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PART |
Item 1. Business

Information contained or incorporated by refererinethis report contains forward-looking statementEhese forward-looking
statements are based on current expectations aliefvand involve numerous risks and uncertainttieeg could cause actual results
to differ materially from expectations. These fard¢looking statements should not be relied upopraslictions of future events as
we cannot assure you that the events or circumstaneflected in these statements will be achievedilboccur. You can identify
forward-looking statements by the use of forwamklng terminology such as “may,” “will,” “expect,™anticipate,” “estimate” or
“continue” or the negative thereof or other variatis thereon or comparable terminology which coutt# projected financial
information. These forward-looking statements subject to risks, uncertainties and assumptionsuaite Company including, but
not limited to, industry conditions, economic cdiudis, acceptance of new technologies and marke¢@ance of the Company's
products and service. For a discussion of thediacthat could cause actual results to differ meatéy from the forward-looking
statements, see the “Part I, ltem 1A—Risk Factoasid the “Financial Condition” section set forth ifPart Il, Item 7—
Management's Discussion and Analysis of Financiahdtion and Results of Operations,” beginning age 17 below and such
other risks and uncertainties as set forth belowthiis report or detailed in our other SEC reportadafilings. We assume no
obligation to update forward-looking statements.

All dollar amounts are in thousands unless spetigherwise.
The Company

Tegal Corporation, a Delaware corporation (“Tegalthe “Company”), designs, manufactures, markaetsservices plasma etch
and deposition systems that enable the producfiamtegrated circuits (“ICs”), memory and relateitroelectronics devices used in
personal computers, wireless voice and data teleuoritations, contact-less transaction devices,ordidiquency identification
devices (“RFIDs”), smart cards, data storage arctarlievel actuators. Etching and deposition ceugtitwo 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 theaijpars of the former Tegal Corporation, a divisaMotorola, Inc. Our
predecessor company was founded in 1972 and adgbyeMotorola, Inc. in 1978. We completed our aiitpublic offering in
October 1995.

On August 30, 2002, we acquired all of the outstam@ommon stock of Sputtered Films, Incorporat&¥F(”), a privately held
California corporation. SFI is a leader in the iges manufacture and service of high performancgsiglal vapor deposition
sputtering systems for the semiconductor and serdiottor packaging industry. SFI was founded in71@@h the development of
its core technology, the S-Gun.

On November 11, 2003, we acquired substantiallyoflthe assets and certain liabilities of Simplyst&ms Corporation,
(“Simplus”), a development stage company. Simgiad developed a deposition cluster tool and cempaiented processes for
barrier, copper seed and high-K dielectric appiicet. Simplus had coined the term “nano-layer déjmm” or “NLD” to describe its
unique approach to molecular organic chemical vajgmosition (“MOCVD"). We are continuing to devplthese NLD processes
and related tools, and are in the process of markétem to a limited number of key customers anitjdevelopment partners.

On May 28, 2004, we purchased substantially alhefassets and assumed certain liabilities of Eiestvative Systems, Inc.
(“FDSI"). FDSI, a privately held development stagmmpany, was founded in 1999 as a spin-off of $ISI had developed a high-
throughput, low cost-of-ownership physical vapopagtion (“PVD”) system with highly differentiatet@chnology for leading edge
memory and logic device production on 200 and 30mmeter wafers.

Semiconductor Industry Background

Over the past twenty years, the semiconductor ingduss experienced significant growth. This growts resulted from the
increasing demand for ICs from traditional IC maskesuch as personal computers, telecommunicatissumer electronics,
automotive electronics and office equipment, asl wel developing markets, such as wireless commtioisa multimedia and
portable and network computing. As a result of timnsreased demand, semiconductor device manufastinave periodically
expended significant amounts of capital to buildvrsemiconductor fabrication facilities (“fabs”) abml expand existing fabs. More
recently, growth has slowed, and the industry isunrag as the cost of building new wafer fabs haséased dramatically. While
unit demand for semiconductor devices continueide, the average selling prices of chips contirueédcline. There is growing
pressure on semiconductor device manufactureredoce manufacturing costs while increasing theevalutheir products. The
semiconductor industry has also been historicaltfical, with periods of rapid expansion followey pperiods of over-capacity.



Growth in the semiconductor industry has been drive large part, by advances in semiconductorgpeydnce at a decreasing
cost per function. Advanced semiconductor procegstnhnologies increasingly allow semiconductor ufiacturers 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 aite pf state of the art process tools requirednemufacture ICs have
increased significantly. As a result, the costerhgonductor manufacturing equipment has beconiaagasingly large part of the
total cost of producing advanced ICs.

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 pheggst), and (3) etch, in which the
unmasked parts of the deposited material on thenea€ selectively removed to form the IC circuaittprn.

Each step of the manufacturing process for ICsiregspecialized manufacturing equipment. Todagsmpla-based systems are
used for the great majority of both deposition ahching processes. During physical vapor deposii@so known as “PVD”), the
semiconductor wafer is exposed to a plasma enviemirthat 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 gals,asuchlorine, which etches away selected portidrtbe layer underlying the
patterned photoresist layer.

Business Strategy

Our business objective is to utilize the techn@eghat we have developed internally or acquine@really in order to
increase our market share in process equipmetiofibr semiconductor manufacturing and nanotechnaodiayyce fabrication. In the
recent past, we have attempted to “leap frog” nestablished competitors by being “designed-in"h® advanced device fabrication
plans of our customers. We have done so primasilgngaging in research and development activitiebehalf of our customers
that our more established competitors were unwgliom unable to perform. Many of these advancedcdsvpromise substantial
returns as consumer demand for certain functioos/giand new markets are created. However, thadimi the emergence of such
demand, such as broadband wireless communicati@hBRBID tags is highly uncertain. In addition, heecessful integration by our
customers of all of the various technical processgsired to manufacture a device at an acceptaiseis also highly uncertain. As
a result of our inability to accurately predict tiiming of the emergence of these markets, ouisdadee declined over the past few
years, while our costs for maintaining our reseancti development efforts, service and manufacturifrgstructure have remained
constant or in some cases increased.

At the present time, we are transitioning Tegahfra dependence on these highly unpredictable rsatkemore established
equipment markets, where our success is dependmeat om our ability to apply successfully our engireg capabilities to solving
existing manufacturing problems. We aim to catgfolanage this transition by limiting our reseaestd development efforts to the
most promising near-term sales opportunities, whtlehe same time redirecting all our availableoveses toward new products
aimed at established equipment markets. Beazfusar relatively small size, our ability to mebetneeds of individual customers is
far more important to our success than either macamomic factors or industry-wide factors suctcydicality, although both of
these areas have some effect on our performaneeslas As a result, our methods of evaluating otwgoess will continue to be
highly customer-focused.

In order to achieve our business strategy, wéamesed on the following key elements:

Maintaining our Technology Leadership Position isBvNMaterials Etch- We have become a leading provider of etch psoces
solutions for a set of new materials central to gheduction of an array of advanced semiconduator manotechnology devices in
emerging markets. Incorporation of these new natelis essential to achieving the higher devicasdies, lower power
consumption and novel functions exhibited by thevest generation of cell phones, computer memofilesr optic switches and
remote sensors. Currently, we are a leading saipplietch solutions to makers of various advariced-volatile” memories, as well
as to device makers incorporating compound metadscartain high-K dielectric materials into theigvices. Our new materials
expertise also includes the etching of so-calleshfpound-semi” materials, such as gallium arserg@djum nitride and indium
phosphide, widely used in telecom device productibnaddition, we are known for our capabilityetch certain noble metals, such
as gold and platinum, as well as certain proprjetampound metals. This capability is increasirigiportant in advanced memory
development and in the production of Micro-EleatidMechanical Systems (“MEMS”), a type of commeltgigproduced
nanotechnology device, especially useful to themuotive industry.

Strengthening our Position in Deposition Processliipment —Since 2002, we have completed two acquisitionslegosition
products incorporating the same unique “sputtertephnology. In December 2006, as a result ob#tdement of our litigation with
Advanced Modular Systems (“AMS”) and others, wepasquired the assets and know-how of a similapsiéipn system. These
deposition tools enable the production of highliented, thin piezoelectric flms composed of aluammnitride. Such films are
incorporated into high frequency filters called B#coustic Wave (BAW) and Film Bulk Acoustic Restma (FBARS) used in
cellular telephony and wireless communicationsn adldition our PVD products are well-suited for légagions within so-called



“back-end” semiconductor manufacturing processesluding backside metallization of ultra-thin wafesand underbump metal
processes. These processes are important to pewvees, as well as certain advanced, wafer-leaekgging schemes, which are
increasingly being used for high-pin-count logiclanemory devices.

Introducing a New Product into Established Equipmbtarket - The continued development of our recently acquixtd
technology represents our belief that we have gpetling solution to a critical process need in présday and future semiconductor
device fabrication. As device geometries contitmighrink, conventional chemical vapor depositiSbMD”) process equipment is
increasingly incapable of depositing thin conforiilahs in high-aspect ratio trenches and vias. MitoLevel Deposition (“ALD") is
one technology for satisfying this deposition regment. However, ALD has several shortcomingdutiog low throughput and
limitations on film type and quality, which we belie our NLD technology overcomes.

Maintaining our Service Leadership Positien Tegal has been consistently recognized bycostomers for providing a high
level of customer support, a fact that has beeachby our top rankings for several consecutive y@athe annual survey conducted
by VLSI Research, Inc. We expect to maintain anddbon this reputation as we seek new customerboith emerging and
established markets.

Products
Etch Technologies

Tegal’s historical strength has been in plasmh &dchnologies. We currently offer products thédrass widely divergent needs
of semiconductor and nanotechnology device manurfexs.

As ICs become increasingly complex, certain etelpstequired to manufacture a state of the artd@anhd leading edge etch
technology, where the ability to perform the etshniore important than the cost of the tool. Ineothpplications, low cost-of-
ownership and high performance in routine proctegsssare essential.

Today, the semiconductor industry is faced with tieed to develop and adopt an unprecedented nuofitrexw materials as
conventional films are running out of the physipedperties needed to support continuing shrinlkdiérsize and to provide improved
performance. Certain of these new materials praseique etch production problems. For example use of certain films, such as
platinum, iridium and Lead Zirconium Titanate (“PZTcurrently being used in the development of motatile memories and
integrated passive devices, is presenting newerhgdis to semiconductor manufacturers. Magnetidor@naccess memory devices
incorporate unique magnetic materials in the dewgitactures, as do certain proposed resistive randocess memory devices.
While these new films contribute to improved devigerformance and reduced die size, their uniquegstiezs make them
particularly difficult to etch and, therefore, régumore advanced etch process technologies.

6500 Series Etch Products

We offer several models of our 6500 series etadyets configured to address film types and apitina desired by our
customers. We introduced the 6500 series too®84land since that time have extended the prothetd address new applications
including:

* new high-K dielectrics and associated materiaksduin capacitors at sub-0.5 micron for non-vaatilemories and integrated
passive devices;

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

e sub-0.5 micron multi-layer metal films composddalminum/copper/silicon/titanium alloys;

e sub-0.5 micron polysilicon;

» compound semiconductor IlI-V materials; and

» leading edge thin film head materials.

All 6500 Series Plasma Etch systems feature eitegal's patented dual-frequency HRe™ CCP or Spg#ctzP process module
technology. The production tested cluster platfaiesign incorporated on all 6500 systems accommsdgther one or two etch
process modules for processing of 100 to 200mm reatéach module can be configured to run indepangpletesses-optimizing
flexibility, minimizing downtime and maximizing waf throughput. The 6500 system comes standard avith vacuum cassette
elevator for wafer input/output. Optionally, a sedovacuum cassette elevator or patented Rinse-Binige™ corrosion passivation
station may be added within the standard framehEgstem incorporates full cluster tool technolegth the latest innovations in
contamination control and factory automation. Wdigve our 6500 Series systems have demonstrated éfffectiveness in
addressing the challenges of etching new mateénasproduction environment.

900 Series Etch Products



We introduced our 900 series family of etch systém4984 as the advanced etch tool of that era.r Ghe years, we have
enhanced the 900 series family as systems capapkrforming certain routine etch steps requirethim production of silicon-based
IC devices and, more recently, as etch tools fowaaded specialty devices such as gallium arsenite high-speed
telecommunications devices. The 900 series etdersgsare aimed at pad, zero layer, non-selectivielej backside, planarization
and small flat panel display applications, thimfietch applications used in the manufacture of-wedig heads for the disk drive
industry and gallium arsenide and other 111-V mitisrused in high-speed digital wireless telecomications applications.

The 90ACS] was introduced in July 2000. This system has ergdhthe functionality of the 900 series with adéatures such
as user-friendly GUI (graphical user interface)ctoscreens, better process control and an imprtore@dport system that increase
efficiency, while preserving durability.

Deposition Technologies

Certain deposition technologies or processes eitertsuited than others for depositing differgpes of films. PVD is used
for both metallic thin film deposition and, in réi@e PVD processes, for dielectric thin film depumsi. An important application for
PVD is the deposition of thin films where residfith stress must be closely controlled in ordecteate specific desired electrical
results, as in precision thin film resistor fabtioa, or to avoid physically deforming the substrats in the fabrication of power MOS
devices on ultra-thin silicon wafers. We beliebmattenabling tight control of stress and other psscparameters, along with
minimizing overall contamination levels during PMBIn film deposition processes, is increasinglyogrtzed by IC manufacturers
as key features that differentiate PVD tool produsmid PVD tool makers. We also believe these dtpbwill be important to
device makers in the related industries of composewhiconductor device fabrication, LED fabricati@ptical communication
device manufacturing, in MEMS fabrication, andhe field of wafer-level packaging processes forrogtectronic devices.

Our established 200mm PVD technologies and the 80@WD technologies that we are current developoidyess the following
applications:

» dielectric layers for surface acoustic wave (SAW) élm bulk acoustic resonators (FBARS);

» chip packaging technologies requiring stress comroulti-layer under bump metallization (UBM);
» |IC front side interconnect metallization;

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

» deposition of thin film resistors with fine tunimd thermal capacitance of resistance (TCR);

» barrier and seed layer deposition in deep vias;

e encapsulating films for light emitting diodes (LED)

» dielectric layers for integrated gate bipolar tistwss (IGBT); and

« automobile electronics requiring high adhesion prtps of the backside metal film stacks.

Endeavor PV7 Products

We offer several models of our Endeavor PVD préslgonfigured to address film types and applicatidesired by the customer.
We introduced the Endeavor series tool in 1992snck that time have expanded the product linedtiess new applications. The
Endeavor PVD cluster tool features our patentedu8I% magnetron sputtering source. The platform @gieed to accept up to five
process modules including a wide array of bothedigic and metal sputtering configurations in addito plasma pre-clean modules.
The transport system can accommodate 50 to 200mfersvar 6" square reticles, in a unique "sputtér-ogentation that is
extremely gentle and reliable. The unique handdipsfem is especially advantageous for backsidellimatgon on delicate ultra-thin
silicon wafers, as it handles them without flippiog applying any mechanical pressure. Each systemwrporates state-of-the-art
cluster tool technology with the latest innovati@amgontamination control and factory automation.

AMS 7 PVD Products

As a result of the settlement of our litigatiorttwAMS and others, the assets and know-how relatedseries of PVD system
products were transferred to us on March 1, 200 AMS PVD systems are targeted specifically atdéposition of aluminum
nitride for BAW and FBAR filtering devices for cgdhones and other wireless devices, are the ceomersf commercial RIMEMS
fabrication today. We currently offer the AMS sysis in two configurations.

Compact™ NLD

We are currently developing the Compact™ 360 NLIsw@r tool as a new 200mm/300mm-capable bridgetbabdiwill serve as the
introductory platform for Tegal's patented Nano-tayeposition process. NLD is a unique cyclic MOCWibcess for highly



conformal coatings that incorporates plasma fileatment with each deposition cycle. This offers llemefits of atomic layer

deposition with the potential for a much higher a&pon rate. NLD also offers the benefit of ufiig common MOCVD precursor

materials that are readily available for a wideietgrof metal, metal oxide and metal nitride filnThe Tegal Compact platform can
accommodate all wafer sizes from 100 to 300mm &, &mo or three process module configurations, withide variety of front-end

loadlock options including FOUP and EFEM.

Customers

The composition of our top five customers has ckdrfgom year to year, but net system sales toaufive customers in each of
fiscal 2007, 2006, and 2005 accounted for 77.8%9%8and 80.0%, respectively, of our total neteyssales. ST Microelectronics
and International Rectifier accounted for 43.1% a8% respectively, of our total revenue in fiseBD7. ST Microelectronics
accounted for 54.3% of our total revenue in fi@06. Fujitsu, Western Digital, and RF Micro Descaccounted for 38.2%, 12.8%
and 10.1% respectively, of our net system sal&00b. Other than these customers, no single cestoepresented more than 10%
of our total revenue in fiscal 2007, 2006, and 200&ough the composition of the group comprismg largest customers may vary
from year to year, the loss of a significant custor any reduction in orders by any significargtomer, including reductions due to
market, economic or competitive conditions in teengonductor and related device manufacturing itvgipusvould have a material
adverse effect on us.

Backlog

We schedule production of our systems based upter dracklog and customer commitments. We includeuinbacklog only
orders for which written purchase orders have lamsepted and shipment dates within the next 12 msdmdve been assigned. As of
March 31, 2007 and 2006, our order backlog wasagmately $1,172 and $6,138, respectively. Bookeslesn 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 tlex & received. As a result, our backlog at anyiqdar date is not necessarily
indicative of actual sales for any succeeding mkrio

Marketing, Sales and Service

We sell our systems worldwide through a networkivaf direct sales personnel and two independeessapresentatives in sales
offices located throughout the world. In the UnitSthtes, we market our systems through direct gadesonnel located in two
regional sales offices located in San Jose, Caldoand Petaluma, California. In addition, we pdavfield service and applications
engineers through our regional locations and oualB@a headquarters in order to ensure dedicatdthiteal and field process
support throughout the United States on short aotic

We maintain direct sales, service and process stipgpabilities in the United States, Germany, kaly as well as through third-
party representatives in Japan, South Korea arghfore. In addition to these international diret¢s and support organizations, we
also market our systems through independent sgpeesentatives in Israel, India, Turkey, and China.

International sales, which consist of export séifem the United States either directly to the eséruor to one of our foreign
subsidiaries, accounted for approximately 67%, 7&86, 70% of total revenue for fiscal 2007, 2006} 2005, respectively.

Revenues by region for each of the last threelfigears were as follows:

Years Ended March 31,

2007 2006 2005
United States.........ccceeeeeveeeireeciree e, $ 7,398 $ 5142 $ 4,445
Asia, excluding Japan .............cccccvviiieenen. 7,008 5,624 1,372
JAPAN ..eiiiei e 2,042 2,312 6,312
GEImMAaNY......ccovivieeieceee e eeeeeeees 3,115 2,313 397
TERIY e 1,474 386 498
Europe, excluding Germany and lItaly ....... 1,226 5,980 1,864
Total SaleS ......oovvvveeeeiiie e $22263 $ 21,757 $ 14,888

We generally sell our systems on 30-t0-60 day tredims to our domestic and European customersto@ess in Asia, other
than Japan, are generally required to deliver terleaf credit payable in U.S. dollars upon systempmment. Sales to other
international customers, including Japan, are didgher in local currency or U.S. dollars. We eiptite that international sales will
continue to account for a significant portion ofeéaue in the foreseeable future.

We generally warrant our new systems for 12 momthd our refurbished systems for 6 months from shigmOur field
engineers provide customers with call-out repaid amintenance services for a fee. Customers may eaiger into repair and



maintenance service contracts covering our syst®vestrain customer service engineers to perforntimewservices for a fee and
provide telephone consultation services generahaffee.

The sales cycles for our systems vary depending wgeether the system is an initial design-in, reomr 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 4 to 6 months, and used systal®s cycles are generally 1 to 3 months. Thalrdesign-in sales cycle begins
with the generation of a sales lead, which is feéld by qualification of the lead, an analysis @& tustomer’s particular applications
needs and problems, one or more presentations eoctistomer (frequently including extensive parttipn by our senior
management), 2 to 3 wafer sample demonstratiofiewed by customer testing of the results and esitennegotiations regarding
the equipment’s process and reliability specifmasi Initial design-in sales cycles are monitdogdsenior management for correct
strategic approach and resource prioritization. M&y, in some rare instances, need to provide tséomer with an evaluation
system for 3 to 6 months prior to the receipt &ifra 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 mairgaincompetitive position.
Accordingly, we devote a significant portion of qersonnel and financial resources to researctdanelopment programs and seek
to maintain close relationships with our customersrder to be responsive to their system needs.

Our research and development encompasses the ifodjoaveas: plasma etch, physical vapor depositimh éhemical vapor
deposition (especially NLD) technologies, procebsracterization and development, material scieraqgdicable to etch and
deposition environments, systems design and aothits electro-mechanical design and software emging. We emphasize
advanced plasma and reactor chamber modeling daigahin order to accelerate bringing advancedndber designs to market. We
employ multi-discipline teams to facilitate shongieering cycle times and rapid product develogmen

As of March 31, 2007, we had 20 full-time employeeslicated to equipment design engineering, prosggport and research
and development. Research and development expiemdescal 2007, 2006, and 2005 were $4,646, $4,a58 $5,772, respectively,
and represented 20.9%, 21.8%, and 38.8% of totehtee, respectively. Such expenditures were priynased for the development
of new processes, continued enhancement and custtioni of existing systems, processing customeipzsrin our demonstration
labs and providing process engineering supportisibmer sites. Additionally, we had in-proces&agsh and development expense
(“IPR&D”) of $1,653 which represented 11.1% of fatevenue for fiscal 2005 that was related to thguasition of FDSI.

Manufacturing

Both our etch and deposition systems are produtemimmanufacturing facility in Petaluma, CalifaniOur manufacturing
activities consist of assembling and testing congpdsmand sub-assemblies, which are then integhatiedinished systems. We have
structured our production facilities to be drivather by orders or by forecasts and have adoptew@dular system architecture to
increase assembly efficiency and design flexihilye have also implemented “just-in-time” manufaictg techniques in our
assembly processes. Through the use of such ted®i§00 series system manufacturing cycle timlesapproximately 14 days and
cycle times for our Endeavor systems and our 68@i@s products take 2 to 3 months.

Competition

The semiconductor capital equipment industry isilyigompetitive. Our principal competitors are Appl Materials, Inc., Lam
Research Corporation, Novellus and Tokyo Electronited. We believe that the principal competitfaetor in the critical segments
of the equipment industry is technical performan€¢he system, followed closely by the existencecadtomer relationships, the
system price, the ability to provide service anthtecal support on a global basis and other relatest factors. We believe that the
principal competitive factor in the non-criticalgseents of the equipment industry is system prickowed closely by the technical
performance of the system, the existence of estadddi customer relationships, the ability to pro\device and technical support on
a global basis and other related cost factors.

Intellectual Property

We hold an exclusive license or ownership of apjnexely 66 U.S. patents, including both depositiord etch products, and
approximately 15 corresponding foreign patents dogevarious aspects of our systems. We have gipbiea for approximately 25
additional U.S. patents and approximately 59 aoidéti foreign patents. Of these patents, a few exgérearly as 2008, others expire
as late as 2024 with the average expiration oauyrinn approximately 2020. We believe that the darmabf such patents generally
exceeds the life cycles of the technologies distasnd claimed therein. We believe that althoughptiitents we have exclusively
licensed or hold directly will be of value, theylmot determine our success, which depends praflgipupon our engineering,
marketing, service and manufacturing skills. Howeire the absence of patent protection, we mayuweevable to competitors who
attempt to imitate our systems, processes and raetuiing techniques. We have signed a non-excldigic of use license to two of



our patents, relating to our strategic applicats@ts. In addition, other companies and inventorg reaeive patents that contain
claims applicable to our systems and processessdlbkeof our systems covered by such patents cegldre licenses that may not be
available on acceptable terms, if at all. We akdg on trade secrets and other proprietary teclgyolbat we seek to protect, in part,
through confidentiality agreements with employeesndors, consultants and other parties. There eandbassurance that these
agreements will not be breached, that we will haslequate remedies for any breach or that our tsadeets will not otherwise
become known to or independently developed by ether

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 péwpl, non-exclusive, non-royalty-bearing licenseise and enhance this software.
The enhanced version of the software currently usedur 6500 series systems has undergone mutédases of the original
software, and such enhancements were developedsesally by us. Neither the software vendor nor ather party has any right to
use our current release of the system softwareweder, we cannot make any assurances that thiwaeftwill not be illegally
copied or reverse-engineered by either customettsrarparties.

Employees

As of March 31, 2007 we had a total of 70 regutapbyees, 9 part-time contract personnel and 8tifuké contract personnel. Of
our regular employees, 20 are in engineering, a&search and development, 17 are in manufacturidgoperations, 22 are in
marketing, sales and customer service and suppdriLd are in executive and administrative positidiany of our employees are
highly skilled, and our success will depend in parbn our ability to attract, retain and developtsemployees. Skilled employees,
especially employees with extensive technologi@aikigrounds, remain in demand. There can be noassuwe will be able to
attract or retain the skilled employees that maybdeessary to continue our research and developmamufacturing or marketing
programs. The loss of any such persons, as wehegailure to recruit additional key personnelaiiimely manner, could have a
material adverse effect on us.

None of our employees are represented by a labimnuor covered by a collective bargaining agreem&hé¢ consider our
employee relations to be good.

Item 1A. Risk Factors

We wish to caution you that there are risks andeutainties that could affect our business. Thesksriand uncertainties include, but
are not limited to, the risks described below ansewhere in this report, particularly in “Forwarddoking Statements.” The
following is not intended to be a complete disaussif all potential risks or uncertainties, asstnot possible to predict or identify
all risk factors.

The semiconductor industry is cyclical and may expgéence 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 expenditdresmiconductor manufacturers, which in turn depen the current and
anticipated market demand for ICs. The semicondugtdustry is highly cyclical and historically hasxperienced periodic
downturns, which often have had a detrimental éffecthe semiconductor industry’s demand for sendotor capital equipment,
including etch and deposition systems manufacthyeds. In response to the current prolonged inghgdaw-down, we have initiated
a substantial cost containment program and contplateorporate-wide restructuring to preserve oshcalowever, the need for
continued investment in research and developmestiple capital equipment requirements and extensngoing customer service
and support requirements worldwide will continu€litoit our ability to reduce expenses in resporsé¢he current and any future
downturns. As a result, we may continue to expegeoperating losses such as those we have expediém the past, which could
materially adversely affect us.

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 requéignificant financial resources in order to offebrmad range of systems, to
maintain customer service and support centers widtkl and to invest in research and development.yManour existing and
potential competitors, including Applied Materialsc., Lam Research Corporation, Novellus and Tokjectron Limited, have
substantially greater financial resources, mor@msive engineering, manufacturing, marketing anstazner service and support
capabilities, larger installed bases of currentegation etch, deposition and other production emeimt and broader process
equipment offerings, as well as greater name ratiognthan we do. We cannot assure you that we ball able to compete
successfully against these companies in the USitatks or worldwide.
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Our customers are concentrated and therefore the &s of a significant customer may harm our business.

The composition of our top five customers has ckdrfgom year to year, but net system sales toaufive customers in each of
fiscal 2007, 2006, and 2005 accounted for 77.8%9%8and 80.0% respectively, of our total net systales. ST Microelectronics
and International Rectifier accounted for 43.1% A8d4%, respectively, of our total revenue in fis2807. ST Microelectronics
accounted for 54.3% of our total revenue in fi2@06. Fujitsu, Western Digital, and RF Micro Desaccounted for 38.2%, 12.8%
and 10.1%, respectively, of our net system sal@90b. Other than these customers, no single mestoepresented more than 10%
of our total revenue in fiscal 2007, 2006, and 20&&hough the composition of the group comprismg largest customers may vary
from year to year, the loss of a significant custor any reduction in orders by any significargtomer, including reductions due to
market, economic or competitive conditions in teengonductor and related device manufacturing itvgusvould have a material
adverse effect on us.

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 hasteele particular vendor’s capital equipment, thanufacturer generally relies
upon that vendor’s equipment for that specific maitbn line application and, to the extent possiblébsequent generations of that
vendor’s systems. Accordingly, it may be extrendiljicult to achieve significant sales to a partarucustomer once that customer
has selected another vendor’s capital equipmemitsarthere 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 material adverseteffeus.

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 deposittmtugts for customer applications in emerging nimsf polysilicon and
metal which we believe to be the leading edge dfcat applications for the production of advancegimiconductor and other
microelectronic devices. Revenue from the saleusfaglvanced etch and deposition systems accouatedPfo, 69%, and 30% of
total revenue in fiscal 2007, 2006, and 2005, rethpely. Our advanced systems are currently besegdyprimarily for research and
development activities or low volume productionr fear advanced systems to achieve full market adiopbur customers must
utilize these systems for volume production. Wencanassure you that the market for devices incatomy emerging films,
polysilicon or metal will develop as quickly or the degree we expect. If our advanced systemstaahieve significant sales or
volume production due to a lack of full customeogiibn, we will be materially adversely affected.

We have incurred operating losses and may not be gfitable in the future and our plans to maintain ard increase liquidity
may not be successful.

We incurred net losses of $13.2 million, $8.9 noilli and $15.4 million for the years ended March Z107, 2006, and 2005,
respectively, and generated (used) cash flows fsparations of $12.8 million, ($11.6) million, arfi7(5) million in these respective
years. We have raised approximately $18.4 milfifom the sale of stock and warrants to institutlaneestors in fiscal 2006. While
we believe that these proceeds, combined with geqiexr increase in sales, consolidation of centgerations and continued cost
containment will be adequate to fund operationsubh fiscal year 2008, if the projected sales domaterialize, we will need to
reduce expenses further and raise additional dapitaugh the issuance of debt or equity securitiadditional funds are raised
through the issuance of preferred stock or deleisetsecurities could have rights, privileges ofepemces senior to those of our
common stock, and debt covenants could imposeiagsiis on our operations. Moreover, such finanaimay not be available to us
on acceptable terms, if at all. Failure to raisg meeded funds would materially adversely affect u

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
we cannot assure you that we will achieve profitighin the future.

Our 900 series etch systems typically sell for ggicanging between $250,000 and $600,000, whieprof 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 hamgbatantial impact on revenue and
gross margin for a given quarter.

Other factors that could affect our quarterly ogiataresults include:

« our timing of new systems and technology announcésrend releases and ability to transition betwseduct versions;

11



+ 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 impactagsiple acquisitions of other businesses; and

e 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.

Some of our sales cycles are lengthy, exposing oghe risks of inventory obsolescence and fluctuatns 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 igeaof critical etch and deposition systems) dunhgch 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 weddittle or no control.

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

The semiconductor manufacturing industry is subjexctrapid technological change and new system doitbons and
enhancements. We believe that our future succegrsmnds on our ability to continue to enhance oustag systems and their process
capabilities, and to develop and manufacture iimely manner new systems with improved process lifas. We may incur
substantial unanticipated costs to ensure produndtibnality and reliability early in our productife cycles. We cannot assure you
that we will be successful in the introduction ammlume manufacture of new systems or that we wélldble to develop and
introduce, in a timely manner, new systems or eodiaents to our existing systems and processes whi@dfy customer needs or
achieve market adoption.

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 creaifoperformance and retention
incentives, may not be realized. As a result, wg lose employees whom we would prefer to retainmag have difficulty in hiring
new employees to replace them. As a result of tliesers, our remaining personnel may seek employmséth larger, more
established companies or companies perceived asghkess volatile stock prices. The loss of argngicant employee or a large
number of employees over a short period of timddcbave a material adverse effect on us.

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 oithe risk that our operations may be adversely affaed.

Although we attempt to protect our intellectual pecty 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 fiteay not be issued and foreign intellectual propéatys may not protect our
intellectual property rights. There is also a fiis&t patents licensed by or issued to us will balehged, invalidated or circumvented
and that the rights granted thereunder will nowjate competitive advantages to us. Furthermoresretimay independently develop
similar systems, duplicate our systems or desigorat the patents licensed by or issued to us.

Litigation to protect our intellectual property dduesult in substantial cost and diversion of gftoy us, which by itself could
have a material adverse effect on our financiald@@m, operating results and cash flows. Furtlaglyerse determinations in such
litigation could result in our loss of proprietatights, subject us to significant liabilities tarth parties, require us to seek licenses
from third parties or prevent us from manufacturmgselling our systems. In addition, licenses urnthiérd parties’ intellectual
property rights may not be available on reasontstas, if at all.

We are exposed to additional risks associated withternational sales and operations.
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International sales accounted for 67%, 76%, and @D#étal revenue for fiscal 2007, 2006, and 208&spectively. 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 system®reign markets), changes in export license attebr regulatory requirements,
tariffs and other market barriers, political ancbmemic instability, potential hostilities, restimts on the export or import of
technology, difficulties in accounts receivableledtion, difficulties in managing representativeificulties in staffing and managing
international operations and potentially adversedansequences. We cannot assure you that anyesé tfactors will not have a
detrimental effect on our operations, financialifessand cash flows.

We cannot assure you that our future results ofaijpas and cash flows will not be adversely atfdcby foreign currency
fluctuations. In addition, the laws of certain ctiies in which our products are sold may not prevair products and intellectual
property rights with the same degree of protectisthe 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 standards relatingptporate governance and public disclosure, dicofythe Sarbanes-Oxley
Act of 2002, new Securities and Exchange Commis§iS&C”) regulations and Nasdaq Market rules amating uncertainty for
public companies. We continually evaluate and naordievelopments with respect to new and proposks mand cannot predict or
estimate the amount of the additional costs we meyr or the timing of such costs. These new omgea laws, regulations and
standards are subject to varying interpretatiomanany cases due to their lack of specificity, asda result, their application in
practice may evolve over time as new guidance @viged by regulatory and governing bodies. Thisldaesult in continuing
uncertainty regarding compliance matters and higlsts necessitated by ongoing revisions to disodboand governance practices.
We are committed to maintaining high standards aparate governance and public disclosure. As alttewe have invested
resources to comply with evolving laws, regulaticansd standards, and this investment may resulnaneased general and
administrative expenses and a diversion of managetime and attention from revenue-generating #&s/to compliance activities.
If our efforts to comply with new or changed lawsgulations and standards differ from the actisitistended by regulatory or
governing bodies due to ambiguities related totiracregulatory authorities may initiate legal ggedings against us and we may be
materially adversely affected.

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@®@ments related to our business, fluctuatioremumnoperating results, sales
of our common stock into the marketplace, failuce mheet or changes in analysts’ expectations, gkermmaditions in the
semiconductor industry or the worldwide economyyamcements of technological innovations or nevdpets or enhancements by
us or our competitors, developments in patents tberointellectual 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 fluadnat which have often been unrelated to the opgraterformance of affected
companies. We cannot assure you that the market pfiour common stock will not experience sigmifit fluctuations in the future,
including fluctuations that are unrelated to ourfgenance.

The exercise of outstanding warrants, options andtber rights to obtain additional shares will dilute the value of our shares of
common stock and could cause the price of our shag@f common stock to decline.

As of March 31, 2007, there were 7,106,867 shafesiocommon stock issued and outstanding, appratdin 3,394,204 shares
of our common stock reserved for issuance of shiasemble upon exercise of outstanding warrants, sdmares underlying equity
awards created or available for grant under ouitg@ucentive plans, and shares available undeistask purchase plan.

The exercise of these warrants and options anski@ance of the common stock pursuant to our ednigntive plans will result
in dilution in the value of the shares of our oaitgting common stock and the voting power represdetiitereby. In addition, the
exercise price of the warrants may be lowered uttdeprice adjustment provisions in the event filtive issuance,” that is, if we
issue common stock at any time prior to their nibtwut a per share price below such conversionxerase price, either directly or
in connection with the issuance of securities #ratconvertible into, or exercisable for, shareswfcommon stock. A reduction in
the exercise price may result in the issuancesif@ificant number of additional shares upon thereise of the warrants.

The outstanding warrants do not establish a “fldbdt would limit reductions in such conversioncprior exercise price. The
downward adjustment of the exercise price of theserants could result in further dilution in thelwa of the shares of our
outstanding common stock and the voting power sspried thereby.

No prediction can be made as to the effect, if &imgt future sales of shares of our common stoctheavailability of shares for

future sale, will have on the market price of oamenon stock prevailing from time to time. Saleswolbstantial amounts of shares of
our common stock in the public market, or the pgtioa that such sales could occur, may adversdgctathe market price of our
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common stock and may make it more difficult fortassell our equity securities in the future atradiand price which we deem
appropriate.

To the extent our stockholders and the other heldéour warrants and options exercise such sesidind then sell the shares
of our common stock they receive upon exercise stagk price may decrease due to the additionauataf shares available in the
market. The subsequent sales of these shares eoctdirage short sales by our securityholders dretgtwhich could place further
downward pressure on our stock price. Moreoverddrsl of these warrants and options may hedge plositions in our common
stock by shorting our common stock, which couldtfer adversely affect our stock price.

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 regears. Nevertheless, we procure certain compsnand sub-assemblies
included in our systems from a limited group of @ligrs, and occasionally from a single source seppFor example, we depend on
MECS Corporation, a robotic equipment suppliertheessole source for the robotic arm used in albwf 6500 series systems. We
currently have no existing supply contract with MECorporation, and we currently purchase all rabatisemblies from MECS
Corporation on a purchase order basis. Disruptiotemmination 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 reguiat related to the use, storage, handling, digghar disposal of toxic,
volatile or otherwise hazardous chemicals usedumneanufacturing process. We believe that we areently in compliance in all
material respects with these regulations and thathewe obtained all necessary environmental pergaterally relating to the
discharge of hazardous wastes to conduct our kassitevertheless, our failure to comply with présenfuture regulations could
result in additional or corrective operating costisspension of production, alteration of our mactufidng processes or cessation of
our operations.

Item 1B. Unresolved Staff Comments

None.
Item 2. Properties

We maintain our headquarters, encompassing ouru@ixecoffice, manufacturing, engineering and reskaand development
operations, in one leased 39,717 square foot thadiliPetaluma, California. We have a primary &eadich expires in 2008 with an
option to extend for an additional two years. Otan certain large pieces of capital equipmersdday us, we own substantially all
of the machinery and equipment used in our faegiti

We have office space in a leased 13,300 squareféeodity in San Jose, California. We have a sab&e agreement for the
premises, signed on December 30, 2005, which exmireJanuary 31, 2008. In addition, we have a gmntease for the same
premises which commences on February 1, 2008 griceexon January 31, 2010.

We lease a 2,400 square foot facility in Goletalif@aia for technical support related to our Sputid Films deposition tools
which expired on April 30, 2007.

We lease sales, service and process support spstigich, Germany.
Item 3. Legal Proceedings

Sputtered Films, Inc. v. Advanced Modular Sputtgriet al., filed in Santa Barbara County Superioui®

On December 22, 2003, Sputtered Films, Inc. ("SHE"Wholly owned subsidiary of the Company, filed action against two
former employees, Sergey Mishin and Rose Stuanta@urand a company they formed after leaving teeiployment with SFI
named Advanced Modular Sputtering, Inc. ("AMS"er&y Mishin and Rose Stuart-Curran had each sigoefidentiality and non-
disclosure agreements regarding information obthiwwaile employed by SFI. The action contains causkeaction for specific
performance, breach of contract, breach of the maveof good faith and fair dealing, misappropaatiof trade secrets, unfair
competition, unfair business practices, interfeeemdth prospective economic advantage, conversionust enrichment, and
declaratory relief. These claims arise out of infation SFI received evidencing that AMS possessatl used SFI's confidential,
proprietary and trade secret drawings, specifioatand technology to manufacture the sputterinpn@oketed by AMS.
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During 2004 and 2005, this litigation was largetglled while AMS and Agilent Technologies, Inc. ¢ested SFI's right to
conduct discovery. This dispute was resolved e 2005 when the California Court of Appeal affidn&FI's trade secret
identification as statutorily sufficient. On Novber 18, 2005, SFI requested leave to add Agileohmelogies, Inc. ("Agilent”) as a
defendant based on evidence that Agilent and AM8eas@loped the machines which SFI contends wellé Uming SFI proprietary
information. The Court granted SFI's request agdeit was served as a Doe defendant on Decembh&003. In early December,
SFI learned that Agilent transferred its SemicomoiuProducts Group to a number of Avago entitidsative December 1, 2005, and
accordingly SFI sought and received court apprtvaldd Avago Technologies U.S., Inc. and Avago Tietdgies Wireless (U.S.A.)
Manufacturing, Inc (collectively the "Avago Enti#i§ as defendant in this action. On April 25, 208% Avago Entities filed a
Cross-Complaint against SFI and Tegal Corporatitegiag causes of action for breach of contra@ddr secret misappropriation,
unfair competition, conversion, unjust enrichmemd aeclaratory relief. The Cross-Complaint allegesnformation and belief that
SFI misused information obtained from Hewlett-Padkia connection with Hewlett-Packard's requegtdocchase SFI machines or to
upgrade SFI machines Hewlett-Packard already owned.

On November 13, 2006, following commencement ofttiad, all the parties in the litigation agreed tamms of a settlement,
which was filed with the court. Among other thingise settlement called for the transfer of asedtged to PVD technology from
AMS to SFI and the dissolution of AMS as of March2D07. The Avago Cross-Complaint was also disedisss part of the
settlement. A final confidential settlement anceasle of claims was executed among the parties oanilzer 21, 2006.

The two law firms representing SFI in this matt@iro they are entitled, as a result of the settietiri® receive contingent fees
from us and SFI. Keker & Van Nest LLP (“KVN”) d¢ias fees in the amount of $6,717; Gonzalez & LdigR (“G&L") claims
fees in the amount of $2,249. We have initiateztpedings with the Bar Association of San Franc{$8BASF"), pursuant to
California statutes, to dispute the claims of botins. KVN has filed suit against us and SFI im$aancisco Superior Court, the
action is stayed pending completion of the BASFcpaalings. G&L has not filed suit. We have ideediflegal and factual defenses
to substantial elements of both claims and arerwiggly contesting the claims.

As a result of the dispute described above, as afthl 31, 2007, we had placed $19,500, represetiimgross cash proceeds
from the recent settlement of this litigation irstespense. Since the amount in dispute cannot kentiaed with reasonable certainty
until the dispute is resolved, we have electedugpend the entire amount, in accordance with Stetemf Financial Accounting
Standards Nab, “Accounting for Contingencies.”

Other

We are involved in other legal proceedings in themal course of business and do not expect theéme a material adverse
effect on our business.

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

No matter was submitted to a vote of security @ddiuring the fourth quarter of fiscal year 2007.
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PART Il
Item 5. Market for the Registrant’'s Common Equity, Relat&lockholder Matters and Issuer Purchases of EquBgcurities

Since May 6, 2003, our common stock has tradedhenNasdaq Capital Market under the symbol TGALoPt this date, our
common stock traded on the NASDAQ National Marlets October 19, 1995. The following table setghfohe range of high and
low sales prices for our common stock for each tguaturing the prior two fiscal years. The stoclce gives effect to a 1-for-12

reverse stock split that we effected on July 29620

High Low

FISCAL YEAR 2006
First QUArEr........cccuveeeeieeecieeeee e $16.20 $12.00
Second QUArter...........oevviiiiiiieieeeeeee e, 11.64 7.68
Third QUArET .....veeeeiieeecieeeeee e, 9.00 6.24
Fourth Quarter.........cccceeeevvvivviiiieememe e, 7.92 6.00
FISCAL YEAR 2007
First QUArEr ......uvvvveeeeeeeieeeeeeeeeeeeeeeeeeeeeeeeeee, $8.52 $4.32
Second QUAIET..........ccevvvviiieieieeeeeeeeeeeeeeeeenan, 4.80 3.68
Third QUANET ..vvvveeeeeiieeeeeieeeeeeeeme e 6.47 3.69

6.13 4.65

Fourth Quarter.........ccccoeeeevvivviiiiemmeme e,

The approximate number of holders on record ofcomnmon stock as of March 31, 2007 was 173. We hateaid any cash
dividends since our inception and do not anticifetging cash dividends in the foreseeable future.

Equity Compensation Plan Information

Plan Category Number of Weighted- Number of securities

securities to be average exercise  remaining available

issued upon price of for future issuance

exercise of outstanding under equity

outstanding options options compensation plans
and restricted stock (excluding securities

awards reflected in column

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

Equity Incentive Plan 1,041 $ 55.56 —
1990 Stock Option Plan 4,490 62.22 —

1998 Equity Participation Plan 871,165 11.00 ,B836
Directors Stock Option Plan 131,029 9.87 199,388
Total 1,007,725 10.80 818,624

Warrants Outstanding
Year Ended March 31,
2007 2006 2005
Number of securities to be issued upon exercismitstanding warrants ....... 1,527,784 1,647,633 ,B5D
$12.60 $13.44 $19.44

Weighted-average exercise price of outstandingamésr.......................ccc...e.
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COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN*

Among Tegal Corporation, The NASDAQ Composite Index
And A Peer Group
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* $100 invested on 3/31/02 in stock or index-including reinvestment of dividends.
Fiscal year ending March 31.

Iltem 6. Selected Financial Data

Year Ended March 31,
2007 2006 2005 2004 2003
(In thousands, except per share data)

Consolidated Statements of Operations Data:

REVENUE. ..ottt $ 22263 $ 21,757 $ 148838 $ 16,528 $ 14,100
Gross Profit (I0SS).....ceoiei it 5,527 6,016 3,267 4,647 (66)
OPErating lOSS .....ueieiiiieiiiiie ettt (13,375) (8,839) (13,522 (7,180) (12,617)
NEE LOSS. .ttt ettt sibe e e nbe e (13,213) (8,880)  (15,363) (12,602) (12,625)
Net loss per share: (1)

Basic and Diluted .............cooueeeuvee v et $ (187) $ (1500 $ (393) $ (6.74) $ (9.89)
Shares used in per share computation:

Basic and Diluted ...........ccvverveee i e 7,065 5,903 3,907 1,870 1,276

March 31,
2007 2006 2005 2004 2003

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

Cash and cash equivalents.............ccccoeeeeeecvvveeeeecvccivneeen, $ 25776 $ 13,787 $ 7,093 $ 7,049 $ 912
Working capital........ccccvvveeeeiiiiieiiiee e 11,729 22,579 8,056 8,823 5,041
TOtAl @SSELS..cciiiiiiiiie ettt 41,656 31,491 20,092 22,658 17,209
Debt obligations (excluding capital leases, ariddtion

suspense, convertible debentures).........ccccceeericniiiiinnnen. 13 13 159 2,450 426
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Stockholders’ eQUILY..........eeveeiiiiiiiie e 14,417 26,040 13,300 14,955 11,123

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

Item 7. Management'’s Discussion and Analysis of Financiab@dition and Results of Operations

All dollar amounts are in thousands unless speatifitherwise.
Share and per share amounts give effect to the-1Faeverse stock split effected on July 25, 2006

Company Overview

Tegal Corporation designs, manufactures, markedssarvices plasma etch and deposition systemsttatle the production of
micro-electrical mechanical systems (“MEMS”), memodevices, integrated circuits (“ICs”), memory arather related
microelectronics devices used primarily in wireleggce and data telecommunications, power devicestact-less transaction
devices, radio frequency identification devices K'Bs”), smart cards, data storage and micro-lexabators.  Etching and
deposition constitute two of the principal IC arethted device production process steps and eachtrayserformed numerous times
in the production of such devices.

Our business objective is to utilize the techni@sdhat we have developed internally or acquirgdreally in order to increase
our market share in process equipment for both @mmductor manufacturing and nanotechnology dewabeidation. In the recent
past, we have focused on etching new materialsattegagspecially important to the miniaturizationceftain types of capacitors and
the precise deposition processes required forinéitiering devices, both driven primarily by cgdhones and wireless applications.
We have implemented this strategy primarily by @ngg in research and development activities on lhetiaur customers that our
more established competitors were unwilling or U@ab perform. Many of these advanced devices @ersubstantial returns as
consumer demand for certain functions grows and mewkets are created. However, the timing of tinergence of such demand,
and the adaptation of the devices by consumer ptathmpanies is highly uncertain. In addition, suecessful integration by our
customers of all of the various technical processgsired to manufacture a device at an acceptaigeis also highly uncertain. As
a result of our inability to accurately predict ttiming of the emergence of these markets, ourssadée declined since the mid-
1990’s and have increased only recently. Neversiseleur costs for maintaining our research andldpueent efforts, service and
manufacturing infrastructure have remained relgtigenstant or in some cases have increased.

At the present time, we are transitioning Tegahfra dependence on these highly unpredictable rsatkemore established
equipment markets, where our success is dependmeat om our ability to apply successfully our engireg capabilities to solving
existing manufacturing problems. We are carefalgnaging this transition by limiting our researctd alevelopment efforts to the
most promising near-term sales opportunities, whtlehe same time redirecting all our availableoveses toward new products
aimed at established equipment markets. Becausaraklatively small size, our ability to meet theeds of individual customers is
far more important to our success than either macamomic factors or industry-wide factors suctcydicality, although both of
these areas have some effect on our performaneelas As a result, our methods of evaluating otogpess are highly customer
focused.

With our current products, we believe that we hauéicient opportunities in both emerging and drigtmarkets to allow us to
continue a sales growth pattern in the coming yEqually important is the reduction of operatingtso In the coming year, as in
the past 12 months, we are aiming to achieve savimgperating costs by focusing on the most primgi®pportunities while
limiting our exposure to others, consolidating operating facilities, outsourcing non-critical adies, and reducing our headcount
as we strive to improve operational efficiency.

Critical Accounting Policies and Estimates

Our discussion and analysis of our financial caaditand results of operations are based upon ouosatidated financial
statements, which have been prepared in accordsititeaccounting principles generally accepted ia United 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 revenue mtiog, bad debts, sales returns allowance, inugntmtangible and long lived
assets, warranty obligations, restructure expenisdsired taxes and freight charged to customeesbi$e our estimates on historical
experience and on various other assumptions thdtelveve to be reasonable under the circumstativesesults of which form the
basis for making judgments about the carrying \&lfeassets and liabilities that are not readilyaapnt from other sources. Actual
results may differ from these estimates under diffeassumptions or conditions.

We believe the following critical accounting poéisi are the most significant to the presentationwfconsolidated financial
statements:
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Revenue Recognition

Each sale of our equipment is evaluated on an itha@f basis in regard to revenue recognition. Veeehintegrated in our
evaluation the related interpretative guidanceuidet in Topic 13 of the codification of staff acating bulletins, and recognize the
role of the Emerging Issue Task Force (“EITF") acamsus on Issue 00-21. We first refer to EITF 00r2drder to determine if there
is more than one unit of accounting and then werred SAB104 for revenue recognition topics for tmdt of accounting. We
recognize revenue when persuasive evidence ofrangement exists, the seller’s price is fixed adedainable and collectibility is
reasonably assured.

For products produced according to our publisheecifipations, where no installation is required installation is deemed
perfunctory and no substantive customer accept@ngeisions exist, revenue is recognized when fifesses to the customer,
generally upon shipment. Installation is not deernmebte essential to the functionality of the equiminsince installation does not
involve significant changes to the features or bdp@s of the equipment or the building of comypliaterfaces and connections. In
addition, the equipment could be installed by thetemer or other vendors and generally the cogtstllation approximates only
1% of the sales value of the related equipment.

For products produced according to a particulatosnsr’s specifications, revenue is recognized wherproduct has been tested
and it has been demonstrated that it meets theroests specifications and title passes to the ensto The amount of revenue
recorded is reduced by the amount (generally 1@df)ch is not payable by the customer until instadla is completed and final
customer acceptance is achieved.

For new products, new applications of existing pigid, or for products with substantive customeeptance provisions where
performance cannot be fully assessed prior to mgetiustomer specifications at the customer sit@%d.0f revenue is recognized
upon completion of installation and receipt of fisastomer acceptance. Since title to goods géiypgrasses to the customer upon
shipment and 90% of the contract amount becomeabpaat that time, inventory is relieved and act¢sueceivable is recorded for
the entire contract amount. The revenue on thrassdctions is deferred and recorded as deferveshue. As of March 31, 2007 and
2006 deferred revenue as related to systems wa8%and $455. We reserve for warranty costs atithe the related revenue is
recognized.

Revenue related to sales of spare parts is recaginipon shipment. Revenue related to maintenamd¢eservice contracts is
recognized ratably over the duration of the contradnearned maintenance and service revenueligled in deferred revenue. As
of March 31, 2007 and 2006 $25 and $22 of defergdnue was related to service contracts.

Our return policy is for spare parts and componentg. A right of return does not exist for sysgentustomers are allowed to
return spare parts if they are defective upon pec@iihe potential returns are offset against gmes&nue on a monthly basis.
Management reviews outstanding requests for retumres quarterly basis to determine that the reseave adequate.

Accounts Receivable — Allowance for Sales Returnsd Doubtful Accounts

We maintain an allowance for doubtful accounts inetde for estimated losses resulting from the ilitgof our customers to
make required payments. We consider the agingdifidual customer accounts and determine, accgriircorporate policy, which
accounts should be included in the reserve for tlouccounts. If the financial condition of ocustomers were to deteriorate, or
even a single customer was otherwise unable to pajments, additional allowances may be requirednaay materially affect our
consolidated financial position.

Inventories

Inventories are stated at the lower of cost or etaneduced by provisions for excess and obsolesc&lost 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 inventorieseaupon estimates of future
demand and market conditions. We establish pravssifor related inventories in excess of productittmand. Should actual
production demand differ from our estimates, addai inventory write-downs may be required. Anyessand obsolete provision is
released only if and when the related inventosesold or scrapped.

We periodically analyze any systems that are irsti@d goods inventory to determine if they areadlit for current customer
requirements. At the present time, our policyhiatt if after approximately 18 months, we deterntimat a sale will not take place
within the next 12 months and the system would $eable for customer demonstrations or trainings itansferred to fixed assets.
Otherwise, it is expensed.
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The carrying value of systems used for demonstratar training is determined by assessing the @iogte components that are
suitable for sale. Any parts that may be rendereshleable as a result of such use are removedtfesystem and are not included
in finished goods inventory. The remaining salegidets are valued at the lower of cost or markegtyesenting the system’s net
realizable value. The depreciation period fotesys that are transferred to fixed assets is datedrbased on the age of the system
and its remaining useful life (typically five toghit years).

Impairment of Long-Lived Assets

Long-lived assets are reviewed for impairment wienevents or changes in circumstances indicatdlieacarrying amount may
not be recoverable. These indicators may includé,abe not limited to, significant decreases in mharket value of an asset and
significant changes in the extent or manner in wtda asset is used. If undiscounted expectedefutash flows are less than the
carrying value of the assets, an impairment logedsgnized based on the excess of the carryingianmver the fair value of the
assets. No impairment charge has been recordebegears ended 2007, 2006, and 2005, respectively.

Warranty Obligations

We provide for the estimated cost of our productramties at the time revenue is recognized. Ouramdy obligation is affected
by product failure rates, material usage ratesthadefficiency by which the product failure is amted. The warranty reserve is
based on historical cost data related to warrayould actual product failure rates, material esages and labor efficiencies differ
from our estimates, revisions to the estimated aveyrliability may be required.

Accounting for Restructure Expenses
There were no severance charges and no outstalahigy during fiscal year ended March 31, 2007.

During the fiscal year ended March 31, 2006, wered a severance charge of approximately $27feckta staff reductions of
17 employees, of which approximately $168 was diaslsas cost of sales, $81 as engineering, proaadsdevelopment and $22
sales, marketing and general and administrativersgs. We had an outstanding severance liabiligpproximately $15 as of
March 31, 2006.

During the fiscal year ended March 31, 2005, wemded a severance charge of approximately $128rkta staff reductions of
19 employees, of which approximately $19 was cleskias cost of sales, $18 as research and develuipand $92 as sales,
marketing and general and administrative expen®¥és.had an outstanding severance liability of apipnately $63 as of March 31,
2005.

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, weenh&uly reserved our deferred tax assets as of M&fd; 2007 and 2006. In the
event we were to determine that we would be ablee#tize our deferred tax assets in the futureagjostment to the deferred tax
asset would increase income in the period suchrmé&tation was made.

Accounting for Freight Charged to Customers

Spares and systems are typically shipped “freighéct,” therefore no shipping revenue or costssaeiated with the sale.
When freight is charged, it is booked to revenue @fifset for the cost of that freight in the cobt@venue accounts pursuant to
Financial Accounting Standards Board’s (“FASB”) EIT0-10.

Results of Operations

The following table sets forth certain financiarits for the years indicated:

Year Ended March 31,

2007 2006 2005
(In thousands)
REVENUE. ... ettt e et e e et e e e e et s e e e ee et e e e e saaaeeeeeeaaes $ 22,263 $ 21,757 $ 888,
(000 1y Mol (=3Y/=1 110 [T 16,736 15,741 11,621
L1 0TS o 01 PP 5,527 6,016 3,267




Operating expenses:

Research and development EXPENSES ... oo aaauunrrurieiieeieeeeaaaaaaaaaaeeeaaaaenns 4,646 4,753 5,772
Sales and marketing expenses........cccocceeeeee.. 3,909 2,963 2,905
General and administrative expenses 10,347 7,139 6,459
In-process research and development — — 1,653
Total OPErating EXPENSES....uuuuiieeiiieeeeeeee et ieiie i et errrereaeeaeeeeeeaaaannnnnrnne 18,902 14,855 16,789
(@ o T=Y =Y 1T gTo N [0 L1 (13,375)__ (8,839) _ (13,522)
INterest iINCOME (EXPENSE), NEL.......iiceeeeereeeiieeieeeee e e e rrr e e e e e e eeeeas 643 291 (2,064)
Other iNCOME (EXPENSE), NEL......uuuiiieeeeeeeiiiriirierereerr e e e e e e e e e e e s s srrreerreaeeees (481) (864) 223
Total other inCome (EXPENSE) NEL.......uuiiiiiiiieriie e e e e e e 162 (573) (1,841)
Income taxes — 532 —
= (o E PRSPPI $ (13,213)$ (8,880) $ (15,363)

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

Year ended March 31,

2007 2006 2005
REVENUE ..ottt 100.0% 100.0% 100.0%
(0701 A o) I (=LY< LU _75.2 72.3 78.1
10T TS o] £ ] 1 PSR 24.8 27.7 21.9
Operating expenses:

Research and development EXPENSES ...... oo eeeeeereetieiaaaaaaaaaaaaaaaaeeeieeeees 20.9 21.8 38.8
Sales and marketing EXPENSES.... ..o it 17.6 13.6 195
General and administrative @XPENSES ........uueuiieeiiiiiaaeaa e ee e 46.5 32.8 43.3
In-process research and developmENt ... eeeieeeiieiiiiiiaaee e — — 111

Total OPerating EXPENSES . ....ccci ettt ettt e e e e e e e e eeeeeas 85.0 68.2 112.7

(@] o] 2= 1] To N (0] PUPTPUP TN (60.2) (40.5) (90.8)
Interest iNCOMeE (EXPENSE), NEL........cii i cceeeeeee st e e e e e 3.0 1.3 (13.9)
Other iNCOME (EXPENSE), NEL ...ccee et e e e e e e e e e s eennes (2.1) (3.9) 15
Income taxes — 2.3 —
INEBE TOSS ..ttt ettt bbbttt b et e bbb (59.3)% _(40.8)% (103.2)%

Years Ended March 31, 2007, 2006 and 2005

Revenue

Our revenue is derived from sales of new and réshdudl systems, spare parts and non-warranty seR@enue increased 2.3%
in fiscal 2007 from fiscal 2006 (to $22,263 froml$257). The revenue increase was principally dude product mix in the current
year compared to the prior year. Revenue incred6etds in fiscal 2006 from fiscal 2005 (to $21,75@nfi $14,888). The revenue
increase was principally due to the higher volurheritical etch systems as compared to the syssaitsin the previous year. Spares
and service sales were flat year to year.

International sales accounted for approximately 67886 and 70% of total revenue in fiscal 2007, 2808 2005, respectively.
We expect that international sales will continuat¢eount for a significant portion of our revenue.

Gross Profit

Our gross profit as a percentage of revenue (gnasgin) decreased to 24.8% in fiscal 2007 compar&¥.7% in fiscal 2006.
The decrease in the gross margin in fiscal 2007pewmed to 2006 was principally due to the writeaffinventory for the 300mm
PVD tool in the amount of $1.7 million.

Our gross profit as a percentage of revenue has, laeel will continue to be, affected by a varietyfaxctors, including the mix
and average selling prices of systems sold andcdsts to manufacture, service and support new ptoohiroductions and
enhancements. Gross margins for our 6500 seri¢smsysare typically lower than those of our moreure®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 of@ur highest priorities. We believe that theutes of our expense reduction
efforts will begin to exhibit themselves in grossfit improvements, especially as we expect ouesablume to increase.

Research and Development
Research and development expenses consist prinodriiglaries, prototype material and other costecated with our research

and development efforts. Research and developmgrnses decreased to $4,646 in fiscal 2007 from584in fiscal 2006. The
decrease was due primarily to cuts in payroll axgeases within non-essential programs.
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Research and development expenses decreased 73 $4, fiscal 2006 from $5,772 in fiscal 2005. Tdecrease was due
primarily to cuts in expenses with non-essentiabpams.

Sales and Marketing

Sales and marketing expenses primarily consisalafries, commissions, trade show promotion and réidireg expenses. Sales
and marketing expenses increased to $3,909 in 296v from $2,963 in fiscal 2006 due to payroldather increased costs. Sales
and marketing expenses remained flat in fiscal 28f¥6pared to fiscal 2005. As sales continue teeimge, we anticipate an increase
in sales and marketing expenses due to increasenhigzion expense and travel related expenses.

General and Administrative

General and administrative expenses consist ofisajalegal, accounting and related administraseevices and expenses
associated with general management, finance, irgtom systems, human resources and investor melaterctivities. General and
administrative cost increased to $10,347 in fi&07 from $7,139 in fiscal 2006 primarily due teneased legal fees. General and
administrative expenses increased $680 to $7,188 fiscal 2005. The increase in spending in fi206 was primarily due to non
cash and cash expenses in the amount of $1.5 mililated to the Petaluma buyout provision of theent lease. In addition, there
was a non cash expense related to the grantirgstfated stock units to management.

In-Process Research & Development

The fair value underlying the $1,653 assigned tquaed in-process research and development (“IPR&D”the FDSI
acquisition was charged to our results of openatiduring the quarter ended June 30, 2004, anddetesmined by identifying
research projects in areas for which technolodeagibility had not been established and thereneaaiternative future use.

The IPR&D value of $1,653 was determined by an mme@pproach where fair value is the present valygaected 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 seven{fyedod were discounted at a
rate of 35% in relation to the stage of complettond the technical risks associated with achievéodptological feasibility. The net
cash flows for such projects were based on managésmestimates of revenue, expenses and assetreawgrits. Any delays or
failures in the completion of these projects cauipact expected return on investment and futuralt®sf operations. In addition,
our operating results would be adversely affectéige value of other intangible assets acquiredibecimpaired.

Interest Income (Expense), net

Interest income (expense), net, consists pringipallinterest earned on money market funds offgeinberest paid on capital
leases. In fiscal year 2007, interest income (Bg@g net increased to $643 from $291 in fiscal620hh fiscal year 2006, interest
income (expense) increased to $291 from ($2,064is0al 2005. The expense in fiscal 2005 was duiaterest on the convertible
debentures.

Other Income (Expense), Net

Other income (expense), net, consists principallgains and losses on foreign exchange, and reginérof fixed assets. We
recorded net non-operating expense of ($481) oalfiR007. We recorded net non-operating expeng884) in fiscal 2006 and
income of $223 in fiscal 2005.

In connection with the settlement of our litigatievith Advanced Modular Sputtering (AMS), Agilenédhnologies and the Avago
Entities, we agreed to make a donation of at 18350 to the University of California at Santa BaebaThe donation will endow the
Director of the California Nano Systems Institideggosition currently occupied by Professor Evelyn Hhe position will be known
as the Peter A. Clarke Professor and Director ef @alifornia Nano Systems Institute, in honor ofePeClarke, the founder of
Sputtered Films, Inc., which Tegal acquired in Asig2002. At March 31, 2007, $350 has been expetwsether income (expense),
net. This is expected to be paid in September 2007

Income Taxes

Our effective tax rate was 0% in all three fiscehgs. No tax benefit was recorded for the lossasrted in fiscal 2007, 2006 and
2005 due to uncertainty related to the realizatibsuch benefits. All deferred tax assets have lhglnreserved.
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During fiscal 2006, the contingency reserve indngount of $532 was reversed. This reserve wasdedan prior fiscal years
for the possibility of an audit of our transfergnig policy for sales in foreign countries. Aftewview of this reserve, we believe the
probability of such an audit is less than 70%, ¢Fane, the reserve was reversed.

Liquidity and Capital Resources

Net cash provided by operations was $12,772 iraffi2007, due primarily to the lawsuit settlementoamt of $19,500 partially
offset by a net loss of $13,213 partially offsetrimn cash expense from depreciation and amortizastock compensation expense,
and a write-off of inventory provisions. Additialty, the net loss is increased by a net increasetounts receivable, a net decrease
in accounts payable offset by an increase in irorgnan increase in accrued liabilities, and amdase in deferred revenue.

As of March 31, 2007, we placed $19,500, represgritie gross cash proceeds from the recent setttesheur litigation with
AMS, Agilent, and Avago Technologies, into suspefse two law firms representing SFI in this mattiaim that they are entitled
as a result of the settlement to receive contintgad from us and our subsidiary, SFI. Keker & st LLP claims fees in the
amount of $6,717; Gonzalez & Leigh LLP claims feethe amount of $2,249. We have initiated proasgs with the Bar
Association of San Francisco (“BASF”"), pursuanCalifornia statutes, to dispute the claims of fatihhs. KVN has filed suit
against us and SFI in San Francisco Superior Cihdriaction is stayed pending completion of the BA®ceedings. G&L has not
filed suit. We have identified legal and factuafehses to substantial elements of both claimsaamdigorously contesting the
claims. Since the amount in dispute cannot berahéted with reasonable certainty until the disgateesolved, we have elected to
suspend the entire amount, in accordance with i&&teof Financial Accounting Standards (“SFAS”YAccounting for
Contingencies.”

Net capital expenditures totaled $691, $231 and$3Tiscal 2007, 2006 and 2005, respectively. @dgixpenditures in all three
years were incurred principally for demonstratioquipment, leasehold improvements and to acquirégdetols, analytical
equipment and computers.

Cash proceeds from financing activities totaled,428 for fiscal 2006 and were primarily from théesaf stock through the 2005
PIPE transaction and partially offset by repaynadrthe Japanese lines of credit and the domesti payable. Cash proceeds from
financing activities totaled $7,904 for fiscal 2088d were primarily from the sale of stock and é&xercise of common stock
warrants by service providers and debenture hojolensally offset by repayment of the domestic daganese lines of credit

On February 11, 2004, we signed a $25 million gdfiaitility with Kingsbridge Capital, a firm that spializes in the financing of
small to medium sized technology-based companiég arrangement allowed us to sell shares of ommuon stock to Kingsbridge
at its sole discretion over a 24-month period dwiagen and if needed" basis. Kingsbridge was reguimder the terms of the
arrangement to purchase Tegal's stock followingeffectiveness of a registration statement. Tleemf the common shares issued
under the agreement was based on a dis¢ouhe volume-weighted average market price duasisgecified drawdown period.

During fiscal 2005, we issued to Kingsbridge a ltofa708,861 shares of our common stock. Grossqeds from the sale of
stock were $10,380. The discount the volume-weighted average market price wagd8gland charged against equity as stock
issuance cost. In addition to $623 in cash payspere issued warrants to purchase 1,977, 1,8007 30d 1,295 shares of common
stock at $17.40, $18.72, $23.04 and $16.20, reispctto advisors, in connection with the salestifck to Kingsbridge which were
charged against equity as stock issuance costsu&h to our agreement, broker fees of 6% in eashl1% of stock in the form of
warrants were paid upon each drawdown of the fgcidditionally, warrants issued at the time o€ tagreement were held in
current assets. These warrants are being amodizedprorated basis at the time of the drawdowvehadso charged against equity as
stock issuance costs.

In connection with the Kingsbridge transaction, issued fully vested warrants to Kingsbridge to pase 25,000 shares our
common stock at an exercise price of $49.32 peresfide fair value of such options, which amourtteépproximately $756 was
capitalized as a transaction cost and includedheroassets. The following variables were usedeterchine the 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¢he time of grant.

On July 6, 2005, we entered into agreements withstors to raise up to $22,500 in a private placgnwinstitutional investors
through the sale of (i) an aggregate of 2,884,65es of common stock at a purchase price of $§FeB&hare, and (ii) warrants to
purchase an aggregate of 1,442,308 shares of oumoa stock, exercisable at $12.00 per share. Thetfanche of approximately
$4,095 of the private placement was completed gnlRy 2005, and the second tranche of approxim&eb,951 was completed on
September 19, 2005 following shareholder approahe investor elected not to participate in theosddranche, so approximately
$2,454 of the offering, comprising 314,615 shamd 857,307 warrants remain unsold. This transaactias effected in reliance on
Rule 506 of Regulation D.

As of March 31, 2007, our Japanese subsidiary [Badusstanding under its lines of credit which idlateralized by Japanese

customer promissory notes held by such subsidiagdivance of payment on customers’ accounts reaeivdhe two credit lines
have a total borrowing capacity of 150 million y@pproximately $1,271 at exchange rates prevadimd/larch 31, 2007), which are
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secured by Japanese customer promissory notesdoheddch subsidiary in advance of payment on custsnaecounts receivable.
The two Japanese bank lines bear interest at Jagpanene (1.375% as of March 31, 2007) plus 0.8@b%1.5%, respectively.

Notes payable also consisted of capital lease afidigs on fixed assets totaling $2 at March 31,7200

Our consolidated financial statements contemplatereéalization of assets and the satisfactionatilities in the normal course
of business. We incurred net losses of $13,213888,and $15,363 for fiscal 2007, 2006, and 2085pectively. We generated
(used) cash flows from operations of $12,772, ($28), and ($7,519) for fiscal 2007, 2006, and 2G8Spectively. To finance our
operations, we raised approximately $18,410 irpneteeds from the sale of our common stock andamtsito institutional investors
in fiscal 2006. We believe that these proceeds,bdoed with the effects of the consolidation of gEms and continued cost
containment, will be adequate to fund operatiomr®uph fiscal year 2008. However, projected saley mat materialize and
unforeseen costs may be incurretf the projected sales do not materialize, we wiled to reduce expenses further and raise
additional capital through the issuance of debeaquity securities. If additional funds are raishtbtigh the issuance of preferred
stock or debt, these securities could have rightgileges or preferences senior to those of comstonk, and debt covenants could
impose restrictions on our operations. The salequiity or debt could result in additional dilutitm current stockholders, and such
financing may not be available to us on acceptestas, if at all.

The following summarizes our contractual obligati@t March 31, 2007, and the effect such obligatiame expected to have on
our liquidity and cash flows in future periods {housands).

Contractual obligations: Less than After

Total 1 Year 1-3 Years 3-5 Years 5 Years
Non-cancelable capital lease obligations.................. $ 2 $ 2 $ — $ - $ -
Non-cancelable operating lease obligations. ....c..... 1,252 642 556 34 20
Notes payable and bank lines of credit .................... 8 8 — — —
Total contractual cash obligations ..........ccecccvvveeee.. $1,262 $ 652 $ 556 $ 34 $ 20

Certain of our sales contracts include provisiomder which customers would be indemnified by uthenevent of, among other
things, a third-party claim against the customeiiritellectual property rights infringement relat®dour products. There are no
limitations on the maximum potential future paynseander these guarantees. We have accrued no amiouatation to these
provisions as no such claims have been made artleye we have valid, enforceable rights to theliectual property embedded
in its products

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

Our exposure to foreign currency fluctuations isnarily related to sales of our products in Europbich are denominated in the
Euro. Changes in the exchange rate between the &wtdhe U.S. dollar could adversely affect ourrapieg results. Exposure to
foreign currency exchange rate risk may increaser evne as our business evolves and our produatsince to be sold into
international markets. Currently, we do not hedgairast any foreign currencies and, as a resultidcmgur unanticipated gains or
losses. For the year ended March 31, 2007, fluctustof the U.S. dollar in relation to the Euro evémmaterial to our financial
statements.

Interest Rate Risk

We have been exposed to interest rate risk thrintghest earned on holdings of available-for-sasekmtable securities. Interest
rates that may affect these items in the futuré depend on market conditions and may differ fréva tates we have experienced in
the past. The fair value of our investment portfai related income would not be significantly irofa by changes in interest rates
since we reduce the sensitivity of our results pérations to these risks by maintaining an investrpertfolio, which is primarily
comprised of highly rated, marketable securitiese Wé not hold or issue derivatives, commodity unstents or other financial
instruments for trading purposes.
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Item 8. Financial Statements and Supplementary Data

Report of Independent Registered Public Accounting Firm

T'o the Board of Directors and Stockholders
of Tegal Corporation:

We have audited the accompanying consolidated balance sheet of Tegal Corporation and its subsidiaries as of March 31, 2007,
and the related consolidated statements of operations, stockholders’ equity, and cash flows for the year then ended. Our audit
also included the financial statement schedule for the year ended March 31, 2007 listed in the Index at Item 15(a)(2). These
consolidated financial statements and financial statement schedule are the responsibility of the Company's management. Our
responsibility is to express an opinion on these consolidated financial statements and financial statement schedule based on
our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
consolidated financial statements are free of material misstatement. The Company is not required to have, nor have we been
engaged to perform, an audit of the Company’s internal control over financial reporting. Our audit included consideration of
internal control over financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but
not for the purpose of expressing an opinion on the effectiveness of the Company's internal control over financial reporting.
Accordingly, we express no such opinion. An audit also includes examining, on a test basis, evidence supporting the amounts
and disclosures in the consolidated financial statements, assessing the accounting principles used and significant estimates
made by management, as well as evaluating the overall financial statement presentation. We believe that our audit provides a
reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present faitly, in all material respects, the consolidated
financial position of Tegal Corporation as of March 31, 2007 and the results of their operations and their cash flows for the
year then ended in conformity with accounting principles generally accepted in the United States of America. Also, in our
opinion, the information presented in the related financial statement schedule as of and for the year ended March 31, 2007,
when considered in relation to the March 31, 2007 consolidated financial statements taken as a whole, presents fairly, in all
material respects the information set forth therein.

As discussed in Note 1 to the consolidated financial statements, effective April 1, 2006, the Company changed its method of
accounting for stock-based compensation arrangements as a result of adopting Statement of Financial Accounting Standards
No. 123 (revised 2004), Share-Based Payment applying the modified prospective method.

/s/Butt, Pilger & Mayer LLP

San Francisco, California
June 27, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTINGRM

To the Board of Directors and Stockholders
Tegal Corporation

We have audited the accompanying consolidated balameet of Tegal Corporation as of March 31, 2008] the related

consolidated statements of operations, stockhdleéersty, and cash flows for the years ended M&@th2006 and 2005. We have
also audited the information presented in Schelult is listed in the index and appearing unidem 15(a)(2), for the years ended
March 31, 2006 and 2005. These financial statemants schedule are the responsibility of the Comjsamyanagement. Our

responsibility is to express an opinion on thesarftial statements and schedule based on our audits

We conducted our audits in accordance with thedstats of the Public Company Accounting Oversighaf8iaUnited States). Those
standards require that we plan and perform thetsitmliobtain reasonable assurance about whethéndreial statements are free of
material misstatement. The Company is not requioedave, nor were we engaged to perform, an addis anternal control over
financial reporting. Our audits included considiemratof internal control over financial reporting asbasis for designing audit
procedures that are appropriate in the circumstrmet not for the purpose of expressing an opimiorthe effectiveness of the
Company's internal control over financial reportidgcordingly, we express no such opinion. An aimitudes examining, on a test
basis, evidence supporting the amounts and diseesn the financial statements. An audit alsoudek assessing the accounting
principles used and significant estimates made Agagement, as well as evaluating the overall fiilwstatement presentation. We
believe our audits provide a reasonable basisudoopinion.

In our opinion, the financial statements referrediove present fairly, in all material respedis, ¢onsolidated financial position of
Tegal Corporation as of March 31, 2006, and thesclithated results of its operations and cash flawghe years ended March 31,
2006 and 2005, in conformity with accounting prpies generally accepted in the United States of haaeAlso, in our opinion, the

information presented in Schedule Il for the yeamsled March 31, 2006 and 2005, presents fairlyallirmaterial respects, the
information set forth therein when read in conjimtiwith the related consolidated financial statatae

/sl Moss AdamsLP

Santa Rosa, California
June 9, 2006
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TEGAL CORPORATION

CONSOLIDATED BALANCE SHEETS

March 31,

2007

2006

(in thousands)

ASSETS
Current assets:
Cash and cash EQUIVAIENTS .........cuiiiiii e e r e e e e e e $ 25,776 $ 13,787
Accounts receivable, net of allowances for salegns and doubtful accounts of $413 and $205 at
March 31, 2007 and 2006, rESPECHVEIY .......ceeeeeeiie st r e e e e e e e s s s eeeeeeees 6,634 5,265
LAY =T 1 (o] TS T =] PP PUPPPR 5,567 7,700
Prepaid expenses and Other CUIMENT @SSELS «aarrriririiiiiiiiiiiiiiiiee e e e e e e s e e e e e e e e e e e e e e e e e e s e 991 1,270
TOtAl CUIMTENT BSSEES. .. coeecee ettt ettt et e e e e e e e e e e e e e e e beabe et e e ee e et e e e e e e e e e ennnnnneeeeeees 38,968 28,022
Property and eqUIPMENT, NET ...ttt e e e et e e e e e e e e e e e e eaannnnbeebeeeeeeeees 1,351 1,849
Tale=TaloTl o] (I= 1T =T ST o 1= PSPPI 1,161 1,474
(@1 1=T = TS £ TR RUURRPRPRRT 176 146
L0 = L= RS ] £ PP PPPPP RPN $ 41656 $ 31,491
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
Notes payable and bank liNe€s of Credit.........irii oo $ 10 $ 27
Yot oo 10 g1 30 o =\ V7= o[ 2SO 1,974 2,458
PaXoTot (0= To [ o (0T [0 (ot VLY== U | P 1,101 506
[D1S) T g =To V=T o U P UPP SR 1,064 477
LitIgALION SUSPENSE ...ttt ittt e e e e e e e e e e ettt ettt ettt et e e e eaeaaeeeeseaaa s aebeebeeseeeeeeeeaaaaaaaaeesses s s 19,500 —
Accrued expenses and other current abilitieS ........cc.ueuiiiiiii e 3,590 1,975
Total current IabIlItIES ...t 27,239 5,443
Long-term portion of capital lease ObligatioNs.............uuuiiiiiiiiiiie e — 2
Other 1oNg term ODIIGALIONS ... ... ittt e e e e e e e e e e e e e e e e e e e e e e e aannaes — 6
Total long term liabilities ........oooie et — 8
QLI ] = N =T o 111 1= PP PR UPPPPPRP 27,239 5,451
Commitments and contingencies (Note 7)
Stockholders’ equity:
Preferred stock; $0.01 par value; 5,000,000 sheuwtwrized; none issued and outstanding........... — —
Common stock; $0.01 par value; 200,000,000 shartmezed; 7,106,86and 7,021,088 shares
issued and outstanding at March 31, 2007 and 2@8BECtiVElY ..........cccooeviiiiiiiiiiccceeeieeeeeeeeeee, 71 70
Additional PAId-iN CAPILAL.........uuueiiiiiit e e e e e e e e e e e e e e e e e e e e e e e e aaaanns 122,473 120,592
Accumulated other comprehensive INCOME (I0SS).ccoooo . ieiiiiiiiiiie e, 240 532
AccUMUIAtEd EFICIT ... ..ot e e e e e e e e e e e e e e e e e e e e e e (108,367) (95,154)
L0 =1 IRS) (o Tod KT ] (o [=T £ =T V) 14,417 26,040
Total liabilities and StOCKNOIAEIS’ EQUILY ....uueeereeiiiiiiiiiieeiiiiiee e e e e e e e e e $ 41656 $ 31,491

See accompanying notes to consolidated financigsients.
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TEGAL CORPORATION
CONSOLIDATED STATEMENTS OF OPERATIONS

Year Ended March 31,
2007 2006 2005
(In thousands, except
per share data)

REVENUE ...ttt ettt ettt e bttt nbb e sb e s $ 22,263 $ 21,757 $ 888,
COSE Of FEVENUE ....oiiiiiiie ittt e s e nn e s 16,736 _ 15,741 11,621
GrOSS PrOfit ettt et e e e e e e e e e e e e ee e s 5,527 6,016 3,267
Operating expenses:
Research and development EXPENSES ... oo aaaunururiieiieiieeeeaaaaaaaaaaeeeaaaaeees 4,646 4,753 5,772
Sales and marketing expenses........cccocceeeeee.. 3,909 2,963 2,905
General and administrative expenses 10,347 7,139 6,459
In-process research and development — — 1,653
Total OPErating EXPENSES ... uuuuirieiiieeeeeeee et eeiieiecbrrrarreerrrereaeaeeeeeeeaaannrnnnrnne 18,902 14,855 16,789
(@ o T=Y =Y (g o [ [0 L1 (13,375)__ (8,839) _ (13,522)
INterest INCOME (EXPENSE), NEL.......iiceeeeereeeieeeeeeee e e e e e rrr e e aaaee e 643 291 (2,064)
Other iNCOME (EXPENSE), NEL......uuuriieeeeeeeiiiiriiiirirreer e e e e e e e e e e e e e s s sssrareeeeeaeeees (481) (864) 223
Total other inCome (EXPENSE), NEL......uuiiiiieiieriieeee e e e e e e e e 162 (573) (1,841)
Income taxes — 532 —
N BT 0SS, 1ttt ettt 44kt e kbt e ekt e e ek bt e ettt e e eabe e e enbe e e e enbe e e e enbeeeenees $ (13,213)% (8,880) $ (15,363)
Net loss per share:
BasiC and ilULEA .........ccueiiiiiiiii i ceeeee ettt e $ (1.87) $ (1500 $ (3.93)
Weighted average shares used in per share congngati
BasiC and dilULEd ..........uueieeeeiieee e 7,065 5,903 3,907

See accompanying notes to consolidated financi&sients.
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TEGAL CORPORATION

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

Accumulate Total
d
Additional Other Stock- Compre-
Common Stock Paid-in Comprehen  Accumulate Holders’ Hensive
sive d
Shares Amount Capital Income Deficit Equity Loss
(In thousands, except share and per share data)
Balances at March 31, 2004-............c.ccceenuenn. 3,048,654 30 $ 85712 % 124 $ 970) 14,955
Common stock issued under option and stock
purchase plans ..........ccccoviiiiieiiiiceeees 7,432 1 97 — — 98
Common stock issued for acquisition .............. 117,553 1 2,341 — — 2,342
Warrants and options to purchase common stock
issued for services rendered..............ceceue-. — — 339 — — 339
Debentures — value of Beneficial conversion
fEatUre. ..o — — 1,811 — — 1,811
Debentures — converted to shares............ . 398,805 4 4) — — —
Debentures — interest converted to shares ......... 3,288 — — — —
Debentures — investor & advisor warrants
EXEICISE. ..o 118,893 1 351 — — 352
Private Institutional Offering December 2001 —
warrants exercised ............ocveveeres e 141 — — — — —
Common stock issued to Kingsbridge Capital...... 708,861 7 8,993 — 9,000
NEL 0SS ... e — — (15,363) (15336 $ (15,363)
Cumulative translation adjustment.................. — — — (234) — (234) (234)
Total comprehensive l0SS...........ccooouvveecmmnnee — — — — — $ (15,597)
Balances at March 31, 2005............ccccceenen. 4,403,627 44 99,640 (110) (88)27 13,300
Common stock issued under option and stock
purchase plans .........ccccoeeveiiiieiiiceecee e 9,498 — 96 — — 96
Common stock issued in PIPE ..............ccceeeee. 2,570,000 26 20,020 — — 20,046
Common stock issued for services rendered ........ 14,697 103 — — 103
Warrants and options to purchase common stock
issued for services rendered...............cecue-. — — 953 — — 953
Restricted stock units — Granted/Vested. 23,266 — 1,231 — — 1,231
Deferred Compensation ... — — (224) — — (224)
CoSt Of EQUILY ... — — (1,662) — — (1,662)
Valuation of Warrants in 2005 PIPE — — 435 — — 435
NEt I0SS .....eevvveieeriieiiesieieies — — — — (8,880) (8,880) $ (8,880)
Cumulative translation adjustment. — — — 642 — 642 642
Total comprehensive loss — — — — — — $ (8.238)
Balances at March 31, 2006..............c.ceenenn. 7,021,088 70 120,592 532 (95)154 26,040
Common stock issued under option and stock
purchase plans .........cccccoviiiiiiiiiiceeees 2,664 — 10 — — 10
Warrants and options to purchase common stock
issued for services rendered..... . — — 69 — — 69
Repurchase of fractural shares ..... (219)
Restricted stock units — distributed ... 83,334 1 138 — — 139
Stock compensation eXpense..............veeeeeuee — — 1,664 — — 1,664
NEL 0SS ..t e — — — — (13,213) (13,213) $ (13,213)
Cumulative translation adjustment............cece. — — — (292) — (292) (292)
Total comprehensive 10SS...........cccovvicmmeeee — — — — — — $ (13,305)
Balances at March 31, 2007 ............ccccceeenen. 7,106,867 71 $ 122473 $ 240 $ (108,367) $ 14,417

See accompanying notes to consolidated financigsients.
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TEGAL CORPORATION

CONSOLIDATED STATEMENTS OF CASH FLOWS

Cash flows from operating activities:

Year Ended March 31,

2007

2006

2005

(In thousands)

NETIOSS ...ttt e e e e et e e e e e s ettt e e e e e s stbaeeaeeetbraeeaeaaa $ (13,213) $ (8,880) $ (15,363)
Adjustments to reconcile net loss to net cash plexviby (used in) operating
activities:
Depreciation and amortization...............cccceeciiiiieiiiiiieeae e 840 1,193 1,452
Stock COMPENSALION EXPENSE .....eviiiiiiiiiieeeeeeee et e e e e e e e e 1,664 — —
Stock issued under stock purchase plan...........cooiiiiiiiiiiiiiiiee 10 — —
Stock diStribDULION. ... 139 — —
In-process research and development... — — 1,653
Provision for doubtful accounts and sales retuﬁwvances ................................. 208 (338) 273
Loss on disposal of property and equipment 663 8 12 —
Non cash interest expense - accretion of debt digcand amortization of debt
ISSUAINCE COSES ...vveeinrrieeiirieeitrie s sree s s e e e s e e e — — 2,019
Fair value of warrants and options issued for ses/rendered ..........ccccvvvveeeeeennn. 69 1,958 381
Non cash mark to market warrants — 435 —
Changes in operating assets and liabilities, natqtiisitions:
ACCOUNES reCeiVabIe ... (1,524) (2,718) 2,402
INVENEOTIES. ...ttt e e e e e e e e e e e e e nee e 1,951 (1,764) (1,315)
Prepaid expenses and Other aSSEtS........ . eeeeeeriesiiiiinninnirereeereeereeaeeeas 239 (532) 24
ACCOUNES PAYADIE ......eviiiiiiiieiieeie e (508) (1,112) 1,916
Accrued expenses and other current liabilitieS.............cccccccviiiiiiiiiiiiiinceee. 1,582 (601) (470)
Accrued product Warranty..........cooeieeiieieeeeees e s e e ee e ee e 565 300 (173)
Litigation SUSPENSE.......ccuveeiiiiiiiiieeiiereeees e e s ee s st rreeereeaaaaaeeeeeaan 19,500 — —
Deferred rEVENUE..........uuiiiiiiiiieeee et e e e e e 587 355 (318)
Net cash provided by (used in) operating activities................ccccccviviiiiieennen, 12,772 (11,576) (7,519)
Cash flows from investing activities:
Purchases of property and equipment ... (691) (231) (315)
Net cash used in investing actiVities ... ceeeereeriiiiiiiiiiiieeeee (691) (231) (315)
Cash flows from financing activities:
Net proceeds from issuance of common StOCK ..., — 18,583 10,206
Borrowings under notes payable and bank lineseditr..............ccccviiiiiin. (14) — 1,303
Repayments of notes payable and bank lines oftcredi..............coooi i — (134) (3,594)
Payments on capital lease finanCing........cceeeecoeeeeeeiiiniiiiiieeeee (2) (24) (11)
Net cash provided by (used in) financing actigitie..................ooeeeciiiiiiiiiine (16) 18,425 7,904
Effect of exchange rates on cash and cash equtgalen..................cccccciviiiirieeecee. (76) 76 (26)
Net increase in cash and cash equUIVaIENES c..uceeereeee i, 11,989 6,694 44
Cash and cash equivalents at beginning Of Year . ......ooovevviccciiiiiiiiiieiieeeeeeenn, 13,787 7,093 7,049
Cash and cash equivalents at €nd Of YEar ....ccccceuviiiiiiiiiiiei e, $ 25776 $ 13,787 $ 7,093
Supplemental disclosures of cash paid during tlae f@: ...,
1) 1) S PP P PP USOURUPRRTPN $ 6 $ 10 $ 27
Supplemental disclosure of non-cash investing arah€ing activities
Transfer of demo lab equipment between inventod/fared assets $ 314 $ 725 $ —
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Supplemental Schedule of Non Cash Investing Activés (amounts in thousands, except shares):

On May 28, 2004, Tegal purchased substantiallpfathe assets and assumed certain liabilities it Blerivative Systems, Inc.
(“FDSI"), a development stage company, for 1,410,8hares of common stock valued at $2,342, $15@eint forgiveness,
approximately $50 in assumed liabilities, and $irb&cquisition costs, pursuant to a purchase ageaedated April 28, 2004. The
following table represents the allocation of theghase price for FDSI. In estimating the fair \eabf assets acquired and liabilities
assumed management considered various factoradinglan independent appraisal.

Fair value fixed assets acquired...................... $111
Non compete agreements...............uvvenncmmmeme.. 203
Patents ... 733
In-process research and development................ 1,653
Debt forgiveness......uuuvveveiiieieeeeee e (150)
Assumed liabilities ..., (50)

$2,500

See accompanying notes to consolidated finanatstents.
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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 (“RFIDs”), smart cards, data storage arctarlievel actuators. Etching and deposition ceugtitwo of the principal IC and
related device production process steps and eashbmperformed numerous times in the productiosuoh devices.

The Company was formed in December 1989 to acdqo@eperations of the former Tegal Corporationjvésibn of Motorola,
Inc. The predecessor company was founded in 18d2aaquired by Motorola, Inc. in 1978. Tegal congdeits initial public
offering in October 1995.

On August 30, 2002, the Company acquired all ofdbtstanding common stock of Sputtered Films, Ipodated (“SFI”), a
privately held California corporation. SFI is adker in the design, manufacture and service of pigitiormance physical vapor
deposition sputtering systems for the semiconduatat semiconductor packaging industry. SFI wasded in 1967 with the
development of its core technology, the S-Gun.

On November 11, 2003, the Company acquired sulisligntall of the assets and certain liabilities Sfmplus Systems
Corporation, (“Simplus”), a development stage conypa Simplus had developed a deposition clustet émal certain patented
processes for barrier, copper seed and high-Karé&eapplications. Simplus had coined the terrarfo-layer deposition” or “NLD”
to describe its unique approach to molecular oggahemical vapor deposition (“MOCVD”). The Compdsycontinuing to develop
these NLD processes and related tools, and arkeirptocess of marketing them to a limited numbekeyf customers and joint
development partners.

On May 28, 2004, the Company purchased substantdlliof the assets and assumed certain liabilitie$-irst Derivative
Systems, Inc. (“FDSI”). FDSI, a privately held ééspment stage company, was founded in 1999 a@eoffpof SFI. FDSI had
developed a high-throughput, low cost-of-ownergitigsical vapor deposition (“PVD”) system with higtdifferentiated technology
for leading edge memory and logic device productinr200 and 300 millimeter wafers.

The consolidated financial statements include tteoants 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 liabdlité foreign operations are translated to U.S.adslht current rates of exchange and
revenues and expenses are translated using weighkirdge rates. The effects of translating thenfird statements of foreign
subsidiaries into U.S. dollars are reported asmotated other comprehensive income, a separateareenp of stockholders’ equity.
Gains and losses from foreign currency transactaresincluded in the statements of operations asomponent of other income
(expense), net.

The preparation of financial statements in conftymiith generally accepted accounting principleshie United States requires
management to make estimates and assumptiondfinatthe reported amounts of assets and liakslidied disclosures of contingent
assets and liabilities at the date of the finansfatements and the reported amounts of revenwksxpenses during the reporting
periods. Actual results could vary from those eatas.

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, 2007 and 2006 all of the Company’'sestments are classified as cash equivalents irtdheolidated balance

sheets. The investment portfolio at March 31, 2806d 2006 is comprised of money market funds. Atdd&81, 2007 and 2006, the
fair value of the Company’s investments approxirdatest.
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Financial Instruments

The carrying amount of the Company’s financial fiastents, 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 Compapsoslucts in various global
markets. As a result, the Company is exposed tagdsin foreign currency exchange rates. The Cagngdaes not hold derivative
financial instruments for speculative purposesrelgm currency gains and losses included in otheore (expense), net were not
significant for the years ended March 31, 2007,62@Mhd 2005.

Concentration of Credit Risk

Financial instruments that potentially subject Bempany to significant concentrations of credik risonsist primarily of
temporary cash investments and accounts receivablistantially all of the Company’s temporary inmesnts are invested in money
market funds. The Company’s accounts receivabl@ariged primarily from sales to customers locatethe U.S., Europe and Asia.
The Company performs ongoing credit evaluationgtoftustomers and generally requires no collatéraé Company maintains
reserves for potential credit losses. Write-offsimy the periods presented have been insignificastof March 31, 2007, three
customers accounted for approximately 86.3% oftteounts receivable balance. As of March 31, 2666,customer accounted for
approximately 63.4% of the accounts receivablerizaa

Inventories

Inventories are stated at the lower of cost or eaneduced 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. The Company estimates the effects of examdobsolescence on the carrying values of oumtovies based upon estimates
of future demand and market conditions. The Comptablishes a provision for inventories in exadgsroduction demand. Should
actual production demand differ from the Compargstimates, additional inventory provision may bguieed. The excess and
obsolete provision is only released if and whenrtHated inventory is sold or scrapped. The inegnprovision balance at March
31, 2007 and 2006 was $3,908 and $7,136, respBctifée inventory provision write down for the yea&nded March 31, 2007 and
2006 was ($3,227) and ($1,146), respectively.

The Company periodically analyze any systems ttairafinished goods inventory to determine if trang suitable for current
customer requirements. At the present time, thepamy’s policy is that, if after approximately 1&nths, it determines that a sale
will not take place within the next 12 months ame tsystem would be useable for customer demorsigatr training, it is
transferred to fixed assets. Otherwise, it is agpd.

The carrying value of systems used for demonstratar training is determined by assessing the @iogte components that are
suitable for sale. Any parts that may be rendereshleable as a result of such use are removedtfesystem and are not included
in finished goods inventory. The remaining salegidets are valued at the lower of cost or markeresenting the system’s net
realizable value. The depreciation period foteys that are transferred to fixed assets is da@tethbased on the age of the system
and its remaining useful life (typically five toghit years).

Warranty Costs

The Company provides warranty on all system saéesed) on the estimated cost of product warrantigdheatime revenue is
recognized. The warranty obligation is effectedpbyduct failure rates, material usage rates, hacefficiency by which the product
failure is corrected. Should actual product faluates, material usage rates and labor efficierdiifer from estimates, revisions to
the estimated warranty liability may be requiregle(dlote 2 to accompanying notes to the consolidatadcial statements).

Property and Equipment

Property and equipment are recorded at cost. Digpiat is calculated using the straight-line metlua@r the estimated useful
lives of the assets, ranging from three to sevemsyd easehold improvements are stated at cosar@ndmortized using the straight-
line method over the shorter of the estimated uskfir of the improvements or the lease term. 8igant additions and
improvements are capitalized, while repairs andnteaiance are charged to expense as incurred. ‘A#sets are disposed of, the
cost and related accumulated depreciation are rechtom the accounts and the resulting gains @ewsire included in the results
of operations. The Company generally depreciaseassets over the following periods:

Years
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Furniture and machinery and equipment.......ccceeeeeeeeeeeeeeee. 7
Computer and SOftWAIE ...........uueeeiiiiiii e e e 3-5
Leasehold improvements ..........cooooeiiiiiiceccceeiiieeeeeeee e 5 or remaining lease life

Identified Intangive Assets

Acquisition—-related intangibles include non-compateeements, patents, unpatented technology, add trame that are amortized
on a straight-line basis over periods ranging fiEbgears to 15 years. Also included in acquisitielated intangibles is workforce-in-
place related to acquisitions that did not quadifybusiness combinations. The Company perfornangaing review of its identified
intangible assets to determine if facts and cirdantes exist that indicate the useful life is strothan originally estimated or the
carrying amount may not be recoverable. If suclisfand circumstances exist, the Company assdwsesdoverability of identified
intangible assets by comparing the projected undisied net cash flow associated with the relatsdtas group of assets over their
remaining lives against their respective carryingpants. Impairment, if any, is based on the exoésle carrying amount over the
fair value of those assets.

Impairment of Long-Lived Assets

Long-lived assets are reviewed for impairment wienevents or changes in circumstances indicatdlieacarrying amount may
not be recoverable. If undiscounted expected futash flows are less than the carrying value ofaeets, an impairment loss is
recognized based on the excess of the carrying anower the fair value of the assets. No impairn@warge has been recorded for
the years ended 2007, 2006, and 2005, respectively.

Accounts Receivable — Allowance for Sales Returnsid Doubtful Accounts

The Company maintains an allowance for doubtfulbaots receivable for estimated losses resultingnftbe inability of the
Company’s customers to make required paymenthelfihancial condition of the Company’s customeesemo deteriorate, or even
a single customer was otherwise unable to make patgnadditional allowances may be required.

The Company’s return policy is for spare parts emchponents only. A right of return does not efastsystems. Customers are
allowed to return spare parts if they are defectigen receipt. The potential returns are offsefrejayross revenue on a monthly
basis. Management reviews outstanding requestgti@ms on a quarterly basis to determine thatékerves are adequate.

Revenue Recognition

Each sale of our equipment is evaluated on an ighgil basis in regard to revenue recognition. Tohenpany has integrated in
its evaluation the related interpretative guidaimuded in Topic 13 of the codification of staffaunting bulletins, and recognize
the role of the EITF consensus on Issue 00-21. Qdrapany first refers to EITF 00-21 in order toedatine if there is more than one
unit of accounting and then the Company refersAB®4 for revenue recognition topics for the urfitagcounting. The Company
recognizes revenue when persuasive evidence afrangegment exists, the seller’s price is fixed etedminable and collectibility is
reasonably assured.

For products produced according to our publisheecifipations, where no installation is required installation is deemed
perfunctory and no substantive customer accept@ngeisions exist, revenue is recognized when fitksses to the customer,
generally upon shipment. Installation is not deenmebe essential to the functionality of the equiminsince installation does not
involve significant changes to the features or bép@s of the equipment or the building of comypliaterfaces and connections. In
addition, the equipment could be installed by thst@amer or other vendors and generally the coststéllation approximates only
1% of the sales value of the related equipment.

For products produced according to a particulatarusr’s specifications, revenue is recognized wtherproduct has been tested
and it has been demonstrated that it meets th@roess specifications and title passes to the ensto The amount of revenue
recorded is reduced by the amount (generally 1@8f)ch is not payable by the customer until instala is completed and final
customer acceptance is achieved.

For new products, new applications of existing piaid, or for products with substantive customeeptance provisions where
performance cannot be fully assessed prior to mgetiistomer specifications at the customer sit8%d @f revenue is recognized
upon completion of installation and receipt of fisastomer acceptance. Since title to goods gépgrasses to the customer upon
shipment and 90% of the contract amount becomeahpayt that time, inventory is relieved and actsuweceivable is recorded for
the entire contract amount. The revenue on thesesdctions is deferred and recorded as deferseshwe. As of March 31, 2007
and 2006, deferred revenue as related to systernsb®839 and $455, respectively. We reserve farangy costs at the time the
related revenue is recognized.
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Revenue related to sales of spare parts is reaagjnipon shipment. Revenue related to maintenamteservice contracts is
recognized ratably over the duration of the consratJnearned maintenance and service revenueliglied in deferred revenue. At
March 31, 2007 and 2006, respectively, $25 anddf2izferred revenue was related to service corstract

Accounting for Freight Charged to Customers

Spares and systems are typically shipped “freighéct,” therefore no shipping revenue or costssoiated with the sale.
When freight is charged, it is booked to revenug @ififset for the cost of that freight in the cokt@venue accounts pursuant to
FASB’s Emerging Issues Task Force (“EITF”) 00-10.

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 aflo#s are established when necessary to reduaeedefax assets to the amount
expected to be realized.

Earnings Per Share

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

Stock-Based Compensation

The Company has adopted several stock plans tbatder equity instruments to the Company’s employaed non-employee
directors. The Company’s plans include incentive aon-statutory stock options and restricted staskards. Stock options and
restricted stock awards generally vest ratably @é@yur-year period on the anniversary date ofgitat, and expire ten years after
the grant date. On occasion restricted stock asvanaly vest on the achievement of specific perfoomaargets. The Company also
has employee stock purchase plans that allow dge@lémployees to purchase Company shares at 83%e d&ir market value on
specified dates. The difference between the psehalue and the market value is expensed as caanj@n

Prior to April 1, 2006 the Company accounted farstn stock-based employee compensation plans umelen¢asurement and
recognition provisions of Accounting Principles Bd®pinion No. 25, “Accounting for Stock IssuedBEmployees” or APB 25, and
related interpretations, as permitted by SFAS N2B, I'Accounting for Stock Based Compensation,” &tAS 123. With the
exception of grants of restricted stock awards,Gbenpany generally recorded no stock-based compensaxpense during periods
prior to April 1, 2006 as all stock-based grantd baercise prices equal to the fair market valuthefCompany’s common stock on
the date of grant. The Company also recorded nmpeasation expense in connection with the Compagygloyee stock purchase
plans as they qualified as non-compensatory plalieifing the guidance provided by APB 25.

Effective April 1, 2006, the Company adopted the ¥alue recognition provisions of SFAS No. 123v{sed 2004) “Accounting
for Stock Based Compensation” (SFAS 123R) usingrtioglified prospective transition method. Under ttrahsition method, the
Company recognized compensation expense of $1@6thé fiscal year 2007, which included: (a) congzion expense for all
share-based payments granted prior to but not gsted as of April 1, 2006, based on the grant deitevalue estimated in
accordance with the original provisions of SFAS 123 (b) compensation expense for all share-baageents granted or modified
on or after April 1, 2006, based on the grant daitevalue estimated in accordance with the pravisiof SFAS 123R. Compensation
expense is recognized only for those awards tteeapected to vest, whereas prior to the adoptfcBFAS 123R, the Company
recognized forfeitures as they occurred. In addjttbe Company elected the straight-line attributieethod as our accounting policy
for recognizing stock-based compensation expensallf@wards that are granted on or after ApriQ06. Results in prior periods
have not been restated.

The total compensation expense related to nondestards not yet recognized is $3,256. The weightestage period for
which it is expected to be recognized is 2 years.

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 (“Eng#o$tock Purchase Plan”):

2007 2006 2005
Expected life (years):
Stock OptionS .......ooooiiiiii e, 4.0 4.0 4.0
Employee stock purchase plan........ 0.5 0.5 0.5
Volatility:
Stock OptionS.........cooeveeiieiiiei e, 96% 63% 90%



Employee stock purchase plan........ 96% 63% 90%
Risk-free interest rate............ccvveeeeenn. 45% 461% 2.84%
Dividend yield ...............coooiiiiiiiiieeee, 0% 0% 0%

Had the Company recorded compensation costs bas#te estimated grant date fair value (as define8BAS 123) for awards
granted under its stock option plans and Employaa, Rhe Company’s net loss and loss per sharediuaNe been increased to the

proforma amounts below for the years ended Margi26@6 and 2005:

2006 2005

Net loss as reported $(8,880) $(15,363)
Proforma compensation expense at fair value
........................................................... $ (1,770) $ (1,244)
Proforma netloSsS.......ccccoeeeveviviicciieenns $ (10,650) $ (16,607)
Net loss per share as reported - basic and diluteds  (1.50) $ (3.93)
Proforma net loss per share:

Basic and diluted...........c.cccoveeeviieieea. $ (1.80) $ (4.32

Comprehensive Loss

Comprehensive loss is defined as the change irtyeqlithe Company during a period from transactiang other events and
circumstances excluding transactions resulting fiowestments 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

Note 2. Balance Sheet and Statement of Operations Detall

Inventories, net consisted of:

March 31,
2007 2006
RaW MALEMAIS .....ccvvveeiiiie e eeeee e $ 1315 $ 1,692
WOPK IN PrOCESS ....vvvviiiiiiiiieieiiieeeee e e mmmmmmiinienrverae e e eeeaaaaaaeeas 2,928 4,173
Finished goods and spares...........cccccvvueeeeeeeeiieseiecnnnnnnnns 1,324 1,835

$ 5567 $ 7,700

The inventory provision at March 31, 2007 and 20@6 $3,908 and $7,136, respectively.

Property and equipment, net, consisted of:

March 31,
2007 2006

Machinery and equipment 2,605 $ 3481
Demo lab equIpPMENt .....ceevveviiiieeeee e 1,295 2,028
Computer and software........................ 1,152 1,623
Leasehold improvements 3,198 3,528
8,250 10,660

Less accumulated depreciation and amortization............ (6,899) (8,811)
$ 1351 $ 1,849

Machinery and equipment at March 31, 2007 and 2D@fydes approximately $43 and $56, respectivef\gssets under leases
that have been capitalized. Accumulated amortimator such equipment approximated $42 and $4emively. Depreciation

expense for years ended March 31, 2007, 2006, @d8l ®ere $526, $871, and $1,123, respectively.

A summary of accrued expenses and other currdviliti@s follows:

March 31,
2007 2006
Accrued COMpPENSALION COSES.......ccoiiiiiiiiceemeer s e e e e e e $ 1,089 161
Income taxes payable...........ccooooiiicecceee e 27 13
CUSIOMEr AEPOSILS ...eoiieeiiiiiiiiiie e ettt e e e e e e e e 063 2
Sales tax payable ... 302 79
101 1T PRSPPI 1,109 620




$ 3590 $ 1,975

Product warranty and guarantees:

The Company provides warranty on all system saéesedh 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 theaye ended March 31, 2007 and 2006 is as follows:

Year ended March 31,

2007 2006
Balance at the beginning of the period......cccccceooiiiiiiiiiiiiiec e, $ 506 $ 225
Additional warranty accruals for warranties issuleding the year........ 1,140 496
Settlements made during the year...........cccaeiiiiiiiiiiiiiaiis _ (545) (242)
Balance at the end of the year.......... . e $011 $ 506

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 theseaniaes. The Company has
accrued no amounts in relation to these provisiamao such claims have been made and the Compdieyeseit has valid,
enforceable rights to the intellectual property edded in its products.

Note 3. Earnings Per Share

SFAS No. 128, “Earnings Per Share,” requires duadgntation of basic and diluted net loss per sbarthe face of the statement
of operations. Basic EPS is computed by dividirgslavailable to common stockholders (numeratothbywveighted average number
of common shares outstanding (denominator) for ghegod. Diluted EPS gives effect to all dilutive tpotial common shares
outstanding during the period. The computationibfteld EPS uses the average market prices durimgéhiod. All amounts in the
following table are in thousands except per shate.d

Basic net loss per common share is computed ussg/éighted-average number of shares of commoR statstanding.

The following table represents the calculation aéib and diluted net loss per common share (inséwods, except per share
data):

Year Ended March 31,

2007 2006 2005

Net loss applicable to common stockholders $ (13,213) $ (8,880) $ (15,363)
Basic and diluted:

Weighted-average common shares outstanding .................. 7,065 5,903 3,907

Less weighted-average common shares subject toctegse. .. — — —

Weighted-average common shares used in computiig aad

diluted net loss per common share .............ccccovveeeenen. 7,065 5,903 3.907

Basic and diluted net loss per common share ..................... $(1.87) $(1.50) $(3.93)

Outstanding options, warrants and restricted seapkivalent of 2,537,429; 2,410,772; and 997,017eshaf common stock at a
weighted-average exercise price of $11.36, $1388,$25.80, per share on March 31, 2007, 2006 @68 Bespectively, were not
included in the computation of diluted net loss pemmon share for the periods presented as a r&stieir anti-dilutive effect.
Such securities could potentially dilute earnings $hare in future periods.

Note 4. Notes Payable and Bank Lines of Credit

As of March 31, 2007, the Company’s Japanese sialpgitiad $8 used on lines of credit which are tetiaized by Japanese
customer promissory notes held by such subsidiagdivance of payment on customers’ accounts rdaeivahe two credit lines
have a total borrowing capacity 150 million yengepximately $1,271 at exchange rates prevailindvamch 31, 2007), which are
secured by Japanese customer promissory notesdoheddch subsidiary in advance of payment on custsnaecounts receivable.
The two Japanese bank lines bear interest at Jeganiene 1.375% as of March 31, 2007, plus 0.8a6&01.5%, respectively.

Notes payable at March 31, 2007, consisted of @hlgiase obligations of $2 excluding the interestipn.
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Note 5. Income Taxes

Components of income (loss) before income taxeasifellows:

Year ended March 31, 2007 2006 2005

Domestic $ (15,261) $ (6,884) $ (14,478)

Foreign 2,048 (2,528) (885)
$ (13,213) $ (9,412) $ (15,363)

Components of the provision for income taxes ar@lésns:

Year ended March 31 2007 2006 2005

Current:
U.S. Federal $ — $ — $ —
State & Local — — —
Foreign (credit) — (532) —
$ — $ (532) $ —

Deferred
U.S. Federal — — —
State & Local — — —
Foreign (credit) — — —

Total $ — $ (532) $ —

The income tax provision differs from the amouninpaited by applying the statutory U.S. federal inedax rate as follows:

Year ended March 31, 2007 2006 2005
Income tax provision at U.S. Statutory

Rate $ (4,493) $ (3,200) $ (4,651)
State taxes net of federal benefit (534) (295) (303)
Foreign differential (696) 860 301
Current year tax credits (48) (441) —
Transfer price reserve no longer required — (532) —
Change in valuation allowance 5,681 2,080 4,739
Change in deferred state tax rate — 600 —
Other 90 396 (86)
Income tax expense/(income) $ — $ (532) $ —

Components of deferred taxes are as follows:

Year ended March 31, 2007 2006 2005
Revenue recognition for tax and deferred for book $ — $ 57 $ 45
Non-deductible accruals and reserves 3,194 3,459 4,322
Net operating loss carryforward 32,656 26,997 4,336
Credits 3,597 3,549 3,004
Uniform cap adjustment 721 457 566
Other 140 108 254
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Total 40,308 34,627 32,547
Valuation allowance (40,308) (34,627) (32,547)

Net deferred tax asset $ — $ — $ —

We have recorded no net deferred tax assets foretas ended March 31, 2007 and 2006, respectivighg. Company has
provided a valuation allowance of $40r@lion and $34.6 milliorat March 31, 2007 and 2006, respectively. Theatan
allowance fully reserves all net operating lossyfarwards, credits and non-deductible accrualsrasdrves, for which
realization of future benefit is uncertain. Thalization of net operating losses may be limited thuchange of ownership rules.
The valuation allowance increased$8:7million and $2.1 million during the years ended ®aB1, 2007 and 2006,
respectively.

At March 31, 2007, the Company has net operatiag tarryforwards of approximately $88rfllion and $42.3nillion for
federal and state tax purposes, respectively, whitthbegin to expire in the year ended March 300&.

At March 31, 2007, the Company also has researdregperimentation credit carryforwards of $glion and$1.4million for
federal and state income tax purposes, respectiwblich will begin to expire in the year ended Mag&l, 2010.

The Tax Reform Act of 1986 limits the use of neéigiing loss and tax credit carry-forwards in dartituations where changes
occur in the stock ownership of a corporation dyarcertain time period. In the event the compsag incurred a change in
ownership, utilization of the carry-forwards colid significantly restricted.

Note 6. Accounting for Restructure Expense
During the fiscal year ended March 31, 2007, tlegee no severance charges and no outstandingtljabil

During the fiscal year ended March 31, 2006, wemded a severance charge of approximately $27feckta staff reductions of
17 employees, of which approximately $168 was diaslsas cost of sales, $81 as engineering, proardsdevelopment and $22
sales, marketing and general and administrativeeresgs. We had an outstanding severance liabilitgppfoximately $15 as of
March 31, 2006.

During the fiscal year ended March 31, 2005, wered a severance charge of approximately $12¢ckta staff reductions of
19 employees, of which approximately $19 was cl@sbkias cost of sales, $18 as research and devehtpand $92 as sales,
marketing and general and administrative expen¥és.had an outstanding severance liability of apipnately $63 as of March 31,
2005.

Note 7. Commitments and Contingencies

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

Capital Operating
Year Ending March 31, 2007 Leases Leases

As of March 31, 2007

2008 ... e ———————— e $ 5 $ 642
— 344
— 212
— 34
— 20

Total minimum lease payments ..........vvoccccccieeeeeenie s 5 $ 1,252

Less amount representing interest..........cocee o iiiiiiiiiiiieeeeen. 3

Present value of minimum lease payments..........cccccceeevieenenn. 2

LEeSS CUITENE POITION ...ttt ettt 2

Long term capital lease obligation.........ccccccceeiiiviimmeeeeeeeeeeeennn, —



Most leases provide for the Company to pay reatesaxes and other maintenance expenses. Remsexfoe operating leases,
net of sublease income, was $1,636, $2,671, af261during the years ended March 31, 2007, 2062805, respectively.

The Company maintains our headquarters, encompggassin executive office, manufacturing, engineeraryd research and
development operations, in one leased 39,414 sdoatdacility in Petaluma, California. We have ioff space in a leased 13,300
square foot facility in San Jose, California.

Sputtered Films, Inc. v. Advanced Modular Sputtgriet al., filed in Santa Barbara County Superioui®

On December 22, 2003, Sputtered Films, Inc. ("SHE"Wholly owned subsidiary of the Company, filed action against two
former employees, Sergey Mishin and Rose Stuanta@urand a company they formed after leaving teeiployment with SFI
named Advanced Modular Sputtering, Inc. ("AMS"er&y Mishin and Rose Stuart-Curran had each sigoefidentiality and non-
disclosure agreements regarding information obthiwwaile employed by SFI. The action contains causkeaction for specific
performance, breach of contract, breach of the maveof good faith and fair dealing, misappropaatiof trade secrets, unfair
competition, unfair business practices, interfeeemdth prospective economic advantage, conversiojyst enrichment, and
declaratory relief. These claims arise out of infation SFI received evidencing that AMS possessall used SFI's confidential,
proprietary and trade secret drawings, specifioatand technology to manufacture the sputteringnaoketed by AMS.

During 2004 and 2005, this litigation was largetglled while AMS and Agilent Technologies, Inc. tested SFI's right to
conduct discovery. This dispute was resolved e 2005 when the California Court of Appeal affitn&FI's trade secret
identification as statutorily sufficient. On Novber 18, 2005, SFI requested leave to add Agilenhiielogies, Inc. ("Agilent") as a
defendant based on evidence that Agilent and AM8eax@loped the machines which SFI contends weile uming SFI proprietary
information. The Court granted SFI's request agdeit was served as a Doe defendant on Decembh&003. In early December,
SFI learned that Agilent transferred its SemicomoiuProducts Group to a number of Avago entitidsative December 1, 2005, and
accordingly SFI sought and received court approvaldd Avago Technologies U.S., Inc. and Avago Tieldgies Wireless (U.S.A.)
Manufacturing, Inc (collectively the "Avago Entisi§ as defendant in this action. On April 25, 2066 Avago Entities filed a
Cross-Complaint against SFI and Tegal Corporatitegiag causes of action for breach of contractdér secret misappropriation,
unfair competition, conversion, unjust enrichmemd aeclaratory relief. The Cross-Complaint allegesnformation and belief that
SFI misused information obtained from Hewlett-Padkia connection with Hewlett-Packard's requegtdocchase SFI machines or to
upgrade SFI machines Hewlett-Packard already owned.

On November 13, 2006, following commencement ofttied, all the parties in the litigation agreed mmms of a settlement,
which was filed with the court. The settlemenbatsils for the transfer of assets related to P&¥&hmology from AMS to SFI and
the dissolution of AMS as of March 1, 2007. Theafw Cross-Complaint was also dismissed as pate&ettlement. A final
confidential settlement and release of claims waggted among the parties on December 21, 2006.

The two law firms representing SFI in this mattiira they are entitled as a result of the settla@n@neceive contingent fees
from the Company and SFI. Keker & Van Nest LLP {IK’) claims fees in the amount of $6,717; Gonzaezeigh LLP (“G&L")
claims fees in the amount of $2,249. The Compagyihitiated proceedings with the Bar AssociatibBan Francisco (“BASF”),
pursuant to California statutes, to dispute therdaof both firms. KVN has filed suit against tBempany and SFl in San Francisco
Superior Court, the action is stayed pending cotiguieof the BASF proceedings. G&L has not filedt.s'he Company has
identified legal and factual defenses to substhet&ganents of both claims and is vigorously coritgsthe claims.

As a result of the dispute described above, as afcM 31, 2007, the Company placed $19,500, reptiingethe gross cash
proceeds from the recent settlement of this litarainto suspense. Since the amount in disputeatdre determined with reasonable
certainty until the dispute is resolved, the Comyplaas elected to suspend the entire amount, irdaooe withSFAS 5, “Accounting
for Contingencies.”

Note 8. 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 tnanthes. The first tranche closed on June 30, 20@3he second tranche closed
on September 9, 2003. The transaction was a $alenoertible debentures with warrants attacheat, #itccrued interest at the rate of
2% payable in-kind. In addition, the Company pai@e to certain financial advisors, both in casth ia warrants.

On both closing dates of the transaction, the nigrkee of the Company’s common stock exceeded:timversion price of the
debentures as well as the strike price of the wésrayiving rise to a “beneficial conversion” fewof the transaction which was
accounted for under the provisions of EITF 00-&@plication of Issue 98-5 to Certain ConvertiblstitumentsA beneficial feature
also existed in connection with the conversiorhefinterest on the debentures into shares of constock.
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As of June 30, 2004, debenture holders had cortvattehe debentures in the principal amount ofl63,into 1,705,952 shares
of the Company’s common stock. Of the 295,203 eshérat were registered for payment of interestima; 12,255 shares had been
issued for such interest payments, and the intetdigation to the debenture holders had beenfiatim full.

The debenture holders had also exercised warrarggsirchase 186,652 shares (plus 14,058 warrantistednas payments for
stock under a cash-less exercise provision of theamt agreement) of the Company’s common stock.ofAMarch 31, 2007, there
remained unexercised warrants held by the debehtlders for 126,245 shares of the Company’s comsatock. The relative fair
value of the warrants has been classified as eguitythe beneficial conversion feature becausesdets all the equity classification
criteria of EITF 00-19Accounting for Derivative Financial Instruments éed to, and Potentially Settled in, a Company’snOw
Stock.

Also in connection with this transaction, the Camyp was required to pay a cash fee of up to 6.66#teogross proceeds of the
debentures to certain financial advisors, who wase granted warrants to purchase additional staréise Company’s common
stock. During fiscal years ended on both MarchZ6 and March 31, 2007, no financial advisors@sed their warrants, leaving
advisor warrants for 16,344 shares unexerciselaeagnd of the year.

The value of the beneficial conversion feature,ramts and debt issuance costs were amortized ereshtexpense over the life
of the debt using the effective interest methodafee interest expense for fiscal 2005 amountek{619. This amount is comprised
of nominal interest, amortization of beneficial gersion feature and amortization of debt issuammstsc

During fiscal 2005, the principal and interest amoaf the debentures converted was $1,688, whiciverted into 402,093
shares of the Company’s common stock. All dehtasse costs were fully amortized at March 31, 2005.

Note 9.Acquisition and Intangible Assets

First Derivative Systems, Inc:

On May 28, 2004, Tegal purchased substantiallpfathe assets and assumed certain liabilities it Blerivative Systems, Inc.
(“FDSI"), a development stage company, for 117,58fres of common stock valued at $2,342, $150 ot flergiveness,
approximately $50 in assumed liabilities, and $irb&8cquisition costs,. All of the shares of comnstock were registered with the
Securities and Exchange Commission through thagfitif a S-3 in October 2004. In addition, the Campentered into employment
agreements with key FDSI personnel. FDSI, a dgreént stage company, had developed a high-thraiglogy cost-of-ownership
physical vapor deposition (“PVD") system with higldifferentiated technology for leading edge memamy logic device production
on 200 and 300 millimeter wafers. This transacti@s accounted for as a purchase of assets inderwg with EITF Issue No. 98-3,
“Determining whether a nonmonetary transaction ikgslreceipt of productive assets or of a busifiess

The following table represents the allocation & purchase price for FDSI. The purchase priceisefabquisition has been allocated
to the acquired assets and assumed liabilitieherbasis of their fair values as of the date ofabguisition. In estimating the fair
value of the assets acquired and liabilities assiymanagement considered various factors, includmimdependent appraisal.

Fair value of fixed assets acquired.................. $111
Non compete agreements...............vvvenncmmmemen. 203
Patents ..o 733
In-process research and development (“IPR&D”). 1,653
Debt forgiveness ... (150)
Assumed liabilities ...........cccooeiiiiiiiii (50)

$2,500

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

Fixed assets acquired...........cccceeeeeivicccccnnnnnnn, 3to 5 years
Non compete agreements..........oocvvvveeescmmeeene 3 years
Patents .......ouuveiiiii 15 years

The fair value underlying the $1,653 assigned tuaed IPR&D in the FDSI acquisition was chargedhte Company’s results
of operations during the quarter ended June 304,280d was determined by identifying research ptsjén areas for which
technological feasibility had not been established there was no alternative future use. Projecthe IPR&D category were
primarily certain design change improvements, saftwintegration and hardware modifications, whick astimated to cost
approximately $1 - $2 million.
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The IPR&D value of $1,653 was determined by an mme@pproach where fair value is the present valygaected free cash
flows that will be generated by the products incogting the acquired technologies under developmassuming they are
successfully completed. The estimated net free flasls generated by the products over a sevenyeaod were discounted at a
rate of 35% in relation to the stage of completan the technical risks associated with achieviedhological feasibility. The net
cash flows for such projects were based on managésmnestimates of revenue, expenses and assetreawgrits. Any delays or
failures in the completion of these projects cauipact expected return on investment and futuralt®ef operations. In addition,
the Company's operating results would be adveedédgted if the value of other intangible assetpured became impaired.

All of these projects have completion risks relatedfunctionality, architecture, performance, preséechnology, continued
availability of key technical personnel, produdiakility and software integration. To the extehat estimated completion dates are
not met, the risk of competitors’ product introdaos is greater and revenue opportunity may be apemtly lost.

Intangibles:
As of March 31, 2007, intangible assets, net coedisf the following:

Accumulated

Gross Amortization Net
Technology $ (448) $ 334
Trade name (145) 108
Non compete agreements............cooeeevvmmmrunennennns 254 (242) 12
PateNtS....ceei i 1,072 (365) 707
TOLAl oo $2,361 $ (1,200) $1,161

As of March 31, 2006, intangible assets, net coedisf the following:

Accumulated

Gross Amortization Net
Technology ....ccvvveeieeic e e $ 782 $ (350) $ 432
Trade NAME .....cooceiiiiiiiieee e s 253 (114) 139
WOIKFOICE v 254 (175) 79
Y =] 1 £ SR 1,072 (248) 824
TOtAl i $ 2,361 $ (887) $1.474

The estimated future amortization expense of intde@ssets as of March 31, 2007 is as follows:

2008 257
2009 223
2010 178
2011 103
2012 49
Thereafter 351

$1.161

Note 10. Sale of Common Stock and Warrants

Effective July 6, 2005, the Company entered intBuachase Agreement with certain accredited invegtarsuant to which it
sold to them an aggregate of 2,570,000 sharesrafmumon stock at a purchase price of $7.80 peaesrad warrants to purchase an
aggregate of 1,285,000 shares of our common stbak &xercise price of $12.00 per share. All @sthsecurities were sold in a
private placement pursuant to Regulation D of theusities Act of 1933, as amended, solely to aémddnvestors, as defined in
Rule 501 of the Act. This financing transactismeferred to herein as the “2005 PIPE".

In the initial closing of the 2005 PIPE on July 2B05, the Company sold 525,000 shares at a pwgrase of $7.80 per share
and five-year warrants to purchase an aggregag&6®f500 shares of common stock at an exercise pfi§d2.00 per share to the
investors at an aggregate purchase price of $4,085connection with the 2005 PIPE, the Companyn@m to the investors
registration rights. The effective date of the iRdB-3 registration statement registering the shimsased in the initial closing was

August 25, 2005.

In the second closing of the 2005 PIPE on Septeri®eP005, the Company sold 2,045,000 shares atchase price of $7.80
per share and five-year warrants to purchase areggg of 1,022,500 shares of common stock at arcise price of $12.00 per
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share to the investors at an aggregate purchase @r$15,951. The effective date of the Formr@gstration statement registering
the shares issued in the second closing was OcBglh@005.

In accordance with EITF 00-19, “Accounting for Detfive Financial Instruments Indexed To, and PdaéintSettled In a
Company’s Own Stock,” the fair value of the wargaint the second closing of the 2005 PIPE on the dagrant was estimated to be
$6,621 using the Black-Scholes option-pricing masdigh the following assumptions: no dividends; fs&e interest rate of 3.5%, the
contractual life of 5 years and volatility of 115%he warrants’ fair value was reported as a coetihdjability at the time of grant,
with a corresponding charge to common stock. At&aper 30, 2005, the fair value of the warrants @sisnated to be $6,295 using
the Black-Scholes option pricing model with the saassumptions. At March 31, 2006, the impact of thnsaction was $435
recorded as other income (expense) and therelgnger a contingent liability.

The Company paid a placement fee of $1,453 (equ@td of the Company’s gross proceeds for both &etiens) to Dahlman
Rose & Company LLC, the Company’s financial advifawrthe 2005 PIPE.

On September 13, 2005 the Company issued 41,66&marat $8.28 as consideration for an amendmethietaurrent lease of
the Company’s headquarters to reduce the termmdge. The value of the warrants of $655 was basethe fair value of the
termination penalty reduction offset by the exexgsice of the warrant and recorded as rent expense

During fiscal year 2006, the Company entered intwoatract with certain consultants of the Companyspant to which the
Company will issue warrants on a monthly basisién lof cash payments for two years, dependant tipercontinuation of the
contract and the achievement of certain performaguas. These warrants are valued and expenses monthly basis upon
issuance. During the fiscal year March 31, 2066,Gompany issued warrants to purchase 40,267ssbhtbe Company's common
stock to service providers for services renderadiry the fiscal year ended March 31, 2006, theavds were valued at $253 using
the Black-Scholes model with an exercise pricédhatmharket value on the day of the grant and anageeinterest rate of 3.99% and
3.11% respectively. The life of the warrants i&fand seven years with the volatility of 115% aa8%, respectively.

During fiscal year 2007, the Company issued 9,986 ants valued at $69 using the Black Scholes maidbklan exercise price
at the market value on the day of the grant anavanage interest rate of 4.51% and a 5 year life.

On February 11, 2004, the Company signed a $2%omiéquity facility with Kingsbridge Capital, a fiir that specializes in the
financing of small to medium sized technology-basechpanies.The arrangement allowed the Company to sell shadrigs common
stock to Kingsbridge at its sole discretion ové4amonth period on a "when and if needed" basiggsbridge Capital was required
under the terms of the arrangement to purchasel'$eggack following the effectiveness of a regitstma statement. The price of the
common shares issued under the agreement was dasediscounto the volume-weighted average market price duairspecified
drawdown period. The Company had no obligationremwddown all or any portion of the commitment.

In connection with the agreement, the Company t$ully vested warrants to Kingsbridge Capital torghase 25,000 shares of
the Company's common stock at an exercise pric@48&32 per share. The fair value of such optionkickv amounted to
approximately $756 was capitalized as a transaat@st. The following variables were used to deteerthe 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 valtiehe time of grant. All warrants in connectionthis transaction were outstanding
at March 31,2007.

During the fiscal year end March 31, 2005, the Camypissued to Kingsbridge Capital, Ltd. a total768,861 shares of its
common stock. Gross proceeds from the sale okstece $10,380. The discoutat the volume-weighted average market price was
$1,153 that was charged against equity as stogkig® cost. In addition to $623 in cash paymehésCompany issued warrants to
purchase 1,977, 1,807, 2,007 and 1,295 sharesnofnoo stock at $17.40, $18.72, $23.04 and $16.28eotisely, to advisors, in
connection with the sale of stock to Kingsbridgeiohhwere charged against equity as stock issuaneés.c Pursuant to our
agreement, broker fees of 6% in cash and 1% oksiodhe form of warrants were paid upon each d@amm of the facility.
Additionally, warrants issued at the time of theesmgnent were held in current assets and have lbdlgramortized as of March 31,
2005 and charged against equity as stock issuarsts. @he Company does not anticipate any furdlessf shares to Kingsbridge.

The selling price of the stock was negotiated amation of market price based on a specific formmdlhe discount was accounted
for as a cost of capital and netted against additipaid-in capital. Since the transaction wasteeldo the sale of our own common
stock, it was excluded from the determination dfineome.

At March 31, 2007 there were 1,527,784 warrantstantling.

Note 11. Employee Benefit Plans

Equity Incentive Plan
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Pursuant to the Amended and Restated Equity Inemlan (“Equity Incentive Plan”), options and #tqmrchase rights to
purchase 291,666 shares of common stock could d#egt to management and consultants. The exerdise qf options and the
purchase price of stock purchase rights generaldytdeen the fair value of the Company’s commorkstocthe date of grant. At the
date of issuance of the stock options, all optianesexercisable; however the Company has the tagtgpurchase any stock acquired
pursuant to the exercise of stock options uponitextion of employment or consulting agreement atdhiginal exercise price for up
to four years from the date the options were gdhntéth the repurchase rights ratably expiring otreat 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. Theitydncentive Plan expired in December 1999. Adafrch 31, 2007, 1,041 shares
were available for issuance under the Equity Irgerlan as of March 31, 2007.

1990 Stock Option Plan

Pursuant to the terms of the Company’s 1990 Stopko® Plan (“1990 Option Plan”), options and stqmkrchase rights to
purchase 45,833 shares of common stock could beegtdo employees of the Company or its affiliatasentive stock options are
exercisable for a period of up to ten years from dlate 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 issuantéhe stock options, all options are
exercisable; however, the Company has the righiepairchase any stock acquired pursuant to the isgeof stock options upon
termination of employment at the original exercpméce for up to four years from the date the opiamere granted, with the
repurchase rights ratably expiring over that pewédime. The 1990 Option Plan expired on March 2000. As of March 2007,
4,490 shares were available for issuance under386 Option Plan as of March 31, 2007.

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, 1,666,666 shares of constamk may be granted
upon the exercise of options and stock appreciatgis 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 valuessfdbmpany’s stock equals a certain price estaldiblgghe 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 setthy Committee upon grant. As of March 31, 20049Q,401 shares were
available for issuance under the Equity Plan.

Directors Stock Option Plan

Pursuant to the terms of the Stock Option PlanCatside Directors, as amended, (“Directors Planf),to 333,333 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 8,333 shares of constomk and on each second
anniversary after the applicable election or apipoeémt shall receive an additional option to purehndd.66 shares, provided that such
outside director continues to serve as an outsigetdr on that date. For each outside directdt?"Lbf the total number of shares
will vest on the first day of each calendar morghofving the date of Option grant, contingent umamtinued service as a director.
Vesting may be accelerated, at the discretion @Bbard, when the fair market value of the Compsusyvck equals a certain price
set by the Board on the date of grant of the optibime Directors Plan allows for additional grantstlae discretion of the
Compensation Committee. As of March 31, 2007, 3BDghares were available for issuance under theciirs Plan.

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 beggnof a six month offering
period or at the end of that six month period. @Hierence between the market price of the stoakthe purchase price is expensed
as compensation. Under the Employee Plan, the @oynis authorized to issue up to 83,333 sharesmihwon stock. 2,664 common
stock shares were purchased in fiscal 2007 and®Z;@mmon stock shares were purchased in fiscal.Z8l0éres available for future
purchase under the Employee Plan were 40,071 athva&dr, 2007.

Savings and Investment Plan
The Company has established a defined contribyi@n that covers substantially all U.S. employé&aaployee contributions of
up to 4% of each U.S. employee’s compensationheilmatched by the Company based upon a percentdgedetermined annually

by the Board. Employees may contribute up to 15%hefr compensation, not to exceed a prescribedimar amount. The
Company made contributions to the plan of $13, $18, $15 in the years ended March 31, 2007, 206@52805, respectively.
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Note 12. Stock Based Compensation

A summary of stock option and warrant activity digrihe year ended March 31, 2007 is as follows:

Weighted
Weighted Average
Average Remaining Aggregate
Exercise Contractual Intrinsic
Shares Price Term (in yrs.) Value
Beginning outstanding 2,001,337 $13.70
Granted
Price = market value 414,563 $4.62
Total 414,563 $4.62
Exercised — $0.00
Cancelled
Forfeited (74,109) $5.00
Expired (290,045) $19.45
Total (364,154) $16.51
Ending outstanding 2,051,746 $11.36 4.75 $23
Ending vested and expected to vest 1,994,135 $11.55 4.75 $20
Ending exercisable 1,750,421 $12.48 3.98 $10

The aggregate intrinsic value of options and wasrautstanding at March 31, 2007 is calculatechaddifference between the
exercise price of the underlying options and theketgprice of our common stock as of March 31, 2007

The weighted average estimated grant date faireyals defined by SFAS No0.123, for stock option awaranted during fiscal
2007, 2006 and 2005 was $3.20, $4.92, and $1026pten, respectively.

The following table summarizes information withpest to stock options and warrants outstanding &&aoch 31, 2007

Weighted
Number Average Number Weighted
Outstanding Remaining Exercisable Average
Range of As of Contractual Weighted As of Exercise Price
Exercise Prices March 31, .Term Avc_erage_ March 31, As of March 31,
2007 (in years) Exercise Price 2007 2007
$4.20 $4.20 16,344 1.44 $4.20 16,344 $4.20
4.60 4.60 304,653 9.43 4.60 45,000 4.60
4.68 7.08 223,943 5.49 6.15 186,026 6.16
7.20 8.28 75,412 7.67 8.19 75,412 8.19
12.00 12.00 1,284,990 3.43 12.00 1,284,990 012.0
12.36 73.50 137,662 4.46 26.11 133,907 26.46
92.26 92.26 416 2.94 92.26 416 92.26
92.52 92.52 4,165 2.88 92.52 4,165 92.52
99.00 99.00 2,498 2.99 99.00 2,498 99.00
105.00 105.00 1,663 1.73 105.00 1,663 105.00
$4.20 $105.00 2,051,746 4.75 $11.37 1,750,421 12.48

The weighted average estimated grant date fairesgher share, for rights granted under the emplstgk purchase plan during
fiscal 2007, 2006 and 2005 were $3.82, $4.80, &dddrespectively.

Restricted Stock Units
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The following table summarizes the Company’s resd stock award activity for the period ended Mast, 2007:

Number  Weighted Avg.

of Grant Date
Shares Fair Value

Balance March 31, 2006 106,248 $9.68
Granted 694,752 $5.09
Vested — —
Forfeited (231,985) —
Released (83,332) $9.96
Balance, March 31, 2007 485,683 $4.73

Unvested restricted stock at March 31, 2007

As of March 31, 2007 there was $3,256 of total cogmized compensation cost related to restrictecksivhich is expected to
be recognized over a weighted average period ef2sy

Unvested stock options at March 31, 2007

As of March 31, 2007 there was $1,360 of total cogrnized compensation cost related to stock optidnish is expected to be
recognized in the over the next 4 years.

Note 13. Geographical Information

Tegal operates in one segment for the manufactonegketing and servicing of integrated circuit fahtion equipment. In
accordance with SFAS No. 131 (“SFAS 131") “DiscleessiAbout Segments of an Enterprise and Relatextriaftion,” Tegal's chief
operating decision-maker has been identified asPtesident and Chief Executive Officer, who reviesygerating results to make
decisions about allocating resources and assegsrfgrmance for the entire company. All materipeating units qualify for
aggregation under SFAS 131 due to their identioatamer base and similarities in: economic charisties; nature of products and
services; and procurement, manufacturing and digtdn processes. Since Tegal operates in oneesggand in one group of similar
products and services, all financial segment aradiymt line information required by SFAS 131 canfbend in the consolidated

financial statements.

For geographical reporting, revenues are attribtitethe geographic location in which the customéasilities are located.
Long-lived assets consist of property, plant andipggent and intangible assets, and are attribwteéle geographic location in which
they are located. Net sales and long-lived asgetgographic region were as follows:

Revenues: Years Ended March 31,
Sales to customers located in: 2007 2006 2005
United States.........cccceeeeveeeireeeeree e, $ 7,398 $ 5142 $ 4,445
Asia, excluding Japan .............ccccvvviieenen. 7,008 5,624 1,372
Japan ... 2,042 2,312 6,312
GEIMAaNY......ccoviiieeieceee e eeeeeeees 3,115 2,313 397
BRIV e 1,474 386 498
Europe, excluding Germany and Italy ....... 1,226 5,980 1,864
Total saleS ......ooovveveeeiiiiiee e $ 22,263 $ 21,757 $ 14,888
March 31,
2007 2006
Long-lived assets at year-end:
UNited SEAtES .....ecivieiiieeciieectie e creeeree ettt et $ 2,508 3,296
BUIOPE ... 10 16
JAPAN e ————————————————————————— 0 8
Asia, excluding Japan ..........ccooeeviiviiccmmmr e 0 3
Total long-lived assets.........ccccceeveeeeeii e $ 251383 3,323

The Company’'s sales are primarily to domestic amtrihational semiconductor manufacturers. The caitipa of the
Company’s top five customers has changed from §eeaear, but net system sales to its top five gusts in each of fiscal 2007,
2006, and 2005 accounted for 77.8%, 68.9%, and8M@spectively, of total net system sales. ST détactronics and International
Rectifier accounted for 43.1% and 13.4% respedctjv@l our total revenue in fiscal 2007. ST Micmalonics accounted for 54.3%
of the Company’s total revenue in fiscal 2006. itsuj Western Digital, and RF Micro Devices accedhfor 38.2%, 12.8% and
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10.1% respectively, of the Company’s net systeressal 2005. Other than the previously listed ausis, no single customer
represented more than 10% of the Company’s totalmee in fiscal 2007, 2006, and 2005.

Note 14. Recent Accounting Pronouncements

In February 2006, the FASB issued Statement ofrigiiah Accounting Standards (“SFAS”) No. 15&ccounting for Certain
Hybrid Financial Instruments’an amendment of FASB Statements No. 133 and "BRAS 155”). SFAS 155 will be effective for
the Company beginning in the first quarter of fls2@08. SFAS 155 permits interests in hybrid finahtstruments that contain an
embedded derivative that would otherwise requiferbation, to be accounted for as a single findriostrument at fair value, with
changes in fair value recognized in earnings. Elestion is permitted on an instrument-by-instrutrgasis for all hybrid financial
instruments held, obtained, or issued as of thetmvdate. The Company is assessing the impateoddoption of SFAS 155.

In June 2006, the FASB ratified the consensus ezhcm Emerging Issues Task Force (“EITF”) Issue 083,“How Taxes
Collected from Customers and Remitted to Goverrahéntthorities Should Be Presented in the InconaeStent (That Is, Gross
Versus Net Presentation)The scope of EITF Issue No. 06-3 includes anysization-based tax assessed by a governmentakigytho
that is imposed concurrent with or subsequentrivanue-producing transaction between a selleaacustomer. The scope does not
include taxes that are based on gross receiptstarrevenues imposed during the inventory procergnprocess. Gross versus net
income statement classification of that tax is ecoanting policy decision and a voluntary changeildde considered a change in
accounting policy requiring the application of SFA®. 154, “Accounting Changes and Error CorrectioisThe following
disclosures will be required for taxes within tlege of this issue that are significant in amo(ht:the accounting policy elected for
these taxes and (2) the amounts of the taxes teflegoss (as revenue) in the income statemenmh émerim and annual basis for all
periods presented. The EITF Issue No. 06-3 ratifiedsensus is effective for interim and annualqubribeginning after December
15, 2006. The Company does not expect the adopfi&hTF Issue No. 06-3 to have a material impacttenCompany’s Condensed
Consolidated Financial Statements.

In June 2006, the FASB issued FASB Interpretation #48“Accounting For Uncertainty in Income TaxesAn interpretation
of FASB Statement No. 109 (“FIN 48"). FIN 48 claes the accounting for uncertainty in income taxeeognized in an enterprise’s
financial statements in accordance with FASB Statgrilo.109'Accounting for Income Taxeslt prescribes a recognition threshold
and measurement attribute for the financial statemerognition and measurement of a tax positi&artaor expected to be taken in a
tax return. FIN 48 also provides guidance on degeition, classification, interest and penaltiescamting in interim periods,
disclosure, and transition. FIN 48 is effective fiscal years beginning after December 15, 2006e Tompany is currently
evaluating the impact of FIN 48 to its financiakgiton and results of operations.

In September 2006, the FASB issued SFAS No. 1530y Value Measurements(“SFAS 157”). SFAS 157 defines fair value,
establishes a framework for measuring fair valueaatordance with generally accepted accountingciplies, and expands
disclosures about fair value measurements. SFAItBZ not require any new fair value measuremeattser, it applies under other
accounting pronouncements that require or permit falue measurements. The provisions of SFAS 1f¥ ta be applied
prospectively as of the beginning of the fiscalrygawhich it is initially applied, with any trartgn adjustment recognized as a
cumulative-effect adjustment to the opening balavfceetained earnings. The provisions of SFAS 1&¥ edfective for fiscal years
beginning after November 15, 2007; therefore, tloenfany anticipates adopting SFAS 157 as of Apri2dQ8. The Company is
assessing the impact of the adoption of SFAS 157.

In September 2006, the SEC issued Staff Accouriinletin No. 108 (“SAB 108"),“Considering the Effects of Prior Year
Misstatements when Quantifying Misstatements irrébtiryear Financial StatementsSAB 108 is effective for fiscal years ending
on or after November 15, 2006 and addresses hamdial statement errors should be considered fronateriality perspective and
corrected. The literature provides interpretivedgmice on how the effects of the carryover or reales$ prior year misstatements
should be considered in quantifying a current ym@statement. Historically, there have been tworegghes commonly used to
quantify such errors: (i) the “rollover” approaathich quantifies the error as the amount by whighdurrent year income statement
is misstated, and (ii) the “iron curtain” approaethich quantifies the error as the cumulative amidunwhich the current year
balance sheet is misstated. The SEC Staff belignatscompanies should quantify errors using bpgr@aches and evaluate whether
either of these approaches results in quantifyingnisstatement that, when all relevant quantitativel qualitative factors are
considered, is material. SAB 108 was effectiveu®ias of March 31, 2007. The adoption of SAB lidBndt have a material impact
on our consolidated financial position, result®pérations or cash flows.

In November 2006, the FASB ratified EITF Issue N6-6,Application of EITF Issue No. 05-7, ‘Accounting fodifications to
Conversion Options Embedded in Debt Instruments Reldted Issueg“EITF 06-6"). EITF 06-6 addresses the modificatiof a
convertible debt instrument that changes the faluer of an embedded conversion option and the gubsé recognition of interest
expense for the associated debt instrument whemdikfication does not result in a debt extinguisitpursuant to EITF 96-19. We
do not expect the adoption of EITF 06-6 to haveatdemial impact on our consolidated financial pasitiresults of operations or cash
flows.

In November 2006, the FASB ratified EITF Issue R6-7,Issuer’'s Accounting for a Previously Bifurcated @ersion Option in
a Convertible Debt Instrument When the Conversiptidd No Longer Meets the Bifurcation Criteria iMEB Statement No. 133,
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Accounting for Derivative Instruments and Hedgirdivties (“EITF 06-7"). At the time of issuance, an embedidenversion option
in a convertible debt instrument may be requiretddifurcated from the debt instrument and accsdifior separately by the issuer
as a derivative under FAS 133, based on the apiplicaf EITF 00-19. Subsequent to the issuancé@fconvertible debt, facts may
change and cause the embedded conversion optiamlamger meet the conditions for separate accograts a derivative instrument,
such as when the bifurcated instrument meets thdittons of Issue 00-19 to be classified in stodébos’ equity. Under EITF 06-7,
when an embedded conversion option previously adedufor as a derivative under FAS 133 no longeetsithe bifurcation criteria
under that standard, an issuer shall disclose erigéen of the principal changes causing the erdieedconversion option to no
longer require bifurcation under FAS 133 and the@amt of the liability for the conversion option tassified to stockholders’ equity.
EITF 06-7 should be applied to all previously bifated conversion options in convertible debt imagnts that no longer meet the
bifurcation criteria in FAS 133 in interim or anmyaeriods beginning after December 15, 2006, rdgasdof whether the debt
instrument was entered into prior or subsequeiheoeffective date of EITF 06-7. Earlier applicatiof EITF 06-7 is permitted in
periods for which financial statements have nothgain issued. We do not expect the adoption of BB to have a material impact
on our consolidated financial position, result®pérations or cash flows.

In December 2006, the FASB issued FSP EITF 00-18e2punting for Registration Payment ArrangemeffESP 00-19-2")
which addresses accounting for registration paynaergngements. FSP 00-19-2 specifies that the nggeniit obligation to make
future payments or otherwise transfer consideratiwher a registration payment arrangement, whétsaed as a separate agreement
or included as a provision of a financial instrumenother agreement, should be separately recedrdnd measured in accordance
with FASB Statement No. SAccounting for Contingencie§:SP 00-19-2 further clarifies that a financialtinment subject to a
registration payment arrangement should be accdufde in accordance with other applicable generalbcepted accounting
principles without regard to the contingent obligatto transfer consideration pursuant to the tegfisn payment.

In February 2007, the FASB issued Statement ofrfgilah Accounting Standards No. 153He Fair Value Option for Financial
Assets and Liabilities(“SFAS 159”). SFAS 159 provides entities with tbption to report selected financial assets artlliiees at
fair value. Business entities adopting SFAS 159 mepport unrealized gains and losses in earningselh subsequent reporting date
on items for which fair value option has been @dctSFAS 159 establishes presentation and diselagguirements designed to
facilitate comparisons between entities that chabferent measurement attributes for similar typésssets and liabilities. SFAS
159 requires additional information that will hetvestors and other financial statement users tiexgtand the effect of an entity’s
choice to use fair value on its earnings. SFAS i58ffective for fiscal years beginning after Noven15, 2007, with earlier
adoption permitted. We are currently assessingripact that the adoption of SFAS 159 may have ancomsolidated financial
position, results of operations or cash flows.

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, 2007:

Three Months Ended
Mar. 31, Dec. 31, Sept.30, June30, Mar. 31, Dec. 31, Sept. 30, June 30,
2007 2006 2006 2006 2006 2005 2005 2005

(In thousands, except per share data)

Quarterly Financial Data:

Revenue ........cccceveviii e, $ 6,197 $ 4377 $5113 $ 6576 $ 6,053 $ 6,246 $ 6,406 $ 3,052
Gross profit ......ccovevveervnerennes e 1,955 (1,326) 2,400 2,498 1,217 1,681 2,443 675
NEt 0SS ..ooovriieiiiie e (2,005) (6,125) (3,281) (1,802) (1,788) (1,904) (2.681) (2,507)
Net loss per share*

Basic and diluted...............ccuee... (0.28) (0.86) (0.47) (0.26) (0.26) (0.27) (0.51) (0.57)

» Net loss per share is computed independentlgdgh of the quarters presented. Therefore, theasuhe quarterly net loss
per share may not equal the annual net loss pee.sh

* The number of shares outstanding reflectda-12 reverse stock split effected by the Regigtion July 25, 2006.

Item 9. Changes in and Disagreements with Accountants orcéenting and Financial Disclosure

On August 19, 2006, the Company changed independgigtered public accounting firms from Moss Adani$® to Burr,
Pilger & Mayer LLP. During the period from July 2004 through August 18, 2006 when Moss Adams seagethe Company’s
independent registered public accounting firm, éheiere no reportable events, as that term is difineltem 304(a)(1)(v) of
Regulation S-K.
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Item 9A. Controls and Procedures

Evaluation of disclosure controls and proceduredJnder the supervision and with the participatiomof management, our
Chief Executive Officer and Chief Financial Offidesive evaluated the effectiveness of our disclosonérols and procedures, as
such term is defined under Rule 13a-15(e) promathanhder the Securities Exchange Act of 1934, andad. Based upon that
evaluation, our Chief Executive Officer and our &litinancial Officer concluded that the our disalescontrols and procedures
were effective as of the end of the period covénethis report.

Changes in internal control over financial reportip  As required by Rule 13a-15(d), our managementudiob our Chief
Executive Officer and Chief Financial Officer, alsonducted an evaluation of our internal contra@rdinancial reporting to
determine whether any changes occurred duringahedgcovered by this report that have materiafigced, or are reasonably
likely to materially affect, our internal controber financial reporting. Based on that evaluatibeye has been no such change during
the period covered by this report.

Limitations of the effectiveness of internal confro A control system, no matter how well conceived apdrated, can provide
only reasonable, not absolute, assurance thatfeetoves of the internal control system are metc&ise of the inherent limitations
of any internal control system, no evaluation afitcols can provide absolute assurance that alkobissues, if any, within a
company have been detected. Notwithstanding thesations, our disclosure controls and procedaresdesigned to provide
reasonable assurance of achieving their objectivas Chief Executive Officer and Chief Financialficér have concluded that our
disclosure controls and procedures are, in fafgctife at the “reasonable assurance” level.

Iltem 9B. Other Information

None.
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PART IlI

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 laterrtl0 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 Gorsation Committee Report or
the Audit Committee Report included in the Proxgt8inent.

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 Sectid@fa) of the Securities Exchange Act of 1934, asralad, 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.

Item 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 alianagement

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 incorpa@tby reference to our Proxy Statement under thmiora “Certain
Transactions.”

Item 14. Principal Accountant Fees and Services

The information required by this Item is incorp@ctby reference to our Proxy Statement under tipiora “Independent
Registered Public Accounting Firm”.
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PART IV
Item 15. Exhibits, Financial Statement Schedule
(a) The following documents are filed as part of fhorm 10-K:
(1) Financial Statements

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

Page
Reports of Independent Registered PUblic ACCOUMEINTNS ..........uiiiiiiiiiiiia et ie et e e e e e e e aaaaanas 24
Consolidated Balance Sheets as of March 31, 200206 .............cccooiuuiiiiiiiiiii ettt e e e e e e e e e e e e e ae e 26
Consolidated Statements of Operations for the yeded March 31, 2007, 2006 and 2005 ........ccccoeviviieeeeeriiiiieeeennns 27
Consolidated Statements of Stockholders’ Equitythieryears ended March 31, 2007, 2006 and 2005........................ 28
Consolidated Statements of Cash Flows for the yeaaed March 31, 2007, 2006 and 2005...........cccooeevcnvvvnvireneeennn. 29
Notes to Consolidated FINANCIAl STAEMENTS ...ccciiiii it e e e st e e e e s sbbe e e e e e s sanreeeeeeaaes 31
(2) Financial Statement Schedule

Page
Schedule Il — Valuation and QUAlTYING ACCOUNTS. . ..uieiiiiitiiiiee ettt ettt e e et e e e e e e e e e e e e e e e e e s nennbenneees 50

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

(b) Exhibits

The following exhibits are referenced or includedhis report:

Exhibit
Number Description
3.1 Certificate of Incorporation of the Registraag,amended
3.2 Restated By-laws of Registrant (incorporateadfgrence to Exhibit 3.2 included in Registrar@isrrent Report
on Form 8-K filed with the Securities and Exchaf@mnmission on November 3, 2006)
10.1 Form of Unit Purchase Agreement dated DecerBer2001 (incorporated by reference to Exhibitt¢i)the
Registrant’s Quarterly Report on Form 10-Q filedhathe Securities and Exchange Commission on Fepi®
2002)
10.2 Form of Warrant (incorporated by reference to Eih(i) to the Registrant’s Quarterly Report on FofA0-Q
filed with the Securities and Exchange Commissiorfrebruary 13, 2002)
10.3 Form of Unit Subscription Agreement dated J8fe 2003 (incorporated by reference to Exhibit thilthe
Registrant’s Current Report on Form 8-K filed witte Securities and Exchange Commission on Julp@3p
10.4 Form of Warrant dated June 30, 2003 (incottpdrhy reference to Exhibit 4.5 to the Registrag@tisrent Report
on Form 8-K filed with the Securities and Excha@emmission on July 2, 2003)
10.5 Form of Security Agreement between the Registand Orin Hirschmann dated June 30, 2003 (imcatpd by

reference to Exhibit 4.2 to the Registrant’s Curri@aport on Form 8-K filed with the Securities afxichange
Commission on July 2, 2003)

**10.6 Fifth Amended and Restated Stock Option Pfan Outside Directors (incorporated by reference the
Registrant’s Quarterly Report on 10-Q, for the ¢graended June 30, 2006, filed with the Securitded
Exchange Commission on August 14, 2006

**10.7 Eighth Amended and Restated 1998 EquityiBiggtion Plan of Tegal Corporation (incorporatadriference to
Exhibit 10.1 to the Registrant’s Quarterly Repartkorm 10-Q for the quarter ended June 30, 2064 filith the
Securities and Exchange Commission on August 1@6.20

**10.8 Second Amended and Restated Employee Qedlfitock Purchase Plan (incorporated by referemég@pendix
C to the Registrant’s revised definitive proxy staent on Schedule 14A filed with the Securities Brdhange
Commission on July 29, 2004)

**10.9 1990 Stock Option Plan (incorporated by refee to Exhibit 10.2 to the Registrant’s RegisgiraStatement on
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Exhibit
Number

**10.10

**10.11

**10.12

**10.13

10.14

10.15

10.16

10.17

**10.18

**10.19

**10.20

10.23t
16.1

21.1
23.1
23.2
24.1
31.1
31.2
32.1

Description
Form S-1 (File No. 33-84702) declared effectivethg Securities and Exchange Commission on OctoBger 1

1995)

Form of Non-Qualified Stock Option Agreentdar Employees from the Seventh Amended and Resta®98
Equity Participation Plan (incorporated by refeete Exhibit 10.1 to the Registrant’s Quarterly Biépn Form
10-Q filed with the Securities and Exchange Comioissn November 12, 2004)

Form of Restricted Stock Unit Aware Agreemhefrom the Eighth Amended and Restated 1998 Equity
Participation (incorporated by reference to Exhiliit5.4 to the Registrant’s Current Report on F8K filed
with the Securities and Exchange Commission on J1iJ\2005)

Employment Agreement between the Registeantt Thomas Mika dated as of August 12, 2002 (jpm@ted by
reference to Exhibit 10.11 to the Registrant’s AslnReport on Form 10-K for the fiscal year endedrdia3l,
2003 filed with the Securities and Exchange Comimisen June 27, 2003)

Employment Agreement between the Registeart Steve Selbrede dated as of May 3, 2004 (ocated by
reference to Exhibit 10.18 to the Registrant’'s AanReport on Form 10-K for the fiscal year endedrdia3l,
2005 filed with the Securities and Exchange Comimisen June 29, 2005)

Stock Purchase agreement between Tegal andubstor parties there to (incorporated by refeeeto Exhibit
4.1 to the Registrant’s Current Report on Form 8kd with the Securities and Exchange Commissionjoly
11, 2005)

Form of Warrant Agreement between Tegal hadrivestor parties there to (incorporated by exfee to Exhibit
4.2 to the Registrant’s Current Report on Form 8k with the Securities and Exchange CommissianJaly
11, 2005).

Lease, dated December 21, 2005, by and betB/@&/PCCP Orchard LLC, as Landlord, and Tegal Gaiion,
as Tenant (incorporated by reference to Exhibi2 16.the Registrant’s Quarterly Report on Form 1@0Qthe
quarter ended December 31, 2005, filed with theuBées and Exchange Commission on February 106200

Sublease Agreement, dated December 30, B9G@Bd between Silicon Genesis Corporation, asa®aldrd, and
Tegal Corporation, as Subtenant (incorporated Egreace to Exhibit 10.3 to Registrant’s QuarterigpRrt on
Form 10-Q for the quarter ended December 31, 20@8, with the Securities and Exchange Commissian o
February 10, 2006).

Restricted Stock Unit Award Agreement betweTegal Corporation and Brad Mattson, dated Jul2@®5
(incorporated by reference to Exhibit 10.2 to Regi#t's Current Report on Form 8-K filed on July, 2005).

Letter Agreement, dated July 5, 2005, betw&egal Corporation and Brad Mattson (incorporatedeference to
Exhibit 10.3 to Registrant’s Current Report on F@+K filed with the Securities and Exchange Cominis®n
July 11, 2005).

Restricted Stock Unit Award Agreement betweTegal Corporation and Tom Mika, dated July 50520
(incorporate by reference to Exhibit 10.4 to Regist's Current Report on Form 8-K filed with thecBsties and
Exchange Commission on July 11, 2005).

Exclusive Distributor Agreement, dated a®ctiober 1, 2006, between Tegal Corporation anchNExporation.

Letter of Moss Adams LLP to the Securities Bmdhange Commission dated August 25, 2006 (incatpd by
reference to Exhibit 16.1 to the Registrant’s Cuiri@eport on Form 8-K filed with the Securities dxthange
Commission on August 28, 2006).

List of Subsidiaries of the Registrant.

Consent of Independent Registered Public Autogl Firm — Burr, Pilger & Mayer LLP.
Consent of Independent Registered Public Auiog Firm — Moss Adams LLP.

Power of Attorney (included on signature pageeto).

Section 302 Certification of the Chief ExeeetDfficer.

Section 302 Certification of the Chief Finah®fficer.

Section 906 Certification of the Chief ExeeetiOfficer and Chief Financial Officer.

Tt Reagistrant has requested confidential treatmperguant to Exchange Act Rule 24b-2 for portiofnthis exhibit.

** Management contract for compensatory plan camagement.
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TEGAL CORPORATION

SCHEDULE Il — VALUATION AND QUALIFYING ACCOUNTS
Years Ended March 31, 2005, 2006, 2007

Balance At Chargedto Charged Balance
Beginning Costsand  to Other At End
Description of Year Expenses  Accounts Deductions of Year
Year ended March 31, 2005:
Allowances for doubtful accounts ..........cccccccviiiiiiiinnnns (210) (335) — 3 (542)
Sales returns and allowances .............cceeeeeiiiieeeienieeeen. (59) 69 — — 10
Cash diSCOUNES ......ooeiiiiiiiiiiii e Q) (6) — 6 (1)
Year ended March 31, 2006:
Allowances for doubtful accounts ..........cccccccvviiiiinnnnnns (542) (18) — 381 (179)
Sales returns and allowances .............cceeeeeiiiieeeienieeeenn. (20) (15) — — (25)
Cash diSCOUNTS ......cvviiiiiiiicecc e 1 3) — — (2)
Year ended March 31, 2007:
Allowances for doubtful accounts ...........ccccccvvvevcnnnnnnns (179) (134) — 33 (280)
Sales returns and allowances .............cccceeeevvveeeeeeeeeeeenn, (25) (102) — — (227)
Cash diSCOUNTS ......cviiiiiiiiicecc e (2) @) — 1 (6)

53



SIGNATURES

Pursuant to the requirements of Section 13 or 18{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 THOMAS R. MIKA
Thomas R. Mika
President, Chief Executive Officer and Chairméthe Board

Dated: June 29, 2006

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 THOMASR. MIKA President, CEO, and Chairman of the Board June@®y
Thomas R. Mika (Principal Executive Officer)
/s/ CHRISTINET. HERGENROTHER* Chief Financial Officer (Principal June 29, 2007
Christine T. Hergenrother Financial and Accountfficer)
/sI EDWARDA. DOHRING* Director June 29, 2007

Edward A. Dohring

/s JEFFREY. KRAUSS* Director June 29, 2007
Jeffrey M. Krauss

/s/ DUANEWADSWORTH* Director June 29, 2007
Duane Wadsworth

*By: /sl THOMAS R. MIKA
Thomas R. Mika
Attorney-in-fact
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INDEX TO EXHIBITS

Exhibit
Number Description
3.1 Certificate of Incorporation of the Registraag,amended
3.2 Restated By-laws of Registrant (incorporateddfgrence to Exhibit 3.2 included in Registram@srrent Report
on Form 8-K filed with the Securities and Exchaf@mmmission on November 3, 2006)
10.1 Form of Unit Purchase Agreement dated DecerBfter2001 (incorporated by reference to Exhibitt@)the
Registrant’s Quarterly Report on Form 10-Q filedhithe Securities and Exchange Commission on Fepii
2002)
10.2 Form of Warrant (incorporated by reference to Eihi)) to the Registrant’'s Quarterly Report on Fod0-Q
filed with the Securities and Exchange Commissiorfrebruary 13, 2002)
10.3 Form of Unit Subscription Agreement dated JBfe 2003 (incorporated by reference to Exhibit thlthe
Registrant’s Current Report on Form 8-K filed witte Securities and Exchange Commission on Julp@3p
10.4 Form of Warrant dated June 30, 2003 (incottpdrly reference to Exhibit 4.5 to the Registra@tisrent Report
on Form 8-K filed with the Securities and Excha@emmission on July 2, 2003)
10.5 Form of Security Agreement between the Registand Orin Hirschmann dated June 30, 2003 (imcatpd by

reference to Exhibit 4.2 to the Registrant’s Curri@aport on Form 8-K filed with the Securities aBxchange
Commission on July 2, 2003)

**10.6 Fifth Amended and Restated Stock Option Pfan Outside Directors (incorporated by reference the
Registrant’s Quarterly Report on 10-Q, for the ¢graended June 30, 2006, filed with the Securitied
Exchange Commission on August 14, 2006

**10.7 Eighth Amended and Restated 1998 EquityiBipdtion Plan of Tegal Corporation (incorporatgdrbference to
Exhibit 10.1 to the Registrant’s Quarterly RepartForm 10-Q for the quarter ended June 30, 2084 filith the
Securities and Exchange Commission on August 1@6.20

**10.8 Second Amended and Restated Employee Qedl&itock Purchase Plan (incorporated by referemégpendix
C to the Registrant’s revised definitive proxy staent on Schedule 14A filed with the Securities Brdhange
Commission on July 29, 2004)

**10.9 1990 Stock Option Plan (incorporated by refece to Exhibit 10.2 to the Registrant’s RegigtraStatement on
Form S-1 (File No. 33-84702) declared effectivethg Securities and Exchange Commission on OctoBer 1
1995)

**10.10 Form of Non-Qualified Stock Option Agreentdor Employees from the Seventh Amended and Rebth998

Equity Participation Plan (incorporated by refeiae Exhibit 10.1 to the Registrant’s Quarterly Bemn Form
10-Q filed with the Securities and Exchange Comioissn November 12, 2004)

**10.11 Form of Restricted Stock Unit Aware Agreemefrom the Eighth Amended and Restated 1998 Equity
Participation (incorporated by reference to Exhiliit5.4 to the Registrant’'s Current Report on F8K filed
with the Securities and Exchange Commission on JiiJ\2005)

**10.12 Employment Agreement between the Registeantt Thomas Mika dated as of August 12, 2002 (pa@ted by
reference to Exhibit 10.11 to the Registrant’s AainReport on Form 10-K for the fiscal year endedrdha31l,
2003 filed with the Securities and Exchange Comimisen June 27, 2003)

**10.13 Employment Agreement between the Registeartt Steve Selbrede dated as of May 3, 2004 (ocated by

reference to Exhibit 10.18 to the Registrant’s AainReport on Form 10-K for the fiscal year endedrdha31l,
2005 filed with the Securities and Exchange Comimissen June 29, 2005)

10.14 Stock Purchase agreement between Tegal andwbstor parties there to (incorporated by refegeto Exhibit
4.1 to the Registrant’s Current Report on Form 8kd with the Securities and Exchange CommissiorJoly
11, 2005)

10.15 Form of Warrant Agreement between Tegal hadrvestor parties there to (incorporated by mfee to Exhibit
4.2 to the Registrant’s Current Report on Form 8kd with the Securities and Exchange CommissinnJoly
11, 2005).

10.16 Lease, dated December 21, 2005, by and bet®/&/PCCP Orchard LLC, as Landlord, and Tegal G@on,
as Tenant (incorporated by reference to Exhibi2 10.the Registrant’s Quarterly Report on Form 1@60the
quarter ended December 31, 2005, filed with theuBées and Exchange Commission on February 106200

10.17 Sublease Agreement, dated December 30, B9@Bd between Silicon Genesis Corporation, asadadldrd, and
Tegal Corporation, as Subtenant (incorporated Bsreace to Exhibit 10.3 to Registrant’s QuarterkgpBrt on
Form 10-Q for the quarter ended December 31, 2filgsl, with the Securities and Exchange Commission o
February 10, 2006).

**10.18 Restricted Stock Unit Award Agreement bedémweTegal Corporation and Brad Mattson, dated Julg@®5
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Exhibit
Number

**10.19

**10.20

10.23t
16.1

21.1
23.1
23.2
24.1
31.1
31.2
32.1

Description
(incorporated by reference to Exhibit 10.2 to Regi#t's Current Report on Form 8-K filed on July, 2005).

Letter Agreement, dated July 5, 2005, betw&egal Corporation and Brad Mattson (incorporatedeference to
Exhibit 10.3 to Registrant’s Current Report on F@+K filed with the Securities and Exchange Cominisson
July 11, 2005).

Restricted Stock Unit Award Agreement betweTegal Corporation and Tom Mika, dated July 50520
(incorporate by reference to Exhibit 10.4 to Regist's Current Report on Form 8-K filed with thecBaties and
Exchange Commission on July 11, 2005).

Exclusive Distributor Agreement, dated a®ctiober 1, 2006, between Tegal Corporation anchNExporation.

Letter of Moss Adams LLP to the Securities Bndhange Commission dated August 25, 2006 (incatpd by
reference to Exhibit 16.1 to the Registrant’s Cuoirf@eport on Form 8-K filed with the Securities dixthange
Commission on August 28, 2006).

List of Subsidiaries of the Registrant.

Consent of Independent Registered Public Autogi Firm — Burr, Pilger & Mayer LLP.
Consent of Independent Registered Public Auiog Firm — Moss Adams LLP.

Power of Attorney.

Section 302 Certification of the Chief ExeeetDfficer.

Section 302 Certification of the Chief Finahcfficer.

Section 906 Certification of the Chief ExeeetiOfficer and Chief Financial Officer.

Tt Registrant has requested confidential treatperguant to Exchange Act Rule 24b-2 for portiofnthis exhibit.

** Management contract for compensatory plan camagement.
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Exhibit 23.1

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We hereby consent to the incorporation by reference in Registration Statements on Form S-8 (Nos. 333-128953, 333-12473,
333-66781, 333-88373, 333-51294, 333-110650, and 333-119272), Form S-2 (No. 333-83840), and Form S-3 (Nos. 333-
127494, 333-128943, 333-380806, 333-94093, 333-52265, 333-107422, 333-108921, 333-113045, 333-116980, and 333-118641)
of Tegal Corporation of our report dated June 27, 2007 relating to the audit of the consolidated financial statements and
financial statement schedule as of and for the year ended March 31, 2007 which appears in this 10-K.

/s/ Burr Pilger & Mayer LLP

San Francisco, California
June 27, 2007
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Exhibit 23.2

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference inal &prporation’s Registration Statement on Form $i8s. 333-128953, 333-
12473, 333-66781, 333-88373, 333-51294, 333-1106A40, 333-119272), Form S-2 (No. 333-83840), andnF8¢3 (Nos. 333-
127494, 333-128943, 333-38086, 333-94093, 333-52283-107422, 333-108921, 333-113045, 333-116980,383-118641) of
our report on the audit of the consolidated finahstatements of Tegal Corporation as of March28D6, and for the years ended
March 31, 2006 and 2005. Our report, which is daigte 9, 2006, appears in Tegal Corporation’s AhRegort on Form 10-K for
the year ended March 31, 2007.

/s/ Moss AdamsLP

Santa Rosa, California
June 26, 2007
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EXHIBIT 31.1

CERTIFICATION OF THE CHIEF EXECUTIVE 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 notaiordany 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, resofteperations and cash flows of the registrantfaamd 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, pattidy during the period in which this report ishg prepared;

(b) evaluated the effectiveness of the registragisslosure controls and procedures and present#tils 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 finaeeporting; 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 inesmanagement or other employees who have a s@gmifiole in the registrant’s
internal controls over financial reporting.

Date: June 29, 2007 /s/ _Thomas R. Mika
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, Christine Hergenrother, certify that:
1. | have reviewed this annual report on Form 16fKegal Corporation;

2. Based on my knowledge, this report does notatordany 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, resofteperations 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 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 isilhg 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 inesmanagement or other employees who have a si@gmifiole in the registrant’s
internal controls over financial reporting.

Date: June 29, 2007 /sl Christine Hergenrother
Chief Financial Officer

EXHIBIT 32.1
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CERTIFICATION PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
(18 U.S.C. SECTION 1350)

In connection with the amended Annual Report ajdl€orporation, a Delaware corporation (the “Compa on Form 10-
K for the year ending March 31, 2006 as filed witle Securities and Exchange Commission (the “R&pdrtThomas R. Mika,
President and Chief Executive Officer of the Comparertify, pursuant to § 906 of the Sarbanes-Oxey of 2002 (18 U.S.C. §
1350), that to my knowledge:

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

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

/s _Thomas R. Mika
Chief Executive Officer and President
June 29, 2007

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

In connection with the amended Annual Report ajal€Corporation, a Delaware corporation (the “Compa on Form 10-
K for the year ending March 31, 2006 as filed witte Securities and Exchange Commission (the “R&palit Christine
Hergenrother, Chief Financial Officer of the Compacertify, pursuant to 8 906 of the Sarbanes-Oxey of 2002 (18 U.S.C. §
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 faipplesents, in all material respects, the finandaldition and result of operations of
the Company.

/s/ _Christine Hergenrother
Chief Financial Officer
June 29, 2007
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