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PART |
ltem 1. Business

Information contained or incorporated by referetegein contains “forward-looking statements” withime meaning of the
Private Securities Litigation Reform Act of 1995hish can be identified by the use of forward-loakterminology such as “may,”
“will,” “expect,” “anticipate,” “estimate” or “corihue” or the negative thereof or other variatiomsréon or comparable terminology
or which constitute projected financial informaticfhe following contains cautionary statements fifiging important factors with
respect to such forward-looking statements, inclgdiertain risks and uncertainties, that could eacsual results to differ materially
from those in such forward-looking statements. ‘Hask Factors.” All dollar amounts are in thousanaidess specified otherwise.

The Company

Tegal Corporation, a Delaware corporation (“Tegalthe “Company”), designs, manufactures, markatsservices plasma etch
and deposition systems that enable the producfiamegrated circuits (“ICs”), memory and relateitroelectronics devices used in
personal computers, wireless voice and data teleworitations, contact-less transaction devices,ordidiquency identification
devices (“RFID’s”), smart cards, data storage amctorievel actuators. Etching and deposition cibuigt two of the principal IC and
related device production process steps and eashbmperformed numerous times in the productiosuoh devices.

We were formed in December 1989 to acquire the aijmers of the former Tegal Corporation, a divisiohMotorola, Inc.
(“Motorola”). Our predecessor company was founded 972 and acquired by Motorola in 1978. We congglatur initial public
offering in October 1995.

On August 30, 2002, we acquired all of the outstam@ommon stock of Sputtered Films, Incorporat&¥(”), a privately held
California corporation pursuant to an Agreement Bleoh of Merger dated August 13, 2002. SputteibdsHs a leader in the design,
manufacture and service of high performance phisipor deposition sputtering systems for the sermdaictor and semiconductor
packaging industry. SFI was founded in 1967 wiih development of the S-Gun, core technology ofttipiired company.

On November 11, 2003, we acquired substantiallyoflthe assets and certain liabilities of Simplyst&ms Corporation,
(“Simplus”), a development stage company, purst@an asset purchase agreement. Simplus had gededodeposition cluster tool
and certain patented processes for barrier, copgreat and high-K dielectric applications. Simplasl lcoined the term “nano-layer
deposition” or “NLD” to describe its unique apprbao chemical vapor deposition (“CVD"). The Compas continuing to develop
these NLD processes and related tools, and isdarptbcess of marketing them to a limited numbekef customers and joint
development partners.

Semiconductor Industry Background
Growth of Semiconductor and Semiconductor Equipméntlustries

The semiconductor industry has experienced sigmfiogrowth over the last 20 years. This growth hesulted from the
increasing demand for ICs from traditional IC maskesuch as personal computers, telecommunicatimssumer electronics,
automotive electronics and office equipment, asl wel developing markets, such as wireless commiioia multimedia and
portable and network computing. As a result of timnsreased demand, semiconductor device manufastinave periodically
expended significant amounts of capital to build/rsemiconductor fabrication facilities (“fabs”) atmlexpand existing fabs. In spite
of the continuing growth in demand for semicondtgtdhe industry periodically experiences cycleerfess supply and excess
capacity as additions to capacity are brought enimlarge increments which exceed the short-temmvtp in demand for ICs. The
industry periodically experiences such fluctuaticarsd is currently experiencing a significant slowa in the purchase of equipment
for the manufacture of ICs.

Growth in the semiconductor industry has been drive large part, by advances in semiconductorgoevdnce at a decreasing
cost per function. Advanced semiconductor procgstnhnologies increasingly allow semiconductor wfiacturers to produce ICs
with smaller features, thereby increasing processipeed and expanding device functionality and nmgroapacity. As ICs have
become more complex, however, both the number aivg f state of the art process tools requirednenufacture ICs have
increased significantly. As a result, the costerhgonductor manufacturing equipment has beconiaeasasingly large part of the
total cost of producing advanced ICs. Today, acgipB00 millimeter wafer fab may cost as much af) %2 $3.0 billion, with
semiconductor manufacturing equipment costs reptiegethe majority of total fab costs.



Semiconductor Production Processes

To create an IC, semiconductor wafers are subjettteal large number of complex process steps. Theetprimary steps in
manufacturing ICs are (1) deposition, in which getaof insulating or conducting material is depedion the wafer surface, (2)
photolithography, in which the circuit pattern ijected onto a light sensitive material (the phegest), and (3) etch, in which the
unmasked parts of the deposited material on thenea€ selectively removed to form the IC circuittprn.

Each step of the manufacturing process for ICsiregspecialized manufacturing equipment. Todagsmpb-based systems are
used for the great majority of both deposition atching processes. During physical vapor deposidso known as “PVD”"), the
semiconductor wafer is exposed to a plasma enviemtirthat forms continuous thin films of electrigalhsulating or electrically
conductive layers on the semiconductor wafer. Quanplasma etch process (also known as “dry eteh¥emiconductor wafer is
exposed to a plasma composed of a reactive gas,asuchlorine, which etches away selected portidribe layer underlying the
patterned photoresist layer.

Segmentation of the Deposition and Etch Markets

The deposition market is generally divided into fbkowing market segments, defined according t® timderlying technology
used to create the deposited thin film: electrodbahdeposition (also known as “electroplating”heeical vapor deposition (also
known as “CVD”, of which plasma-enhanced chemiagar deposition “PECVD” is a major sub-segmennat layer deposition
(also known as “ALD"), and physical vapor depositi@lso known as “PVD").

Certain deposition technologies or processes afterbguited than others for depositing differemiey of materials (films). In
silicon-based microelectronic fabrication, electremical deposition of copper is the essential basisreating the multi-level metal
electrical interconnects found in advanced logid amemory ICs. CVD and PECVD deposition of dielectmaterials like silicon
dioxide and silicon nitride is used to create layef electrical insulation between active circdgneents in the integrated circuit.
CVD and PECVD are also used for polysilicon anitisie deposition, to create the electrically conthecthin films used in the
active circuit elements. ALD is a technique whetah a process repeated many times, a monolayeherhical reactant adsorbed on
the IC wafer surface forms a single atomic layea afielectric or a metallic film. Physical vapapisition is used for both metallic
thin film deposition and, in reactive PVD procesdesdielectric thin film deposition.

Further segmentation occurs within the PVD markebeding to specific applications. One importanplagation for PVD is the
deposition of thin films where residual film strassist be closely controlled in order to create gjpedesired electrical results, as in
precision thin film resistor fabrication, or to ag@hysically deforming the substrate, as in tHaritation of power MOS devices on
ultra-thin silicon wafers. The ability to controilmi stress is also critical for the deposition ofiltirlayer thin film stacks on
photomasks used in advanced microelectronic phiotgjraphy applications such as extreme ultravilitledgraphy (also known as
“EUVL") for development of 45 nm and 32 nm fabricat processes. If stress is not low and contraltethis step, the masks can
become distorted.

We believe that enabling tight control of stresd ather process parameters, along with minimizingrall contamination levels
during PVD thin film deposition processes, will inereasingly recognized by IC makers as key featthat differentiate PVD tool
products and PVD tool makers. We also believeetmpabilities will be important to device makarsthe related industries of
compound semiconductor device fabrication, LED ifsdiion, optical communication device manufactuyingp micro
electromechanical systems (also known as “MEMSyitation, and in the field of advanced packagimucpsses for microelectronic
devices.

ALD is used for the creation of various seed andi®alayers in capacitor device structures, whheeintegrity and conformality
of the deposited film is essential to the propercfioning of the device. However, since ALD abgimp occurs at less than one
monolayer with each cycle, layers with film thickses of >100 Angstroms require repeated cyclesvatid potentially long
processing times. NLD has the benefit of being abldeposit films more rapidly with equivalentbatter integrity and conformality.
In addition, NLD uses standard chemical precurgdrich are well-known to semiconductor device maaotufeers and has the ability
to deposit compound films, of which most high-Kldatric materials are made. We believe that tle@eecompelling advantages for
the deposition of certain films in the device stanes in both memory and logic application, botlwramd in the foreseeable future.

The dry etch market is generally segmented intoféflewing market segments, defined according te tfass of film being
etched: polysilicon, oxide (dielectric) and mebdew films are continually being developed in eatthese three market segments.



Certain dry etch technologies or processes arermiited for etching different types of materidisns) and, as a result, the dry
etch market may be segmented according to thedffiem being etched. In addition, as ICs becomeréasingly complex, certain
etch steps required to manufacture a state oftH€ alemand leading edge (or “critical”) etch merhance. For example, to produce
a 64-megabit DRAM device, semiconductor manufactuage required to etch certain device featuresna¢nsions as small as 0.13
micron. Nonetheless, even in the most advancedd@sluction steps can be performed with less deingr@dr “non-critical”) etch
performance. As a result, we believe the etch ntdr&e also begun to segment according to the rdjigvel of etch performance —
critical or non-critical.

Today, the semiconductor industry is faced with tieed to develop and adopt an unprecedented nuofitrexw materials as
conventional films are running out of the physipadperties needed to support continuing shrinkdiérsize and to provide improved
performance. Certain of these new materials praseique etch production problems. For example,ute of certain films, such as
platinum, iridium and Lead Zirconium Titanate (“PZ,Tcurrently being used in the development of nvoatile, ferroelectric random
access memory (“FRAM”") devices, is presenting néallenges to semiconductor manufacturers. Magmetidom access memory
(“MRAM") devices incorporate unique magnetic maddsiin the device structures, as do certain praptBRRAM” devices. While
these new films contribute to improved device penfance and reduced die size, their unique propentiake them particularly
difficult to etch and, therefore, require more atbed etch process technologies.

Business Strategy

We have a large installed base of etch and deposiuipment exceeding 1,700 systems and we bdlenever the years we
have earned a reputation as a supplier of reliaaliele-oriented systems along with systems incaimy unique, advanced process
technologies. Our systems are sold throughouivtiréd to both domestic and international customkrsur fiscal year ended March
31, 2004, approximately 67% of our revenues regultem international sales. To support our systeales, we maintain local
service and support in every major geographic narkevhich we have an installed base, backed um Ispares logistics system
designed to provide delivery within 24 hours anykehi@ the world.

Tegal's strategy is to become the leading provaféntegrated etch and deposition process solutiona defined set of new and
emerging materials central to the production of@at array of advanced semiconductor devices. rjpacation of these new, exotic
materials is essential to achieving the higher dedensities, lower power consumption and novettians exhibited by the newest
generation of cell phones, computer memories, fipgic switches and remote sensors. Currentlyallegthe leading supplier of
etch solutions to makers of advanced “non-volatiéefo-electric (“FeRAM”) and magnetic (‘“MRAM") déses. FeRAM is just now
entering commercial production with chips for thewest generation of cell phones, PDA’s, smart camdd radio-frequency
identification devices (“RFID’s”), used for applti@ns such as inventory tracking and cashier-lemsshction processing. Rounding
out Tegal's portfolio of new materials expertise ap-called “compound-semi” materials, such as G&sN and InP, widely used in
telecom device production.

Our long-term growth strategy is to build on oucheical knowledge, experience and reputation inisamductor capital
equipment, both through organic growth in the merlke which it specializes and through selectivguégitions of complementary
technologies. Through its acquisitions of SpetteFilms, Inc. and, more recently, Simplus Syst&osp., Tegal secured new
sources for complementary deposition technologie#$ new materials strategy.

Products
6500 Series “Critical Etch” Products

We offer several models of our 6500 series critgtah products configured to address film types apylications desired by our
customers. We introduced the 6500 series tool 8 1hd since that time have expanded the prochetd address new applications
including:

* new high K dielectrics and associated materiaksduin capacitors at sub-0.5 micron for FRAMs, highnsity DRAM and
magnetic memory (MRAM) devices;

» shallow trench isolation used to isolate tramsgsdriven by increased packing densities usedemany devices employing
design rules at or below 0.25 micron;

* sub-0.5 micron multi-layer metal films composdaluminum/copper/silicon/titanium alloys;

e sub-0.5 micron polysilicon;

e compound semiconductor IlI-V materials; and



» leading edge thin film head materials.

All 6500 series models offer one and two-chamberfigarations and a rinse/strip option. Prices f60@ series systems typically
range between $1.8 million and $3.0 million.

Our 6500 series systems have been engineeredvm@norocess flexibility and competitive throughoit wafers and substrates
up to eight inches in diameter, while minimizingstand space requirements. The 6550 Spectra chasBé6 mm capable and is
currently being used on the 200 mm 6500 platforost@mer demand for new materials is at the 200 mde nHowever, having 300
mm capability is important for future customer need dual chamber platform design allows for eitparallel or integrated etch
processes. We seek to maximize the 6500 seriesnsystverage throughput by incorporating a prooessnber technology and
system architecture designed to minimize proces$ingn-time required for cleaning and maintenan@ehE6500 series system has a
central wafer handling system with full cassettewan loadlocks, non-contact optical wafer alignmantl a vacuum transport
system. Individual process module servicing is fbssvithout shutting down the system or other chars. Contamination control
features in the 6500 series systems include pickpdace wafer handling with no moving parts abdwe wafer, four-level vacuum
isolation from the atmosphere to the etch chamdned, individual high-throughput, turbo-pumped vacusystems for the cassettes,
wafer handling platform and each process modules&land other features of the 6500 series arendeistg enable a semiconductor
manufacturer to reduce wafer particle contaminatioa level that we believe exceeds industry statedand to improve etch results
and process flexibility.

In addition, our 6500 series systems incorporasefaware system that has been designed and test@ihimize the risk of the
system operator “crashing” the system or interngptivafer fabrication, while being easy to use. Bafware system incorporates a
software architecture designed to operate in maliiterface modes, including operator, maintenamggneer, process engineer and
diagnostic modes. Features include icon-based tstigen menus for ease of use. In addition, thevaoé provides a quick-response
interface which allows the semiconductor manufastaiccess to all necessary system informationaftiofy automation. The system
includes data in-situ process manufacturing arolgiand remote, real time diagnostics.

900 Series “Non-Critical Etch” Products

We introduced our 900 series family of etch systémk984 as a critical etch tool of that era. Otrex years, we have enhanced
the 900 series family as non-critical etch systeayzable of performing the etch steps required énpitoduction of silicon-based IC
devices and, more recently, as critical etch témi:ew specialty devices such as gallium arsefudbigh-speed telecommunications
devices. In 1994, we introduced an eight-inch wagrable 900 series system (capable of etchingrforeto eight-inch wafers). The
900 series non-critical etch systems are aimecdadf pero layer, non-selective nitride, backsidanatization and small flat panel
display applications, thin film etch applicationsed in the manufacture of read-write heads fordibk drive industry and gallium
arsenide and other IlI-V materials used in highespéligital wireless telecommunications applicatio@ur 900 series systems
typically sell for a price from $250,000 to $600000

The 900 series systems incorporate a single prademsber on a non-loadlocked modular platform #iability and ease of
maintenance, which we believe results in higheraye throughput and lower operating costs. Continugrovements in both
reliability and performance have enabled us toratfe 900 series systems as a solution for a braage of applications involving
line widths down to 0.8 microns.

Thei900 was introduced in July 2000. This system hdmeced the functionality of the 900 series withextifeatures such as
user-friendly GUI (graphical user interface) toistneens, better process control and an improvedgoat system that will increase
efficiency, while preserving the durability for vehi the tool is known.

Endeavor Series Critical Deposition Products

We offer several models of our Endeavor seriescatitdeposition products configured to address fijijpes and applications
desired by the customer. We introduced the Endesamies tool in 1992 and since that time have edgdthe product line to address
new applications. Deposition applications addressethe Endeavor series system include:

» chip packaging technologies requiring stress conimo multi-layer under bump metallization (UBM), dluding
deposition onto polyimide;

» |IC front side interconnect metallization;

e Ohmic contact formation and metallization of thidneafers for high power transistors;

» deposition of thin film resistors with fine tunimd thermal capacitance of resistance (TCR);
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e barrier and seed layer deposition in deep vias;

e encapsulating films for light emitting diodes (LED)

» dielectric layers for sound acoustic wave (SAW) aridgrated gate bipolar transistors (IGBT);

» automobile electronics requiring high adhesion praps of the backside metal film stacks; and

» high precision, ultra clean deposition of films dige photolithography and extreme ultraviolet (EWdasks.

All Endeavor series models offer one to five pracemdules, and can be configured as single or chsdette module systems.
The system is fully field upgradeable. PricesEadeavor series systems typically range betweeh$iillion and $3.0 million.

Our Endeavor series systems have been engineerprbta@e process flexibility and competitive thréwgit for wafers and
substrates up to eight inches in diameter, orrgtkés square while minimizing cost and space reqénts. The Endeavor cassette
module is SMIF compatible. Fast and efficient, slgetem’s capability is enhanced by parallel prsicgsand scheduled downtime is
minimized by its modularity. Each Endeavor serigstam has a central wafer handling system with yatuum loadlocks, non-
contact optical wafer alignment and a vacuum trartspystem. Individual process module servicingassible without shutting
down the system or other chambers. Contaminatiatr@lofeatures in the Endeavor series systemsdecputter-up processing, and
a gentle and reliable handling system that alldvesttansport and process of wafers without clampingnechanical pressure, and no
backside contact of the wafer or substrate at ang.t All processing is done under high vacuumpgsndividual high-throughput,
turbo-pumped vacuum systems for the cassette medhaéransfer module and each process module. Hmebether features of the
Endeavor series are designed to enable a semidomnduoanufacturer to reduce wafer particle contationato a level that we believe
exceeds industry standards and to improve depositisults and process flexibility.

In addition, our Endeavor series systems emplaysea-friendly software system that is equipped \iithsafety interlocks and is
four-level password protected. This software systecorporates a graphical user interface with safevarchitecture designed to
operate in multiple interface modes, including @p@r, maintenance engineer, process engineer agaabtic modes. The software
provides a quick-response interface which allowes $bmiconductor manufacturer access to all negesyatem information for
factory automation. The software and automationcarapletely functional from remote locations vidI$ line. This remote access
can be used to download software upgrades, opasvarful diagnostic tool, providing our custometigwmmediate factory support.

Customers

We sell our systems to semiconductor and relatedtreinic device component manufacturers througltoetworld. Major
customers over the last three fiscal years havaded the following:

AMI Matsushita Sumitomo

AMS Motorola ST Microelectronics

Analog Devises NEC Tesla Sezam,S.A.
Denso/Ryosan Nortel Technology Toshiba

Fuji Microdevice OKI United Micrasttronics
Hewlett Packard RF Microdevices Unsigr Francois Rabelais
Intel Sony Winbond Electronics Corp.
International Rectifier Setech Walsin Lihwa Corp.

Of these 24 customers, seven ordered one or metensy in fiscal 2004. The composition of our toge ftustomers has changed
from year to year, but net system sales to ouffit@pcustomers in each of fiscal 2004, 2003, and22@ccounted for 84.8%, 88.2%,
and 54.4%, respectively, of our total net systetassdntel, Fuji, and Matsushita accounted for 34,.22.9% and 12.6% respectively,
of our net system sales in 2004. InternationaltiRec University Francois, ST Microelectronicsca®KI represented 32.2%, 22.7%,
12.5% and 12.0%, respectively, of our net systelessa 2003. ST Microelectronics, Nortel, Analogdad\NEC represented 24.2%,
17.1%, 10.1% and 13.1%, respectively, of our nettesy sales in 2002. Other than the above customersingle customer
represented more than 10% of our net system saléscal 2004, 2003 or 2002. Although the compositdf the group comprising
our largest customers may vary from year to yda,loss of a significant customer or any reductioorders by any significant
customer, including reductions due to market, eognoor competitive conditions in the semiconductnd related device
manufacturing industry, may have a material adveffget on us.

Backlog

We schedule production of our systems based upder dracklog and customer commitments. We includeuinbacklog only
orders for which written purchase orders have lamsepted and shipment dates within the next 12 msdmve been assigned. As of
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May 31, 2004 and 2003, our order backlog was apmately $3,275 and $6,000, respectively. Bookesteay orders are subject to
cancellation by the customer, but with substaméadalties except in the case of orders for evalnatystems or for systems that have
not yet incurred production costs. Orders may bgest to rescheduling with limited or no penaltyn® orders are received for
systems to be shipped in the same quarter as tleg & received. As a result, our backlog at anyi@dar date is not necessarily
indicative of actual sales for any succeeding krio

Marketing, Sales and Service

We sell our systems worldwide through a networkinfdirect sales personnel and seven independias Ispresentatives in sales
offices located throughout the world. In the Unitetdtes of America, we market our systems througdttsales personnel located in
two regional sales offices and at our Petalumajf@ala headquarters. In addition, we provide fiagdrvice and applications
engineers out of our regional locations and oualBeta headquarters in order to ensure dedicatbditat and field process support
throughout the United States of America on shoticeo

We maintain sales, service and process supporbidiea in Japan, Taiwan, Germany, and Italy aexdviee/support operations in
Austria and China. In addition to our internatiormfifect sales and support organizations, we alstkehaur systems through
independent sales representatives in Israel, Iidigey, China, South Korea and Singapore and teglanarkets in Japan.

International sales, which consist of export sédes the United States of America either directiythe end user or to one of our
foreign subsidiaries, accounted for approximatél%e6 66% and 67% of total revenue for fiscal 200802 and 2002, respectively.
Revenues by region for each of the last threelfigears were as follows:

Years Ended March 31,

2004 2003 2002

United States.........ccceeeeeveeeireeeireeceeennen. $ 5538 % 4864 $ 7,168
Asia, excluding Japan .............cccccvvviiennne. 1,241 1,537 3,903
JAPAN e 6,485 2,934 4,094
GEIMAaNY......cceviveeeeeceee e ereeeeees 170 353 731
BRIV e 1,480 1,851 2,617
Europe, excluding Germany and Italy ....... 1,614 2,561 3,093

Total salesS ... $ 16,528 $ 14,100 $ 21,606

We generally sell our systems on 30-to-60 day ttedins to our domestic and European customergo@ess in the Pacific Rim
countries, other than Japan, are generally requaretkliver a letter of credit payable in U.S. dadl upon system shipment. Sales to
other international customers, including Japanbdted either in local currency or U.S. dollarseVanticipate that international sales
will continue to account for a significant portiohrevenue in the foreseeable future.

We generally warrant our new systems for 12 momthd our refurbished systems for six months fronprsleint. Our field
engineers provide customers with call-out repaid amaintenance services for a fee. Customers may eiger into repair and
maintenance service contracts covering our syst&¥vestrain customer service engineers to perforntimeuservice for a fee and
provide telephone consultation services generedly 6f charge.

The sales cycles for our systems vary depending wieether the system is an initial design-in, reomar used equipment. Initial
design-in sales cycles are typically 12 to 18 mengharticularly for 6500 and Endeavor series systdm contrast, reorder sales
cycles are typically four to six months, and usgsteam sales cycles are generally one to three moiitte initial design-in sales
cycle begins with the generation of a sales ledichvis followed by qualification of the lead, anadysis of the customer’s particular
applications needs and problems, one or more pias®ms to the customer (frequently including estee participation by our senior
management), two to three wafer sample demonstsatifmllowed by customer testing of the results amtbnsive negotiations
regarding the equipment’s process and reliabifigcsfications. Initial design-in sales cycles arenitored by senior management for
correct strategic approach and resource prioritiratWe may, in some rare instances, need to peotd customer with an
evaluation system for three to six months pricthereceipt of a firm purchase order.

Research and Development

The market for semiconductor capital equipmenthiaracterized by rapid technological change. Weebelithat continued and
timely development of new systems and enhancenterggisting systems is necessary for us to mairgaimcompetitive position.
Accordingly, we devote a significant portion of qaersonnel and financial resources to researctdenelopment programs and seek
to maintain close relationships with our customersrder to be responsive to their system needs.
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Our research and development encompasses the ifojjoaveas: plasma etch, physical vapor depositimh éhemical vapor
deposition technologies, process characterizatmhdevelopment, material sciences applicable to abel deposition environments,
systems design and architecture, electro-mechadésagjn and software engineering. Management eriggsagdvanced plasma and
reactor chamber modeling capabilities in order ¢oederate bringing advanced chamber designs to ahawe employ multi-
discipline teams to facilitate short engineeringleytimes and rapid product development.

As of March 31, 2004, we had 21 full-time employeleslicated to equipment design engineering, prosggport and research
and development. Research and development expfmdescal 2004, 2003 and 2002 were $3,305, $4,818, $5,928, respectively,
and represented 20.0%, 34.2%, and 27.4% of totehtee, respectively. Such expenditures were priynasied for the development
of new processes, continued enhancement and custiion of existing systems, processing customeiptesyin our demonstration
labs and providing process engineering supportistomer sites. Additionally we had in-process aesle and development expense
of $2,202 which represented 13.3% of revenue &mafi2004 that was related to the acquisition ofpffis Systems.

Manufacturing

Our etch systems are produced at our headquartdPetaluma, California. Deposition systems areetily produced at our
facility in Santa Barbara, California. Our manutaing activities consist of assembling and testtoghponents and sub-assemblies,
which are then integrated into finished systems. Wdee structured our production facilities to béveln either by orders or by
forecasts and have adopted a modular system arthig¢eto increase assembly efficiency and desigridility. We have also
implemented “just-in-time” manufacturing techniquesour assembly processes. Through the use of dainiques, 900 series
system manufacturing cycle times take approximatdlglays and cycle times for our Endeavor systemdsoar 6500 series products
take two to three months.

Competition

The semiconductor capital equipment industry ihlyigompetitive. We believe that the principal caatifive factor in the critical
segments of the etch industry is technical perfolceaof the system, followed closely by the exiseeatcustomer relationships, the
system price, the ability to provide service anthigcal support on a global basis and other relatest factors. We believe that the
principal competitive factor in the non-criticalgseents of the etch industry is system price, foldwclosely by the technical
performance of the system, the existence of estadali customer relationships, the ability to prowedevice and technical support on
a global basis and other related cost factors.

Intellectual Property

We hold an exclusive license or ownership of 73té&thiStates of America patents, including both digpasand etch products,
and 36 corresponding foreign patents covering varespects of our systems. We have also appliegRfadditional United States of
America patents and 66 additional foreign pate@fsthese patents, a few expire as early as 200&roeXxpire as late as 2022 with
the average expiration occurring in approximatély® We believe that the duration of such pateetserplly exceeds the life cycles
of the technologies disclosed and claimed thei#ia.believe that although the patents we have eixelyslicensed or hold directly
will be of value, they will not determine our susse which depends principally upon our engineerimgrketing, service and
manufacturing skills. However, in the absence déplprotection, we may be vulnerable to competitsho attempt to imitate our
systems, processes and manufacturing techniquehiawéesigned a non-exclusive field of use licewstvb of our patents, relating
to our strategic application sets. In addition,estbompanies and inventors may receive patentstiraain claims applicable to our
systems and processes. The sale of our systemeeddwe such patents could require licenses thatmoaype available on acceptable
terms, if at all. We also rely on trade secrets ath@r proprietary technology that we seek to mtot@ part, through confidentiality
agreements with employees, vendors, consultantsottret parties. There can be no assurance that gmgreements will not be
breached, that we will have adequate remedies rfgrbaeach or that our trade secrets will not otligewbecome known to or
independently developed by others.

The original version of the system software for 6600 series systems was jointly developed by dsRemaltime Performance,
Inc., a third-party software vendor. We hold a péupl, non-exclusive, non-royalty bearing licerseise and enhance this software.
The enhanced version of the software currently usedur 6500 series systems has undergone mutéfdases of the original
software, and such enhancements were developedsesaly by us. Neither the software vendor nor ather party has any right to
use our current release of the system softwaraveMer we cannot make any assurances that thisaeftwill not be illegally copied
or reversed-engineered by either customers or-fiartes.



Employees

As of March 31, 2004, we had a total of 89 regudarployees, two part-time contract personnel and fulletime contract
personnel. Of our regular employees, eight arenigireering, 13 are in research and developmentrglin manufacturing and
operations, 28 are in marketing, sales and custsereice and support and 15 are in executive andrastrative positions. Many of
our employees are highly skilled, and our succasdepend in part upon our ability to attract,aietand develop such employees.
Skilled employees, especially employees with extentechnological backgrounds, remain in demancer@ttan be no assurance we
will be able to attract or retain the skilled eny#es that may be necessary to continue our resaattdevelopment, manufacturing
or marketing programs. The loss of any such persamsvell as the failure to recruit additional kggrsonnel in a timely manner,
could have a material adverse effect on us.

None of our employees is represented by a labooruor covered by a collective bargaining agreemi@/e. consider our
employee relations to be good.

Risk Factors

We have incurred operating losses and may not be gfitable in the future; Our plans to maintain and increase liquidity
may not be successful; The report of the independémegistered public accounting firm includes a goig concern uncertainty
explanatory paragraph; The accounting for the 2% cavertible debentures resulted in significant experesamounts.

We incurred net losses of $12,602, $12,625 and388{@r the years ended March 31, 2004, 2003 an@ 2@3pectively, and
generated negative cash flows from operations df 8 $5,984 and $3,603 in these respective y&aese factors raise substantial
doubt as to our ability to continue as a going eosncand our independent registered public accogrftrm has included a going
concern uncertainty explanatory paragraph in tregport dated June 25, 2004 which is included elsegvin this Form 10-K. Our
plans to maintain and increase liquidity include tastructuring executed during fiscal 2002 and32@hich reduced headcount from
155 employees to 89 employees and has reducedsustcucture entering fiscal 2005. We believedbst reduction and a projected
increase in sales during fiscal 2005 will generatfficient cash flows to fund our operations throdlge end of fiscal 2005. However,
these projected sales are to a limited number wfarel existing customers and are based, for thé paos on internal and customer
provided estimates of future demand, not firm comgo orders. If the projected sales do not mategalive will need to reduce
expenses further and raise additional capital tiindhe issuance of debt or equity securities. dfitamhal funds are raised through the
issuance of preferred stock or debt, these seesictould have rights, privileges or preferencesos¢a those of our common stock,
and debt covenants could impose restrictions oroparations. The sale of equity or debt could taauhdditional dilution to current
stockholders, and such financing may not be aveailéd us on acceptable terms, if at all. Failweraise additional funds may
adversely affect the Company’s ability to achiete intended business objectives. The consolidatehdial statements do not
include any adjustments relating to the recoveitgitaind classification of recorded assets or thewmhor classification of liabilities
or any other adjustments that might be necessanyldhve be unable to continue as a going concern.

Our 2% convertible debentures due 2011 are comertt a conversion rate of $0.35 per share, whiak lower than the
common stock’s prices at June 30, 2003, the comenitrate for the first tranche and September 8328& stockholder approval
date for the second tranche. Additionally, we gedn& 20% warrant coverage to our debenture holddrs.value of both the
beneficial conversion feature and warrants resuheal significant debt discount which will be adee as interest expense over the
eight-year life of the debentures. This has reduitesubstantial interest expense during fiscal4260$5,251 and will continue to
result in substantial interest expense througtafi2011 or until the debentures are converted. réximately 22% of the debentures
were not yet converted into shares of our commooksas of March 31, 2004; however as of June 164 20l of these outstanding
debentures had been converted into shares of oumon stock.

The exercise of outstanding warrants, options andtber rights to obtain additional shares will dilute the value of the shares.

As of March 31, 2004, there were warrants exertésdbr approximately 3,199,942 shares of our comrmstotk, advisor
warrants convertible into 196,129 shares, 23,9@0eshissuable as interest payment on previoushedssebentures in lieu of cash
and options exercisable for approximately 7,390,828&es of our common stock. In addition, we hamerants outstanding from
previous offerings for approximately 1,610,480 sisasf our common stock.

The exercise of these warrants and the issuantikeofommon stock will result in dilution in the ual of the shares of our

outstanding common stock and the voting power epried thereby. In addition, the exercise pricthefwarrants may be lowered
under the price adjustment provisions in the eeéit “dilutive issuance,” that is, if we issue commstock at any time prior to their
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maturity at a per share price below such conversioexercise price, either directly or in connectigith the issuance of securities
that are convertible into, or exercisable for, sBaf our common stock. A reduction in the exerpisee may result in the issuance of
a significant number of additional shares uponekercise of the warrants.

The warrants do not establish a “floor” that wolildit reductions in such conversion price or exsecprice. The downward
adjustment of the exercise price of these warremid result in further dilution in the value oktshares of our outstanding common
stock and the voting power represented thereby.

On October 14, 2003, we registered 3,542,436 sheneh can be issued as interest payments to thendiere holders in lieu of
cash. The number of shares issuable as interesigray is calculated by dividing total interest dwer the life of the debentures at
2% per annum by a price per share of $0.35. If iwetéo use such shares to pay interest, suchrissuaill result in dilution to our
stockholders.

Sales of substantial amounts of our shares of commatock could cause the price of our common stock go down.

To the extent the holders of our convertible seimsriand warrants convert or exercise such seesi@nd then sell the shares of
our common stock they receive upon conversion ercse, our stock price may decrease due to thiéi@ul amount of shares
available in the market. The subsequent salesesktishares could encourage short sales by ouhsideks and others which could
place further downward pressure on our stock pibareover, holders of these convertible securitied warrants may hedge their
positions in our common stock by shorting our comratock, which could further adversely affect awck price. The effect of these
activities on our stock price could increase thenber of shares issuable upon future conversionsuofconvertible securities or
exercises of our warrants.

We received stockholder approval to increase thebau of authorized shares of common stock to 1@00® shares. We may
issue additional capital stock, convertible se@siand/or warrants to raise capital in the futimeaddition, we may elect to pay any
accrued interest on the outstanding $1,673 prihcimaount of debentures as of March 31, 2004 witaresh of our common
stock. Interest on the debentures is compoundadetannually, based on 2% per annum on the p@h@mount outstanding. In
addition, to attract and retain key personnel, vag issue additional securities, including stocka. All of the above could result
in additional dilution of the value of our commaonck and the voting power represented thereby. fddiption can be made as to the
effect, if any, that future sales of shares of @mmon stock, or the availability of shares foufetsale, will have on the market price
of our common stock prevailing from time to timelé&s of substantial amounts of shares of our comshaek in the public market,
or the perception that such sales could occur, athersely affect the market price of our commortistand may make it more
difficult for us to sell our equity securities ihe future at a time and price which we deem apjatgrPublic or private sales of
substantial amounts of shares of our common stggkebsons or entities that have exercised optiod#oa warrants could adversely
affect the prevailing market price of the sharesurfcommon stock.

The semiconductor industry is cyclical and may exgénce periodic downturns that may negatively affeccustomer demand
for our products and result in losses such as thosxperienced in the past.

Our business depends upon the capital expenditiresmiconductor manufacturers, which in turn depen the current and
anticipated market demand for integrated circuiise semiconductor industry is highly cyclical andtdrically has experienced
periodic downturns, which often have had a detrit@eeaffect on the semiconductor industry’s demamd semiconductor capital
equipment, including etch and deposition systemsufaetured by us. In response to the current pggdrindustry slow-down, we
have initiated a substantial cost containment @nogand completed a corporate-wide restructuringéserve our cash. However, the
need for continued investment in research and dpwent, possible capital equipment requirementsextehsive ongoing customer
service and support requirements worldwide willtamre to limit our ability to reduce expenses igpense to the current downturn.

Our competitors have greater financial resources ath greater name recognition than we do and thereforenay compete more
successfully in the semiconductor capital equipmenndustry than we can.

We believe that to be competitive, we will requsignificant financial resources in order to offebmad range of systems, to
maintain customer service and support centers wittll and to invest in research and development.yM#nour existing and
potential competitors, including, among others, Wggp Materials, Inc., Lam Research Corporation, &llws and Tokyo Electron
Limited, have substantially greater financial reses, more extensive engineering, manufacturingketiag and customer service
and support capabilities, larger installed basesunfent generation etch, deposition and other ymtion equipment and broader
process equipment offerings, as well as greateren@rognition than we do. We cannot assure youwhkatill be able to compete
successfully against these companies in the Utatks or worldwide.
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If we fail to meet the continued listing requiremers of the Nasdaqg Stock Market, our stock could bealisted.

Our stock is currently listed on The Nasdaq Small@&rket. The Nasdaq Stock Market's MarketplaceeRumpose certain
minimum financial requirements on us for the coméd listing of our stock. One such requiremenhés minimum bid price on our
stock of $1.00 per share. Beginning in 2002, theree been periods of time during which we have leerof compliance with the
$1.00 minimum bid requirements of The Nasdaq Snagll®arket.

On September 6, 2002, we received notification fidgasdaq that for the 30 days prior to the notibe, grice of our common
stock had closed below the minimum $1.00 per shwrdeprice requirement for continued inclusion undéarketplace Rule
4450(a)(5) (the “Rule™), and were provided 90 cdindays, or until December 5, 2002, to regain diampe. Our bid price did not
close above the minimum during that period. On Demer 6, 2002, we received notification from Nasttey our securities would be
delisted from The Nasdaqg National Market, the ergleaon which our stock was listed prior to May 602, on December 16, 2002
unless we either (i) applied to transfer our sdim&ito The Nasdaq SmallCap Market, in which casewsuld be afforded additional
time to come into compliance with the minimum $1H0 price requirement; or (ii) appealed the Nasstadf’s determination to the
Nasdaq’s Listing Qualifications Panel (the “Pane®n December 12, 2002 we requested an oral hebafage the Panel and such
hearing took place on January 16, 2003 in WashinglbC. Our appeal was based, among other thingguo intention to seek
stockholder approval for a reverse split of ourstariding common stock. On April 28, 2003 at a sgleneeting of our stockholders,
our board of directors was granted the authoritgffect a reverse split of our common stock withirange of two-for-one to fifteen-
for-one. This authority was reaffirmed by our stocklers at the Annual Meeting on September 8, 20D3e timing and ratio of a
reverse split, if any, is at the sole discretioroaf board of directors, but it must be completadoo before December 2, 2003. On
May 6, 2003, we transferred the listing of our commstock to The Nasdaq SmallCap Market. In conaaatiith this transfer, and by
additional notice, Nasdaqg granted us an extensitihecember 31, 2003, to regain compliance whth Rule’s minimum $1.00 per
share bid price requirement for continued inclusionThe Nasdaq SmallCap Market. On September 183, 26e bid price for our
stock had closed at $1.00 or above for ten consecdays. On September 17, 2003, we receivedter lEom Nasdaq confirming
that Tegal had regained compliance with the minirmich price requirement and that the question otdstinued listing on The
SmallCap Market was now closed.

If we are out of compliance in the future with Nagdisting requirements, we may take actions ireotd achieve compliance,
which actions may include a reverse split of ounown stock. If an initial delisting decision is nealdy the Nasdaqg's staff, we may
appeal the decision as permitted by Nasdaq rulege lare delisted and cannot obtain listing on l@otnajor market or exchange,
our stock’s liquidity would suffer, and we wouldkéily experience reduced investor interest. Suctofaanay result in a decrease in
our stock’s trading price. Delisting also may restus from issuing additional securities or seegradditional financing.

We depend on sales of our advanced products to casters that may not fully adopt our product for production use.

We have designed our advanced etch and depositaztucts for customer applications in emerging fiéwms, polysilicon
and metal which we believe to be the leading edgeritical applications for the production of adead semiconductor and other
microelectronic devices. Revenues from the saleuwnfadvanced etch and deposition systems accofmtet%, 25% and 36% of
total revenues in fiscal 2004, 2003 and 2002, respdy. Our advanced systems are currently besegprimarily for research and
development activities or low volume productionr eur advanced systems to achieve full market adiopbur customers must
utilize these systems for volume production. Thege be no assurance that the market for devicesparating emerging films,
polysilicon or metal will develop as quickly or tlee degree we expect.

If our advanced systems do not achieve significahés or volume production due to a lack of fulstomer adoption, our
business, financial condition, results of operatiand cash flows will be materially adversely affelc

Our potential customers may not adopt our productsbecause of their significant cost or because our tential customers are
already using a competitor’s tool.

A substantial investment is required to install amégrate capital equipment into a semiconductodpction line. Additionally,
we believe that once a device manufacturer hasteelea particular vendor’s capital equipment, thanufacturer generally relies
upon that vendor’s equipment for that specific maitn line application and, to the extent possibleéhsequent generations of that
vendor’'s systems. Accordingly, it may be extrendifjicult to achieve significant sales to a partarucustomer once that customer
has selected another vendor’s capital equipmemisarthere are compelling reasons to do so, susigmificant performance or cost
advantages. Any failure to gain access and aclsiales to new customers will adversely affect theessisful commercial adoption of
our products and could have a detrimental effeaion
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Our quarterly operating results may continue to fluctuate.

Our revenue and operating results have fluctuateldaae likely to continue to fluctuate significgnftom quarter to quarter, and
there can be no assurance as to future profitabilit

Our 900 series etch systems typically sell for ggicanging between $250,000 and $600,000, whiteprof our 6500 series
critical etch systems and our Endeavor depositystesn typically range between $1.8 million and $3i0ion. To the extent we are
successful in selling our 6500 and Endeavor saystems, the sale of a small number of these sgstgthprobably account for a
substantial portion of revenue in future quartars] a transaction for a single system could hasgbatantial impact on revenue and
gross margin for a given quarter.

Other factors that could affect our quarterly @pieg results include:
e our timing of new systems and technology announcésrend releases and ability to transition betwseduct versions;
» seasonal fluctuations in sales;
» changes in the mix of our revenues representedibyarious products and customers;
» adverse changes in the level of economic activitthée United States or other major economies irclwviie do business;
« foreign currency exchange rate fluctuations;

» expenses related to, and the financial impactasgsible acquisitions of other businesses; and
« changes in the timing of product orders due to peeted delays in the introduction of our custom@meducts, due to
lifecycles of our customers’ products ending eatl&an expected or due to market acceptance afusiomers’ products.

Because technology changes rapidly, we may not bel@to introduce our products in a timely enough fahion.

The semiconductor manufacturing industry is subjectrapid technological change and new system doittions and
enhancements. We believe that our future succegsmnds on our ability to continue to enhance oustexg systems and their process
capabilities, and to develop and manufacture inmeely manner new systems with improved process lufies. We may incur
substantial unanticipated costs to ensure produttionality and reliability early in our productbfe cycles. There can be no
assurance that we will be successful in the intctida and volume manufacture of new systems orvleatvill be able to develop and
introduce, in a timely manner, new systems or eofnents to our existing systems and processes whiidfy customer needs or
achieve market adoption.

Some of our sales cycles are lengthy, exposing ogte risks of inventory obsolescence and fluctuaths in operating results.

Sales of our systems depend, in significant pgnuhe decision of a prospective customer to ad manufacturing capacity
or to expand existing manufacturing capacity, baftlwvhich typically involve a significant capital gonitment. We often experience
delays in finalizing system sales following initisystem qualification while the customer evaluard receives approvals for the
purchase of our systems and completes a new omdgpafacility. Due to these and other factors, systems typically have a
lengthy sales cycle (often 12 to 18 months in teeaof critical etch and deposition systems) dunhgh we may expend substantial
funds and management effort. Lengthy sales cyalbgst us to a number of significant risks, inchglinventory obsolescence and
fluctuations in operating results over which wedléittle or no control.

We may not be able to protect our intellectual proprty or obtain licenses for third parties’ intellecdual property and therefore
we may be exposed to liability for infringement orthe risk that our operations may be adversely affded.

Although we attempt to protect our intellectual peaty rights through patents, copyrights, tradeetscand other measures, we
may not be able to protect our technology adequatetl competitors may be able to develop similahnelogy independently.
Additionally, patent applications that we may fitleay not be issued and foreign intellectual propéatys may not protect our
intellectual property rights. There is also a tiis&t patents licensed by or issued to us will balehged, invalidated or circumvented
and that the rights granted thereunder will notvjgl® competitive advantages to us. Furthermoregretmay independently develop
similar systems, duplicate our systems or desigorat the patents licensed by or issued to us.
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Litigation could result in substantial cost andatsion of effort by us, which by itself could hazedetrimental effect on our
financial condition, operating results and cashvfio Further, adverse determinations in such ligatould result in our loss of
proprietary rights, subject us to significant lighas to third parties, require us to seek licenfem third parties or prevent us from
manufacturing or selling our systems. In additibcgnses under third parties’ intellectual propentghts may not be available on
reasonable terms, if at all.

Our customers are concentrated and therefore the &s of a significant customer may harm our business.

Our top five customers accounted for 84.8%, 88.294 84.4% of our systems revenues in fiscal 2004328nd 2002,
respectively. Three customers each accounted foe than 10% of net systems sales in fiscal 200thodigh the composition of the
group comprising our largest customers may varynfy@ar to year, the loss of a significant custooreany reduction in orders by
any significant customer, including reductions tluenarket, economic or competitive conditions ia #emiconductor manufacturing
industry, may have a detrimental effect on our hess, financial condition, results of operationd @ash flows. Our ability to
increase our sales in the future will depend, irt,pgon our ability to obtain orders from new aumsers, as well as the financial
condition and success of our existing customersl@deneral economy, which is largely beyond duilita to control.

We are exposed to additional risks associated withternational sales and operations.

International sales accounted for 67%, 66% and 6¥%tal revenue for fiscal 2004, 2003 and 2008pesetively. International
sales are subject to certain risks, including thedsition of government controls, fluctuationshe 1J.S. dollar (which could increase
the sales price in local currencies of our systeamf®reign markets), changes in export license atier regulatory requirements,
tariffs and other market barriers, political ancbmemic instability, potential hostilities, restimts on the export or import of
technology, difficulties in accounts receivableledlion, difficulties in managing representativeificulties in staffing and managing
international operations and potentially adversectansequences. There can be no assurance thaf #mse factors will not have a
detrimental effect on our operations, financialfessand cash flows.

We generally attempt to offset a portion of our \W8llar denominated balance sheet exposures subjéareign exchange rate
remeasurement by purchasing forward currency coistrfor future delivery. There can be no assuraheg our future results of
operations and cash flows will not be adverselgaéd by foreign currency fluctuations. In additithe laws of certain countries in
which our products are sold may not provide oudpots and intellectual property rights with the sadiegree of protection as the
laws of the United States.

Evolving regulation of corporate governance and pulic disclosure may result in additional expenses ah continuing
uncertainty.

Changing laws, regulations and standard relatirgptporate governance and public disclosure, inofuthe Sarbanes-Oxley Act
of 2002, new SEC regulations and Nasdaq Nationalk®tarules are creating uncertainty for public camies. We continually
evaluate and monitor developments with respecete and proposed rules and cannot predict or estithatamount of the additional
costs we may incur or the timing of such costs.sEhaew or changed laws, regulations and standaedsubject to varying
interpretations, in many cases due to their lackpefificity, and as a result, their applicatiorpractice may evolve over time as new
guidance is provided by regulatory and governindi®é® This could result in continuing uncertainégarding compliance matters
and higher costs necessitated by ongoing revidiortisclosure and governance practices. We are dib@dhio maintaining high
standards of corporate governance and public disodo As a result, we have invested resources naplgowith evolving laws,
regulations and standards, and this investment reaylt in increased general and administrative es@e and a diversion of
management time and attention from revenue-gengrattivities to compliance activities. If our etfocomply with new or changed
laws, regulations and standards differ from thévdigts intended by regulatory or governing bodékse to ambiguities related to
practice, regulatory authorities may initiate legadceedings against us and we may be harmed.

We must integrate our acquisition of Simplus SystesiCorporation and we may need to make additional fwre acquisitions to
remain competitive. The process of identifying, aagjring and integrating future acquisitions may congrain valuable
management resources, and our failure to effectivglintegrate future acquisitions may result in the dss of key employees and
the dilution of stockholder value and have an advese effect on our operating results.

On November 11, 2003, we acquired substantiallgfahe assets of Simplus Systems Corporation. nvelg in the future seek to
acquire or invest in additional businesses, praduct technologies that we believe could complenwnéxpand our business,
augment our market coverage, enhance our techoagabilities or that may otherwise offer growth ogpnities. We may encounter
problems with the assimilation of Simplus or busses, products or technologies acquired in theduncluding:
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« difficulties in assimilation of acquired personngberations, technologies or products;

* unanticipated costs associated with acquisitions;

» diversion of management’s attention from other bhess concerns and potential disruption of our angbusiness;
» adverse effects on our existing business relatipashith our customers;

e potential patent or trademark infringement fromuep technologies;

» adverse effects on our current employees and tiwlity to retain employees of acquired companies;

« use of substantial portions of our available cashlbor a portion of the purchase price;

» dilution of our current stockholders due to theugasce of additional securities as consideratiorméguisitions; and
* inability to complete acquired research and devekaqt projects.

If we are unable to successfully integrate oumreg companies or to create new or enhanced pte®dund services, we may not
achieve the anticipated benefits from our acqoisgi If we fail to achieve the anticipated benefiitean the acquisitions, we may
incur increased expenses and experience a shantfalir anticipated revenues and we may not okdasatisfactory return on our
investment. In addition, if a significant number efployees of acquired companies fail to remain leygg with us, we may
experience difficulties in achieving the expecteadfits of the acquisitions.

Completing any potential future acquisitions cocédise significant diversions of management timeraedurces. Financing for
future acquisitions may not be available on favieabrms, or at all. If we identify an appropriatequisition candidate for any of our
businesses, we may not be able to negotiate thestef the acquisition successfully, finance theuigition or integrate the acquired
business, products, technologies or employeesomt@xisting business and operations. Future aitiguis may not be well-received
by the investment community, which may cause oocksprice to fall. We have not entered into anyeagnents or understanding
regarding any future acquisitions and cannot enthattewe will be able to identify or complete arggaisition in the future.

If we acquire businesses, new products or techiedoip the future, we may be required to amortigmicant amounts of
identifiable intangible assets and we may recagdiicant amounts of goodwill that will be subjeotannual testing for impairment.
If we consummate one or more significant futureussitions in which the consideration consists afcktor other securities, our
existing stockholders’ ownership could be signifitha diluted. If we were to proceed with one or maignificant future acquisitions
in which the consideration included cash, we cdidldequired to use a substantial portion of ourlabi@ cash.

Our financial performance may adversely affect themorale and performance of our personnel and our aliity to hire new
personnel.

Our common stock has declined in value below ther@se price of many options granted to employagsyant to our stock
option plans. Thus, the intended benefits of tleksbptions granted to our employees, the creaiioperformance and retention
incentives, may not be realized. As a result, wg tnae employees whom we would prefer to retainaAessult of these factors, our
remaining personnel may seek employment with langere established companies or companies perceivdthving less volatile
stock prices.

Provisions in our agreements, charter documents, atkholder rights plan and Delaware law may deter tkeover attempts,
which could decrease the value of your shares.

Our certificate of incorporation and bylaws andd@edre law contain provisions that could make itendifficult for a third party
to acquire us without the consent of our board iofatiors. Our board of directors has the rightdsue preferred stock without
stockholder approval, which could be used to dithee stock ownership of a potential hostile acquibelaware law imposes some
restrictions on mergers and other business combisabetween us and any holder of 15% or more pbatstanding common stock.
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In addition, we have adopted a stockholder righds that makes it more difficult for a third patty acquire us without the approval
of our board of directors. These provisions appigreif the offer may be considered beneficial bjneastockholders.

Our stock price is volatile and could result in a material decline in the value of your investment inregal.

We believe that factors such as announcementsvel@@mnents related to our business, fluctuatiormumnoperating results, sales
of our common stock into the marketplace, failuce mheet or changes in analysts’ expectations, gkrmmaditions in the
semiconductor industry or the worldwide economyyamcements of technological innovations or nevdpets or enhancements by
us or our competitors, developments in patents therointellectual property rights, developmentsour relationships with our
customers and suppliers, natural disasters andreakb of hostilities could cause the price of oammon stock to fluctuate
substantially. In addition, in recent years thecktmarket in general, and the market for sharesnadll capitalization stocks in
particular, have experienced extreme price fluodnat which have often been unrelated to the opgraterformance of affected
companies. There can be no assurance that the thpaie of our common stock will not experiencengligant fluctuations in the
future, including fluctuations that are unrelatedtr performance.

Potential disruption of our supply of materials required to build our systems could have a negative fefct on our operations
and damage our customer relationships.

Materials delays have not been significant in regerars. Nevertheless, we procure certain compsnamd sub-assemblies
included in our systems from a limited group of @igrs, and occasionally from a single source seppFor example, we depend on
MECS Corporation, a robotic equipment suppliertteessole source for the robotic arm used in abwf 6500 series systems. We
currently have no existing supply contract with MEECorporation, and we currently purchase all rabasemblies from MECS
Corporation on a purchase order basis. Disruptiotemination of certain of these sources, inclgdour robotic sub-assembly
source, could have an adverse effect on our opesatind damage our relationship with our customers.

Any failure by us to comply with environmental reguations imposed on us could subject us to futuredbilities.

We are subject to a variety of governmental redgurat related to the use, storage, handling, digghar disposal of toxic,
volatile or otherwise hazardous chemicals useduneanufacturing process. We believe that we areently in compliance in all
material respects with these regulations and thathewve obtained all necessary environmental pergaterally relating to the
discharge of hazardous wastes to conduct our mssiidevertheless, our failure to comply with présenfuture regulations could
result in additional or corrective operating costsspension of production, alteration of our mactufidng processes or cessation of
our operations.

The structured secondary offering facility we enteed into in February 2004 and amended in May 2004 myahave a dilutive
impact on our stockholders, and the potential unavidability of this facility would negatively impact our financing activities.

On February 11, 2004, we entered into aciired secondary offering facility (the “Structdr8econdary”) with Kingsbridge
Capital Limited (“Kingsbridge”), which was amended May 19, 2004. Under the terms of an AmendedRestated Common Stock
Purchase Agreement (the “Purchase Agreement”) emhieto by the Company and Kingsbridge on May I@4#with respect to the
Structured Secondary, we may, at our sole diseresell to Kingsbridge, and Kingsbridge would bdigdted to purchase, up to
$25 million of shares of our common stock, par esh0.01 per share. The price at which we may kalles of common stock under
the Purchase Agreement is based on a discounetedlume weighted average market price of the comstock for a specified
number of trading days following each of our resjecelections to sell shares thereunder. The lowesshold price at which our
stock may be sold is at the sole discretion ofGhenpany, but in no case may be lower than $1.08lmae, and in the event the price
of our common stock falls below this $1.00 thredhthe Structured Secondary will not be an avadlaolurce of financing. We may
utilize the Structured Secondary through Febrddry2004 from time to time in our sole discretisanbject to various conditions and
terms contained in the Purchase Agreement. Amom¢ettms of the Purchase Agreement is a “Materialetske Effect” clause which
permits Kingsbridge to terminate the StructuredoBdary if Kingsbridge determines that an event desurred that results in any
effect on the business, operations, propertiesnanéial condition of the Company and its subsid&that is material and adverse to
the Company and such subsidiaries, taken as a wdnadéor any condition, circumstance, or situattwat would prohibit or otherwise
interfere with our ability to perform any of ourl@ations under the Purchase Agreement.

In connection with our entering into the Structu®econdary, we issued to Kingsbridge a warramt ‘(tarrant”) to purchase
300,000 shares of common stock at an exercise pfigd.11 per share. The Warrant will not be exsadsie until August 11, 2004,
and will expire on August 11, 2009.
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There are 9,151,661 shares of our common stotlatbaeserved for issuance under the Structuredr8lary with Kingsbridge,
300,000 of which are issuable under the Warrangrmated to Kingsbridge. The issuance of sharesruhgeStructured Secondary
and upon exercise of the Warrant will have a dikiimpact on other stockholders and the issuanewem potential issuance of such
shares could have a negative effect on the maried pf our common stock. In addition, if we draaweh the Structured Secondary,
we will issue shares to Kingsbridge at a discoudritG9 of the daily volume weighted average priceewr common stock during a
specified period of trading days after initiatioheach respective draw down. Issuing shares at awdibcount will further dilute the
interests of other stockholders.

To the extent that Kingsbridge sells shafesur common stock issued under the StructurexiStary to third parties, our stock
price may decrease due to the additional sellirgsure in the market. The perceived risk of ditufimm sales of stock to or by
Kingsbridge may cause holders of our common stocset! their shares, or it may encourage shortssdlkis could contribute to a
decline in our stock price.

The Structured Secondary imposes certain limitatioa on our ability to issue equity or equity-linked scurities.

During the two-year term of the Structufetondary, we may not engage in certain equitygaitylinked financings without
the prior written consent of Kingsbridge, which sent will not be unreasonably withheld, conditioedielayed. However, we may
engage in the following capital raising transacsiomthout Kingsbridge’'s consent: (1) establishckt@ption or award plans or
agreements (for directors, employees, consultamigoa advisors) and amend such plans or agreemietading increasing the
number of shares available thereunder, (2) usdyes@curities to finance the acquisition of othempanies, equipment, technologies
or lines of business, (3) issue shares of commocksand/or preferred stock in connection with optian or award plans, stock
purchase plans, rights plans, warrants or opti¢fisissue shares of common stock and/or preferteck Sn connection with the
acquisition of products, licenses, equipment oeptssets and strategic partnerships or joint vestfthe primary purpose of which
is not to raise equity capital); (5) issue sharesammon and/or preferred stock to consultants @nadvisors as consideration for
services rendered, (6) issue and sell shares imderwritten public offering of common stock, an{l issue shares of common stock
to Kingsbridge under any other agreement entertedbetween our company and Kingsbridge.

In addition, we may not issue securitiest Hire, or may become, convertible or exchangeatileshares of common stock where
the purchase, conversion or exchange price for sanimon stock is determined using a floating oepilise adjustable discount to
the market price of the common stock (includingspant to an equity line or other financing thasubstantially similar to an equity
line with an investor other than Kingsbridge) dgrthe two-year term of our agreement with Kingstyeid

We may issue additional shares and dilute your owmsghip percentage.

Certain events over which you have no adriould result in the issuance of additional skawé our common stock, which
would dilute your ownership percentage in our comypads of March 31, 2004, there were 36,583,850eshaf our common stock
issued and outstanding and there were 533,521 sbareommon stock reserved for issuance under quityeincentive and stock
purchase plans. In addition, as of March 31, 2GBére were outstanding options, warrants and ofiggits to acquire up to
approximately 7,390,000 shares of common stock. & also issue additional shares of common stogkederred stock:

» to raise additional funds for working capital, coemialization, production and marketing activities;
e upon the exercise or conversion of additional @amding options and warrants; and

e inlieu of cash payment of dividends.

Moreover, although the issuance of our commsimck under the Structured Secondary will havesffect on the rights or
privileges of existing holders of common stock, #mnomic and voting interests of each stockholdérbe diluted as a result of
such issuance. Although the number of shares oframmstock that stockholders presently own will detrease, such shares will
represent a smaller percentage of our total shhagsvill be outstanding after such events. If wtsfy the conditions that allow us to
draw down the entire $25 million available undez ®tructured Secondary, and we choose to do so,gheerally, as the market
price of our common stock decreases, the numbsharfes we will have to issue upon each draw dowtherstructured Secondary
increases, to a maximum of 8,851,661 shares. Tdrerdrawing down upon the Structured Secondaryrwthe price of our common
stock is decreasing will have an additional dilatigffect to your ownership percentage and may tresuhdditional downward
pressure on the price of our common stock.
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Special Note Regarding Forward Looking Statements

This Form 10-K includes or incorporates by refeeeorward-looking statements within the meaningSefction 27A of the
Securities Act and Section 21E of the Exchange Retward-looking statements, which are based oanagions and describe our
future plans, strategies and expectations, arergiyedentifiable by the use of the words “antiaip,” “believe,” “estimate,”
“expect,” “intend,” “project,” or similar expresgig. These forward-looking statements are subjectiss, uncertainties and
assumptions about us. Important factors that coaltsse actual results to differ materially from fbeward-looking statements we
make in this Form 10-K are set forth under the icapt'Risk Factors” and elsewhere in this prospecinsl the documents
incorporated by reference in this Form 10-K. If ome more of these risks or uncertainties mateealiar if any underlying
assumptions prove incorrect, our actual resultsfopeance or achievements may vary materially framy future results,
performance or achievements expressed or impliethdse forward-looking statements. All forward-louk statements attributable
to us or persons acting on our behalf are expregsllified in their entirely by the cautionary stattents in this paragraph.
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Item 2. Properties

We maintain our headquarters, encompassing ouru@ixecoffice, manufacturing, engineering and reskaand development
operations, in one leased 45,064 square foot iadiliPetaluma, California. The lease, which wigmead on April 30, 2004, and is
filed as an exhibit to this Form 10-K, expires oed@mber 31, 2009. The prior lease for the samétfaaias due to expire in March
2004. In the prior lease, we leased 120,000 s@nfl occupied 80,000 sq. ft., with the balancdesged or available for sublease.
The new lease for 57,418 sq. ft. is for the ocaligipace only and the sub-tenants’ leases havedssigned to the landlord. Other
than certain large pieces of capital equipmentelédsy us, we own substantially all of the machineng equipment used in our
facilities. We believe that our existing facilitiase adequate to meet our requirements for seyeaas.

We lease an 18,000 square foot facility in Santb&a, California for manufacturing and supporSplttered Films tools. We
currently occupy about 10,700 sq. ft. with the rarimay portion being sublet. The lease expiresépt&mber 2005 with an option to
extend for three additional years.

We lease sales, service and process support spadenich, Germany; Kawasaki, Japan; Catania, Italyd Hsin Chu City,
Taiwan.

Item 3. Legal Proceedings

Sputtering Films, Inc. v. Advanced Modular Sputigriet al., filed in Santa Barbara County Supediourt.

Our subsidiary, Sputtered Films, Inc. ("SFI") filad action against two former employees, SergeyiMiand Rose Stuart-Curran,
and the company they formed after leaving SFI, Axteal Modular Sputtering ("AMS"), alleging misappriagion of trade secrets,
violation of signed employee Secrecy Agreementdaiurbusiness practices and other claims arising @fluAMS's apparent
possession and use of SFI's drawings and speuficafior SFI's Endeavor Sputtering Machine and3eees IV S-Gun. SFI believes
that the sputtering tools marketed by AMS resudinfrunauthorized use of SFI's drawings, specificatiand other trade secret
technology. The case was filed in December 2008 ,atrial is anticipated prior to the end of 2004.

Item 4. Submission of Matters to a Vote of Security Holders

No matter was submitted to a vote of security hadkiring the fourth quarter of fiscal year 2004.

PART Il
Item 5. Market for the Registrant’'s Common Equity, Relat&lockholder Matters and Issue Purchases of Equigc8rities
Since May 6, 2003, our common stock has tradedh@Misdag SmallCap Market under the symbol TGAlarRo this date, our

common stock traded on the Nasdag National MaikeesOctober 19, 1995. The following table setshfdhe range of high and
low sales prices for our common stock for each tguaturing the prior two fiscal years.

High Low

FISCAL YEAR 2003

First QUArEr ........cocuveeeeiieeeeeieeeee e $1.420 $0.130
Second QUArtEr...........oevviiiiiiieieee e ee e, 1.300 0.330
Third QUANET ....vveieiiiieeccie e, 0.880 0.130
Fourth Quarter...........cccoeovviviiviemmeme e, 0.790 0.250
FISCAL YEAR 2004

First QUArEr ......uvveveeeeieeeeeeeeee e, $0.830 $0.300
Second QUAIET..........ccevvviiiiieieieeeeeeeeeeeeeeeeeean, 1.640 0.500
Third QUANET ..vvvveeeeeiieeeeeieeeeeeeeeme e 3.150 0.960
Fourth Quarter........ccccceeeeivvivviiiiemmeme e, 4.050 1.790

The approximate number of record holders of our mom stock as of March 31, 2004 was 402. We havepaiat any cash
dividends since our inception and do not anticigetging cash dividends in the foreseeable futunethér, our domestic line of credit
restricts the declaration and payment of cash diid.
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Equity Compensation Plan Information

Plan Category Number of Weighted-average Number of
securities to be exercise price of securities
issued upon outstanding options remaining available
exercise of for future issuance
outstanding options under equity
compensation plans

(excluding
securities reflected
in column (a))

) ) _ @ (b) ©
Equity compensation Plans approved by securitydrsid

Equity Incentive Plan 1,195,700 $4.41 —
1990 Stock Option Plan 158,626 5.73 —
1998 Equity Participation Plan 5,471,002 1.34 533,521
Directors Stock Option Plan 565,000 1.77 —
Total 7,390,328 $1.97 533,521

Warrants Outstanding

Year Ended March 31,

2004 2003 2002
Number of securities to be issued upon exercismitstanding warrants........ 5,006,551 1,693,552 18,552
Weighted-average exercise price of outstandingamésr..................ccceeeee.n. $ 1.39 $ 2.77 $ 3.30

Since March 31, 2001, we have issued and sold tliildwing unregistered securities.
Common Stock

On February 11, 2004, we signed a $25 million sqéétcility with Kingsbridge Capital Limited (“Kindzridge”). The
arrangement will allow the us to sell shares of cmmmon stock to Kingsbridge at our sole discretoar a 24-month period on a
“when and if needed” basis. Kingsbridge is requiitender the terms of the arrangement to purchasestogk following the
effectiveness of a registration statement. Theepof the common shares issued under the agreasnbased on a discoutu the
volume-weighted average market price during a $igelciirawdown period. We have no obligation to ddown all or any portion of
the commitment. The maximum amount of shares that we may issue itmsKridge under the equity facility is 8,851,661.

In connection with the agreement, on February 1042 we issued fully vested warrants to Kingsbridgeurchase 300,000
shares of our common stock at an exercise pridtdfl per share. This transaction was effectedliance on Regulation D under
the Securities Act.

On December 5, 2003, we closed a transaction irctwhve purchased substantially all of the assetSiofplus Systems
Corporation, a Delaware corporation, in exchange {499,994 shares of our common stock. The taiasawas effected in reliance
on Regulation D under the Securities Act.

On June 30, 2003, we entered into agreements withstors to raise up to $7,165 in a private placgne institutional and
individual investors of (i) an aggregate of $7,li65rincipal amount of our 2% convertible debensyreonvertible into common
stock at $0.35 per share and (ii) warrants to pselapproximately 4,100 shares of our common stoakcisable at $0.50 per share.
The first tranche of approximately $929 of the ptéev placement was completed on June 30, 2003 andetond tranche was
completed on September 9, 2003 following sharel@geroval. This transaction was effected in releaon Rule 506 of Regulation
D.

On August 30, 2002, we issued and sold 350,000eshafr our common stock to consultants upon exemisgarrants at an
exercise price of $1.20 in lieu of cash paymefiisis transaction was effected in reliance on ROl &f Regulation D.
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On August 30, 2002, we issued and sold 1,499,88res of our common stock in connection with owquésition of Sputtered
Films, Inc., a California corporation (“SFI”) puimot to an Agreement and Plan of Merger dated aBugfust 13, 2002. The
transaction was effected in reliance on Regulafion

On June 26, 2002, we issued and sold 125,000 sbhoes common stock to Silicon Valley Bank uporesise of a warrant at an
exercise price of $2.00. This transaction wascgfe in reliance on Rule 501 of Regulation D.

On December 31, 2001, we closed a private placefimemthich we sold to accredited investors 1,661,00fs, each unit
consisting of one share of common stock and oneawarto purchase one-half of a share of commonksttur proceeds of
$2.2 million, net of $0.1 million in cash stock ussice costs. We also granted to the placement agenants to purchase 83,050
shares of our common stock. The warrants have ancise price of $2.50 per share and expire on DbeeBil, 2006. This
transaction was effected in reliance on Regulafion

Item 6. Selected Financial Data

Year Ended March 31,
2004 2003 2002 2001 2000
(In thousands, except per share data)

Consolidated Statements of Operations Data:

REVENUE......oiiiiiiii e $ 16,528 $ 14,100 $ 21,606 $ 38,205 $ 26,438
Gross Profit (I0SS).......coeiieeciieiiit v immmmr e e e e e e e 4,647 (66) 6,676 13,915 9,231
Operating l0SS ......ccooiei i (7,180) (12,617) (8,235) (7,226) (12,932)
Income (loss) before cumulative effect of change in

accounting prinCiple (2) ....ooeveeeeie i (12,602) (12,625) (8,730) 1,096 (12,571)
NEet iNCOME (I0SS) .evvvvvieieeee i ereree e (12,602) (12,625) (8,730) 699 (12,571)
Net income (loss) per share: (1)

BaASIC..ttieeiiitiiiii e e e sttt e e e e e e (0.56) (0.82) (0.67) 0.06 (1.15)

[ 1011 PSPPSR (0.56) (0.82) (0.67) 0.05 (1.15)
Shares used in per share computation:

BaASIC..eiiieiiiiiiiie ettt e s e e e e e 22,442 15,311 13,030 12,499 10,964

[ 1 01 1= o PRSP PRRR 22,442 15,311 13,030 12,838 10,964

March 31,
2004 2003 2002 2001 2000

(In thousands, except per share data)
Consolidated Balance Sheet Data:

Cash and cash equivalents............cc.ccocemeeeveeceeccrie e, $ 7049 $ 912 $ 8,100 $ 12,649 $ 12,627
Working capital........cccvvvvviiiiiiieiieei e 8,823 5,041 20,816 26,551 24,993
TOtaAl BSSELS..cci ittt e 22,658 17,209 29,227 42,252 35,573
Debt obligations (excluding capital leases and 2%

convertible debentures) ........cccuvvvvvees e e e e s 2,450 426 922 3,884 560
Stockholders’ eqUItY..........cocceviiiiiiiiimmr e 14,955 11,123 22,286 28,609 27,431

(1) See Note 3 of our Consolidated Financial Statenfentan explanation of the computation of earnipgsshare.

(2) During the fourth quarter of fiscal 2001, we impkamted SAB 101, retroactive to the beginning of fiseal year. This was
reported as a cumulative effect of a change in@ttbag principle as of April 1, 2000. The cumulatieffect of the change in
accounting principle on prior years resulted inharge to income of $397 (net of income taxes of)$@bich was included in
income for the year ended March 31, 2001. Foafi2001, we recognized $478 in revenue that wasded in the cumulative
effect of the change in accounting principle.
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Item 7. Management’s Discussion and Analysis of Financiab@dition and Results of Operations

Information contained herein contains “forward-lowk statements” within the meaning of the PrivagxBities Litigation
Reform Act of 1995, which can be identified by tise of forward-looking terminology such as “mawtilt,” “expect,” “anticipate,”
“estimate” or “continue” or the negative thereofather variations thereon or comparable terminologyhich constitute projected
financial information. The following contains cautary statements identifying important factors wehkpect to such forward-looking
statements, including certain risks and uncertsntihat could cause actual results to differ ratgrfrom those in such forward-
looking statements. See “Risk Factors.”

Company Overview

Tegal Corporation, a Delaware corporation (“Tegatigsigns, manufactures, markets and services platan and deposition
systems that enable the production of integratecuits (“ICs”), memory and related microelectronigsvices used in personal
computers, wireless voice and data telecommunitstieontact-less transaction devices, radio frecpeadentification devices
(“RFID’s"), smart cards, data storage and micrceleactuators. Etching and deposition constitwie of the principal IC and related
device production process steps and each mustriimped numerous times in the production of suckiads.

We were formed in December 1989 to acquire the aijmers of the former Tegal Corporation, a divisiohMotorola, Inc.
(“Motorola”). Our predecessor company was founded 972 and acquired by Motorola in 1978. We congglatur initial public
offering in October 1995.

On August 30, 2002, we acquired Sputtered Filmsorporated (“SFI”), a privately held California paration, pursuant to an
Agreement and Plan of Merger dated August 13, 208RI is a leader in the design, manufacture amdcgeof high performance
physical vapor deposition sputtering systems fergbmiconductor and semiconductor packaging induSFI was founded in 1967
with the development of the S-Gun, a core technotifghe acquired company.

On November 11, 2003, we acquired substantiallyoflthe assets and certain liabilities of Simplyst&ms Corporation,
(“Simplus”), a development stage company, purst@an asset purchase agreement. Simplus had gededodeposition cluster tool
and certain patented processes for barrier, copgreat and high-K dielectric applications. Simplasl lcoined the term “nano-layer
deposition” or “NLD” to describe its unique apprbao chemical vapor deposition (“CVD”). The Compgas continuing to develop
these NLD processes and related tools, and isdrptbcess of marketing them to a limited numbekef customers and joint
development partners.

Critical Accounting Policies and Estimates

Our discussion and analysis of the financial coeoditand results of operations are based upon ouosdiiolated financial
statements, which have been prepared in accordsititeaccounting principles generally accepted i@ tUnited States of America.
The preparation of these financial statements reguis to make estimates and judgments that affeateported amounts of assets,
liabilities, revenues and expenses, and relatetlodisre of contingent assets and liabilities. Oroargoing basis, we evaluate our
estimates, including those related to inventoryirargty obligations, purchase order commitments, dilats, income taxes, intangible
assets, restructuring and contingencies and litigatVe base our estimates on historical experi@nckon various other assumptions
that we believe to be reasonable under the ciramoss, the results of which form the basis for mgugidgments about the carrying
values of assets and liabilities that are not tgaiparent from other sources. Actual results whiffer from these estimates under
different assumptions or conditions.

We believe the following critical accounting poési affect our more significant judgments and egtsiased in the preparation
of our consolidated financial statements:

Revenue Recognition

Revenue is only recognized when persuasive evideh@n arrangement exists, delivery has occurredeovices have been
rendered, the sales price is fixed or determinadohel collectibility is reasonably assured. We deévenue recognition for new
product sales until both installation and customezeptance has occurred. For sales of existindupts, upon the transfer of title
and risk of loss, revenue is recorded at the lesiStire fair value of the equipment or the conatamount billable upon shipment.
The remainder is recorded as deferred revenue esanized as revenue upon installation and custaeeeptance. Revenue for
spare part sales is generally recognized upon slipmServices revenue is recognized as the retsadces are provided, unless
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services are paid for in advance according to serebntracts, in which case revenue is deferredrecognized over the service
period using the straight-line method.

Accounts Receivable — Allowance for Sales Returnsid Doubtful Accounts

We maintain an allowance for doubtful accounts ired#e for estimated losses resulting from the ilitgbof our customers to
make required payments. If the financial conditadnour customers were to deteriorate, or even glesioustomer was otherwise
unable to make payments, additional allowances Ineasequired. Given the average selling prices ofsystems, a single customer
default could have a material adverse effect oncomsolidated financial position, results of opierat, and cash flows. In addition
we maintain an allowance for product returns.

Inventories

Inventories are stated at the lower of cost or elaneduced by provisions for excess and obsolescefost is computed using
standard cost, which approximates actual cost firstain, first-out basis and includes materiabhda and manufacturing overhead
costs. We estimate the effects of excess and clz®mriee on the carrying values of our inventoriesebaupon estimates of future
demand and market conditions. We establish pravisifor related inventories in excess of productittmand. Should actual
production demand differ from our estimates, add#i inventory write-downs may be required, as thascase in the third quarter of
fiscal 2004. Any excess and obsolete provisioelsased only if and when the related inventorie®id or scrapped.

Impairment of Long-Lived Assets

Long-lived assets are reviewed for impairment wrenevents or changes in circumstances indicateghibacarrying amount may
not be recoverable. If undiscounted expected futash flows are less than the carrying value ofatbsets, an impairment loss is
recognized based on the excess of the carrying ainover the fair value of the assets. No impairnwarge has been recorded for
the years ended 2004, 2003 and 2002, respectively.

Warranty Obligations

We provide for the estimated cost of our productrarties at the time revenue is recognized. Ouramdy obligation is affected
by product failure rates, material usage ratesthacefficiency by which the product failure is aeted. Should actual product failure
rates, material usage rates and labor efficiendi#fer from our estimates, revisions to the estedatvarranty liability may be
required.

Deferred Taxes
We record a valuation allowance to reduce our defetax assets to the amount that is more likedy thot to be realized. Based on
the uncertainty of future taxable income, we hayby freserved our deferred tax assets as of Malg2804 and 2003. In the event

we were to determine that we would be able to zeabur deferred tax assets in the future, an adprstto the deferred tax asset
would increase income in the period such deterntnatas made.
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Results of Operations

Tegal designs, manufactures, markets and serviessnp etch and deposition systems that enablertidugtion of integrated
circuits (“ICs”), memory and related microelectrosi devices used in personal computers, wirelescevand data
telecommunications, contact-less transaction dsyiealio frequency identification devices (“RFID's8mart cards, data storage and
micro-level actuators. With the acquisitions ofuered Films and Simplus Systems Corporation we atso provide deposition
capabilities. The acquisition of Sputtered Filmswed a source for a complementary depositiomtdohy for our new materials
strategy. Simplus has developed a depositioneriisdl and certain patented processes for baowogper seed and high-K dielectric
applications. Simplus coined the term “nano-layeposition” or “NLD” to describe its unique apprbao chemical vapor deposition
(“cvD").

The following table sets forth certain financiataléor the years indicated as a percentage of tezen

Year ended March 31,
2004 2003 2002

REVENUE ..ottt e e 100.0%  100.0% 100.0%
COSE OF FEVENUE ...ttt e e nnnee e 71.9 100.5 69.1
GroSS Profit (I0SS) vevvviiiiiiieeeei e i et cmmmmmr et e e e e e e e e e e s e e e aaaaeas 28.1 (0.5 30.9
Operating expenses:
Research and development EXPENSES ... eeeereeeeeeeeerrieaeeeeeeennessnnnnisnenns 20,0 34.2 27.4
Sales and marketing EXPENSES...........iicccemmmmerirriiiiee e e re e e e e e e s e 14.2 20.7 18.5
General and administrative expenses.......... 24.0 34.1 23.1
In-process research and development ... eeveeeiieiiiiiiiiieeeeeeeeieieeeceeen. _13.3 = _—
Total OPerating EXPENSES . ....ccci ittt e e e e e e e e e eeeaeas 71.5 89.0 69.0
OPEIALING [OSS ...ttt e et e e e e e e e e e e nneneeees (43.4) (89.5) (38.1)
Other EXPENSE, NEL. .. ittt e e e e e e e e e e e e e e be e e e e e e e e aaaaaaaaeas (32.8) — (2.3
NN = o T RSOSSN (76.2)% (89.5)% (40.9%

Years Ended March 31, 2004, 2003 and 2002
Revenue

Our revenue is derived from sales of new and régheal systems, spare parts and non-warranty sefReeenue increased 17
percent in fiscal 2004 from fiscal 2003 (to $16,528n $14,100). The revenue increase in fiscal 28904ompared to fiscal 2003 was
principally attributable to the mix of higher pritesystems and two large upgrades on critical etolst Spares and service sales were
flat year to year. Our revenue is derived fronesalf new and refurbished systems, spare parte@mavarranty service. Revenue
decreased 35 percent in fiscal 2003 from fiscal22(Q6 $14,100 from $21,606). The revenue decreadeséal 2003 compared to
fiscal 2002 was principally attributable to a shdgzrease in the sale of our 900 series systenisgdilre economic slow down and
two fewer 6500 series system sales, offset in Ipathe sale of one Endeavor system, in additiolow®r spares and service sales.
We believe the lower spares and service sale®isebult of lower usage of the systems previousdiailed, occurring naturally as a
result of lower capacity utilization by our custame

International sales accounted for approximately8®/and 67 percent of total revenue in fiscal 2QD0O3 and 2002, respectively.
We expect that international sales will continuat¢eount for a significant portion of our revenue.

Gross Profit (Loss)

Our gross profit (loss) as a percentage of revégress margin) increased to 28.1 percent in fi26@4 compared to (0.5) percent
in fiscal 2003. The gross margin increase in fi&f#4 as compared to fiscal 2003 was principally ttuincreased sales activity and
better absorption of overhead accompanied by reHutpartment expenses in operations and servicditigwhally we had a
provision for excess and obsolete inventory of apipnately $967 in the third quarter of 2004 as carep to a provision of $1,922 in
the second quarter of 2003. Our gross profit Jlassa percentage of revenue (gross margin) dexxtéag0.5) percent in fiscal 2003
compared to 31 percent in fiscal 2002. The grosgyimalecrease in fiscal 2003 as compared to fig68R was principally due to
provisions for excess and obsolete inventory faragimately $1,922 in the second quarter, accongubby lower gross margins for
system sales because of lower volumes and contihiggdoverhead costs. None of the written dowreimory was sold in fiscal
year 2004 or fiscal year 2003.
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Our gross profit as a percentage of revenue has, la@el will continue to be, affected by a varietyfactors, including the mix
and average selling prices of systems sold andctsts to manufacture, service and support new ptoohiroductions and
enhancements. Gross margins for our 6500 seriésmsysare typically lower than those of our moreur@®00 series systems due to
the inefficiencies and lower vendor discounts aisged with lower order volumes and increased sepviestallation and warranty
support. However, gross profit improvement is oheur highest priorities. We believe that theuttssof our overhead reductions,
will begin to exhibit themselves in gross profitdmvements, especially as our sales volume incsease

Research and Development

Research and development expenses consist prinodriiglaries, prototype material and other costecated with our research
and development efforts. In absolute dollars, ne$eand development expenses decreased to $3,3@gah 2004 from $4,815 in
fiscal 2003. The absolute dollar decrease in fig€#l4 expenses from fiscal year 2003 was due pilyrtarcuts in expenses within
non-essential programs. As a percentage of revaesearch and development decreased to 20.0npéme 34.2 percent in fiscal
2003. In absolute dollars, research and developmemenses decreased to $4,815 in fiscal 2003 fr5/928 in fiscal 2002. The
absolute dollar decrease in fiscal 2003 expenses fiscal 2002 was due primarily to cuts in expsnseéds a percentage of revenue,
research and development increased to 34.2 pemtdigcal 2003 from 27.4 percent in fiscal 2002th8lugh our research and
development expense in absolute dollars is decrgasar over year, we continue to maintain actieeetbpment efforts in support
of our new materials strategy. For several yeaws,research and development efforts have beamséalcprimarily on customer
needs for process solutions rather than hardwarglagments, which typically require substantiallgneinvestment.

Sales and Marketing

Sales and marketing expenses primarily consistat#ries, commissions, trade show promotion and rédireg expenses. In
absolute dollars, sales and marketing expensesaksmnt to $2,347 in fiscal 2004 from $2,922 in fi*203. As a percentage of
revenue, sales and marketing expenses decreaddd?tpercent in fiscal 2004 from 20.7 percent gtdl 2003. The absolute dollar
decrease in fiscal 2004 from fiscal 2003 was prilpaiue to our cuts in expenses, such as a redpiegbnce at regional trade shows
and conferences and lower advertising expensasabdolute dollars, sales and marketing expenseeated to $2,922 in fiscal 2003
from $3,996 in fiscal 2002. As a percentage of nexe sales and marketing expenses increased tq2fc@nt in fiscal 2003 from
18.5 percent in fiscal 2002. The absolute dollarélase in fiscal 2003 from fiscal 2002 was prinyadilie to our cuts in expenses.
Additionally we have converted from direct salesrianufacturer’s representatives in some foreignketarwhere business is very
light. Nevertheless, we believe that we have sigffit coverage in our foreign markets to ensuréweaare under consideration by
customers who are in a position to commit fundsapital equipment purchases.

General and Administrative

General and administrative expenses consist ofieglalegal, accounting and related administrateevices and expenses
associated with general management, finance, irgtom systems, human resources and investor melatexctivities. General and
administrative expenses in absolute dollars deerkds $3,973 in fiscal 2004 from $4,814 in fisc&l03. The absolute dollar
decreases in spending were related to continuategic expense cuts across all functions. As aep&age of revenues, general and
administrative expenses decreased to 24.0 peffcent,34.1 percent in fiscal 2003. General and aistiztive expenses in absolute
dollars decreased slightly to $4,814 in fiscal 26@3n $4,987 in fiscal 2002. The absolute dollacrdases in spending were related
to continued strategic expense cuts, offset inlpathe cost of the acquisition of Sputtered Fiams their operations in August 2002.
As a percentage of revenues, general and administrexpenses increased to 34.1 percent, up from @& cent in fiscal 2002. We
continue to seek improvements in productivity ihganeral and administrative expense areas throedction and cross training of
personnel, tighter management of outside servioeigers and the lowering of costs associated wéihdpa public company.

In-Process Research & Development

In-process Research & DevelopméhtPR&D”) consists of those products obtained throaghuisition that are not yet proven
to be technologically feasible but have been deesoto a point where there is value associated thigim in relation to potential
future revenue. Because technological feasibiligswot yet proven and no alternative future usesbalieved to exist for the in-
process technologies, the assigned value of $2y28Z%xpensed immediately upon the date of the sitigui.

The fair value underlying the $2,202 assigned tB&P in the Simplus acquisition was determined bgntfying research
projects in areas for which technological feadipiiad not been established and there was no afieenfuture use. Projects in the
IPR&D category are certain design change improvésnen the existing 150 mm and 200 mm systems anddkielopment of a 300
mm system. The design change improvements onxibeng systems is estimated to cost approxima$&0,000 to $1 million, is
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approximately 90% complete and will be completedegember 31, 2004. The development of a 300 netesyis estimated to be
approximately 10% complete, and to cost betweeM$ton and $4 Million over the next two to four ges, as market demand
materializes.

The IPR&D value of $2,202 was determined by an meapproach where fair value is the present valygajected free cash
flows that will be generated by the products incogting the acquired technologies under developmassuming they are
successfully completed. The estimated net free tlasls generated by the products over a sevenfyedod were discounted at a
rate of 32% percent in relation to the stage of gletion and the technical risks associated witheaghg technological feasibility.
The net cash flows for such projects were basexhamagement’s estimates of revenue, expenses agidr@gsirements. Any delays
or failures in the completion of these projectsidompact expected return on investment and futeselts of operations. In addition,
our financial condition would be adversely affeciethe value of other intangible assets acquiredame impaired.

All of these projects have completion risks relatedunctionality, architecture performance, pracéschnology availability,
continued availability of key technical personmalpduct reliability and availability of software muort. To the extent that estimated
completion dates are not met, the risk of competitproduct introductions is greater and revenupoofunity may be permanently
lost.

Other Expense, Net

Other expense, net consists principally of, inteieme, interest expense and gains and lossé&s@ign exchange. We recorded
net non-operating expense of $5,422 in fiscal 28@d $8 in fiscal 2003. In 2004, interest expenseciased due to $5,480 of interest
expense that was primarily attributable to the efien of the debt discount and the amortizatiothefdebt issuance costs related to
the debenture financing (see Note 7 to the accopipgmotes to consolidated financial statementsg. Mdtorded net non-operating
expense of $8 in fiscal 2003 and $495 in fiscal20th 2003, interest expense was reduced duedicceel borrowings on both the
Japanese and domestic lines of credit.

Income Taxes

Our effective tax rate was zero percent in alléhiscal years. No tax benefit was recorded ferltisses incurred in fiscal 2004,
2003 and 2002 due to uncertainty related to thkzegeon of such benefits. All deferred tax asdese been fully reserved.

Liquidity and Capital Resources

Net cash used in operations was $3,179 in fiscAi2€@ue principally to a net loss of $12,602 offsgtnon cash expense from
depreciation and amortization, warrants issuedsfawvices rendered, and non cash interest expendea aion cash charge for
acquired IPR&D related to the Simplus acquisitiduditionally, the net loss is offset by a net des® in inventory offset by an
increase in accounts receivable, and a net decieasmounts payable, accrued liabilities, andrameiase in prepaid expenses and
other assets. Net cash used in operations was 45i98iscal 2003, due principally to a loss of 25 (after adjusting for
depreciation and amortization) and an increasedounts payable and a decrease in accrued liabibithd deferred revenue, offset in
part by a decrease in accounts receivable, inveatadl prepaid assets.

Net capital expenditures totaled $254, $479 and $b0fiscal 2004, 2003 and 2002, respectively.i@apxpenditures in all three
years were incurred principally for demonstratioquipment, leasehold improvements and to acquirégdetols, analytical
equipment and computers. Fiscal 2003 investinyities also included $184 of cash transactioncoslated to the SFI acquisition,
net of cash acquired.

Cash proceeds from financing activities totaled7$9,for fiscal 2004 and were primarily from theesaf debentures and the
subsequent exercise of common stock warrants byiceeproviders and debenture holders and borrowingthe domestic and
Japanese lines of credit. Net cash used in fingnaativities totaled $820 for fiscal 2003 primarilglated to the repayment of the
domestic and Japanese lines of credit.

On January 19, 2004, the Company entered into alinevof credit with Silicon Valley Bank that wile available until January
19, 2005. The new line of credit has a maximunrdwing capacity of $3.5 million, bears interest mfme plus 1.0% and is
collateralized by substantially all of the Compangomestic and Japanese assets. As of March 34, 260 Company had $1,347
outstanding under this domestic line of credit,aihivas further limited by the amounts of accouateivable and inventories on the
Company’s balance sheet.
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On February 11, 2004, the Company signed a $2%omiquity facility with Kingsbridge Capital, a fir that specializes in the
financing of small to medium sized technology-basechpanies.The arrangement will allow the Company to sell skaf its
common stock to Kingsbridge at its sole discretwar a 24-month period on a "when and if neededisbaKingsbridge Capital is
required under the terms of the arrangement tohasee Tegal's stock following the effectiveness dgstration statement. The
price of the common shares issued under the agreéésnieased on a discoutthe volume-weighted average market price duaing
specified drawdown period. The Company has no atitig to draw down all or any portion of the conmmant.

In connection with the agreement, the Company t$ukly vested warrants to Kingsbridge Capital toghase 300,000 shares of
the Company's common stock at an exercise pricé4otl per share. The fair value of such optionsiclwramounted to
approximately $756 was capitalized as a transactish and included in other assets. The followiagables were used to determine
the fair value of such instruments under the Bl&ckoles option pricing model: volatility of 114%rin of five years, risk free
interest of 3.91% and underlying stock price eqodhir market value at the time of grant.

As of March 31, 2004, the Company’s Japanese siabgitlad $979 outstanding under its line of creditch is collateralized by
Japanese customer promissory notes held by susidsady in advance of payment on customers’ accorateivable. The Japanese
bank line bears interest at Japanese prime (1.33%%f March 31, 2004) plus 1.0%, and has a totpaaty of 150 million yen
(approximately $1,420 at exchange rates prevadimdylarch 31, 2004).

Notes payable as of March 31, 2004 consisted pifiynai one outstanding note to the California Traadel Commerce Agency
for $124. The unsecured note from the CaliformadE and Commerce Agency carries an annual intextesbf 5.75% with monthly
interest only payments of approximately $4.2 pentno Although the payment deadlines are being thet,note is currently in
technical default due to the merger of Sputterdmig-and Tegal Corporation.

The Company also entered into a 2% convertible nteioe financing which resulted in gross proceed$7165. The terms and
conditions of the 2% convertible debentures areritesd in notes 7 and 13 to the accompanying cateted financial statements.

In December 2001, the Company issued warrants mjunotion with a private placement. During fisgedar 2004, 62,135
warrants were exercised in the amount of $155.

The consolidated financial statements contemplaadalization of assets and the satisfactionadillties in the normal course of
business. The Company incurred net losses of $22$02,625 and $8,730 for fiscal 2004, 2003 and22@8spectively. The
Company generated negative cash flows from operaid $3,179, $5,984 and $3,603 for fiscal 2004328nd 2002, respectively.
To finance its operations, the Company raised apmately $6,183 in net proceeds from the sale of@Mvertible debentures and
exercise of warrants during fiscal 2004 (see Note the accompanying notes to the consolidatedigh statements). Management
believes that these proceeds, combined with trexsfiof its cost compression program, will be adéto fund operations through
fiscal year 2005. However, projected sales maymmaterialize and unforeseen costs may be incurtethe projected sales do not
materialize, the Company will need to reduce experfarther and raise additional capital through itseance of debt or equity
securities. If additional funds are raised throtlghissuance of preferred stock or debt, theseitieswcould have rights, privileges or
preferences senior to those of common stock, abt asenants could impose restrictions on the Cayigaoperations. The sale of
equity or debt could result in additional dilutitm current stockholders, and such financing maybeoavailable to the Company on
acceptable terms, if at all. The consolidated fomanstatements do not include any adjustmentdingldo the recoverability and
classification of recorded assets or the amoumiassification of liabilities or any other adjustme that might be necessary should
the Company be unable to continue as a going coneefditionally, the 2% convertible debentures agnent includes a material
adverse change clause which allows the debentdderisoto demand the immediate payment of all ontstey balances upon the
debenture holders’ determination of the occurreot@leemed material adverse changes to the Compdimgacial condition,
business or operations as determined by the deleehtidders based on required financial reporting) afier criteria. These issues
raise substantial doubt about the Company’s ahititgontinue as a going concern. Our independecdatants have included a
going concern explanatory paragraph in their regateéd June 25, 2004, included elsewhere in thisiA®-K.

For more information on our capital resources,"&égk Factors” in Part Il, Item 5.
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The following summarizes our contractual obligasi@t March 31, 2004, and the effect such obligatame expected to have on
our liquidity and cash flows in future periods {iousands) excluding 2% convertible debenturestwviere fully redeemed June 15,
2004:

Contractual obligations: Less than After
Total 1 Year 1-3 Years 3-5 Years 5 Years
Non-cancelable capital lease obligations.................. $ 37 $ 11 % 24 ¢ 2 % -
Non-cancelable operating lease obligations. ... 6,064 1,333 2,034 1,944 753
Notes payable and bank lines of credit, excludittg 2
convertible debentures.................cc e eeeivnnnenn. 2,450 2,450 - - -
Total contractual cash obligations ..........ccceccesvvveeee.. $ 8,551 $ 3,794 $ 2058 $ 1,946 $ 753

Certain sales contracts of the Company includeigians under which customers would be indemnifigthe Company in the
event of, among other things, a third-party claigaiast the customer for intellectual property rigiifringement related to the
Company's products. There are no limitations onntlagimum potential future payments under theseaniaes. The Company has
accrued no amounts in relation to these provisémso such claims have been made and the Compheydsat has valid,
enforceable rights to the intellectual propertyoended in its products.

ltem 7A. Quantitative and Qualitative Disclosure about MarkRisk
Market Risk Disclosure

We are exposed to financial market risks, includihgnges in foreign currency exchange (“FX”) rad@sl interest rates. To
mitigate the risks associated with FX rates, whzeatiderivative financial instruments. We do no¢ werivative financial instruments
for speculative or trading purposes.

We manufacture the majority of our products intheted States of America; however, we service austs worldwide and thus
have a cost base that is diversified over a numb&uropean and Asian currencies as well as the dbfar. This diverse base of
local currency costs serves to mitigate partidily €arnings effect of potential changes in valuewflocal currency denominated
revenue. Additionally, we denominate our exporésah U.S. dollars, whenever possible.

We manage short-term exposures to changing FX maithsfinancial market transactions, principallydhgh the purchase of
forward FX contracts to offset the earnings andhdbmn impact of the nonfunctional currency-denoatid receivables. Forward FX
contracts are denominated in the same currendyeaeteivable being hedged, and the term of theaia FX contract matches the
term of the underlying receivable. The receivableisg hedged arise from trade transactions affgetin

We do not hedge our foreign currency exposuresnmaaner that would entirely eliminate the effedizlmanges in FX rates on
our operations. Accordingly, our reported revenoe gesults of operations have been, and may irfutiiee be, affected by changes
in the FX rates. We have utilized a sensitivitylgsia for the purpose of identifying market riskreglation to underlying transactions
that are sensitive to FX rates including foreignrency forward exchange contracts and nonfunctianatency denominated
receivables. The net amount that is exposed togasaim foreign currency rates was evaluated agaii€i% change in the value of
the foreign currency versus the U.S. dollar. Basedhis analysis, we believe that we are not matgrsensitive to changes in
foreign currency rates on our net exposed FX positi

A 43 basis-point move in the weighted average é#terates (10% of our weighted average interess rist 2004) affecting our
floating rate financial instruments as of March 3004 would have an immaterial effect on our pretsults of operations over the
next fiscal year. During the year ended March D4 the company’s hedges were ineffective.

All of the potential changes noted above are basedensitivity analyses performed on our balansesfalarch 31, 2004. We
also have market risk on their fixed rate debt @%vertible debentures).
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Item 8. Financial Statements and Supplementary Data
TEGAL CORPORATION

CONSOLIDATED BALANCE SHEETS

March 31,

2004

2003

(In thousands, except
share and per share data)

ASSETS
Current assets:
Cash and cash eqUIVAIENLS ...t e e e e e e e e e e e e e e e $ 7,049 $ 912
Accounts receivable, net of allowances for salagns and doubtful accounts of $270 and $213 at
March 31, 2004 and 2003, rESPECHIVEIY ......ceiiiieiiiite ettt e e e e e e e e e e e e e e 4,729 2,681
TNV =T 1 (o] 1= PP EPT PR 3,719 7,032
Prepaid expenses and Other CUMENE @S SIS ccuueeeeeiiiiiii ittt e e e e e e e e e e s r e e e eaaaaaaeeeas 905 465
QLI = U =T 0 A= TS (PSPPI 16,402 11,090
T o T a Y= TaTo I =To [0 11 o] 4 aT=T o) PR -] RS T 4,039 4,916
T e=TaTo ] o] (3= TTT= T 1= SO 1,190 959
L@ g1 g T oY £ PP PR 1,027 244
JLI0] =L I= 1T PP PPPRURRPRRT $ 22658 $ 17,209
LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:
Notes payable and bank iNES Of Credit .........coooiii e e $ 2,450 389
2% Convertible debDeNTUIES, NET .......ooi et e e st e e e s s sbbaeeeeeeaaes 74 —
ACCOUNES PAYADIE ....coiiiiiiie e et e e e e e e s e e st r e et e e aaaaaaaeaaes 1,645 1,923
FaXoTot (0= To I o] £ o [0 [ox AT 7= 4 r= U 28 PSP 366 734
DEFEITEA FEVENUE ...ttt e e e e e oot oo oo oo bttt ettt et e e e e aeaaaaaeaaeaaaaaannnneensbeseeees 440 324
Accrued expenses and other current labilities............e e 2,604 2,679
Total current AaDITIES ... ettt e e e e e e e e e e as 7,579 6,049
Long-term portion of capital Iease ObligatioNS.............eeeiiiiiiiii e 26 37
Other 1oNg term ODIGALIONS .........u ittt e e e e e e e e et eeeeeaeaaaaaens 98 —
Total Iong term labilItieS ... ... et e e 124 37
QI t= U L= o1 T PRSP 7,703 6,086
Commitments and contingencies (Note 6)
Stockholders’ equity:
Preferred stock; $0.01 par value; 5,000,000 steutwrized; none issued and outstanding............. — —
Common stock; $0.01 par value; 100,000,000 shargmezed; 36,583,850 and 16,091,762 shares
issued and outstanding at March 31, 2004 and 2@8BECtIVEIY .........cccccvvviiiiieiieeee e o 366 161
Additional Paid-in CAPILAL ...........oii ettt e e e e e r e e e e e e aaaaaaaaaaas 85,376 68,806
Accumulated other cCOMPreNENSIVE INCOME ... eeeeeeeeee ettt e e e e e 124 465
ACCUMUIALEA AEFICHT ...ttt et e e e e e e e e e e e e e e e ee e (70,911) (58,309
Total StOCKNOIAEIS" @QUILY......eeeiiiii ittt et e e e e e e e aaaaaaaaaeaaas 14,955 11,123
Total liabilities and StOCKNOIAEIS’ @QUILY........oiiiiiiiiiieeee e e e e e e e $ 22658 $ 17,209

See accompanying notes to consolidated financigsients.
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TEGAL CORPORATION

CONSOLIDATED STATEMENTS OF OPERATIONS

Year Ended March 31,
2004 2003 2002
(In thousands, except share
and per share data)

REVENUE ...ttt ettt b e e bttt nbb e ne e nane e $ 16,528 $ 14,100 $62B
COSE Of FEVENUE ...ttt ettt et e e e e e e e e e e e e e e e nneaneeeteeeeeeee 11,881 14,166 14,930
GroSS Profit (I0SS)....ccoeiiiiiiiie et eeeemr ettt a e e e e e e 4,647 (66 6,676
Operating expenses:
Research and development EXPENSES ... o aaaunnrnniieiieieeeeeaaaaaaaaaaesesaaaeens 3,305 4,815 5,928
Sales and marketing expenses........ccccccceeeeee.. 2,347 2,922 3,996
General and administrative expenses 3,973 4,814 4,987
In-process research and development 2,202 — —
Total OPErating EXPENSES ... uuuuirieiiieeeeeeeeeieeiieiererrrrbarrreerrereaaaaeeeeeeaasanrnnnrnne 11,827 12,551 14,911
(@] 01=T = 111 T TN [0 1T PEEERUSRRRR (7,180) (12,617) (8,235
INtErESt EXPENSE, NEL...cii ittt e e e e e e e e aeee e e s e e aaeennnnes (5,521) (329) (414)
Other iNCOME (EXPENSE), NEL......uuuiiieeeeeeeiiieiiiiiirtrr e e e e e e e e e e e e e e s s ensrareeeeeneeees 99 321 (81
Total other expense, net (5,422) (8) (495
NBE 0SS, ..ttt ettt ettt et e e ettt e e et e e e et e e et e e e ebe e e enba e e e sbreeaaabeeeaaes $ (12,602) $(12,625 $ (8,730
Net loss per share:
BasiC and ilULE .........ccuviiiiiiiiii ettt et $ (056) $ (082 $ (067
Weighted average shares used in per share congngati
BasiC and dilULEd ..........uueieeee e 22,442 15,311 13,030

See accompanying notes to consolidated financigsients.
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TEGAL CORPORATION

CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY

Balances at March 31, 2001 ............cccccevnnne
Common stock issued under option and stock
purchase plans..........cccoeeviiiiniiiiceeeeeee e
Common Stock SOId.........ccoviiiiieiiiiiieeeeeeeen
NELIOSS ...
Cumulative translation adjustment.
Total comprehensive loss....
Balances at March 31, 2002............ccccceenen.
Common stock issued under option and stock
purchase plans.........cocccveeeiiniiiee s cmeeeee e
Common stock issued for acquisition ...............

Common stock issued for services rendered .......
Warrants and options to purchase common stock

issued for services rendered ...
NEt I0SS ..cveiiiiiiieeeieee e
Cumulative translation adjustment............cece.
Total comprehensive 10SS...........ccooovvveecmmnnee
Balances at March 31, 2003............ccccceenene
Common stock issued under option and stock

purchase plans..........ccoceeiiiiieeeniceas
Common stock issued for acquisition

Restricted stock issued for services rendered......

Options and warrants, issued in previous years,
exercised for services rendered .............omn.

Warrants and options to purchase common stock

issued for services rendered..............cccueeeme
Debentures — value of Beneficial conversion
FEALUME ..eve et e e
Debentures — fair value of warrants issued to
investors and brokers.................

Debentures — interest & accelerated discount.....
Debentures — debt issuance in form of warrants...

Debentures — converted to shares..................
Debentures — interest converted to shares ..
Debentures — investor warrants exercised ....

Debentures — broker warrants exercised.............

Private Institutional Offering December 2001 —
warrants exercised

Net 0SS .....oovvvriiiiieec e
Cumulative translation adjustment....
Total comprehensive loss..............
Balances at March 31, 2004 ............cccceeeeenneee

See accompanying notes to consolidated finanatstents.
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Accumulated Total Compre-
Additional Other Stock- hensive
Common Stock Paid-in Comprehensive Accumulated Holders’
Shares Amount Capital Income Deficit Equity Loss
(In thousands, except share and per share data)
12,572,252 $ 126 $ 65,087 $ 350 $ (36,954 28,609
77,681 1 97 — — 98
1,661,005 16 2,131 — — 2,147
— — — — (8,730) (8,730) $ (8,730)
— — — 162 — 162 162
— — — — — — $ (8,568
14,310,938 143 67,315 512 (4%)68 22,286
55,412 1 25 — — 26
1,499,987 15 1,170 — — 1,185
225,425 2 102 — — 104
— — 194 — — 194
— — — — (12,625) (12,625) $ (12,625)
— — — (47) — (47) (47)
— — — — — — $ (12,672)
16,091,762 161 68,806 465 (58,309) 11,123
90,269 1 68 — — 69
1,499,994 15 2,327 — — 2,342
158,311 332 — — 332
470,899 6 399 — — 405
— — 756 — — 756
— — 5,190 — — 5019
— — 1,724 — — 1,724
— — 4,033 — — 4,033
— — 784 — — 784
15,685,769 157 (157) — — —
95,609 1 1) — — —
892,497 9 437 — — 446
1,536,605 15 522 — — 537
62,135 1 156 — — 157
— — — — (12,602) (12,602) $ (12,602)
— — — (341) — (341) _ (341)
— — — — — — $ (12,943)
36,583,850 $ 366 $ 85,376 $ 124 $ (7091} $_ 14,955



TEGAL CORPORATION

CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended March 31,

2004 2003 2002
Cash flows from operating activities: (In thousands)
BT IOSS...ce ettt i+ e+ ettt e e e e ettt e e e e et b e e e e e aenanne e e e e e e ntbaeeaeeeanrres $ (12,602) $ (12,625) $ (8,730)
Adjustments to reconcile net loss to net aasdd in operating activities:
Depreciation and amortiZation .........cccceeeoeiiiiiiiiiiii e 1,338 1,043 891
In-process research and development ............ 2,202 — —
Provision for doubtful accounts and sales retuﬂmnces .................................. 56 (186) 272
Non cash interest expense - accretion of debbdigcand amortization of debt ..
ISSUANCE COSES ...eeiiiiieeeee e eee ettt ettt e e e e e e e e e e e e e e s annnnbenbeeeneeeeeeas 5,480 — —
Fair value of warrants and options issuedséavices rendered.........c..cccceeeeeeeeennnn. 332 143 —
Excess and obsolete iNnventory ProViSion. .............ooevieicccciiiniiiiiieeieeeeeeeeeeen 967 1,922 —
Changes in operating assets and liabilities of acquisitions:
ACCOUNES FECEIVADIE ....ceveiiiiiie e (2,362) 363 5,361
1 Y=T 010 T PSPPSR PR 2,508 3,406 1,927
Prepaid expenses and Other @SSELS uuuurrrrieeiieeiieeiaaaaaaae e (286) 1,004 692
ACCOUNES PAYADIE ... (3112) 477 (2,973)
Accrued expenses and other current liabilities............ccccco, (190) (151) (826)
Accrued ProduCt WarTaNty ..........cooeeiiicceeee s e s e e e e e e e e e e e e e e e e e enannes (4112) (581) (336)
(L0 1S3 (0] 00T g0 [=T oL 1= | £ PR (15) 15 —
DEfErred rEVENUE .......oeiiiiiiiiitiee et mmmmr ettt e e 115 (814) 119
Net cash used in operating actiVitieS..........cccuviviiriiiiiieiieeee e (3,179) (5,989 (3,603
Cash flows from investing activities:
Purchases of property and eqUIPMENt .....cooevveeiieieee e e e (254) (295) (501)
Business acquisition, net of cash acquired..................oooiiiie, — (184) —
Net cash used in iINVEStING ACHVITIE S . eiieieeeiiiiiiiiiiiiiie e e e e e e eee e (254) (479) (501)
Cash flows from financing activities:
Gross proceeds from the issuance of 2% convedib@ntures .........ccccceeeeeeiiiiiiinee 7,165 — —
2% convertible debentures cash iISSUANCE COSES wiiiiiiiiiiiiiiiiiiiiiiieieeee e (982)
Net proceeds from issuance of cCOMMON StOCK..........ccoviiiieiiiiiiiiiiiiiieee, 1,613 21 2,245
Borrowings under notes payable and bank linesedit..................cccoon. 2,474 5,590 23,834
Repayments of notes payable and bank lines dftcre............ccccvvveeviviiiiinneen e, (527) (6,386) (26,722)
Payments on capital Iease fiNnanCINg......ccceeemeeeeriereeeeiiiiies e e e e (9) (45 (79
Net cash provided by (used in) financing activitieS..........ccccccvvveeeee i 9,734 (820 (717
Effect of exchange rates on cash and cash equtgalen..................cccccciiiiirieceieee. (164) 95 272
Net increase (decrease) in cash and cash equisalent................ccccoccviiiiiieees oo 6,137 (7,188) (4,549)
Cash and cash equivalents at beginning Of Year . .....c.cooevviciiiiiiiiiiieiieeeeeeeen, 912 8,100 12,649
Cash and cash equivalents at end Of Year .....ccuueeiiiiiiiiii e, $ 7049 % 912 $ 8,100
Supplemental disclosures of cash paid during tlae o ............ccooiii,
T S PP OPPPRPPUPR $ 119 $ 581 $ 508
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Supplemental Schedule of Non Cash Investing Activés (amounts in thousands, except shares):

The Company reclassified finished goods inventdr$3)698 to property and equipment during the yrated March 31, 2003 as

the systems are being used for customer testiafing and demonstration purposes and the Compaeg dot believe such
equipment will be sold in the upcoming twelve manth

On August 30, 2002, the Company acquired the qudstg capital stock of Sputtered Films, Inc. Cdesation totaled $1,560

and consisted of 1,499,987 shares of the Compamytsmon stock valued at $1,185 and transaction aisg875. The purchase
price was allocated as follows:

Assets acquired:

CUIMTENT ASSEES ....oiiiiiieietiete e e e et ettt s s e e e e e e e e e e eeeeeeberaraaas $ 708
[ 10 I FT = £ N 824
JLIC=Te3 1101 (o o | VPSSR 782
LI T0 (ST 4T 10 1[N 253
TOMAl ASSEIS .. .ceniiii ittt e et et e et e et e e e e et e s et e e ananas 2,567
Liabilities assumed:
CUrrent liabilitieS .........eeeeeeeeiiieis e (1,007)
Net aSSetS aCqUIrEd .......cooiiiiiieee e e e e e $ 1,560

On November 11, 2003, the Company purchased cedssets and assumed certain liabilities of Sim@ystems.
Consideration totaled $2,522 and consisted of 19%Bshares of the Company's common stock valug@,ai0, fully vested Tegal

employee stock options to purchase 58,863 shardtedfompany’s common stock at an exercise prick3di9 per share, valued at
$32 and transaction costs of $180. The purchase was allocated as follows:

Assets acquired:
Fixed assets

...................................................................................... 48
Identifiable intangible asSetS.......cccccccevieiiiicicmiieeeeeeee e, 389
In-process research and development. ... e eeeeeeeeeveeeeeeeeeen. 2,202

TOAl SSELS ...t 2,639

Liabilities assumed:

Current iabilitieS......ccooieei i (117

Net aSSetS aCUIrEd......oeeiiiiiiiiiei e $ 2522

See accompanying notes to consolidated finanastents.
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TEGAL CORPORATION

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Al amounts in thousands, except per share data an
share data, unless otherwise noted)

Note 1. Description of Business and Summary of Significafitcounting Policies
Description of Business

Tegal Corporation, a Delaware corporation (“Tegalthe “Company”), designs, manufactures, marketsservices plasma etch
and deposition systems that enable the producfiamegrated circuits (“ICs”), memory and relateitroelectronics devices used in
personal computers, wireless voice and data telguortations, contact-less transaction devices,ordidiquency identification
devices (“RFID’s”), smart cards, data storage amctorievel actuators. Etching and deposition cibuigt two of the principal IC and
related device production process steps and eashbmperformed numerous times in the productiosuoh devices.

On August 30, 2002, the Company acquired all of dhestanding common stock of Sputtered Films, Ipocated (“SFI”), a
privately held California corporation pursuant to Agreement and Plan of Merger dated August 132208puttered Films is a
leader in the design, manufacture and servicegif performance physical vapor deposition sputtesiygiems for the semiconductor
and semiconductor packaging industry. SFI wasdedrin 1967 with the development of the S-Gun, ¢ecénology of the acquired
company.

On November 11, 2003, the Company acquired sulistigntll of the assets and certain liabilities 8fmplus Systems
Corporation, (“Simplus”), a development stage comypapursuant to an asset purchase agreement. &iniad developed a
deposition cluster tool and certain patented pseefor barrier, copper seed and high-K dieleepiglications. Simplus had coined
the term “nano-layer deposition” or “NLD” to deduei its unique approach to chemical vapor depos(tiGivD”). The Company is
continuing to develop these NLD processes andel&dols, and is in the process of marketing thera timited number of key
customers and joint development partners.

Basis of Presentation

The consolidated financial statements contemplaadalization of assets and the satisfactionadillties in the normal course of
business. The Company incurred net losses of $22%IP,625 and $8,730 for fiscal years 2004, 20882002, respectively. The
Company generated negative cash flows from opestaf $3,179, $5,984 and $3,603 for fiscal year842@®003 and 2002,
respectively. To finance its operations during 204 Company raised approximately $6,183 in net@eds from the sale of 2%
convertible debentures and exercise of warrants [éate 7 to the accompanying notes to consolidétethcing). Management
believes that these proceeds, combined with thectsfof its cost compression program, will be adésjto fund operations through
fiscal year 2005. However, projected sales maynmaterialize and unforeseen costs may be incurtethe projected sales do not
materialize, the Company will need to reduce experfarther and raise additional capital through ifseiance of debt or equity
securities. If additional funds are raised throtlghissuance of preferred stock or debt, theseitiesicould have rights, privileges or
preferences senior to those of common stock, abt a®enants could impose restrictions on the Cayigaoperations. The sale of
equity or debt could result in additional dilutits current stockholders, and such financing maybaoavailable to the Company on
acceptable terms, if at all. The failure to raisielifional funds may adversely affect the Comparapbdity to achieve its intended
business objectives. The consolidated financiatestants do not include any adjustments relatingh® recoverability and
classification of recorded assets or the amoumassification of liabilities or any other adjustmte that might be necessary should
the Company be unable to continue as a going conéetditionally, the 2% convertible debentures agnent includes a material
adverse change clause which allows the debentdderisoto demand the immediate payment of all ontstey balances upon the
debenture holders’ determination of the occurreoteleemed material adverse changes to the Compdimgacial condition,
business or operations as determined by the deleehtiders based on required financial reporting) @tier criteria. These factors
raise substantial doubt about the Company’s aliityontinue as a going concern.

The consolidated financial statements include teoants of the Company and all of its subsidiarietercompany transactions
and balances are eliminated in consolidation. Ant®denominated in foreign currencies are tranglaging the foreign currencies
as the functional currencies. Assets and liabdlibé foreign operations are translated to U.S.adlslat current rates of exchange and
revenues and expenses are translated using weigkiirdge rates. The effects of translating thenfir statements of foreign
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subsidiaries into U.S. dollars are reported asmacatated other comprehensive income, a separatea@uwnp of stockholders’ equity.
Gains and losses from foreign currency transactassincluded in the statements of operations ssparate component of other
expense, net.

The preparation of financial statements in conftymiith generally accepted accounting principlesthie United States of
America requires management to make estimates sswirgtions that affect the reported amounts oftassed liabilities and
disclosures of contingent assets and liabilitieghat date of the financial statements and the tedoamounts of revenues and
expenses during the reporting periods. Actual tesiduld vary from those estimates.

Cash and Cash Equivalents

The Company considers all highly liquid debt instants having a maturity of three months or lesshendate of purchase to be
cash equivalents.

At March 31, 2004, 2003 and 2002, all of the Conyfmimvestments are classified as cash equivalarttse consolidated balance
sheets. The investment portfolio at March 31, 2@DO3 and 2002 is comprised of money market fuAtiddarch 31, 2004, 2003
and 2002, the fair value of the Company’s investimi@pproximated cost.

Financial Instruments

The carrying amount of the Company’s financial iastents, including cash and cash equivalents, atsoweceivable and
accounts payable, bank lines of credit, notes payatcrued expenses and other liabilities apprateém fair value due to their
relatively short maturity. The Company has foregybsidiaries which operate and sell the Compangoslyxts in various global
markets. As a result, the Company is exposed togd®in foreign currency exchange rates. The Coynptlizes hedge instruments,
primarily forward contracts, to manage its exposassociated with firm third-party transactions deimated in non-functional
currencies. The Company does not hold derivativanitial instruments for speculative purposes. Redland unrealized gains and
losses related to forward contracts consideredeteeffective hedges are deferred until settlementhefhedged items. They are
recognized as other gains or losses when a hedggshttion is no longer expected to occur. RealreHunrealized gains and losses
on ineffective hedges are recorded to other exparete Foreign currency gains and losses includeather expense, net were not
significant for the years ended March 31, 2004,3286d 2002 (see Note 2 to accompanying notes tadhsolidated financial
statments).

At March 31, 2004, the Company had forward exchasw#racts maturing at various dates throughogtfi2005 to exchange
317.7 million Japanese Yen into $2,909.

Concentration of Credit Risk

Financial instruments that potentially subject ®Bempany to significant concentrations of credik risonsist primarily of
temporary cash investments and accounts receivablestantially all of the Company’s temporary irtwesnts are invested in money
market funds. The Company’s accounts receivabledarired primarily from sales to customers locatedhe U.S., Europe, and
Asia. The Company performs ongoing credit evaluetiof its customers and generally requires no wolh The Company
maintains reserves for potential credit lossestéAbffs during the periods presented have beegnifsiant. As of March 31, 2004,
three customers accounted for approximately 43gmerof the accounts receivable balance. As of M&th2003, one customer
accounted for approximately 38 percent of the astoreceivable balance.

Inventories

Inventories is stated at the lower of cost or markeduced by provisions for excess and obsolescdbest is computed using
standard cost, which approximates actual cost @irstain, first-out basis and includes materiabda and manufacturing overhead
costs. We estimate the effects of excess and clz®msiee on the carrying values of our inventoriesebaupon estimates of future
demand and market conditions. We establish a goovi®r inventories in excess of production demaBlould actual production
demand differ from our estimates, additional ineeptprovision may be required, as was the cashadrthird quarter of fiscal 2004.
The excess and obsolete provision is only reledsmud when the related inventory is sold or scepp The inventory provision in
fiscal 2004 was $967, $1,922 in fiscal 2003 and$iscal 2002.
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Warranty Costs

A warranty is provided under the terms of our systmntract. Typically, the warranty period is 61 months depending on the
contract specifications. The Company provides fasé costs at the time of revenue recognition baped prior experience (see
Note 2 to accompanying notes to the consolidatehtiial statements).

Property and Equipment

Property and equipment are recorded at cost. Digpiaat is calculated using the straight-line metlwer the estimated useful
lives of the assets, ranging from three to sevemsyd_easehold improvements are stated at cosarndmortized using the straight-
line method over the shorter of the estimated uiddéuof the improvements or the lease term. Whsesets are disposed of, the cost
and related accumulated depreciation are remowsd the accounts and the resulting gains or losse@aluded in the results of
operations. The Company generally depreciates#sta over the following periods:

Years
Furniture and machinery and equipment.......ccoeeeeeeeeveeeeeee. 7
Computer and SOftWATIE .........uuvvreeeeeeees e eereeeeeaaeaeeaeeeens 3-5
Leasehold improvements ..........cccooee i iiceeeeeeieceeeee e 5 or remaining lease life

Impairment of Long-Lived Assets

Long-lived assets are reviewed for impairment whenevents or changes in circumstances indicatethigacarrying amount
may not be recoverable. If undiscounted expectaddicash flows are less than the carrying valubefssets, an impairment loss is
recognized based on the excess of the carrying anower the fair value of the assets.

Income Taxes

Deferred income taxes are recognized for the diffees between the tax bases of assets and lebditid their financial reporting
amounts based on enacted tax rates. Valuation aflogs are established when necessary to redudeedefax assets to the amount
expected to be realized.

Earnings Per Share

Basic earnings per share (“EPS”) is computed byditig net income (loss) available to common stodttérs by the weighted
average number of common shares outstanding dthimgeriod. Diluted EPS is computed using the weidjlaverage number of
common shares outstanding plus any potentiallytiddusecurities, except when the effect of inclgdsuch changes is antidilutive.

Stock-Based Compensation

The Company accounts for stock-based compensasiog the intrinsic value method prescribed in Acdng Principles Board
Opinion No. 25, “Accounting for Stock Issued to Hoyees,” and related interpretations, including BABiterpretation No. 44
(“FIN 44™), “Accounting for Certain TransactionsMolving Stock Compensation — an interpretation ¢fBAOpinion No. 25.” The
Company’s policy is to grant options with an exsecprice equal to the closing market price of tlenany’s stock on the grant
date. Accordingly, no compensation cost for stopkiom grants has been recognized in the Comparngtereents of operations.
Additional proforma disclosures assuming the Compapplied the fair value method of accounting fompdoyee stock compensation
under Statement of Financial Accounting Standat8EAS”) No. 123, “Accounting for Stock-Based Compation” as amended by
SFAS No. 148, “Accounting for Stock-Based Compensat Transition and Disclosure” are as follows.

As required by SFAS No. 123 for proforma disclospueposes only, the Company has calculated thenatd grant date fair
value of its stock option awards using the Blackddes model. The Black-Scholes model, as well heroturrently accepted option
valuation models, was developed to estimate thevidue of freely tradable, fully transferable @ps without vesting restrictions.
These models also require highly subjective assiomgt including future stock price volatility ancpected time until exercise,
which greatly affect the calculated grant date Yalue.
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The following assumptions are included in the eated grant date fair value calculations for the @any’s stock option awards
and Employee Qualified Stock Purchase Plan (“Engdo$tock Purchase Plan”):

2004 2003 2002

Expected life (years):

Stock Options.........cooeveeeiiiiiieeeee, 4.0 4.0 4.0

Employee stock purchase plan........ 0.5 0.5 0.5
Volatility:

Stock OptionS.........cooevveciiiiiiieeeee, 119% 165% 85%

Employee stock purchase plan........ 119% 165% 85%
Risk-free interestrate...........ccccceeeenens, 2.62% 2.45% 4.3%
Dividend yield ..............oooiiiiiiiiieeee, 0% 0% 0%

The weighted average estimated grant date faireyals defined by SFAS No. 123, for stock optionrawaranted during fiscal
2004, 2003 and 2002 was $0.90, $0.62 and $1.08ptm, respectively.

The following table summarizes information withpest to stock options and warrants outstanding &&aoch 31, 2004 (number
of shares in thousands):

Outstanding Options as of March 31, 2004

Range of Weighted Weighted Average Exercisabht March 31, 2004
Exercise Number of Average Remaining Numberfo ~ Weighted Average
Options & Options &
Prices Warrants Exercise Price _Contractual Life Warrants Exercise Price

$0.35 — $1.50........ 8,223 $ 0.78 8.29 4,643 $ 0.60
$1.51 — $2.14....... 730 1.97 6.87 180 1.51
$2.25 — $3.00....... 1,071 2.52 3.81 1,047 2.52
$3.09 — $3.25....... 571 3.23 5.39 568 3.23
$3.38 — $3.88....... 205 3.48 8.74 205 3.48
$4.11 — $4.25....... 810 4.20 7.23 510 4.25
$4.69 — $6.88...... 543 5.34 3.49 543 5.38
$7.68 — $8.00...... 65 7.71 5.88 65 7.71
$8.25 — $8.75...... 169 8.66 7.38 169 8.66
$12.00 — $12.00..... 10 12.00 2.70 10 12.00
$ 0.35— $12.00..... 12,397 $ 1.73 7.39 7,940 $ 1.94

The weighted average estimated grant date fairegaper share, as defined by SFAS No. 123, for gigihanted under the
employee stock purchase plan during fiscal 200832fhd 2002 were $0.35, $0.29 and $0.47, respéctive

Had the Company recorded compensation costs bas#testimated grant date fair value (as define8BAS 123) for awards
granted under its stock option plans and Employas, Rhe Company’s net loss and loss per sharediuaNe been increased to the
proforma amounts below for the years ended Margi26@4, 2003 and 2002:

2004 2003 2002
Net loss as reported $(12,602) $(12,625) $ (8,730
Proforma compensation expense at fair
VAIUB .ot $ (458) $ (285) $ (1,347)
Proforma net 10Ss........cccccvvviiiiiiiiiieee, $(13,060) $(12,910) $(10,077)
Proforma net loss per share:
Basic and diluted ..........c.ccoeeiuieeirnenn $ (058 $ (0.84) $ (0.77)

Comprehensive Loss
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Comprehensive loss is defined as the change intyeqfithe Company during a period from transactiand other events and
circumstances excluding transactions resulting fiomestments by owners and distributions to own@ise primary difference
between net loss and comprehensive loss for thep@oynis attributable to foreign currency translatamjustments. Comprehensive
loss is shown in the statement of stockholdersitgqu

New Accounting Pronouncements

In January 2003, the FASB issued FASB Interpretalio. 46, “Consolidation of Variable Interest Eiest—An Interpretation of
ARB No. 51.” FIN 46 requires certain variable i@st entities to be consolidated by the primaryefiierary of the entity if the equity
investors in the entity do not have the charadtesiof a controlling financial interest or do rwve sufficient equity at risk for the
entity to finance its activities without additiormibordinated financial support from other partiel 46 is effective immediately for
all new variable interest entities created or agglafter January 31, 2003. In December 2003, &BHssued a revision of FIN 46,
or FIN 46R, that delays the implementation date dertain interests created or acquired prior taudan 31, 2003 until the first
interim or annual period ending after March 15,20FIN 46R was effective immediately for all neariable interest entities created
or acquired after January 31, 2003. Since Januayy2803, we have not invested in any entities whele are variable interest
entities. For those arrangements entered inta fyiBebruary 1, 2003, we are required to adopptbeisions of FIN 46R (as revised
December 2003) at the end of the first quarteiiszial 2004. The Company’s adoption of FIN 46R did result in consolidation of
any entities.

In May 2003, the Financial Accounting Standard Bloar FASB, issued SFAS No. 150, “Accounting forr@m Financial
Instruments with Characteristics of Both Liabiltiand Equity.” SFAS No. 150 establishes standardhdw companies classify and
measure certain financial instruments with charésttes of both liabilities and equity. It requiresmpanies to classify a financial
instrument that is within its scope as a liabi(iby an asset in some circumstances). SFAS No. HsOeffective beginning the second
quarter of fiscal 2004. We believe that the adaptid this standard has had and will continue toehas material impact on our
consolidated financial statements.

On March 31, 2004, the Financial Accounting StaddaBoard issued a proposed Statement, “Share-BRagthent”, that
addresses the accounting for share-based paynaarsattions in which an enterprise receives emplageeices in exchange for
equity instruments of the enterprise or liabilitteat are based on the fair value of the entergrsguity instruments or that may be
settled by the issuance of such equity instrumerte. proposed Statement would eliminate the abititygccount for share-based
compensation transactions using APB Opinion No.“Agcounting for Stock Issued to Employees”, andhemlly would require
instead that such transactions be accounted fogwsifair-value-based method. It is anticipated th&s exposure draft would be
finalized during the summer of 2004 and would bguieed to be applied by the Company for years ersldxsequent to December
15, 2004. Had the Company adopted the proposedsarparaft, compensation expense of approximaté80%$vould have been
recognized in the consolidated statements of ojp@asafor the year ended March 31, 2004.
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Note 2. Balance Sheet and Statement of Operations Detail

Inventories consisted of:

March 31,
2004 2003
RAW MALENAIS .....ovvvee et eeee e $ 1563 $ 3,218
WOPK IN PrOCESS ....uvvviiiiiiiieiieiiieeeee e e mmmmmiintiarrrrre e e ereaaaaaaeens 1,147 1,937
Finished goods and spares............ccccvvueeeeeeesiiesiecciiiiinnns 1,009 1,877

Property and equipment, net, consisted of:

March 31,
2004 2003
Machinery and equIpmMeNt...........ccoviiiiiiimrcecc i $ 4347 $ 4,994
Demo lab equIpMENt ......cevviiiiiieeee e 4,468 5,591
Computer and software........................ 1,972 2,324

3,143 3,509
13,930 16,418

Less accumulated depreciation and amortization............ (9,891) _ (11,503
$ 4039 $ 4916

Leasehold improvements

Machinery and equipment at March 31, 2004 and 2@@8udes approximately $56 of assets under ledisas have been
capitalized. Accumulated amortization for suchipment approximated $28 and $13, respectively.

A summary of accrued expenses and other curreilities follows:

March 31,
2004 2003
Accrued compensation COSES..........uuuiiieicceeeeieeee et e e e $ 747 $567
Income taxes payable............cooo e 500 504
L 1 = SRS 1,357 1,419

$2604 $ 2,679

Product warranty and guarantees:

The Company provides warranty on all system saésed) on the estimated cost of product warrantigdheatime revenue is
recognized. The warranty obligation is affectedpbyduct failure rates, material usage rates, hacefficiency by which the product
failure is corrected. Warranty activity for theays ended March 31, 2004 and 2003 is as follows:

Year ended March 31,

2004 2003
Balance at the beginning of the period......cccccccooiiiiiiiiiiiic e, $ 734 205
Additional warranty accruals for warranties issdeding the year........ 419 427
Changes in accruals related to pre-existing wagant......................... (227) (203)
Settlements made during the year...........cceeeeceeeeeeeeeeiiii e, _ (560) (695)
Balance at the end of the year............ooeeeeeceiiiii e, $ 3663 734

Certain of the Company's sales contracts includgigions under which customers would be indemnifigdhe Company in the
event of, among other things, a third-party claigaiast the customer for intellectual property rigiifringement related to the
Company's products. There are no limitations onntlagimum potential future payments under theseaguaes. The Company has
accrued no amounts in relation to these provisiamao such claims have been made and the Compdieydseit has valid,

enforceable rights to the intellectual property edded in its products.
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Note 3. Earnings Per Share

SFAS No. 128, “Earnings Per Share,” requires duadgntation of basic and diluted net income (lpss)share on the face of the
statement of operations. Basic EPS is computedilgling loss available to common stockholders (ntat@r) by the weighted
average number of common shares outstanding (deatonj for the period. Diluted EPS gives effectatb dilutive potential
common shares outstanding during the period. Thepatation of diluted EPS uses the average marketgpduring the period. All
amounts in the following table are in thousandsepkper share data.

Year Ended March 31,

2004 2003 2002
Basic net loss per share:
Loss available to common StockhOIders.......eccciiciiiiiiciiiiiicce e $(12,602) $(12,625) $ (8,730)
Weighted average common shares outstanding..............ocoooviiiiiiiiiiiiiiiinneee. 22,442 15,311 13,030
Basic and diluted net 10SS per Share .....ccceceueeoecciiciii e, $ (056) $ (0.82) $ (0.67)

Stock options and warrants outstanding and in tbaey at March 31, 2004 of 8,016,520, March 31, 26038,739,559, and March
31, 2002 of 4,153,413 were excluded from the coatpuris of diluted net loss per share because afdhé-dilutive effect on diluted
loss per share.

Note 4. Notes Payable and Bank Lines of Credit

On January 19, 2004, the Company entered into alinevof credit with Silicon Valley Bank that wille available until January
19, 2005. The new line of credit has a maximunrdwing capacity of $3.5 million, bears interestagprime plus 1.0%, 5% as of
March 31, 2004 and is collateralized by substdgtal of the Company’s domestic and Japanese saséstof March 31, 2004, the
Company had $1,347 outstanding under this domkséof credit, which was further limited by the aumts of accounts receivable
and inventories on the Company’s consolidated lcalaheets.

In addition, as of March 31, 2004, the Company’sadese subsidiary had $979 outstanding undernigsdf credit which is
collateralized by Japanese customer promissorysnb&td by such subsidiary in advance of paymentcastomers’ accounts
receivable. The Japanese bank line bears intrdapanese prime (1.375% as of March 31, 2004)1pQ%6, and has a total capacity
of 150 million yen (approximately $1,420 at exchamgtes prevailing on March 31, 2004).

In addition, notes payable as of March 31, 2004isbad of one outstanding note to the Californiaderand Commerce Agency
for $124. The unsecured note from the CaliforniadE and Commerce Agency carries an annual intexesbf 5.75% with monthly
interest only payments of approximately $4.2 pentho Although the payment deadlines are being het,note is currently in
technical default due to the merger of Sputterdoh$-and Tegal Corporation. The default could resulthe California Trade and
Commerce Agency calling the note, therfore, thitemmayable is classified as a current liability.

The weighted average interest rate for all notgmlpi@ and bank lines of credit was 4.53% in figesr 2004.

Note 5. Income Taxes

The components of loss before benefit for incomedare as follows:

Year Ended March 31,

2004 2003 2002
DOMESHC .veeeuveicivee et $ (12,396) $(12,090)  $(8,280)
FOI@IgN ...ceevieeiee et (206) (535) (450

$ (12,602) $(12,625) $(8.730
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The income tax provision differs from the amountnpaited by applying the statutory U.S. federal inedax rate as follows:

Year Ended March 31,

2004 2003 2002
Income tax benefit at U.S. statutory rate....cccccevveeeeevveneeee. $(4,285)  $ (4,293)  $(2,968)
State taxes net of federal benefit...........ccccoeviiiiiie (265) (419) (283)
Utilization of foreign losses — 182 —
Deferred tax assets benefit...........cccoovvvieeeiiiiee 4,367 4,042 3,146
1@ 1 3= SRR 183 488 105
INCOME taX PrOVISION ....cccvvieiiiiie et e etvee e et e e e $ — - $ —
The components of deferred taxes are as follows:
March 31,
2004 2003
Revenue recognized for tax and deferred for baok.................ccceees $ 217  $ 246
Non-deductible accruals and reserves.........cccccevvviiiiieeniiiiiiee e 4,414 3,834
Net operating 10Ss carryforwards ............occceemevveviiniiiiiieirereee e 19,665 14,831
LI Qo =0 [ £ PSRRI 3,058 2,975
Uniform capitalization adjustment............ccceeeeeeeriiereeeeee e 148 644
(O 1T PP PRPT O SPPP 306 911
TOtAL L ceeee e 27,808 23,441
Valuation alloOWaNCE ...........ooooiiiiiiiiie e e e e e e e e e e et e e e e e e e e e eeeees (27,808) (23,441
Net deferred tax aSSet........cccuveeieiiiiciieee e 3 — —

We have recorded no net deferred tax assets athVBrc2004 and 2003, respectively. The Companyphagded a valuation
allowance of $27.8 million and $23.4 million at Mhr31, 2004 and March 31, 2003, respectively. Téleation allowance fully
reserves all net operating loss carryforwards,itgethd non-deductible accruals and reserves, faichwealization of future benefit
is uncertain. The valuation allowance increasedbéyl million and $4 million during the years endddrch 31, 2004 and 2003

respectively.

At March 31, 2004, the Company had net operatirsg lcarryforwards of approximately $54.1 million a®2fl.7 million, for
federal and state respectively. These net operliggycarryforwards will begin to expire, if noflizied, in the year ending March 31,
2020 and 2006 for federal and state income taxqueq respectively and will completely expire i220

At March 31, 2004, the Company also has researdreaperimentation credit carryforwards of $2.3 imilland $1.1 million for

federal and state income tax purposes, respectivélye federal research and experimentation cieatityforwards will begin to
expire, if not utilized, in year 2006 and will coletely expire in 2014.
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Note 6. Commitments and Contingencies

The Company has several non-cancelable operatageseand capital leases, primarily for generalceffiproduction and
warehouse facilities, that expire over the nexe fpears. Future minimum lease payments under thases are as follows:

Capital Operating
Year Ending March 31, 2004 Leases Leases
As of March 31, 2004
1,333
1,056
978
960
984
753
Total minimum lease payments ..........vococcccieeeeeeieeiees 45 $ 6,064
Less amount representing interest.......... oo eevveevvvvvnnnneennnn (8)
Present value of minimum lease payments.........cccccvvveeveennnnn. 37
LESS CUITENE POIION ...t eeeeee e e e e e e e e e e e e e e (1)
Long term capital lease obligation.........ccccccceeiiiiiismeeeeeeeeeeeenn, $ 26

Most leases provide for the Company to pay reatesbxes and other maintenance expenses. Rentsexfie operating leases,
net of sublease income, was $479, $1,273 and $1¢28®g the years ended March 31, 2004, 2003 80@,2espectively.

The Company signed a new lease agreement dated38pi2004 for the manufacturing and corporateceffiacility in Petaluma,
California to occupy 57,418 square feet. The leagires December 31, 2009. The prior lease fersame facility was expired in
March 2004. The Company was leasing 120,000 sqnft occupying 80,000 with the balance subleasetVailable for sublease.
The new lease for 51,418 sq. ft. is for the ocadigigace only and the sub-tenants’ leases haveassamned to the landlord.

Note 7. 2%Convertible Debentures

On June 30, 2003, the Company signed definitiveemgents with investors to raise up to $7,165 irri@afe placement of
convertible debt financing to be completed in twanthes. The first tranche, which closed on June2B03, involved the sale of
debentures in the principal amount of $929. The Gamy received $424 in cash on June 30, 2003 anctthaining balance of $505
on July 1, 2003, which was recorded as an otheaivable as of June 30, 2003. The closing of thers#t¢ranche, which occurred on
September 9, 2003 following shareholder approvaSeptember 8, 2003, resulted in the receipt of @pprately $6,236 in gross
proceeds on September 10, 2003.

The debentures agreement includes a Material Adverange (“MAC”) clause which allows the debentoodders to demand
the immediate payment of all outstanding balangesiuhe debenture holders’ determination of thaiogenice of a deemed material
adverse change to the Company'’s financial conditiarsiness or operations. Potential material agvehsanges that may cause the
Company to default on the debentures include agwifsiant adverse effect on the Company’s financ@ahdition arising from an
event not previously disclosed in the Companyiad# with the Securities and Exchange Commissi&EC”), such as a significant
litigation judgment against the Company, bankruptaytermination of the majority of the Companyisstomer relationships. The
MAC clause is effective until the conversion of alltstanding debentures. As a result of the MAQis#a the debentures are
classified as current liabilities.

The Company was required to pay a cash fee of @6e% of the gross proceeds of the debenturesrtain financial advisors
upon the closing of the second tranche. A fee dB#das been recorded as a debt issuance cost anghwain September 2003. The
financial advisors also were granted warrants t@hmse 1,756,127 shares of the Company’s commah stoan exercise price of
$0.35 per share. These warrants were valued a8%18ing the Black-Scholes option pricing modelhwitie following variables:
stock fair value of $0.93, term of five years, iy of 95% and risk-free interest rate of 2.5%uring fiscal year ended March 31,
2004, the financial advisors exercised warrantsl{®&36,605 shares (plus 23,393 warrants remittegagments), leaving advisor
warrants for 196,129 shares unexercised at thettie quarter.

The debentures accrue interest at the rate of 2%rpeaim. Both the principal and accrued interésrgon of these debentures

are convertible at the rate of $0.35 per share.primeipal of the debentures is convertible intg42,428 shares of the Company’s
common stock. The closing prices of the Compangiamon stock on June 30, 2003 and September 9, #®8|osing dates for the
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first and second tranches, were $0.55 and $1.48cefdre, a beneficial conversion feature existsctvinieeds to be accounted for
under the provisions of EITF 00-2&pplication of Issue 98-5 to Certain ConvertiblesthmmentsA beneficial feature also exists in
connection with the conversion of the interestlmndebentures into shares of common stock.

As of March 31, 2004, debenture holders convertgukdtures in the principal amount of $5,490 intg6&5,769 shares of the
Company’s common stock. In addition, 95,609 sharee issued which represented interest payaltleetalebenture holders at the
time of the conversions. As of March 31, 2004,réheemained 2% convertible debentures in the gralcamount of $1,673
convertible into 4,785,659 shares of the Compaogiemon stock.

In addition, the debenture holders were grantedamés to purchase 4,094,209 shares of the Compaoysnon stock at an
exercise price of $0.50. The warrants expire afight years. The warrants were valued using thelB&choles model with the
following variables: fair value of common stock$#.35 for the first tranche debentures and $0.93h® second tranche debentures,
volatility of 37% and risk-free interest rate 06%. As of March 31, 2004, the debenture holdedséneercised warrants to purchase
892,497 shares (plus 1,770 warrants remitted as@atg) of the Company’s common stock. As of Ma&&h2004, there remained
unexercised warrants held by the debenture hofdef199,942 of the Company’s common stock.

The relative fair value of the warrants has beassified as equity with the beneficial conversieatiire because it meets all the
equity classification criteria of EITF 00-18¢ccounting for Derivative Financial Instruments &ied to, and Potentially Settled in, a
Company’s Own Stock.

The following table presents the amounts originajocated to the beneficial conversion feature avatrants and the
outstanding balance of debt at March 31, 2004 afteounting for these two equity instruments antvecsions (in thousands):

First Second

Tranche Tranche Total
Debentures — principal amount ...............ceecemvveeeennns, $ 929 $ 6,236 $ 7,165
Beneficial conversion feature (included in equity)...... (605) (4,585) (5,190)
Warrants (included in @quity).............eevmmmmsreeeennneens (73) (1,651) (1,724)
Conversions to common StOCK ..........covvviereevenriinenenn, (846) (3,203) (4,049)
Accretion of debt discount ..............ooevvemmmmmeeeeeereeeeennn, 599 3,273 3,872
Net amount of 2% convertible debentures.................. $ 4 $ 70 $ 74

The value of the beneficial conversion feature,rauais and debt issuance costs are being amortizedesest expense over the
life of the debt using the effective interest meth&elated interest expense for fiscal 2004 amautie$5,480. This amount is
comprised of nominal interest, amortization of fexi& conversion feature and amortization of disBtiance costs.

The debt issuance costs associated with the deleeramounted to $2,369 and are comprised of $98ash issuance costs and
$1,387 associated with warrants issued to finaradizisors. Approximately $603 of these costs wdlezable to the warrants and
were therefore offset into equity. The remainin¢phee of $1,766 was recorded as an asset to beiaaabover the life of the debt.
As of March 31, 2004, $283 is included in curresgets.

Amortization will accelerate if the Company repakie debt early, upon conversion, if the materialease change clause is
invoked, or if it is deemed that such invocatiorpisbable given the presence of negative factori$ thre debt is converted into
common stock. The Company assesses the probadiilitye occurrence of the material adverse chargeselon a quarterly basis.

Note 8.Acquisition and Intangible Assets

Sputtered Films Incorporated:

On August 30, 2002, the Company acquired SputtEileds, Inc., a California corporation (“Sputteredn#s”) pursuant to an
Agreement and Plan of Merger dated August 13, 208puttered Films is a leader in the design andufaature of sputtering
equipment for semiconductor, photomask, advancelgggng (including flip chip) and compound semicaair applications. The
acquisition of Sputtered Films secured a sourca foomplementary deposition technology for the Camyfs new materials strategy.
The total acquisition cost was $1,560,000, comgrizel,499,987 shares of the Company’s common statiked at $1,185,000 and
transaction costs of $375,000. The results of t8paed Films’ operations have been included in tbhen@any’s results commencing
on August 31, 2002.
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The purchase price of this acquisition has beetated to the acquired assets and assumed liebitith the basis of their fair
values as of the date of the acquisition, as détedrby an appraisal performed by an independdoatian specialist. The fair value
of the assets acquired and liabilities assumedihas the allocation of the purchase price, is saneed as follows:

CUIMTENE ASSEES ...eiiiiiiiiieiee et mrrrmre e e 708
Property and equipment 824
Technology ......ccoeeveeviiiiiiicii 782
Tra0@ NAIME ...t ettt e e e e e e e aaaaaae e 253
Total aSSets aCqUIrEd .........uueiieiiiiieeiieeeie e ,587
Current lIabIlItIeS .........ueiiiiiiiiiiiiee et (1,00%
Net aSSetS ACUIrEd.......ccccieiiiiiiieieieeeeee e e e e e e e e e 4,560

Simplus Systems Corporation:

On November 11, 2003, the Company acquired sulisligrall of the assets and certain liabilitiesSifnplus Systems Corporation,
(“Simplus”), a development stage company, purst@an asset purchase agreement. Simplus had gededodeposition cluster tool

and certain processes for barrier, copper seedha@idK dielectric applications. The purchase coesation of $2,522 includes

1,499,994 shares of the Company’s common stockedaii $2,310; 58,863 fully vested employee stodionp to purchase Tegal

common stock at an exercise price of $3.09 perestaued at $32, and acquisition costs of $180s Trainsaction was accounted for
as a purchase of assets in accordance with EITiE Ns. 98-3, Determining Whether a Nonmonetaryn3aation Involves Receipt

of Productive Assets or of a Business ..

The Company completed the preliminary allocationtlod purchase price of Simplus. The following tabdpresents the
preliminary allocation of the purchase price fom$ius. In estimating the fair value of the assatguired and liabilities assumed,
management considered various factors, including@ependent appraisal.

Fair value fixed assets acquired...................... $ 48
WOrK FOICe ... 50
Patents ......ooooiiiiiii e 339
In-process research and development............. 2,202
Assumed liabilities ...........ccccoeiiiiiiiiii (117)
$ 2,522

The assets will be amortized over a period of ysaosvn on the following table:

Fixed assets acquired........cccccceeeeiiiiiicicccnennen. 1 year
WOIK FOICE..ovviiiiiiiieeee e e 2 years
Patents ......cooooviiiiii e 5 years

The fair value underlying the $2,202 assigned tquaed in-process research and development (“IPR&D"the Simplus
acquisition was charged to the Company’s resultspefrations during the quarter ended December 813 2and was determined by
identifying research projects in areas for whiathtelogical feasibility had not been established #rere was no alternative future
use. Projects in the IPR&D category are certaingtieshange improvements on the existing 150 mm20@mm systems and the
development of a 300 mm system. The design changeovements on the existing systems is estimatedost approximately
$500,000 to $1 million, is approximately 90% contpland will be completed by December 31, 2004. déwelopment of a 300 mm
system is estimated to be approximately 10% compbatd to cost between $2 and $4 million over tet two to four years, as
market demand materializes.

The IPR&D value of $2,202 was determined by an meapproach where fair value is the present valygajected free cash
flows that will be generated by the products incogting the acquired technologies under developmassuming they are
successfully completed. The estimated net free tlasls generated by the products over a sevenfyedod were discounted at a
rate of 32% in relation to the stage of completiond the technical risks associated with achievéodptological feasibility. The net
cash flows for such projects were based on managésnestimates of revenue, expenses and assetreewnts. Any delays or
failures in the completion of these projects caouighact expected return on investment and futuralteef operations. In addition,
the Company's financial condition would be adverséiected if the value of other intangible assetguired became impaired.
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All of these projects have completion risks relatedunctionality, architecture performance, pracéschnology availability,
continued availability of key technical personmalpduct reliability and availability of software muort. To the extent that estimated
completion dates are not met, the risk of competitproduct introductions is greater and revenupoofunity may be permanently
lost.

As of March 31, 2004, intangible assets, net coedisf the following:

Accumulated

Gross Amortization Net
Technology ....ccuvvveeiiii e $ 782 $ (155) $ 627
Trade NAME ... 253 (51) 202
WOFKFOICE .. 50 (12) 38
PatentS.....ccocviieiiiie e 339 (16) 323
TOtal . $1,424 $ (234) $1,190

As of March 31, 2003, intangible assets consisteenfollowing:

Accumulated

Gross Amortization Net
Technology ....ccvvveeeieice e $ 782 $ B7) $ 725
Trade NAME .....covveeiieieee e e e e 253 (19) 234
TOtAl oo $ 1,035 $ (76) $ 959

The estimated future amortization expense of intde@ssets as of March 31, 2004 is as follows:

2005 217
2006 216
2007 197
2008 197
2009 180
Thereafter 183

Total $ 1,190

The following unaudited proforma financial resudfsTegal Corporation and Sputtered Films for tharyended March 31, 2004
and 2003, give effect to the acquisition of SpetieFilms as if the acquisition had occurred onfifst day of the periods presented
and includes adjustments such as amortization tahgible assets directly attributable to the adtjois and expected to have a
continuing impact on the combined company.

The unaudited proforma financial results are pregiflor comparative purposes only and are not nadfsdicative of what
the Company’s actual results would have been hadottgoing transaction been consummated on sueh dat does it give effect to
the synergies, cost savings and other charges &xpax result from the acquisition. Accordingligetproforma financial results do
not purport to be indicative of the Company’s résof operations as of the date hereof or for amyop ended on the date hereof or
for any other future date or period.
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Unaudited Proforma Financial Information (in thouss, except per share amounts):

Year _ended March 31,

2004 2003
REVENUE .....oiiiiiie ettt e s e e $ 16,528 $,764
NELIOSS ...ttt e e e e e aaee s $ (12,6029 (13,257)
Net loss per share, basic and diluted......coeecceenvvveeeeennnn, $ (0.56)$ (0.80)
Shares used in per share computations:
BASIC .t 22,442 6,847
D111 =T SRR 22,442 8467

Note 9. Sale of Common Stock and Warrants

On February 11, 2004, the Company signed a $2%omi#iquity facility with Kingsbridge Capital, a ffir that specializes in the
financing of small to medium sized technology-basedpanies. The arrangement will allow the Company to sell sbaof its
common stock to Kingsbridge at its sole discretiwer a 24-month period on a "when and if neededfsbaKingsbridge Capital is
required under the terms of the arrangement tohaisee Tegal's stock following the effectiveness oégistration statement. The
price of the common shares issued under the agreémbased on a discoutat the volume-weighted average market price duaing
specified drawdown period. The Company has no abtig to draw down all or any portion of the comment.

In connection with the agreement, the Company t$ukly vested warrants to Kingsbridge Capital toghase 300,000 shares of
the Company's common stock at an exercise pricé4oil per share. The fair value of such optionsiclwramounted to
approximately $756 was capitalized as a transaat@si. The following variables were used to detesmihe fair value of such
instruments under the Black-Scholes option priaimgdel: volatility of 114%, term of five years, rigkee interest of 3.91% and
underlying stock price equal to fair market valti¢ghe time of grant.

During fiscal 2004 the Company granted 578,311amgtito purchase shares of the Company's commok &iocertain non-
employees. The fair value of such shares amountagdgroximately $332, was recorded as an operatipgnse.

On October 28, 2003, the Board of Directors grawfgtibns to purchase 3,410,000 shares of the Coyigpaammon stock at an
exercise price of $1.03 per share, which was theimfj price of the Company’s common stock on Oatd& 2003, to certain
employees and directors of the Company. On Deceite?003, the Company granted options to purcb88e000 shares of the
Company’s common stock at an exercise price of4fer share to certain employees, which was tt@mgqorice of the Company’s
common stock on December 18, 2003.

In August 2002, the Company granted 62,650 optionsurchase shares of the Company’s common stoah akercise price of
$0.83 to consultants for services rendered. Thienated fair value of the vested options for fis2@03 amounted to $7 and was
recorded as an operating expense. The followingbtas were used to determine the fair value ohsnstruments under the Black-
Scholes option pricing model: volatility of 85%rne of four years, risk free interest of 3.40% amnderlying stock price equal to fair
market value at the time of grant.

During fiscal 2003, the Company granted 225,42%eshaf common stock to consultants for servicedeerd. The fair value of
such shares, which amounted to approximately $484,recorded as an operating expense.

In July 2002, the Company granted 125,000 warrenisurchase shares of the Company’'s common stoak aexercise price of
$2.00 to a financial institution in connection wigstablishing a receivables credit facility. The falue of such warrants, which
amounted to approximately $82, was recorded adaafering cost and is being amortized over the-year life of the associated
line of credit. The amortization for fiscal 2003 emmted to $32 and was recorded as interest exp&hsefollowing variables were
used to determine the fair value of such instrusemider the Black-Scholes option pricing modelatibty of 85%, term of two
years, risk free interest of 4.95% and underlyitogls price equal to fair market value at the tifigmnt.

In September 2002, the Company granted 350,000ani@ro purchase shares of the Company's commok atoan exercise
price of $1.20 to consultants in lieu of cash paytseThe fair value of such warrants, which amodiiteapproximately $105, was
capitalized as a transaction cost under purchaseuating. The following variables were used to detre the fair value of such
instruments under the Black-Scholes option priaingdel: volatility of 85%, term of four years, rigkee interest of 4.95% and
underlying stock price equal to fair market valti¢he time of grant.
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Note 10. Employee Benefit Plans
Equity Incentive Plan

Pursuant to the Amended and Restated Equity Ineeflan (“Equity Incentive Plan”), options and #tqmurchase rights to
purchase 3,500,000 shares of common stock coulstdrged to management and consultants. The exqrdee of options and the
purchase price of stock purchase rights generaldydeen the fair value of the Company’s commorkstocthe date of grant. At the
date of issuance of the stock options, all optamesexercisable; however the Company has the tagtgpurchase any stock acquired
pursuant to the exercise of stock options uponitextion of employment or consulting agreement atdtiginal exercise price for up
to four years from the date the options were gdhntéth the repurchase rights ratably expiring otfet period of time. Incentive
stock options are exercisable for up to ten yeans the grant date of the option. Nonqualified ktoptions are exercisable for up to
15 years from the grant date of the option. Theitggmcentive Plan expired in December 1999. Consedly no shares were
available for issuance under the Equity IncentilanRs of March 31, 2004.

1990 Stock Option Plan

Pursuant to the terms of the Company’s 1990 Stopko® Plan (“1990 Option Plan”), options and stqakrchase rights to
purchase 550,000 shares of common stock coulddreegt to employees of the Company or its affiliabesentive stock options are
exercisable for a period of up to ten years from date of grant of the option and nonqualified Istoptions are exercisable for a
period of up to ten years and two days from the d&igrant of the option. At the date of issuantthe stock options, all options are
exercisable; however, the Company has the rightepairchase any stock acquired pursuant to the isgeof stock options upon
termination of employment at the original exercpée for up to four years from the date the omiamere granted, with the
repurchase rights ratably expiring over that peabtime. The 1990 Option Plan expired on March2@)0. Consequently no shares
were available for issuance under the 1990 Optlan Bs of March 31, 2004.

1998 Equity Participation Plan

Pursuant to the terms of the Company’s Amended B8ty Participation Plan (“Equity Plan”), whichas authorized as a
successor plan to the Company’s Equity IncentianRInd 1990 Option Plan, 6,400,000 shares of constamk may be granted
upon the exercise of options and stock appreciatgiis or upon the vesting of restricted stock msaThe exercise price of options
generally will be the fair value of the Companytsmamon stock on the date of grant. Options are gdlgesubject to vesting at the
discretion of the Compensation Committee of therBad Directors (the “Committee”). At the discratiof the Committee, vesting
may be accelerated when the fair market valuesfdbmpany’s stock equals a certain price estalliblgehe Committee on the date
of grant. Incentive stock options will be exercigafor up to ten years from the grant date of théom. Non-qualified stock options
will be exercisable for a maximum term to be seth®y Committee upon grant. As of March 31, 20048,531 shares were available
for issuance under the Equity Plan.

Directors Stock Option Plan

Pursuant to the terms of the Stock Option PlanGatside Directors, as amended, (“Directors Planp),to 600,000 shares of
common stock may be granted to outside directonsledthe Directors Plan, each outside director whe elected or appointed to
the Board on or after September 15, 1998 shallrbetgd an option to purchase 20,000 shares of constoeck and on each second
anniversary after the applicable election or apjmoémt shall receive an additional option to pureh28,000 shares, provided that
such outside director continues to serve as andeutrector on that date. For each outside dired0,000 shares will vest on the
first and second anniversaries of the option gdaté, contingent upon continued service as a direesting may be accelerated, at
the discretion of the Board, when the fair markatie of the Company’s stock equals a certain méatdoy the Board on the date of
grant of the option. The Directors Plan allowsddditional grants at the discretion of the ComptoasaCommittee. As of March 31,
2004, no shares were available for issuance uhddbirectors Plan.
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The following table summarizes the Company’s stopkion activity for the four plans described abaral weighted average
exercise price within each transaction type forheat the years ended March 31, 2004, 2003 and Z8Qkhber of shares in
thousands):

2004 2003 2002
Weighted Weighted Weighted
Average Average Average
Options Exercise Price Options Exercise Price  Options Exercise
Price

Options outstanding at beginning of year........... 3,421 $ 3.19 2,959 $ 3.69 2,844 $ 3.94
Options canceled....... ... (497) 3.23 (92) 3.76 (157) 4.48
Options granted ... 4,771 1.14 558 0.58 275 1.58
Options eXerciSed..........coeeeeiiiiiiiiiiicmeeeee s (305) 2.23 (9 0.24 (3 0.24
Options outstanding March 31 ...........c.cccoeeeeeee.. 7,390 1.97 3,421 $ 3.19 2,959 $ 3.69

Awards

The Company granted 158,311 shares of restricted $tom the Company’s Equity Plan to consultantsrd fiscal year 2004 in
exchange for services rendered.

Employee Qualified Stock Purchase Plan

The Company has offered an Employee Qualified Stéakchase Plan (“Employee Plan”) under which rights granted to
purchase shares of common stock at 85% of therlesdbe market value of such shares at the beginof a six month offering
period or at the end of that six month period. Urithe Employee Plan, the Company is authorizedsoe up to 500,000 shares of
common stock. 20,208 common stock shares were asechin fiscal 2004 and 50,813 common shares weohased in fiscal 2003.
Shares available for future purchase under the &yepl Plan were 71,052 at March 31, 2004.

Savings and Investment Plan

The Company has established a defined contribydian that covers substantially all U.S. employé&gaployee contributions of
up to four percent of each U.S. employee’s compansavill be matched by the Company based uponregmage to be determined
annually by the Board. Employees may contributetaid5 percent of their compensation, not to excaqatescribed maximum
amount. The Company made contributions to the pla$8, $10 and $17 in the years ended March 31420003 and 2002,
respectively.

Note 11. Stockholder Rights Plan

On June 11, 1996, the Board adopted a Preferrete$Slirights Agreement (“Rights Agreement”) and pansuo the Rights
Agreement authorized and declared a dividend of prederred share purchase right (“Right”) for eaxdmmon share of the
Company’s outstanding shares at the close of bssioe July 1, 1996. The Rights are designed tepratind maximize the value of
the outstanding equity interests in the Companthéevent of an unsolicited attempt by an acquodake over the Company in a
manner or under terms not approved by the Boarch Right becomes exercisable to purchase one omérédth of a share of Series
A Junior Participating Preferred Stock at an exergdrice of $45.00 upon certain circumstances &tsdcwith an unsolicited
takeover attempt and expires on June 11, 2006 Cbmpany may redeem the Rights at a price of $0edIRjght. The Agreement
was amended on January 15, 1999.
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Note 12. Segment Information

The Company’s business is completely focused onirhgstry segment, the design, manufacturing amdceg of plasma etch
systems and deposition systems used in the maantifagbf integrated circuits and related devices.

The following is a summary of the Company’s openagiby geography:

Revenues: Years Ended March 31,
Sales to customers located in: 2004 2003 2002
United States..........ccceeeeveeeireeeirecceeennen. $ 5538 $ 4,864 $ 7,168
Asia, excluding Japan .............cccccvvviiennen. 1,241 1,537 3,903
JAPAN e 6,485 2,934 4,094
GEeImMAaNY......ccoiiiiiiiiiieee e 170 353 731
ALY oo 1,480 1,851 2,617
Europe, excluding Germany and lItaly ....... 1,614 2,561 3,093
Total sales .....cooovveeiiiiie e $ 16,528 $ 14,100 $ 21,606
March 31,
2004 2003
Long-lived assets at year-end:
United SEateS .....ocouviiiiieriiieiie e $ 5,19% 5,807
BUIOPE ... 6 19
JAPAN s 15 16
Asia, excluding Japan ..........cooooeiioiiicccc e 13 33
Total long-lived assets.........cccceeeeieiiii i $ 522% 5,875

The Company’s sales are primarily to domestic aernational semiconductor manufacturers. The i@ dustomers accounted
for approximately 54%, 40% and 46% of the Compangtal net revenues for the years ended March 80422003 and 2002,
respectively. Three customers accounted for 17%4 &6d 12% of the Company'’s total net revenuesHeryear ended March 31,
2004. Two customers accounted for 15% and 10% efGbmpany’s total net revenues for the year endacciM31, 2003. One
customer accounted for 15% and two customers atedunr 12% each of the Company’s total net reverfoe the year ended
March 31, 2002.

Note 13. Subsequent Events

2% Convertible Debenture Financing

As of June 15, 2004, all of the Company’s outstagd2% convertible debentures had been convertedtie Company’s
common stock (see Note 7 to the accompanying riotesnsolidated financial statements). The prialcgnd interest amount of the
debentures converted was $1,688, which was comverte 4,825,118 shares of the Company’s commorksto

Acquisition of First Derivative Systems, Inc.

On May 28, 2004, Tegal purchased substantiallpfathe assets of First Derivative Systems, IncD&F) for 1,410,622 shares
of common stock and approximately $200,000 in assUhabilities, pursuant to a purchase agreemetetddapril 29, 2004. All of
the shares of common stock are subject to a ragi@trrights agreement in which the Company haseajjto register the shares with
the Securities and Exchange Commission for reskleaddition, the Company entered into employmemeaments with key FDSI
personnel. FDSI, a privately held developmengesteompany based in Goleta, CA, was founded in H398 spin-off of Sputtered
Films, Inc., which itself was acquired by TegalAmgust 2002. FDSI had developed a high-throughjmwt, cost-of-ownership
physical vapor deposition (“PVD") system with higldifferentiated technology for leading edge memamy logic device production
on 300 millimeter wafers.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors and Stockholders of Te&gmiporation:

In our opinion, the consolidated financial statetadisted in the index appearing under Item 15{ap¢esent fairly, in all material
respects, the financial position of Tegal Corparatand its subsidiaries at March 31, 2004 and M&h2003, and the results of
their operations and their cash flows for eachhef three years in the period ended March 31, 20@bmnformity with accounting
principles generally accepted in the United StafeSmerica. In addition, in our opinion, the finaalcstatement schedule listed in the
index appearing under Item 15(a)(2) presents faimhall material respects, the information settidherein when read in conjunction
with the related consolidated financial statemeht®se financial statements and financial stateisemdule are the responsibility of
the Company’s management. Our responsibility isxjgress an opinion on these financial statememtdiaancial statement schedule
based on our audits. We conducted our audits gkteatements in accordance with the standardie dfublic Company Accounting
Oversight Board (United States). Those standardsine that we plan and perform the audit to obtaasonable assurance about
whether the financial statements are free of matenisstatement. An audit includes examining, dasi basis, evidence supporting
the amounts and disclosures in the financial statgésy assessing the accounting principles usedignificant estimates made by
management, and evaluating the overall financ@&kstent presentation. We believe that our audasige a reasonable basis for our
opinion.

The accompanying consolidated financial statembate been prepared assuming that the Company evilintie as a going
concern. As discussed in Note 1 to the consolidéitexhcial statements, the Company has sufferedrrieg net losses and has
generated negative cash flows from operations. & fi@stors raise substantial doubt about the Comipaatyility to continue as a
going concern. Management's plans in regard teethestters are also described in Note 1. The catatelil financial statements do
not include any adjustments that might result ftbmoutcome of this uncertainty.

/sl PricewaterhouseCoopers LLP

San Jose, California
June 25, 2004
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Quarterly Results of Operations (Unaudited)

The following table sets forth our unaudited sedddtinancial data for each of the eight quartedyiqds in the two-year period,
ended March 31, 2004.

Three Months Ended
Mar. 31, Dec.31, Sept.30, June 30 Mar.31, Dec.31, Sept.30, June 30,
2004 2003 2003 2003 2003 2002 2002 2002
(In thousands, except per share data)

Quarterly Financial Data:

REVENUE ...t $ 6,157 $3,276 $3,210 $3,885 $ 4,083,701 $2,675 $3,722
Gross profit (I0SS) ...ccoeevvvviiiiiiivvv e 2,673 (55) 992 1,037 1,275 88 (1,632) 203
NELIOSS .eeveiiiiieeiiiie e s (1,559) (8,119) (1,670) (1,254) (1,p98.262) (4,822) (2,846)
Net loss per share*

Basic and diluted..............ccceeerirircnnne. (0.06) (0.35) (0.10) (0.08) (0.09)(0.20) (0.33) (0.20)

* Net loss per share is computed independentlyefarth of the quarters presented. Therefore, theafuthee quarterly net loss per

share may not equal the annual net loss per share.
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Item 9. Changes in and Disagreements with Accountants orcéenting and Financial Disclosure

None.

Item 9A. Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedurdss required by SEC Rule 13a-15(b), the Companyiezh out an
evaluation, under the supervision and with theigipgtion of the Company's management, includirg@ompany's Chief Executive
Officer and the Company's Chief Financial Officef,the effectiveness of the design and operatiothef Company's disclosure
controls and procedures as of the end of the quadeered by this report. The evaluation also taaio account a written
confirmation of a reportable condition recently yaideed by our independent accountants stating they nhoted certain matters
involving our accounting for the 2% convertible datures and related debt issuance costs. The agmrtondition arose from the
accounting for our 2% convertible debentures witlirnants and related measurement and recognitidreéficial conversion and
warrant discounts and issuance costs. As a rebtlie above, the Company restated its unauditedersed consolidated financial
statements for the three and nine-month periodedBecember 31, 2003 as filed on Form 10Q/A on 25)2004.

The reportable condition letter acknowledges thetoanting for 2% convertible debentures with watsaand related
measurement and recognition of beneficial convarsind warrant discounts and issuance costs reqaid=ep understanding of
complex evolving areas of generally accepted adaugiprinciples that are subject to interpretatiansl where applications of such
principles requires judgment.

The reportable condition letter recommends the Gompexpand and enhance its accounting functiomé¢tude sufficient
knowledge of accounting for complex financing ti@eteons including the convertible debenture finagaieferred above.

Based on their evaluation as of a date at the éntleoquarter covered by this annual report on Faf¥K, the Company’s
principal executive officer and principal financ@fficer have concluded that the Company’s disalestontrols and procedures (as
defined in Rules 13a-14(c) under the SecuritieshBrge Act of 1934 are effective, except with respedche reportable condition
referred above.

(b) Changes in Internal ContralsThere were no significant changes in the Compaimternal controls or in other factors that
could significantly affect these controls subsequerhe date of their evaluation, including anyreotive actions with regard
to significant deficiencies and material weaknesses

PART III
Certain information required by Part Il is omittédm this Report in that we will file a definitiveroxy statement pursuant to
Regulation 14A (the “Proxy Statement”) no laterrtl20 days after the end of the fiscal year covéxedhis Report, and certain
information included therein is incorporated hereynreference. Only those sections of the Proxye&tant that specifically address
the items set forth herein are incorporated byresfee. Such incorporation does not include the Gusation Committee Report or
the Performance Graph included in the Proxy Statéme

Item 10. Directors and Executive Officers of the Registrant

The information concerning our directors and exeeubfficers required by this Item is incorporateyg reference to our Proxy
Statement under the caption “Election of Direct@stl “Executive Officers of the Registrant”.

The information regarding compliance with Sectidifa) of the Securities Exchange Act of 1934, asraled, is incorporated by
reference to the Company’s Proxy Statement undecdption “Section 16(a) Beneficial Ownership RépgrCompliance.”

The additional information required by this Itenirisorporated by reference to our Proxy Statement.

52



Iltem 11. Executive Compensation

The information required by this Item is incorpedtby reference to our Proxy Statement under thmiara “Executive
Compensation.”

Item 12. Security Ownership of Certain Beneficial Owners aanagement

The information required by this Item is incorpedtby reference to our Proxy Statement under thsticzes “Principal
Stockholders” and “Ownership of Stock by Managenient

Item 13. Certain Relationships and Related Transactions

The information required by this Item is incorpatby reference to our Proxy Statement under thmiora “Certain
Transactions.”

Item 14. Principal Accountant Fees and Services

The information required by this Item is incorpediby reference to our Proxy Statement under théara“Independent Public
Accountant”.
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PART IV

Item 15. Exhibits, Financial Statement Schedule and Repoaots Form 8-K

(a) The following documents are filed as part of fhorm 10-K:

(1) Financial Statements

The Company’s Financial Statements and notes thamgiear in this Form 10-K according to the follogvindex of Consolidated
Financial Statements:

Page
Consolidated Balance Sheets as of March 31, 20203 ...t et e e e e e e e e e e e e e e aeaee e eeeeees 29
Consolidated Statements of Operations for the yeded March 31, 2004, 2003 and 2002 ........cccovvvvvireeeeriiiiieeeennns 30
Consolidated Statements of Stockholders’ Equitythieryears ended March 31, 2004, 2003 and 2002....................... 31
Consolidated Statements of Cash Flows for the yeaaed March 31, 2004, 2003 and 2002..........ccccoveevevvvvvireneennnn. 32
Notes to Consolidated FINANCIAl STAEMENTS ...ccciiiii ittt et e e e e s stb e e e e e s sanreeeeeeaaes 34
Report of Independent Registered Public ACCOUMBIND ...........ccciiiiiiiiiiiiiiii e ereer e eee e 50
(2) Financial Statement Schedule

Page
Schedule Il — Valuation and QUAlTYING ACCOUNTS . .uueieiiiiieiie ettt ettt e e et e e e e e e e e e e e e e e e e e e nenneenneees 56

Schedules other than those listed above have betted since they are either not required, not igpple, or the required
information is shown in the consolidated finans@tements or related notes.

(b) Reports on Form 8-K

Current Report on Form 8-K dated February 12, 20@der Item 5 and Item 7 thereof.

(c) Exhibits

The following exhibits are referenced or includedhis report:

Exhibit
Number

21

2.2

3.1

3.2

3.3

*4.1
4.2

Description
Agreement and Plan of Merger by and among T€gaporation, SFI Acquisition Corp., Sputtered FK|ninc.
and the Shareholder Agent dated as of August 182 Qihcorporated by reference to Exhibit 2.1 to the
Registrant’s Current Report filed with the SEC amg@st 16, 2002)

Asset Acquisition Agreement by and between Tég@rporation and Simplus Systems Corporation, dlate
November 10, 2003 (incorporated by reference toitkitxB.1 to Tegal's Current Report on Form 8-K (SEil
No. 000-26824) filed on December 9, 2003)

Certificate of Incorporation of the Registraad amended (incorporated by reference to Exh#tfiysl and 3(i).2
included in Registrant’'s Registration StatementFamm S-1 (File No. 33-84702) declared effective thg
Securities and Exchange Commission on Octoberd95)1

Amendment to the Certificate of Incorporationcérporated by reference to Exhibit 4.2 to the iRegnt's
Registration Statement on Form S-3 (File No. 3389P1) declared effective by the Securities and Brge
Commission on October 14, 2003)

By-laws of Registrant (incorporated by refeesto Exhibit 3(ii) included in Registrant’s Reg&ton Statement
on Form S-1 (File No. 33-84702) declared effectiyethe Securities and Exchange Commission on Octb®e
1995)

Form of Certificate for Common Stock

First Amendment to Rights Agreement betweernr¢éstrant and ChaseMellon Shareholder Serviasddas of
January 15, 1999 (incorporated by reference tolitxB.1 to the Registrant’s Current Report filehvihe SEC
on January 1, 1999)
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Exhibit
Number

4.3

**10.1

**10.2

10.3

10.4

**10.5

10.6

10.7

10.8

10.9

10.10

**10.11

**10.12

*21.1
23.1
24.1
31.1
31.2
32.1

Description
Rights Agreement between the Registrant andséMallon Shareholder Services dated as of Junel996
(incorporated by reference to Registrant’s currepbort filed with the SEC on June 28, 1996)

Employment Agreement between the Registrand Stephen P. DeOrnellas dated December 16, 1997
(incorporated by reference to Exhibit 10.10 to Begistrant's Annual Report on Form 10-K for thecéisyear
ended March 31, 1998 filed with the SEC on May1418)

Employment Agreement between Registrant Bliichael L. Parodi dated as of December 17, 198@0ofiporated
by reference to Exhibit 10.18 to the Registrant/shal Report on Form 10-K for the fiscal year enbidch 31,
1998 filed with the SEC on May 20, 1998)

Form of Unit Purchase Agreement dated DecerBbe 2001 (incorporated by reference to Exhibjtt¢ the
Registrant’s Quarterly Report filed with the SECFRabruary 13, 2002)

Form of Warrant (incorporated by referencEsxbibit (ii) to the Registrant’s Quarterly Repéileéd with the SEC
on February 13, 2002)

Third Amended and Restated Stock OptiomRta Outside Directors (incorporated by referetadxhibit (iv)
to the Registrant’s Quarterly Report filed with (BEC on February 13, 2002)

Security and Loan Agreement between Registeantt Silicon Valley Bank dated as of June 26, 2002
(incorporated by reference to Exhibit (10.6) to Begistrant’'s Annual Report on Form 10K for thecdisyear
ended March 31, 2003 filed with the SEC on June2R©3)

Lease between the Registrant and Jane Crdckererly Jane C. Jacobs, as Trustee under the Jadacobs
Trust Agreement dated October 5, 1990 (“Crockeriy) &lorman E. MacKay (“MacKay”) dated as of April,29
2003 (incorporated by reference to Exhibit (107the Registrant’s Annual Report on Form 10K far fltscal
year ended March 31, 2003 filed with the SEC oreRify, 2003)

Security and Loan Agreement [Exim] betweenifemnt and Silicon Valley Bank dated as of June Z&2
(incorporated by reference to Exhibit (10.8) to Begistrant’s Annual Report on Form 10K for thecdisyear
ended March 31, 2003 filed with the SEC on June?P0;3)

Intellectual Property Security Agreement bemveRegistrant and Valley Bank dated as of June 2282
(incorporated by reference to Exhibit (10.9) to Begistrant’s Annual Report on Form 10K for thecdisyear
ended March 31, 2003 filed with the SEC on June?P03)

Warrant to purchase stock Agreement betwesgisRant and Silicon Valley Bank dated as of Jafie 2002
(incorporated by reference to Exhibit (10.10) te fRegistrant’s Annual Report on Form 10K for treedil year
ended March 31, 2003 filed with the SEC on June2R©3)

Employment Agreement between Registrant ahdmas Mika dated as of August 12, 2002 (incorjgaray
reference to Exhibit (10.11) to the Registrant’'snAal Report on Form 10K for the fiscal year endeardi 31,
2003 filed with the SEC on June 27, 2003)

Employment Agreement between Registrant @atole Anne Demachkie dated as of August 30, 2002
(incorporated by reference to Exhibit (10.12) te fRegistrant’'s Annual Report on Form 10K for thezdil year
ended March 31, 2003 filed with the SEC on June?P03)

List of Subsidiaries of the Registrant

Consent of Independent Registered Public éuitiog Firm

Power of Attorney (incorporated by refereréhe signature page to this Annual Report)

Section 302 Certification of the Chief ExeeetDfficer

Section 302 Certification of the Chief Finah®fficer

Section 906 Certification of the Chief Exéesit Officer and Chief Financial Officer

* Incorporated by reference to identically numlskexhibits included in Registrant’s Registratioat8ment on Form S-1 (File No.
33-84702) declared effective by the Securities Bxthange Commission on October 18, 1995.
** Management contract for compensatory plan camagement.
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TEGAL CORPORATION

SCHEDULE Il — VALUATION AND QUALIFYING ACCOUNTS
Years Ended March 31, 2002, 2003, 2004

Balance At Chargedto Charged Balance
Beginning Costsand  to Other At End
Description of Year Expenses  Accounts Deductions of Year

(In thousands)

Year ended March 31, 2002:

Allowances for doubtful accounts ...........ccccccvveiicnnnnnnns 114 216 24 (15) 339

Sales returns and allowances .............cccceeeevvveeeieeeeeeeennn, 8 92 — (57) 43

Cash diSCOUNTS ......cvviviiiiiicec e 5 20 — (8) 17
Year ended March 31, 2003:

Allowances for doubtful accounts ..........cccccccveiiiiiiinnnnns 339 64 — (238) 165

Sales returns and allowances .............cceeeeeiiiieieiinieeeenn. 43 44 — (65) 22

Cash diSCOUNES ......ooeiiiiiiiiiiii e 17 16 — (7 26
Year ended March 31, 2004:

Allowances for doubtful accounts ..........cccccccvviiiciiininnns 165 64 — (29) 210

Sales returns and allowances .............cccceeeevvvieeeeeeeeeeenn, 22 38 — 1) 59

Cash diSCOUNTS ......cvvviiiiiiiccec e 26 (20) — (5) 1
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SIGNATURES

Pursuant to the requirements of Section 13 or 16{dhe Securities Exchange Act of 1934, the regigthas duly caused this
report to be signed on its behalf by the underslgtteereunto duly authorized.

TEGAL CORPORATION

By: /sl MHAEL L. PARODI
Michael L. Parodi
Chairman, President & Chief Executive Officer

Dated: June 28, 2004
POWER OF ATTORNEY

KNOW ALL PERSONS BY THESE PRESENTS, that each peratose signature appears below constitutes andirgpp
Michael L. Parodi, his or her attorney-in-fact, lwihe powers of substitution, for him or her in amd all capacities, to sign any
amendments to this Report of Form 10-K, and totfie same, with exhibits thereto and other docusnantonnection therewith,
with the Securities and Exchange Commission, heratifying and confirming all that each of saidoaitteys-in-fact, or his substitute
or substitutes, may do or cause to be done byevirareof.

Pursuant to the requirements of the Securities &xgé Act of 1934, this report has been signed bélpthe following persons
on behalf of the registrant and in the capacitieb @n the dates indicated.

Signature Title Date
/sl MICHAEL L. PARODI Chairman, President, Chief Executive June 28, 2004
Michael L. Parodi Officer and Director (Principal
Executive Officer)
/sl THOMASR. MIKA Chief Financial Officer (Principal June 28, 2004
Thomas R. Mika Financial and Accounting Officer)
/sl _EDWARDA. DOHRING Director June 28, 2004

Edward A. Dohring

/sl JEFFRYXRAUSS Director June 28, 2004
Jeffrey Krauss

/sl  DUANEWADSWORTH Director June 28, 2004
Duane Wadsworth

57



Exhibit
Number

INDEX TO EXHIBITS

Description of Exhibit

21

2.2

3.1

3.2

3.3

*4.1

4.2

4.3

**10.1

**10.2

10.3

10.4

**10.5

10.6

10.7

10.8

10.9

10.10
**10.11

**10.12

Agreement and Plan of Merger by and among T€gaporation, SFI Acquisition Corp., Sputtered FE|ninc.
and the Shareholder Agent dated as of August 182 Qihcorporated by reference to Exhibit 2.1 to the
Registrant’s Current Report filed with the SEC amg@st 16, 2002)

Asset Acquisition Agreement by and between Teégmrporation and Simplus Systems Corporation, diate
November 10, 2003 (incorporated by reference toitkitxB.1 to Tegal's Current Report on Form 8-K (SEil
No. 000-26824) filed on December 9, 2003)

Certificate of Incorporation of the Registraad amended (incorporated by reference to Exh#fiysl and 3(i).2
included in Registrant’'s Registration StatementFamm S-1 (File No. 33-84702) declared effective thg
Securities and Exchange Commission on Octoberd95)1

Amendment to the Certificate of Incorporationcérporated by reference to Exhibit 4.2 to the iRegnt's
Registration Statement on Form S-3 (File No. 3389P1) declared effective by the Securities and Brge
Commission on October 14, 2003)

By-laws of Registrant (incorporated by refeeito Exhibit 3(ii) included in Registrant’s Reg&ton Statement
on Form S-1 (File No. 33-84702) declared effectiyethe Securities and Exchange Commission on Octb®e
1995)

Form of Certificate for Common Stock

First Amendment to Rights Agreement betweernrd¢géstrant and ChaseMellon Shareholder Serviadsddas of
January 15, 1999 (incorporated by reference tolitx®.1 to the Registrant’s Current Report fileithvthe SEC
on January 1, 1999)

Rights Agreement between the Registrant andséMallon Shareholder Services dated as of Junel996
(incorporated by reference to Registrant’s curreport filed with the SEC on June 28, 1996)

Employment Agreement between the Registrand Stephen P. DeOrnellas dated December 16, 1997
(incorporated by reference to Exhibit 10.10 to Begistrant's Annual Report on Form 10-K for thecdisyear
ended March 31, 1998 filed with the SEC on MayZ488)

Employment Agreement between Registrant Biichael L. Parodi dated as of December 17, 198@ofiporated
by reference to Exhibit 10.18 to the Registrantrfal Report on Form 10-K for the fiscal year enbitdch 31,
1998 filed with the SEC on May 20, 1998)

Form of Unit Purchase Agreement dated DecerBbe 2001 (incorporated by reference to Exhibjtt¢ the
Registrant’s Quarterly Report filed with the SECRabruary 13, 2002)

Form of Warrant (incorporated by referencExbibit (ii) to the Registrant’s Quarterly Repéiléd with the SEC
on February 13, 2002)

Third Amended and Restated Stock OptiomHta Outside Directors (incorporated by referetmd=xhibit (iv)
to the Registrant’s Quarterly Report filed with (BEC on February 13, 2002)

Security and Loan Agreement between Registeantt Silicon Valley Bank dated as of June 26, 2002
(incorporated by reference to Exhibit (10.6) to Begistrant’s Annual Report on Form 10K for thecdisyear
ended March 31, 2003 filed with the SEC on June?P03)

Lease between the Registrant and Jane Crdckarerly Jane C. Jacobs, as Trustee under the Gadacobs
Trust Agreement dated October 5, 1990 (“Crockenf &lorman E. MacKay (“MacKay”) dated as of April,29
2003 (incorporated by reference to Exhibit (107the Registrant’s Annual Report on Form 10K far fltscal
year ended March 31, 2003 filed with the SEC oreRify, 2003)

Security and Loan Agreement [Exim] betweeni®eant and Silicon Valley Bank dated as of Jung2Z2®?2
Intellectual Property Security Agreement betwRegistrant and Valley Bank dated as of Jun@@@2
Warrant to purchase stock Agreement betwegysRant and Silicon Valley Bank dated as of 26,2002

Employment Agreement between Registrant @ahdmas Mika dated as of August 12, 2002 (incorjgardy
reference to Exhibit (10.11) to the Registrant’snAal Report on Form 10K for the fiscal year endeardi 31,
2003 filed with the SEC on June 27, 2003)

Employment Agreement between Registrant @atole Anne Demachkie dated as of August 30, 2002
(incorporated by reference to Exhibit (10.12) te fRegistrant’'s Annual Report on Form 10K for thezdil year
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Exhibit
Number

Description of Exhibit

*21
23.1
24.1
31.1
31.2
32.1

ended March 31, 2003 filed with the SEC on June2R©3)
List of Subsidiaries of the Registrant
Consent of Independent Registered Public éuiiog Firm

Power of Attorney (incorporated by referettcthe signature page to this Annual Report)
Section 302 Certification of the Chief ExegetOfficer

Section 302 Certification of the Chief Finah@fficer
Section 906 Certification of the Chief Exaeeit Officer and Chief Financial Officer
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EXHIBIT 10.7
NINTH AMENDMENT TO LEASE

This Ninth Amendment to Lease Agreement is entaredas of April 26, 2004 (“Reference D3teby
and betweer]ANE CROCKER, formerly Jane C. Jacobs, as Trustee nder the Jane C. Jacobs Trust
Agreement dated October 5, 199@“Crocker’) and NORMAN E. MACK AY (“MacKay’) (Crocker and
MacKay hereinafter collectively referred to as “déord’) and TEGAL CORPORATION, a Delaware
corporation (“Tenant), with reference to the following facts:

RECITALS:

A. WHEREAS, the Premises as defined below are currently leas@&nant by Landlord pursuant to
that certain Lease Agreement dated as of Augustl®B6 (“Original Leas® as the Original Lease was
amended numerous times through and including tee dmendment entitled Eighth Amendment to Lease
Agreement dated as of January 12, 2004. The Amentihand the Original Lease are collectively reigmo
as the “Lease.”

B. WHEREAS, the Premises consist of an approximate 47,464redaat portion of an approximately
120,000 square feet building located at 2201 Shlgbowell Boulevard in Petaluma, California (“Preesy.

C. WHEREAS, Tenant desires to add approximately 9,954 squesé df additional space to the
Premises under Lease for such area known as thditidnal Expansion Space” (“Additional Expansion
Spacé).

D. WHEREAS, Landlord approves of Tenant’'s request to occupylaase such Additional Space as
of May 1, 2004 and thereafter as hereinaftercut £

E. WHEREAS, Landlord and Tenant desire to modify and amenthireprovisions of the Lease as
hereinafter set forth.

NOW, THEREFORE, for good and valuable consideration, receipt ofciwhs hereby acknowledged,
the parties agree, as follows:

1. Recitals. The Recitals set forth above are incorporateckiheby reference into this Ninth
Amendment to Lease as though set forth at lengtkime

2. Premises. The Premises shall be modified and increaseditbapproximately 9,954 square feet of
area cross-hatched &xhibit A hereto (the content of which is incorporated het®i reference) bringing the
total area of the Premises under the Lease, adbyhenmended, to approximately 57,418 square feet and
hereinafter all references to the Premises shaib Isaid 57,418 square feet. The effective datbeoaddition
of such Additional Expansion Space to the areaefremises for all purposes under the Lease lshdllay 1,
2004.

3. Basic Rentt As a result of the addition of said 9,954 squiaet of Additional Expansion Space to
the Premises, Basic Rent commencing on May 1, &ff0dhe Premises shall be, as follows:

Monthly Annual
Period Basic Rent Basic Rent

5-1-2004 thru 12-31-2004 $72,174.43 $577,395.4H¢8ths)
1-1-2005 thru 12-31-2005 $74,339.66 $892,075.92
1-1-2006 thru 12-31-2006 $76,569.85 $918,838.20
1-1-2007 thru 12-31-2007 $78,866.95 $946,403.40
1-1-2008 thru 12-31-2008 $81,232.96 $974,795.52
1-1-2009 thru 12-31-2009 $83,669.95 $4,039.40

*Note: Section 3 of the Eighth Amendment to Lease il deleted and superseded by the new
Basic rent Schedule set forth above.
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4. Tenant's Share. Section 4 of the Eighth Amendment to Lease is hereb
modified by deleting “39.55%” and inserting in fikace “47.85%.”

5. No Landlord’ Work. Landlord shall not be obligated to make any altenst to the Additional
Expansion Space in connection with this Ninth Anmaedt. Tenant hereby takes the Additional Expansion
Space in its AS IS,” “WHERE 1S” condition. Tenant shall be allowed to use the debj tables, chairs,
furniture and other personal property located & $hid Additional Expansion Space with the undaditay
that such personal property belongs to Landlordsymmt to the terms of paragraph 10 to that Seventh
Amendment to Lease and the Bill of Sale whicExbibit B to such Seventh Amendment to Lease between the
parties and that at the termination of the Leasegalier surrender of the Additional Expansion &p#o
Landlord, that such personal property shall rentasuch space or be removed by Tenant at the fdgan of
Landlord without cost to Landlord.

6. Brokerage Commissions. Tenant warrants that it has not had any deahngjs any real estate
brokers, leasing agents, salesmen, or incurred adoligations for the payment of real estate brokerag
commissions or finder's fees which would be earpedlue and payable by reason of the execution isf th
Ninth Amendment. Landlord warrants that it has Imad any dealings with any real estate brokeesirg
agents, salesmen, or incurred any obligationsHerpayment of real estate brokerage commissiofigaer’'s
fees which would be earned or due and payabledsoreof the execution of this Ninth Amendment

In the event that any person or broker makeksien for such a commission based upon any contact,
dealings or communication, the party whose conduttie basis for the making of such claim shalemaify,
defend and hold harmless the other party agairgtfram any commission, fee, liability, damage, cast
expense, including, without limitation, attornejées arising out of or resulting from any suchraolai

7. Full Force and Effect. Except as supplemented and/or modified by thigiNAmendment, to the
best of Landlord’s and Tenant’'s knowledge, thisdee#s in full force and effect and neither party laay
defenses to the enforcement of this Lease.

8. Entirety. Except as provided in this Ninth Amendment, thesise is the entire agreement between
the parties and there are no agreements or repatises between the parties except as expressainher
Moreover, no subsequent change or modificatiorhisf Lease, as amended, shall be binding unlessiimgv
and fully executed by Landlord and Tenant. In évent of a conflict between the terms, conditicausgl
provisions of this Lease and this Ninth Amendmehg terms, conditions, and provisions of this Ninth
Amendment shall control.

9. Miscellaneous. Any breach or default under any provision of tNisith Amendment shall be a
breach or default under this Lease and any breadefault under this Lease shall be a breach aultefinder
this Ninth Amendment. All capitalized terms nefided herein shall have the meaning set fortihenlLtease.

10. Counterparts. This Ninth Amendment may be executed in one oremmunterparts, each of
which shall be deemed an original, and all of whitdken together, shall constitute one and the same
instrument. Furthermore, this Ninth Amendment rbayexecuted and delivered by the exchange of elactr
facsimile copies of counterparts of the signed duents, which facsimile copies or counterparts shell
binding on the parties and such execution and eglishall have the same force and effect as angroth
delivery of a manually signed original of this Nilhmendment.

11. Effective Date. This Ninth Amendment shall be effective only whié has been executed in
writing by all of the parties hereto, when such tRhiAmendment has been delivered by Landlord anditieto
each other and on such date when the last signatmgssary to execute this Ninth Amendment shak ha
executed it.
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IN WITNESS THEREOF, Landlord and Tenant have executed this Ninth Adnaant to Lease as of the
Effective Date.

TENANT: LANLORD:
TEGAL CORPORATION, JANE C. CROCKER, Trustee and
Inc., a Delaware corporation NORMANE. MAC KAY
By:_/s/ Mike Parodi By:_/s/ Jane C. Crocker, Trustee
Its:_President & CEO Its:_ Owner :
Dated: April 30 , 2004  Dated:April 29 , 2004
By:
By: /s/ Norman E. MacKay
Its; Owner .
Dated:April 29 , 2004

(Crocker, Tegal 9§ Amend. to Lease 4/22/04)
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EXHIBIT 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
We hereby consent to the incorporation by referéndde Registration Statements on Forms S-8 (888:12473, 333-66781,
333-00462, 333-88373, 333-51294 and 333-110650)Famch S-2 (No. 333-83840) and Forms S-3 (Nos. 333422, 333-108291
and 333-113045) of Tegal Corporation of our replated June 25, 2004 relating to the consolidatezhfiial statements and financial
statement schedule, which appears in this Form .10-K

/sl PricewaterhouseCoopers LLP

San Jose, California
June 25, 2004
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EXHIBIT 31.1

CERTIFICATION OF THE CHIEF EXECUTIVE OFFICER
PURSUANT TO SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

[, Michael L. Parodi, certify that:
1. | have reviewed this annual report on Form 16fKegal Corporation;

2. Based on my knowledge, this report does notatordny untrue statement of a material fact or dmistate a material fact
necessary to make the statements made, in ligheafircumstances under which such statements mwade, not misleading with
respect to the period covered by this report;

3. Based on my knowledge, the financial statemeantd, other financial information included in thieport, fairly present in all
material respects the financial condition, resoftsperations and cash flows of the registrantfaamd for, the periods presented
in this report.

4. The registrant’s other certifying officer andrke responsible for establishing and maintainirsgldsure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and1¥gd)) for the registrant and we have:

(a) designed such disclosure controls and procedarecaused such disclosure controls and procsedoree designed under our
supervision, to ensure that material informatiolatimeg to the registrant, including its consolidhtsubsidiaries, is made
known to us by others within those entities, pattdy during the period in which this report isihg prepared;

(b) evaluated the effectiveness of the registragisslosure controls and procedures and present#tils report our conclusions
about the effectiveness of the disclosure contals procedures, as of the end of the period coveyetiis report based on
such evaluation;

(c) disclosed in this report any change in the stegnt’s internal control over financial reportitigat occurred during the
registrant’s most recent fiscal quarter (the regists fourth fiscal quarter in the case of an aimaport) that has materially
affected, or is reasonably likely to materiallyesff, the registrant’s internal control over finateeporting; and

5. The registrant’s other certifying officer(s) ahdhave disclosed, based on our most recent evatuaf internal control over
financial reporting, to the registrant’s auditorslahe audit committee of the registrant’s boardiodctors (or persons performing
the equivalent function):

(a) all significant deficiencies and material weasses in the design or operation of internal céotrer financial reporting which
are reasonably likely to adversely affect the itegig’s ability to record, process, summarize agpbrt financial information;
and

(b) any fraud, whether or not material, that ines\management or other employees who have a si@gmifiole in the registrant’s

internal controls over financial reporting.

Date: June 28, 2004 /s/ _Michael L. Parodi
Chief Executive Officer and President
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EXHIBIT 31.2

CERTIFICATION OF THE CHIEF FINANCIAL OFFICER
PURSUANT TO SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, Thomas R. Mika, certify that:
1. | have reviewed this annual report on Form 16fKegal Corporation;

2. Based on my knowledge, this report does notatordny untrue statement of a material fact or dmistate a material fact
necessary to make the statements made, in ligheafircumstances under which such statements mwade, not misleading with
respect to the period covered by this report;

3. Based on my knowledge, the financial statemeantd, other financial information included in thiegport, fairly present in all
material respects the financial condition, resofteperations and cash flows of the registrantfaarmd for, the periods presented

in this report.

4. The registrant’s other certifying officer andre responsible for establishing and maintainirsgldsure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and1¥#gd)) for the registrant and we have:

(a) designed such disclosure controls and procsdarecaused such disclosure controls and procedaree designed under our
supervision, to ensure that material informatiolatimeg to the registrant, including its consolidhtsubsidiaries, is made
known to us by others within those entities, pattdy during the period in which this report isihg prepared;

(b) evaluated the effectiveness of the registragisslosure controls and procedures and present#tls report our conclusions
about the effectiveness of the disclosure contald procedures, as of the end of the period coveyetiis report based on
such evaluation;

(c) disclosed in this report any change in the stegnt’s internal control over financial reportitigat occurred during the
registrant’s most recent fiscal quarter (the regists fourth fiscal quarter in the case of an aimaport) that has materially
affected, or is reasonably likely to materiallyesff, the registrant’s internal control over finateeporting; and

5. The registrant’s other certifying officer(s) ahdhave disclosed, based on our most recent evatuaf internal control over
financial reporting, to the registrant’s auditorslahe audit committee of the registrant’s boardiodctors (or persons performing
the equivalent function):

(a) all significant deficiencies and material weasses in the design or operation of internal céotrer financial reporting which
are reasonably likely to adversely affect the itegig’s ability to record, process, summarize aggbrt financial information;
and

(b) any fraud, whether or not material, that ines\management or other employees who have a si@gmifiole in the registrant’s
internal controls over financial reporting.

Date: June 28, 2004 /s/ Thomas R. Mika
Chief Financial Officer
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EXHIBIT 32.1

CERTIFICATION PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
(18 U.S.C. SECTION 1350)

In connection with the Annual Report of Tegal Gogiion., a Delaware corporation (the “Companyf),Form 10-K for the
year ending March 31, 2004 as filed with the Se¢imsriand Exchange Commission (the “Report”), |, hiel L. Parodi, President and
Chief Executive Officer of the Company, certify,rpuant to § 906 of the Sarbanes-Oxley Act of 20@Y.S.C. § 1350), that to my
knowledge:

(1) The Report fully complies with the requiremeafssection 13(a) or 15(d) of the Securities ExgjeaAct of 1934, as amended;
and

(2) The information contained in the Report fapplesents, in all material respects, the finandaldition and result of operations of
the Company.

/sl _Michael L. Parodi
Chief Executive Officer and President
June 28, 2004

CERTIFICATION PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
(18 U.S.C. SECTION 1350)

In connection with the Annual Report of Tegal Gongtion, a Delaware corporation (the “Company”),Fmtm 10-K for the
year ending March 31, 2004 as filed with the Semsiand Exchange Commission (the “Report”), |, s R. Mika, Chief
Financial Officer of the Company, certify, pursudaot§ 906 of the Sarbanes-Oxley Act of 2002 (18.0.$ 1350), that to my
knowledge:

(1) The Report fully complies with the requiremenfssection 13(a) or 15(d) of the Securities ExgeAct of 1934, as amended;
and

(2) The information contained in the Report fapplesents, in all material respects, the finandaldition and result of operations of
the Company.

/s| _Thomas R. Mika
Chief Financial Officer
June 28, 2004
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