12,497 4,973 7,100
Effect of dilutive securities:

6 1/2% convertible notes..............c....... . 1911 -- --
Numerator for diluted earnings per share -- incom e

available to common stockholders after assumed

CONVEISIONS......uvveiivieeiieeiiree i, . $14,408 $4,973 $7,100

Denominator:
Denominator for basic earnings per share --

weighted-average shares....................... . 12,514 12,311 3,653
Effect of dilutive securities:

Employee stock options............ccecueeee.. . 527 590 152

6 1/2% convertible notes.............c..c..... . 2,344 - -

Series A convertible preferred shares......... . - - 6,076
Dilutive potential common shares................. . 2,871 590 6,228

Denominator for diluted earnings per
share -- adjusted weighted-average shares and
assumed CONVErSIONS........cvveeeervreeenne . 15,385 12,901 9,881

Dividends paid to Series 1 preferred stockholdemsugh the redemption of the Series 1 PreferredkStothe third quarter of 1995 were
$25,000. The impact on net income per share anshoaine applicable to common stock was not material
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Employee Stock Plans

The Company accounts for its stock option plansieneémployee stock purchase plan in accordande pravisions of the Accounting
Principles Board's Opinion No. 25 (APB 25), "Accting For Stock Issued to Employees." In 1995, tASB released the Statement of
Financial Accounting Standard No. 123 ("SFAS 123Acounting for Stock Based Compensation.” SFAS fibvides an alternative to
APB 25 and is effective for fiscal years beginnaiter December 15, 1995. The Company is contintoreccount for its employee stock
plans in accordance with the provisions of APBR2&der APB 25, because the exercise prices of thepgaay's stock options equal the
market prices of the underlying stock on the déigrant, no compensation expense is recognized.

Use of Estimates

The preparation of financial statements in conftymiith generally accepted accounting principatjuiees management to make estimates
and assumptions that affect the reported amourdassats and liabilities and disclosure of contihgssets and liabilities at the date of the
financial statements and the reported amountsveinge and expenses during the reporting periodighcesults inevitably will differ from
those estimates, and such differences may be @laiethe financial statements.

Financial Presentation
Certain prior year amounts on the Consolidatedriiz Statements have been reclassified to confortihhe 1997 presentation.
New Accounting Pronouncements

In June 1997, the FASB issued Statement Number"R#porting Comprehensive Income". This statemeqtires that all items that are be
required to be recognized under accounting stasdesaomponents of comprehensive income be reporgetinancial statement that is
displayed with the same prominence as other firgustatements. This statement is effective foraligears beginning after December 15,
1997, and will be adopted by the Company for ther ysded December 31, 1998.

In June 1997, the FASB issued Statement Number"I84¢losures about Segments of an Enterprise ahaté Information” ("SFAS 131").
SFAS 131 establishes standards for the way thdicpedmpanies report information about operatingnsents in annual financial statements
and requires that those companies report selegtedriation about operating segments in interimrfial reports issued to shareholders. It
also establishes standards for related disclosirest products and services, geographic areasnajut customers. SFAS 131 is effective
financial statements for fiscal years beginningralecember 15, 1997, and will be adopted by thagamy for the year ended December 31,
1998. The adoption of SFAS 131 will have no impatthe Company's consolidated results of operatfomencial position or cash flows.

3. CONCENTRATIONS
Credit Risk and Significant Customers

Financial instruments that potentially subject @@mpany to significant concentrations of credik isnsist of cash equivalents and accounts
receivable. The Company generally invests its excash in money market funds and in variable rateioipal bonds, which have contracted
maturities within one year. By policy, the Companpvestments in commercial paper, certificatedegfosit, Eurodollar time deposits, or
bankers acceptances are rated A1/P1, or betterstiments in tax exempt or tax advantaged instrisnenth as variable rate municipal bonds
are rated A, or better. To date, the Company hasnorred losses related to these investments.
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The Company operates primarily in one business sag(subsequent to the discontinuance of the wigidn business), which is to design,
manufacture, and sell capital equipment used ih téghnology manufacturing and research activitistorically, a significant portion of the
Company's revenues in any particular period haea lagtributable to sales to a limited number otauers. The Company performs credit
evaluations of its customers' financial conditiansl requires deposits on system orders but doegenetally require collateral or other
security to support customer receivables. Matstihd] Technology and Trace Storage Technology acamlifdar 37%, 17% and 15%
respectively, of the Company's net revenues dur@8y. Matsubo, Seagate and HMT Technology accodnte2l%, 32% and 13%
respectively, of the Company's total net revenuesd 1996. Seagate, HMT Technology and Matsubowuted for 40%, 20% and 17%,
respectively, of the Company's total net revenuesd 1995. The Company's largest customers puectiak-sputtering systems and change
from period to period as thin-film disk fabricati€ercilities are built or expanded.

Products

Disk sputtering equipment contributed a significaottion of the Company's revenues and profits9ia71 The Company expects that its
ability to maintain or expand its current levelse¥enues and profits in the future will dependnufie success in enhancing its existing
systems and developing and manufacturing competitisk sputtering equipment and its success inldpiey other products such as flat
panel display equipment and EO devices.

Markets

The market for the Company's products is charasdrby rapid technological developments, evolvimdpstry standards, changes in custc
requirements, new product introductions and enharoés. The market for disk sputtering systemsiiaanily dependent upon the decisior

a prospective customer to replace obsolete equipardn increase manufacturing capacity by upgmrgadinexpanding existing manufacturing
facilities or constructing new manufacturing faess, all of which typically involve a significactpital commitment. In addition, the
cyclicality of the disk drive industry, among otHactors, may cause prospective customers to postgecisions regarding major capital
expenditures, including purchases of the Compaygtems.

Materials

In certain instances, the Company is dependent apmte supplier or a limited number of suppliershas qualified only a single or limited
number of suppliers, for certain complex componentsub-assemblies utilized in its products. ThenBany has implemented a key supplier
program in which it appoints certain key vendorsals suppliers for certain parts with the goahgbroving response time and reducing
costs. In addition, the Company makes extensivefisappliers serving the semiconductor equipmesiriess and such suppliers may
choose to give priority to their semiconductor @guént customers that are much larger than the Caypany prolonged inability to obtain
adequate deliveries could require the Company yanpare for inventory, parts and other suppliesksdternative sources of supply, delay its
ability to ship its products and damage relatiopshwith current and prospective customers. Any slethy or damage could have a material
adverse effect on the Company's business, finaoecralition and results of operations.

Inventories

Given the volatility of the market, the Company msknventory provisions for potentially excess ahdolete inventory based on backlog
forecasted demand. However, such backlog demasubjsct to revisions, cancellations, and reschegul\ctual demand will inevitably
differ from such anticipated demand, and such diffees may have a material effect on the finast&ements.
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Competition

The Company experiences intense competition woddwiiom two principal competitors, each of whicls lsabstantially greater financial,
technical, marketing, manufacturing and other resmaithan the Company. There can be no assurasict¢hCompany's competitors will r
develop enhancements to, or future generationsoafpetitive products that will offer superior priceperformance features or that new
competitors will not enter the Company's market$ @evelop such enhanced products. Because of tbhageetitive factors, there can be no
assurance that the Company will be able to competeessfully in the future. Increased competitiresgure could cause the Company to
lower prices for its products, thereby adversefgaing the Company's business, financial conditind results of operations.

Export Net Revenues

Export net revenues by geographic region were lasafe (in thousands):

YEAR ENDED REST OF

DECEMBER 31, FAR EAST  WORLD TOTAL
1997 .. $84 729  $ 6 $84,735
1996....cciiiiiiiiii 36 ,315 57 36,372
1995, ., 7 ,954 723 8,677

Export sales in 1996 do not include systems puethay domestic corporations, but delivered to maéional locations. Those shipments
accounted for approximately 28% of revenue in 18¢ort sales are likely to continue to accountd@ubstantial portion of net revenues in
the future. Sales and operating activities outsifdie United States are subject to certain inhaisks, including fluctuations in the value of
the United States dollar relative to foreign cuaies, tariffs, quotas, taxes and other market &éarpolitical and economic instability,
restrictions on the export or import of technologgtentially limited intellectual property proteati, difficulties in staffing and managing
international operations and potentially advergectansequences. There can be no assurance that tigse factors will not have a material
adverse effect on the Company's business, finaceralition or results of operations. In particukthough the Company's export sales have
been denominated in United States dollars, suds sald expenses may not be denominated in dolléing future, and currency exchange
fluctuations in countries where the Company doesrnass could materially adversely affect the Comsaousiness, financial condition and
results of operations.

4. DISCONTINUED OPERATIONS

In 1992, the Company was notified by the U.S. Attigt the night vision business had not been awattedext phase of a significant
production contract that was critical to the bus@e

In the first quarter of 1995, the Company adoptéatiaal plan to discontinue the operations of itghbvision business. Accordingly, the
consolidated statements of operations and casts flomall periods presented reflect the night visiperations as discontinued. In the second
quarter of 1995, the Company sold its night vidiosiness to Litton Systems, Inc. for cash of $7,8@®. The terms of the sale of the night
vision business required the Company to indemnifiph Systems, Inc. for certain potential warraatyl environmental claims. In connect
with this sale, the Company recorded a net gaidisposal of $2,254,000 ($1,398,000 after tax) devie:

Gain on sale, less applicable income taxes of $1,00 7,000......... $1,645,000
Operating losses from April 1, 1995 to May 5, 1995, net of
applicable benefit from income taxes of $151,000. ... (247,000)
$1,398,000
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In connection with this sale, the Company redubedgain by a charge of $2,622,000 ($1,626,000 &figrfor costs associated with the sale.
The significant components of this charge inclugiéé5,000 for warranty costs, $680,000 for estimatdronmental remediation costs
associated with the site of the night vision operat, and $476,000 for write-offs of certain prepexpenses and other assets. Remediation
efforts were largely completed in 1996. Warrantyadirproducts shipped by the business expired inedtber 1997. Intevac has requested
Litton to provide a final accounting of the warnaaictivity, as they are obligated to under the geahthe sale. The remaining accrual
associated with closing the business is $789,0@eaeémber 31, 1997. Although management beliewadtile reserves remaining will cover
any obligations the Company may have, with resfzetite night vision operations and its occupancthefPalo Alto site, there can be no
assurance that such reserves will be adequateabthiere will not be a material impact in the rieam on the financial statements presented.

Net revenues of the night vision business includetiscontinued operations were $4,221,000 foryéer ended December 31, 1995. The
from discontinued operations was net of a benefitficome taxes of $163,000 for the year ended Dbee 31, 1995.

5. INVESTMENT IN 601 CALIFORNIA AVENUE LLC

In the third quarter of 1995, the Company enten¢d & Limited Liability Company Operating Agreemétibhe Operating Agreement"), whi
expires December 31, 2015, with 601 California AvehL C (the "LLC"), a California limited liabilitgompany formed and owned by the
Company and certain shareholders of the Comparg/LLK was formed for the purpose of removing thidings, remediation and the
development of an office building at the site af thompany's discontinued night vision business"@ie"). Under the Operating Agreeme
the Company transferred its leasehold interediénSite in exchange for a preferred share in thg,lllaving an aggregate liquidation
preference equal to $3,900,000 (unaudited), andetimaining shareholders of the LLC contributed aafstpproximately $1,053,000
(unaudited). The Company's preferred share votdsthe common shares and has one vote out of X68pefor votes on the sale, transfe
lease of the Site, the LLC or changes to the righthe preferred share as to which approval ohttider of the preferred share is required.
The leasehold interest in the Site is with the BazrTrustees of the Leland Stanford Junior UniigrgStanford"). The leasehold interest is
fully paid and expires in the year 2053. The faarket value of the leasehold interest in the St determined by an independent appraiser
to be $3,900,000 (unaudited). The Company is adeayfor the investment under the cost recoveryhmétand has recorded its investment
in the LLC at approximately $2,431,000, which reserets the Company's historical carrying value efl@asehold interest in the Site which
the Company believes is less than the net reaézadlue. The Company and the LLC have cross- ind@dreach other for potential
environmental claims relating to acts prior to antisequent to the transfer of the Site, respegtifRar the Operating Agreement, the
Company is not required to contribute additiongditzd to the

LLC. The preferred share in the LLC accrues an ahh0% cumulative preferred return. The cumulagixeferred return is not payable until
the property is developed and generating positperating cash flow, which among other factors gpehdent on the LLC obtaining
additional financing, performing site environmem&hediation for which Varian has made certain indiications, developing the Site, and
negotiating a favorable lease(s).

During 1996, the buildings on the Site were remediaclosed and demolished, the LLC formed a je@mture with Stanford ("Stanford JV")
to develop the property, the Stanford JV receiygataval from the City of Palo Alto for its redevploent plans, and the Stanford JV signed
an llyear lease with a tenant for 75% of the squareafpobf the proposed redevelopment. In 1997, cast&girubegan on the office buildir
and the Stanford JV signed an amendment to theeal {gase with the tenant for the remaining 25%efavailable square footage
(unaudited).
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6. EQUITY METHOD INVESTMENTS
Chorus Corporation

In 1993, the Company sold its MBE operations amglied 20% of the outstanding capital stock of @lspa manufacturer of MBE products.
The investment is accounted for under the equitthote The net effect of the Company's share of @iaret income is included in other
income and expense, net and was $165,000 for tveeyrled December 31, 1995. The Company retaimedgthts to sell certain other
residual used systems of the MBE business that m@rexchanged with Chorus. The sale of these siggtéms was completed during the
first quarter of 1995.

In the third quarter of 1995, the Company sol®@%b6 investment interest in Chorus, which repregeht250,000 shares of Chorus stock t
individual for $500,000 in cash and a note for 82,800. This note, which was amended in 1997, batarest at 12.5% per year with
principal and interest payable in installments tigio August 1998. The note is secured by 1,033,8afes of Chorus stock. The sales price of
the Chorus stock exceeded the net carrying valtieeo€ompany's investment in Chorus by approximai#|800,000. Due to the inherent
uncertainties regarding the performance of an iddial making the remaining installment paymentdtennote, the Company deferred the
gain on the sale and is recognizing it under tlet-oecovery method. Under the cost-recovery methodyrofit is recognized until cash
payments by the individual buyer, including priradipnd interest on debt due to the Company, exttee@ompany's net carrying value of its
investment. The December 31, 1997 note receivasierve of approximately $395,000 represents theraef gain under the cost-recovery
method.

IMAT Inc.

On June 27, 1997, the Company entered into an mgmtenith Matsubo to form a joint venture respotestbr the sales and service of
Intevac's flat panel display equipment in Japanahdr Asian countries. The Company invested $485{0r 49% of the voting stock of the
joint venture. The joint venture being accounted for under the equity method. Gaintslosses related to the Company's share of ithite jo
venture are reflected in other income and experetenn the consolidated statements of income. Tdmpany's equity in the net loss of
IMAT, Inc. was $89,000 in 1997.

7. LINE OF CREDIT

In April 1997, the Company entered into a Busiressn Agreement with a bank which provides for altof $10.0 million in available
borrowings. This agreement replaces the Companigslme of credit. The agreement is for a revaotyiline of credit, which is available until
May 1, 1998, when the outstanding principal willgsgyable. The line of credit bears interest, attgon of the Company, at the prime rate,
or the London Interbank Offering Rate ("LIBOR") pl@i75 basis points. Interest on outstanding adwaiscdue monthly. For LIBOR
advances the interest period can be one, thra& oranths. In the event of default, interest ondhiéstanding loan increases to 4.00% above
the interest rate applicable immediately priorte tefault.

The Loan Agreement was amended in July and Noveiotedlow the repurchase of up to $15,000,000 efdttstanding common stock of
the Company. The Company is required to maintaitagefinancial conditions including restrictions is ability to pay any dividends.

As of December 31, 1997, the Company had secus&1|855,000 note related to the purchase of Cathith a stand-by letter of credit
under its Business Loan Agreement. No additionalumts were outstanding under the agreement at Desredd, 1997.
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8. COMMITMENTS AND CONTINGENCIES
Commitments

The Company leases certain facilities under norce&laible operating leases that expire at variousgiop to 2002. The facility leases require
the Company to pay for all normal maintenance cddts lease for the primary facility in Santa Clareludes an option to extend the lease
for an additional five-year period.

Future minimum rental payments under these lead@s@@mber 31, 1997 are as follows (in thousands):

Gross rental expense was approximately $2,49280066,000 and $675,000 for the years ended Deaedih@ 997, 1996, and 1995,
respectively. Offsetting rental expense for thequkr ending December 31, 1997 and 1995 was subileam@e of $69,000 and $14,000,
respectively.

Contingencies

In August 1993, Rockwell International Corporat{®@Rockwell") sued the Federal government alleginfgingement of certain patent rights
with respect to the contracts the Federal govermimas had with a number of companies, includingvat. The Federal government has
notified the Company that it may be liable in coctien with contracts for certain products from empany's discontinued night vision
business. In the first quarter of 1997, Rockweligent in suit was held invalid. Rockwell has apeeshat decision. These issues are now
pending before the appellate court.

9. EMPLOYEE BENEFIT PLAN

In 1991, the Company established a defined cortabuetirement plan with 401(k) plan features. Ti@n covers all United States
employees eighteen years and older. Employees ralig nontributions by a percentage reduction irr thedaries, not to exceed the
statutorily prescribed annual limit. The Companydmaontributions of $174,000, $109,000 and $112f6bthe years ended December 31,
1997, 1996 and 1995, respectively. Administrativpemses relating to the plan are insignificant.

10. LONG-TERM DEBT

In 1996, the Company issued notes related to thehpae of Cathode. The notes bear interest at 5ca8fpounded monthly and payable
quarterly. Principal payments on the note are ntpdeterly based on unit sales of the Cathode gpsttaces. Any remaining balance on the
notes on January 24, 2001 is due in full regarddésputter source sales.

11. CONVERTIBLE NOTES

During the first quarter of 1997, the Company caetead an offering of $57.5 million of its 6-1/2% Gemtible Subordinated Notes, which
mature on March 1, 2004. Interest is payable tatie holders on each March 1st and Septembeftsimnotes are convertible into shares of
the Company's common stock at $20.625 per shaperiSes associated with the offering of approxinge2l3 million are deferred. Such
expenses are being amortized to interest expersealma term of the notes.
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12. SHAREHOLDERS' EQUITY

The Company's Articles of Incorporation authoriz8900,000 shares of Preferred Stock. The BoaRirettors has the authority to issue
Preferred Stock in one or more series and to fixatice, rights, preferences, privileges and retstris thereof, including dividend rights,
dividend rates, conversion rights, voting rightsnts of redemption, redemption prices, liquidatoeferences and the number of shares
constituting any series or the designation of serfes, without further vote or action by the shatéers.

Stock Option/Stock Issuance Plans

The Board of Directors approved the 1991 Stock @y8tock Issuance Plan (the "1991 Plan™) in 19% maximum number of shares that
may be issued over the term of the 1991 Plan 862667 shares.

The 1991 Plan is divided into two separate comptaéine Option Grant Program and the Stock IssuBnagram. Under the Option Grant
Program, the Company may grant either incentivekstptions or nonqualified options or implementcitappreciation rights provisions at
the discretion of the Board of Directors. Exercikh option price, and other terms are determibgdhe Board of Directors, but the option
price shall not be less than 85% and 100% of tinerfarket value for nonqualified options and inéeaistock options, respectively, as
determined by the Board of Directors.

In 1995, the Board of Directors approved adoptibi)dhe 1995 Stock Option/Stock Issuance Planeunehich employees, nonemployee
directors, and consultants may be granted stodkropto purchase stock or issued shares of stootdess than 85% of fair market value on
the grant/issuance date; and

(i) the Employee Stock Purchase Plan. The 1996kKS@iption/Stock Issuance Plan is intended to sasvihie successor equity incentive
program to the Company's 1991 Stock Option/Stoskdece Plan. 1,882,013 shares of common stockbemreauthorized for issuance,
comprised of the shares which remain availabléskwance under the 1991 Stock Option/Stock Issultze including the shares subject to
outstanding options and an additional increasgpfaimately 515,000 shares. Options granted utieei 995 Stock Option/Stock Issuance
Plan are exercisable upon vesting and generaltyoxes a five-year period. Options currently expicelater than ten years from the date of
grant.

Options granted under the 1991 Stock Option/Steskdnce Plan are immediately exercisable, howawexercised options and shares
purchased upon the exercise of the options aresttg vesting over a five-year period. Sharesadhainot vested may be repurchased by the
Company. Options to purchase 374,688, 167,438 28d 35 shares were vested at December 31, 1998,ak8P1995, respectively. Shares
totaling 10,002, 21,750 and 50,667 were subjeptpoarchase at December 31, 1997, 1996 and 193 atbzely.

Pro forma information regarding net income and im@sper share is required by SFAS 123, which agaires that the information be
determined as if the Company has accounted fenifgsloyee stock options granted subsequent to Dezre®dh 1994 under the fair value
method of this Statement. The fair value for thesions was estimated at the date of grant usiBigek-Scholes multiple option pricing
model with the following weighted average assumitor 1995, 1996 and 1997, respectively: risk-freerest rates ranging from 5.32% to
6.25%, from 5.26% to 6.37% and from 5.36% to 6.18%idend yields of 0.0%, 0.0% and 0.0%; volatiliactors of the expected market
price of the Company's common stock of 0.67, 0r&¥ @70; and a weighted-average expected lifeebgtion of 0.25 years beyond each
respective vesting period. Options granted priaghtoCompany's Initial Public Offering in Novemld&95 have a volatility factor of 0.0%.

The Black-Scholes option valuation model was deuetdbfor use in estimating the fair value of tradptions which have no vesting
restrictions and are fully transferable. In addifioption models require the input of highly sulijezassumptions including the expected
stock price volatility. Because the Company's erygdostock options have characteristics signifigadifferent from those of traded options,
and because changes in the subjective assumptonsaterially affect the fair value estimate, im@gement's opinion,
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the existing models do not necessarily providdiabie single measure of the fair value of its eoyple stock options.

Under the 1995 Employee Stock Purchase Plan asdadeén 1997, the Company is authorized to issu® &®0,000 shares of common st
to participating employees. Under the terms ofRlen, employees can choose to have up to 10% iofaheual base earnings withheld to
purchase the Company's common stock. The purchimgeq the stock is 85% of the lower of the sulin date fair market value and the
purchase date fair market value. Approximately &ff%ligible employees have participated in the Plamder the Plan, the Company sold
142,735 and 62,467 shares to employees in 19971%20%] respectively. The Company does not recogrargpensation cost related to
employee purchase rights under the Plan. To comitlythe pro forma reporting requirements of FAS,1@mpensation cost is estimated
the fair value of the employees' purchase righitsguihe BlackScholes model with the following assumptions farsi rights granted in 19¢
1996 and 1997, respectively: rifdee interest rates of 5.77%, 5.77% and 6.10%gddivil yield of 0.0%, 0.0% and 0.0%; expected vitatf
0.67, 0.67 and 0.70; and an expected life rangmmp 2.2 years (the offering period ends Januaryi 898 for all subscription periods). The
weighted average fair value of those purchasesighanted in November 1995, February 1996, Aug®86 1February 1997 and August 1997
were $3.311, $4.142, $6.067, $8.081 and $4.50Bentisely.

Had compensation cost for the Company's stock-besegensation plans been determined based onithefae at the grant dates for
awards under those plans consistent with the medh&#FAS 123, the Company's net income and earmagshare would have been reduced
to the pro forma amounts indicated below:

1997 1996 1995
(IN THOUSAND S, EXCEPT PER SHARE
DATA)
Pro forma net income................ $10,742 $3,797 $6,980
Pro forma earnings per share
BaSiC...ooveeeeeieeieerieenennn $ 0.86 $0.31 $1.91
Diluted.......ccccovvvvvriennne $ 0.82 $0.29 $0.71

Because SFAS 123 is applicable only to optionstgrhaubsequent to December 31, 1994, its pro feffieat will not be fully reflected until
1999.

A summary of the Company's stock option activity aslated information for the years ended Decertidollows:

1997 1996 199 5
WEIGHTED-AVE RAGE WEIGHTED-AVERAGE WEI GHTED-AVERAGE
OPTIONS EXERCISE PR ICE OPTIONS EXERCISE PRICE OPTIONS EX ERCISE PRICE
Outstanding -- beginning
of year.......cc........ 1,265,942 $7.91 931,637 $4.25 797,144 $0.53
Granted................. 448,000 12.38 585,000 12.13 707,980 5.28
Exercised............... (37,728) 2.91 (138,444) 3.16 (556,822) 0.31
Forfeited............... (102,501) 16.05 (112,251) 5.43 (16,665) 1.28
Outstanding -- end of
Year....cooeienenns 1,573,713 8.77 1,265,942 7.91 931,637 4.25
Exercisable at end of
Year.....ooooeneeenns 748,378 $5.79 667,942 $4.40 888,637 $4.16

Weighted-average fair
value of options granted
during the year......... $6.14 $5.87 $1.01
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OUTSTANDING AND EXERCISABLE BY PRICE RANGE AS OF DE CEMBER 31, 1997

OPTIONS O UTSTANDING OPTIONS EXERCI SABLE
NUMBER WEIGHT ED AVERAGE  WEIGHTED NUMBER WEIGHTED
RANGE OF OUTSTANDING AS OF REM AINING AVERAGE EXERCISABLE AS OF AVERAGE
EXERCISE PRICES  DECEMBER 31, 1997 CONTRA CTUAL LIFE EXERCISE PRICE DECEMBER 31, 1997 E XERCISE PRICE
$0.150-$2.175 211,891 6. 07 yrs $1.45 211,891 $1.45
$6.000 - $ 6.000 423,823 7. 61 yrs $6.00 413,823 $6.00
$7.500 - $7.625 260,000 8. 25 yrs $7.62 51,666 $7.60
$10.000 - $11.000 234,500 9. 88 yrs $10.04 1,200 $11.00
$11.625 - $15.125 224,000 9. 06 yrs $12.79 24,200 $11.63
$15.500 - $21.250 219,499 8. 79 yrs $17.08 45,598 $18.73
$0.150 - $21.250 1,573,713 8. 22 yrs $8.77 748,378 $5.79

13. RELATED PARTY TRANSACTIONS

Kaiser Aerospace & Electronics Corporation ("Kaly& a related party resulting from their stockeirest in the Company. Kaiser owned
approximately 46%, 45% and 46% of the outstandorgraon stock at December 31, 1997, 1996 and 199pectively. Varian was a related
party until August 1995 when the nonvoting prefdrséock was redeemed.

The Company had system and product sales to Vefi@ih,844,000 for the year ended December 31, 188 Company has been a
subcontractor to Kaiser on certain government eatdrand recognized revenues of approximately $0Xdr the year ended December 31,
1995. Gross margins on these contracts were irigignt. In 1995, final settlement was reached @onst-type contract, which resulted in the
Company receiving $12,000 from Kaiser. The Compzamsynot been a subcontractor to Kaiser during 599P96.

Gross margins realized on related party transagti@ve not been materially different from the gmossgins realized on similar types of
transactions with unaffiliated customers.

14. INCOME TAXES
The provision for income taxes attributable to @anhg operations consists of the following (in tisands):

YEARS ENDED DECEMBER 31,

Federal:
CUMENt..ciiieiee e $7,640 $5,761 $2,853
Deferred.......ccoocviiiieiieiiiiiiie, (2,274) (292) (109)
5,366 5,469 2,744
State:
[0 ¢ T o | 1,655 1,362 929
Deferred.......ccoocvivieeiieiiiiii, (293) (481) 336
1,362 881 435
Total.....oooociiiieeeeeeeee, $6,728 $6,350 $3,179

The tax benefits associated with exercises of nalifipd stock options and disqualifying dispositsoof stock acquired through the incentive
stock option and employee stock purchase plansestixes currently
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payable for 1997 and 1996 as shown above by $20#08 $690,000, respectively. Such benefits amitexdto additional paid-in capital
when realized.

Deferred income taxes reflect the net tax effettemporary differences between the carrying anmohissets and liabilities for financial
reporting purposes and the amounts used for indarmpurposes. Significant components of the Comigadsferred tax assets computed in
accordance with SFAS 109 are as follows (in thodspan

DECEMBER 31,

1997 1996
Deferred tax assets:
Discontinued operations reserve........cccoee... .. $ 329 $ 316
Vacation accrual.....cccceveeeeeeeveiiiiiiceeees 466 333
warranty reServe......ccoceeeeevevvesciceeee 1,067 1,011
Bad debtreserve.......cccooovvvvvvvveeeeee. 639 447
Inventory valuation........ccccovceeeeveceeees L 3,435 2,110
Othel e 1,072 512
Total deferred tax assets........oocee.. . .. $7,008 $4,729
Deferred tax liabilities:
Purchased technology.......cccccoovevvveeveee. $ 254 $ 569
161 = 178 151
Total deferred tax liabilities........... . ... $ 432 $ 720
Net deferred tax assets.......cccoceevvveveceeeeee L $6,576  $4,009

A reconciliation of the income tax provision at fleeleral statutory rate of 35% to the income tawjsion at the effective tax rate is as
follows (in thousands):

YEARS ENDED DECEMBER 31,

1997 1996 1995

Income taxes computed at the federal statutory

(=) (TR $6,729 $3,963 $3,130
State taxes (net of federal benefit)............. 885 573 283
Acquired in-process research and development..... - 2,042 -
Foreign Sales Corporation benefit................ (840) (525) (140)

Tax exempt iINCOME........cceeeveveiiiinininnnns (700) (56) (92)

Goodwill amortization............ccccceveerenn.. 463 335
Other..ucoiiiiiiiiieeeeeee e 191 18 )
Total.eooveeee e $6,728 $6,350 $3,179

The Company's effective tax rates for the yearedmdkecember 31, 1997, 1996 and 1995 were 35.0%Y&H&nd 35.5%, respectively.
15. RESEARCH AND DEVELOPMENT COST SHARING AGREEMENT

The Company entered into an agreement with a Japarempany to perform best efforts joint reseanthdevelopment work. The nature of
the project is to develop a glass coating machorigetused in the production of flat panel displayse Company was for funded one-half of
the actual costs of the project up to a ceiling&f750,000. At December 31, 1997, the Company éeeived $6,750,000 under the contract.
Quialifying costs of approximately $3,164,000, $3.280 and $1,958,000 for the years ended Decenihdi9®7, 1996, and 1995,
respectively, were incurred on this project, raésglin offsets against research and
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development costs of approximately $1,300,000,4%L(0 and $1,130,000 in 1997, 1996 and 1995, c&sphy.

As of December 31, 1997 all of the $6,750,000 adedrad been applied to qualifying costs. The Compawd its Japanese partner are
discussing further joint development work on thejgct. There can be no assurance that the Compahigsadevelopment partner will reach
agreement on further joint funding or cooperation.

Upon completion of the research and developmenkwbsuccessful, each party will receive certaiamafacturing and marketing rights for
separate regions of the world. The agreement ali®for certain royalty payments by each partthother party, based on production and
sales. The royalty rate will be 5% for each party.

16. QUARTERLY CONSOLIDATED RESULTS OF OPERATIONS NIAUDITED)
The 1996 and first three quarters of 1997 earnmegshare amounts have been restated to compl\SK#ts 128.

THREE MONTHS ENDED

MARCH 29, JUNE 28, SEPT.27, DEC. 31,
1997 1997 1997 1997
(IN THOUSA NDS, EXCEPT FOR PER SHARE DATA)

Net sales.......ccccvverveennnne. $31,141 $33,763 $30,350 $ 37,953
Gross profit......cccceveeeennnnn. 10,144 10,141 9,164 12,503
Net income..........cccceeueenee. 3,416 3,577 1,931 3,573
Basic earnings per share........... $ 0.27 $ 029 $ 015 $ 0.29
Diluted earnings per share......... 0.26 0.26 0.15 0.27

THREE MONTHS ENDED

MARCH 30, JUNE 29, SEPT.28, DEC. 31,
1996 1996 1996 1996
(IN THOUSA NDS, EXCEPT FOR PER SHARE DATA)

Net sales.........ccoeveerueenne. $15,126 $20,235 $24,603 $28,268
Gross profit......cccceeeeennnnn. 5,923 8,007 8,560 10,090
Net income (10SS)........ceveeeens 1,897 (3,225) 2,799 3,502
Basic earnings per share........... $ 0.16 $ (0.26) $ 023 $ 0.28
Diluted earnings per share......... 0.15 (0.26) 0.22 0.27

17. ACQUISITIONS

On November 21, 1997, the Company completed theisitiqn of the assets of RPC. The total purchasepvas $1,004,000 plus contingent
payments equal to 25% of the future earnings of RIP€ total of these contingent payments is limttedpproximately $7.7 million.
Acquisition costs were $56,000. Current technolof$94,000 and $110,000 assigned to assembled aroekfelated to the RPC acquisition
are both being amortized over 7 years. Accumulatadrtization at December 31, 1997 is $2,000. Aaglin process research and
development of $299,000 was written off immediately
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Results for RPC are included in the ConsolidatedeBtients of Income beginning in December 1997 .félh@ving unaudited pro forma
information assumes the acquisition occurred ab#wnning of each year presented:

YEA RS ENDED DECEMBER 31,
1997 1996
Net sales.......cccoveeeveeeiieecieeee, $1 37,054 $98,704
Net inCome.......cccvvvviieeieiieeeeeeeee 10,608 4,450
Earnings per share:
BaSiC.....eeeeviiiiiieeiiee e $ 0.82 $ 0.36
Diluted......cccovviieeeiiiere e, $ 0.82 $ 0.34

The pro forma information excludes the $0.3 millisrite-off of acquired in process research and tigraent.

18. SUBSEQUENT EVENT (UNAUDITED)

On March 2, 1998, as a result of weak demand sadligk sputtering systems, the Company announpéahato reduce expenses. The expense
reduction plan includes a reduction in force ofragpnately 20% of the Company's staff of contraad aegular employees. The reductions
will take place at the Company's facilities in @a@lara, CA; Los Gatos, CA; Rocklin, CA; and inwWan. Additionally, the Company inten

to relocate its Rapid Thermal Processing Operdtimm Rocklin to the Company's Santa Clara headgumrand to close the Rocklin facility.

During the first quarter of 1998, the Company wittur a restructuring charge of approximately $iliom related to closure of the Rocklin
facility and employee severance costs. Closuraefacility is expected to be complete by June9bgl
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTAN TS ON ACCOUNTING AND FINANCIAL DISCLOSURE
Not Applicable.

PART IlI
ITEM 10. DIRECTORS AND OFFICERS OF THE REGISTRANT

The information required by this item relating e tCompany's directors and nominees and discloslagng to compliance with Section 16
(a) of the Securities Exchange Act of 1934 is ideldi under the captions "Election of Directors" &@dmpliance with Section 16(a) of the
Securities Exchange Act of 1934" in the Companyts{ Statement for the 1998 Annual Meeting of Shatgers and is incorporated herein
by reference. The information required by this iteriating to the Company's executive officers aeg &mployees is included under the
caption "Executive Officers and Directors" undentt4 in

Part | of this Annual Report on Form 10-K.
ITEM 11. EXECUTIVE COMPENSATION

The information required by this item is includeter the caption "Executive Compensation and Retlatirmation” in the Company's
Proxy Statement for the 1998 Annual Meeting of 8halders and is incorporated herein by reference.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL O WNERS AND MANAGEMENT

The information required by this item is includetter the caption "Ownership of Securities" in tl@pany's Proxy Statement for the 1998
Annual Meeting of Shareholders and is incorpordieetin by reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACT IONS

The information required by this item is includetter the caption "Certain Transactions" in the Cany{s Proxy Statement for the 1998
Annual Meeting of Shareholders and is incorporéteetin by reference.

PART IV

ITEM 14. EXHIBITS, FINANCIAL STATEMENT SCHEDULES, A ND REPORTS ON FORM 8-K
(a) List of Documents filed as part of this Ann&adport on Form 10-K.
1. The following consolidated financial statemesfténtevac, Inc. are filed in Part I, Item 8 oigiReport on Form 10-K:

Report of Ernst & Young, LLP, Independent Auditors

Consolidated Balance Sheets -- December 31, 1990 d996

Consolidated Statements of Income for the years@imcember 31, 1997, 1996 and 1995
Consolidated Statements of Shareholders' Equitthfoyears ended December 31, 1997, 1996 and 1995
Consolidated Statements of Cash Flows for the yaaded December 31, 1997, 1996 and 1995
Notes to Consolidated Financial Stateme-- Years Ended December 31, 1997, 1996 and 1995
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2. Financial Statement Schedules.

The following financial statement schedule of Ir@eyinc. is filed in

All other schedules have been omitted since theired) information is not present in amounts sudfitito require submission of the schedule

Part IV, Item 14(a) of this Annual Report on ForfH:

Schedule Il -- Valuation and Qualifying Accounts

or because the information required is includeth@éconsolidated financial statements or notestber

3. Exhibits
EXHIBIT
NUMBER DESCRIPTION
*3.1 Amended and Restated Articles of Incor poration of the

Registrant

*3.2  Bylaws of the Registrant

***4.2  Indenture, dated as of February 15, 19 97, between the
Company and State Street Bank and Trus t Company of
California, N.A. as Trustee, including the form of the
Convertible Notes

*10.1 The Registrant's 1991 Stock Option/Sto ck Issuance Plan

*10.2 The Registrant's 1995 Stock Option/Sto ck Issuance Plan

*10.3 The Registrant's Employee Stock Purcha se Plan, as amended

***%]10.4  Line of Credit Agreement dated April 3 0, 1997 as amended

*10.5 Lease, dated May 26, 1994 regarding th e space located at
3550, 3560, 3570 and 3580 Basset Stree t Santa Clara,
California, as amended

*10.8 601 California Avenue LLC Limited Liab ility Operating
Agreement, dated July 28, 1995

*10.9 The Registrant's 401(k) Profit Sharing Plan

*10.11 Stock Sale Agreement, Note Secured by

**10.13 Stock Purchase Agreement by and among

and Stock Pledge Agreement by and betw
Paul Colombo, dated August 24, 1994, a

Inc., Lewis Lipton, Dennis Stark, Stev
Inc., dated June 6, 1996

Stock Pledge Agreement
een Intevac, Inc. and

s amended

Lotus Technologies,

e Romine and Intevac,

21.1  Subsidiaries of the Registrant

23.1 Consent of Ernst & Young LLP, Independ ent Auditors
24.1 Power of Attorney (see page 46)

27.1  Financial Data Schedule

* Previously filed as an exhibit to the Registratidtatement on Form S-1
(No. 33-97806)

** Previously filed as an exhibit to the RegistmatiStatement on Form S-1

(No. 333-05531)

*** Previously filed as an exhibit to the Registim@t Statement on Form S-3

(No. 333-24275)
**x* Previously file as an exhibit to the RegistrismQuarterly Report on Form 10-Q for the quartedesl March 29, 1997
(b) Reports on Form 8-K
No reports on Form-K were filed during the last quarter of the fisgahr covered by this Annual Report on Form 10-K.

45



SIGNATURES

Pursuant to the requirements of Section 13 or 1&f{(the Securities Exchange Act of 1934, the Resyigthas duly caused this report to be
signed on its behalf by the undersigned, theredatp authorized, on March 11, 1998.

INTEVAC, INC.

By: /'s/ CHARLES B. EDDY, 111

Charles B. Eddy, 11

Vi ce President, Finance and
Admi ni stration,

Chief Financial Oficer, Treasurer
and Secretary

(Principal Financial and Accounting
O ficer)

POWER OF ATTORNEY

KNOW ALL PERSONS BY THESE PRESENTS, that each pemsbose signature appears below constitutes amargpNorman H. Pond
and Charles B. Eddy Ill, and each of them, asrhis &nd lawful attorneys-in-fact and agents, with gower of substitution and
resubstitution, for him and in his name, place stead, in any and all capacities, to sign any dreheendments (including post-effective
amendments) to this Report on Form 10-K, and éotfie same, with all exhibits thereto, and othe&udtents in connection therewith, with
the Securities and Exchange Commission, granting said attorneys-in-fact and agents, and eacheshf full power and authority to do and
perform each and every act and thing requisitersaogssary to be done in connection therewith, Ipstéuall intents and purposes as he m
or could do in person, hereby ratifying and confirgnall that said attorneys-in-fact and agentsgror of them, or their or his substitute or
substitutes, may lawfully do or cause to be dongitiye hereof.

Pursuant to the requirements of the Securities &xgh Act of 1934, this report has been signed bélpthe following persons on behalf of
the Registrant and in the capacities and on thesdatlicated.

NAME TITLE DATE
/s NORMAN H. POND Chairman of the Board, March 11, 1998
-- President and Chief
(Norman H. Pond) Executive Officer
(Principal Executive
Officer)
/sl CHARLES B. EDDY lll Vice President, Finance and March 11, 1998
--  Administration, Chief
(Charles B. Eddy II1) Financial Officer Treasurer

and Secretary (Principal
Financial and Accounting

Officer)
/sl ROBERT D. HEMPSTEAD Chief Operating Officer, March 11, 1998
--  President of the Disk
(Robert D. Hempstead) Equipment Business Unit and
Director
/sl EDWARD DURBIN Director March 11, 1998
(Edward Durbin)
/sl DAVID N. LAMBETH Director March 11, 1998
(David N. Lambeth)

/sl H. JOSEPH SMEAD Director March 11, 1998

(H. Joseph Smead)
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INTEVAC, INC.

SCHEDULE Il -- VALUATION AND QUALIFYING ACCOUNTS

ADDITIONS
BALANCE AT ----- BAL ANCE AT
BEGINNING CHARG ED TO COSTS CHARGED TO OTHER DEDUCTIONS- END
DESCRIPTION OF PERIOD  AND EXPENSES ACCOUNTS-DESCRIBE DESCRIBE(1) OF PERIOD

Year ended December 31, 1995:
Deducted from asset accounts:
Allowance for doubtful
accounts................ $ 105,585 $ 524,953 $ 0 $169,909(2) $ 460,629
Year ended December 31, 1996:
Deducted from asset accounts:
Allowance for doubtful
accounts................ $ 460,629 $ 589,712 $ 0 $ 25,900 $1, 024,441
Year ended December 31, 1997:
Deducted from asset accounts:
Allowance for doubtful
accounts................ $1,024,441 $ 515,473 $25,000(3) $ 60,314 %1, 504,600

(1) Typically includes write-offs of amounts deemettollectible.
(2) Includes $95,000 transferred to net assetssobdtinued operations.
(3) Balance assumed in the acquisition of RPC.
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EXHIBIT INDEX

EXHIBIT
NUMBER DESCRIPTION

*3.1  Amended and Restated Articles of Inco
Registrant............cccccvvveeeenns
*3.2  Bylaws of the Registrant.............

***4.2  Indenture, dated as of February 15, 1
Company and State Street Bank and Tru
California, N.A. as Trustee, includin
Convertible Notes....................

*10.1  The Registrant's 1991 Stock Option/St

*10.2  The Registrant's 1995 Stock Option/St

*10.3  The Registrant's Employee Stock Purch

***%10.4  Line of Credit Agreement dated April

*10.5 Lease, dated May 26, 1994 regarding t
3550, 3560, 3570 and 3580 Basset Stre
California, as amended...............

*10.8 601 California Avenue LLC Limited Lia
Agreement, dated July 28, 1995.......

*10.9  The Registrant's 401(k) Profit Sharin

*10.11  Stock Sale Agreement, Note Secured by
Agreement and Stock Pledge Agreement
Intevac, Inc. and Paul Colombo, dated

**10.13  Stock Purchase Agreement by and among
Inc., Lewis Lipton, Dennis Stark, Ste
Inc., dated June 6, 1996.............
21.1  Subsidiaries of the Registrant.......
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(No. 33-97806)

** Previously filed as an exhibit to the RegistmatiStatement on Form S-1

(No. 333-05531)

*** Previously filed as an exhibit to the Registim@t Statement on Form S-3

(No. 333-24275)
***x Previously file as an exhibit to the RegistiggQuarterly Report on Form

1C-Q for the quarter ended March 29, 1¢

997, between the

st Company of

g the form of the

ock Issuance Plan.....
ock Issuance Plan.....
ase Plan, as

30, 1997 as amended...
he space located at

et Santa Clara,

Stock Pledge

by and between
August 24, 1994, as
Lotus Technologies,
ve Romine and Intevac,



EXHIBIT 21.1
SUBSIDIARIES OF THE REGISTRANT
. Lotus Technologies, Inc. -- California
. Intevac Foreign Sales Corporation -- Barbados
. Intevac Asia Private Limited -- Singapore
. Intevac GmbH -- Germany
. Intevac Malaysia Sdn Bhd -- Malaysia

. RPC Technologies, In-- California



EXHIBIT 23.1
CONSENT OF ERNST AND YOUNG LLP, INDEPENDENT AUDITOR S

We consent to the incorporation by reference inRbgistration Statements (Form S-8 Nos. 33-99648383-35801) pertaining to the 1995
Stock Option/Stock Issuance Plan and the Employeek$urchase Plan and in the Registration State(fenm S-3 No. 333-24275) of

Intevac, Inc. of our report dated January 16, 1988 respect to the consolidated financial stateimand schedule of Intevac, Inc. included
in the Annual Report (Form 10-K) for the year enfletember 31, 1997.

/'sl  ERNST & YOUNG LLP
San Jose, California

March 6, 1998



ARTICLE 5

This schedule contains summary financial infornragatracted from the Consolidated Balance She@eaember 31, 1997 and the
Consolidated Statement of Income for the Year efdstbember 31, 1997 and is qualified in its entilgtyreference to such Financial

Statements.
MULTIPLIER: 1,000

PERIOD TYPE YEAR
FISCAL YEAR END DEC 31 199
PERIOD START JAN 01 199
PERIOD END DEC 31 199
CASH 3,33¢
SECURITIES 67,80¢
RECEIVABLES 11,13¢
ALLOWANCES 1,50¢
INVENTORY 35,91¢
CURRENT ASSET¢ 123,90«
PP&E 20,08’
DEPRECIATION 6,321
TOTAL ASSETS 147,79
CURRENT LIABILITIES 45,87¢
BONDS 59,48(
PREFERRED MANDATORY 17,33¢
PREFERREL 0
COMMON 0
OTHER SE 25,09¢
TOTAL LIABILITY AND EQUITY 147,79
SALES 133,20°
TOTAL REVENUES 133,20°
CGS 91,22¢
TOTAL COSTS 91,22¢
OTHER EXPENSE¢ 21,89¢
LOSS PROVISION 51E
INTEREST EXPENSE 3,581
INCOME PRETAX 19,22¢
INCOME TAX 6,72¢
INCOME CONTINUING 12,49;
DISCONTINUED 0
EXTRAORDINARY 0
CHANGES 0
NET INCOME 12,497
EPS PRIMARY 1.0C
EPS DILUTED 0.94
End of Filing
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