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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-Q

;I\Iggl,}l({)};gRLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
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Registrant’s telephone number, including area code: 503-641-4141
Registrant’s web address: www.esi.com

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes y No ~
Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files). Yes y No ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, a
smaller reporting company or an emerging growth company. See the definitions of “large accelerated filer,” “accelerated
filer,” “smaller reporting company,” and “emerging growth company” in Rule 12b-2 of the Exchange Act.
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ELECTRO SCIENTIFIC INDUSTRIES, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS
(Unaudited)

(In thousands) Sep 29,  Mar3l,

2018 2018
ASSETS
Current assets:
Cash and cash equivalents $66,183 $76,792
Short-term investments 112,004 47,121
Trade receivables, net of allowances of $218 and $832 38,422 63,044
Inventories, net 81,434 87,686
Shipped systems pending acceptance 1,831 4,734
Other current assets 4,474 5,493
Total current assets 304,348 284,870

Non-current assets:
Property, plant and equipment (PP&E), net of accumulated depreciation of $85,654 and $83,159 24,711 22,025

Deferred income taxes, net 43,734 43,518
Goodwill 2,626 2,626
Acquired intangible assets, net of accumulated amortization of $23,480 and $22,766 4,456 5,169
Other assets 12,997 14,780
Total assets $392,872 $372,988

LIABILITIES AND SHAREHOLDERS’ EQUITY
Current liabilities:

Accounts payable $16,675 $37,354
Accrued liabilities 28,430 34,533
Deferred revenue 8,535 9,818
Total current liabilities 53,640 81,705
Non-current liabilities:

Long-term debt 12,550 12,766
Income taxes payable 2,349 1,901
Other liabilities 7,932 10,258
Total liabilities 76,471 106,630

Commitments and contingencies (See Note 11: Commitments and Contingencies)
Shareholders’ equity:

Preferred stock, without par value; 1,000 shares authorized; no shares issued — —
Commor} stock, without par value; 100,000 shares authorized; 34,699 and 34,387 issued and 214.485  210.995
outstanding

Retained earnings 102,836 54,816
Accumulated other comprehensive (loss) income (920 ) 547
Total shareholders’ equity 316,401 266,358
Total liabilities and shareholders’ equity $392,872 $372,988

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements
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ELECTRO SCIENTIFIC INDUSTRIES, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(Unaudited)

Fiscal quarter Two fiscal quarters
ended ended

Sep 29, Sep30, Sep29, Sep 30,

(In thousands, except per share amounts) 2018 2017 2018 2017

Net sales:

Systems $71,263 $60,316 $168,120 $122,409
Services 14,654 10,651 28,421 21,242
Total net sales 85,917 70,967 196,541 143,651
Cost of sales:

Systems 40,539 38,179 90,633 79,605
Services 6,311 6,256 13,643 11,094
Total cost of sales 46,850 44,435 104,276 90,699
Gross profit 39,067 26,532 92,265 52,952
Operating expenses:

Selling, general and administrative 10,838 11,648 20,968 24,456
Research, development and engineering 9,154 8,274 19,213 17,208
Restructuring costs — 2,162 — 3,373
Total operating expenses 19,992 22,084 40,181 45,037
Operating income 19,075 4,448 52,084 7915
Non-operating income (expense):

Interest and other income (expense), net 383 (229 ) 835 (413 )
Total non-operating income (expense) 383 (229 ) 835 (413 )
Income before income taxes 19,458 4,219 52919 7,502
Provision (benefit) for income taxes 2,623 (41 ) 4,941 340

Net income $16,835 $4,260 $47,978 $7,162
Net income per share - basic $0.49 $0.13 $1.39 $0.21
Net income per share - diluted $047 $0.12  $1.34 $0.21

Weighted average number of shares - basic 34,606 33,861 34,529 33,647
Weighted average number of shares - diluted 35,959 34,874 35916 34,716
The accompanying notes are an integral part of these unaudited condensed consolidated financial statements
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ELECTRO SCIENTIFIC INDUSTRIES, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

(Unaudited)

(In thousands)

Net income
Other comprehensive (loss) income:

Foreign currency translation adjustment, net of taxes of $113, $0, $257 and $0
Benefit plan obligation, net of taxes of $(1), $(3), $(3) and $(5)
Net unrealized loss on available-for-sale securities, net of taxes of $2, $0, $(3)

and $0
Other comprehensive (loss) income:
Comprehensive income

Fiscal quarter Two fiscal

ended quarters ended
Sep 29, Sep 30, Sep 29, Sep 30,
2018 2017 2018 2017
$16,835 $4,260 $47,978 $7,162

(400 ) 180 (1,484 ) 388
3 5 7 9
(7 ) — 10 (1

404 ) 185 (1,467 ) 396
$16,431 $4,445 $46,511 $7,558

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements
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ELECTRO SCIENTIFIC INDUSTRIES, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited)

(In thousands)

CASH FLOWS FROM OPERATING ACTIVITIES

Net income

Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization, including acquired intangible amortization
Share-based compensation expense

Impairment of PP&E and other long-term assets due to restructuring
(Recovery of) provision for doubtful accounts

Deferred income taxes

Impairment of inventory

Other adjustments

Changes in operating accounts:

Decrease (increase) in trade receivables, net

Decrease (increase) in inventories

Decrease (increase) in shipped systems pending acceptance
Decrease in other current assets

(Decrease) increase in accounts payable and accrued liabilities
(Decrease) increase in deferred revenue

Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES

Purchase of investments

Proceeds from sales and maturities of investments

Purchase of property, plant and equipment

Proceeds from sale of property, plant and equipment

Decrease (increase) in other assets

Net cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES

Repayment of debt

Payment of withholding taxes on stock-based compensation
Proceeds from issuance of common stock

Net cash provided by (used in) financing activities

Effect of exchange rate changes on cash

NET CHANGE IN CASH, CASH EQUIVALENTS AND RESTRICTED CASH

CASH, CASH EQUIVALENTS AND RESTRICTED CASH AT BEGINNING OF PERIOD
CASH, CASH EQUIVALENTS, AND RESTRICTED CASH AT END OF PERIOD

SUPPLEMENTAL CASH FLOW INFORMATION

Cash paid for interest

Cash paid for income taxes

Income tax refunds received

Net increase (decrease) in PP&E and other assets related to transfers from inventory
Non-cash additions to PP&E

Two fiscal quarters
ended

Sep 29, Sep 30,
2018 2017

$47,978 $7,162

4,442 4,126
3,164 2,797
— 5,610
(383 ) 371

@ H)@er )
— 8,248
225 —

24,282 (7,094 )
3,338 (7,874 )
2,903 (2,051 )
2,291 970
(26,123 ) 12,392
(1,230 ) 1,070
60,840 25,696

(123,879 (38,336 )
58,612 10,861
(5,238 ) (1,445 )
— 37

255 (4,503 )
(70,250 ) (33,386 )

222 ) (212 )
867 ) (1,684 )

1,180 665
91 (1,231 )
(1,283 ) 260

(10,602 ) (8,661 )
77,885 57,732
$67,283 $49,071

$(321 ) $(331 )
(1,166 ) (500 )

32 67
2,506 (2,052 )
978 112

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements
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ELECTRO SCIENTIFIC INDUSTRIES, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

Note 1 Basis of Presentation

Note 2 Recent Accounting Pronouncements

Note 3 Fair Value Measurements

Note 4 Inventories

Note 5 Other Assets

Note 6 Accrued Liabilities

Note 7 Product Warranty

Note 8 Deferred Revenue

Note 9 Long-term Debt

Note 10 Revolving Credit Facility

Note 11 Commitments and Contingencies

Note 12 Shareholders’ Equity

Note 13 Accumulated Other Comprehensive Income (I.0oss)
Note 14 Share-Based Compensation

Note 15 Revenues. Product and Geographic Information
Note 16 Restructuring and Cost Management Plans

Note 17 Income Taxes

Note 18 Earnings Per Share

Note 19 Merger Agreement
1. Basis of Presentation

These unaudited interim condensed consolidated financial statements have been prepared pursuant to the rules and
regulations of the Securities and Exchange Commission. Certain information and footnote disclosures normally
included in annual financial statements prepared in accordance with United States generally accepted accounting
principles (U.S. GAAP) have been condensed or omitted in these interim statements. Accordingly, these condensed
consolidated financial statements should be read in conjunction with the financial statements and notes included in the
Annual Report of Electro Scientific Industries, Inc. (the Company) on Form 10-K for its fiscal year ended March 31,
2018. These interim statements include all adjustments (consisting of only normal recurring adjustments and accruals)
necessary for a fair presentation of results for the interim periods presented. The results for interim periods are not
necessarily indicative of the results of operations for the entire year.

On October 29, 2018, the Company signed a definitive agreement for MKS Instruments, Inc. (NASDAQ:MKSI) to
acquire the Company. See Note 19: Merger Agreement for further details.

The preparation of financial statements in conformity with U.S. GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of commitments and contingencies
at the date of the financial statements and the reported amounts of revenues and expenses during the reporting periods.
Actual results may differ from those estimates.

Management believes that the estimates used are reasonable. Estimates made by management include: revenue
recognition; inventory valuation; valuation of investments; accrued restructuring costs; share-based compensation;
income taxes, including the valuation of deferred tax assets; valuation of long-lived assets, including intangibles;
valuation of goodwill and acquisition accounting.

All references to years or quarters relate to fiscal years or fiscal quarters unless otherwise noted. The fiscal quarters
ended September 29, 2018 and September 30, 2017 each consisted of 13-week periods. Similarly, the two quarters
ended September 29, 2018 and the two quarters ended September 30, 2017 each consisted of 26-week periods.

RERBEkRRRRERREEEREREREBE™

7




Edgar Filing: ELECTRO SCIENTIFIC INDUSTRIES INC - Form 10-Q

Table of Contents

Restricted Cash

Cash and cash equivalents that are restricted as to withdrawal or use under the terms of certain contractual agreements
are recorded in Other current assets on our balance sheet for fiscal 2019 and in Other long-term assets in fiscal 2018.
The following table provides a summary of the Company's cash, cash equivalents and restricted cash position:

Sep 29, Mar 31, Sep 30,

(In thousands) 2018 2018 2017

Cash and cash equivalents $66,183 $76,792 $47,973
Restricted cash included in other current assets 1,100 — —
Restricted cash included in other long-term assets — 1,093 1,098

Total cash, cash equivalents and restricted cash ~ $67,283 $77,885 $49,071

Changes to Significant Accounting Policies

The only significant changes to the Company's significant accounting policies from those presented in Note 2:
Summary of Significant Accounting Policies to the consolidated financial statements included in the Company's
Annual Report on Form 10-K for its fiscal year ended March 31, 2018 were due to the adoption of Financial
Accounting Standards Board (FASB) Accounting Standards Codification (ASC) 606, "Revenue from Contracts with
Customers". Changes to associated accounting policies are summarized below.

Accounts Receivable and Allowance for Doubtful Accounts

Trade receivables are stated at the amount the Company has an unconditional right to bill and generally do not bear
interest, net of any estimated allowance for doubtful accounts. The Company establishes and monitors the
collectability of amounts due from customers and sets appropriate credit limits based on an evaluation of the financial
condition of customers and other relevant factors, including but not limited to obtaining credit ratings and customers'
financial statements. With certain customers, letters of credit are obtained to mitigate credit risk. Subsequent to
entering into a contract, if it is determined or expected that a customer will be unable to fully meet its financial
obligation, such as in the case of a bankruptcy filing or other material events impacting its business, a specific
allowance for bad debt is recorded to reduce the related receivable to the amount expected to be recovered. Bad debts
are historically insignificant for the Company, and allowances for doubtful accounts are established based on actual
experience.

Unbilled receivables arise when the Company has performed services and earned amounts related to a customer
contract, but has not yet billed those amounts. Unbilled receivables were $1.2 million as of September 29, 2018 and
were included as a component of Trade receivables, net of allowances, on the Condensed Consolidated Balance
Sheets.

Shipped Systems Pending Acceptance

Shipped systems pending acceptance represent deferred costs of sales related to systems shipped to the customer, but
where revenue has been deferred pending the customer's final acceptance. These contracts also generally result in a
deferred revenue contract liability. Once the criteria for revenue recognition have been met for these contracts, the
deferred costs are recognized as a cost of sales together with the associated revenue.

Contract Assets and Liabilities Arising from Contracts with Customers

Customer deposits (see Note 6: Accrued Liabilities) are a contract liability representing amounts collected from
customers prior to any performance of the contract on the part of the Company. Customer deposits are included as a
component of Accrued liabilities on our balance sheet.

Deferred revenues (see Note 8: Deferred Revenue) are a contract liability representing the amount of billings for
contracts where the Company has an unconditional right to consideration, in excess of revenues recognized and
amounts billed. The value of customer deposits and deferred revenues will increase or decrease based on the timing of
invoices and recognition of revenue.

Revenue Recognition

The Company recognizes revenue according to the five steps required by ASC 606; (1) identifying the contract with a
customer, (2) identifying the performance obligations in the contract, (3) determining the transaction price, (4)
allocating the transaction price to performance obligations in the contract, and (5) recognizing revenue when (or as)
the Company satisfies a performance obligation.

10
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Systems Revenues: The Company sells high-value capital equipment to customers and these system sales generally
include the base system, supporting components (such as input devices and related tooling), and a standard warranty.
The performance obligations related to system sales are generally satisfied at a point-in-time upon transfer of control.
Transfer of control is determined with consideration of commercial and billing terms, physical movement, transfer of
the risks and rewards of ownership, transfer of title, and customer acceptance or a track record of acceptance and any
other relevant factors. If the Company has a demonstrable track record of acceptance for a system sold, the Company
deems transfer of control to have occurred in accordance with commercial terms, even if customer acceptance has not
been received, as the acceptance is a formality and is not considered substantive. Payment on system sales is generally
due within 90 days of shipment or less. Standard warranties on systems are assurance-type warranties and are recorded
as a liability at the time of shipment (see Note 7: Product Warranty).

Service Revenues: The Company offers additional services directly associated with the capital equipment it sells.
These are generally in two major categories: (1) service contracts, which are generally recognized over time, and (2)
point-in-time services. Service contracts recognized over time include extended service contracts (labor and
materials), consumables and materials contracts, and labor-only contracts. Most service contracts recognized over time
have a stated contract period and revenue is recognized over that period. Certain contracts may be consumption-based,
in which case the revenue is recognized ratably in relation to the associated consumption. Service contracts are
generally billed and are due in advance of the service period. Point-in-time services include spare parts sales, labor,
trouble-shooting services, and similar items, and these are recognized at a point in time upon shipment or transfer of
control, and are generally billed concurrent with recognition. Standard warranties on parts are assurance-type
warranties and are recorded as a liability at the time of shipment (see Note 7: Product Warranty).

The Company must make various judgments and estimates that vary in level of significance and subjectivity when
recognizing revenue. The primary judgments include an evaluation of any credit risk, as described in our policy on
accounts receivable, the identification of variable consideration in the contract, the determination of performance
obligations in a contract, the determination of standalone selling prices for performance obligations, and the
determination of when performance obligations are fulfilled.

Generally, our revenue streams are subject to little variable consideration as we have minimal historical or expected
future returns or other adjustments to selling price. Accordingly, standalone selling price is used to determine how to
allocate the overall transaction price for a contract. Standalone selling price is based on historical transactions where
available and relevant, and when not available, on a method that maximizes the use of observable inputs, which is
generally a cost plus reasonable margin approach. Performance obligations are typically documented and evident from
our contracts with customers and the associated triggers for transfer of control are generally objective as they are
based on attributes such as shipment, customer acceptance, and other similar criteria. From time to time, however, the
Company must exercise judgment to determine if transfer of control has occurred based on criteria such as whether a
track record of acceptance has been established and acceptance terms are substantive, whether the risks and rewards of
ownership have been transferred, or whether there are other facts and circumstances that could impact the timing and
amount of revenue recognized. These judgmental determinations are made based on a weighting of all available
evidence.

Revenues associated with sales to customers under local contracts in Japan are typically recognized upon title transfer,
which generally occurs upon customer acceptance.

Revenues are recorded net of taxes collected from customers, which are subsequently submitted to governmental
authorities.

Practical Expedients Related to Revenue Recognition

For contracts with customers which have a duration of less than 12 months, the Company has elected the practical
expedient to recognize commission costs when paid, as the amortization period would generally be one year or less.
Commissions associated with contracts with a duration over 12 months are immaterial. Commission costs are
recorded as a component of Selling, general and administrative expenses.

As the Company's contracts with customers generally have a duration of less than 12 months, and for certain contracts
with a duration over 12 months, a right to payment exists as services are performed, the Company has elected to not
disclose the remaining performance obligations for those contracts. For contracts where the Company has a right to

12
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consideration from a customer in an amount that corresponds directly to the services delivered to-date and for which
the Company has a right to invoice, the Company recognizes revenue for the services rendered.

The Company's contracts are generally not paid more than 12 months in advance or more than 12 months after
delivery and therefore do not typically have a significant financing element. Accordingly, the Company has elected to

not assess whether a contract has a significant financing component in performing the revenue assessment.

For contracts where control transfers prior to delivery, the Company accounts for shipping and handling costs as a
fulfillment cost and not as a performance obligation for revenue recognition purposes.

9
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2. Recent Accounting Pronouncements

Adopted accounting pronouncements:

In February 2018, the FASB issued ASU 2018-03, Technical Corrections and Improvements to Financial
Instruments—Overall (Subtopic 825-10): Recognition and Measurement of Financial Assets and Financial Liabilities,
which made six targeted amendments to ASU 2016-01, Financial Instruments - Overall (Subtopic 825-10)
Recognition and Measurement of Financial Assets and Financial Liabilities. These amendments mostly affect the
accounting for equity investments, financial liabilities under the fair value option, and the presentation and disclosure
requirements for financial instruments. ASU 2018-03 became effective as of the Company's second quarter of fiscal
2019 ending September 29, 2018. Adopting ASU 2018-03 had no material effect on the Company's financial position,
results of operations or cash flows.

In February 2018, the FASB issued ASU 2018-02, Income Statement—Reporting Comprehensive Income (Topic 220):
Reclassification of Certain Tax Effects from Accumulated Other Comprehensive Income, in response the enactment
of the Tax Cuts and Jobs Act (the Tax Act) and the subsequent questions and concerns of stakeholders regarding how
to apply the changes to the income tax effects of deferred tax assets and liabilities sitting in accumulated other
comprehensive income. The guidance eliminates the resulting stranded tax effects and improves the usefulness of the
information reported to users of the financial statements. ASU 2018-02 was effective for the Company as of April 1,
2018, the beginning of fiscal 2019. Adopting ASU 2018-02 had no material effect on the Company's financial
position, results of operations or cash flows.

In May 2017, the FASB issued ASU 2017-09, Compensation—Stock Compensation (Topic 718): Scope of Modification
Accounting, which amends the scope of modification accounting surrounding share-based payment arrangements as
issued in ASU 2016-09 by providing guidance on the various types of changes which would trigger modification
accounting for share-based payment awards, specifically an entity would not apply modification accounting under
ASC 718 if the fair value, vesting conditions, and classification of the awards are the same immediately before and
after the modification. ASU 2017-09 was effective for the Company as of April 1, 2018, the beginning of fiscal 2019.
The adoption of ASU 2017-09 has not had a material effect on the Company's financial position, results of operations
or cash flows.

In March 2017, the FASB issued ASU 2017-07, Compensation—Retirement Benefits (Topic 715): Improving the
Presentation of Net Periodic Pension Cost and Net Periodic Postretirement Benefit Cost, which requires companies to
disaggregate the current-service-cost component from other components of net benefit cost and provides specific
guidance for presentation in the income statement. ASU 2017-07 was effective for the Company as of April 1, 2018,
the beginning of fiscal 2019. The adoption of ASU 2017-07 has not had a material effect on the Company's financial
position, results of operations or cash flows.

In October 2016, the FASB issued ASU 2016-16, Income Taxes (Topic 740): Intra-Entity Transfers of Assets Other
Than Inventory, to improve and simplify the accounting for the income tax consequences of intra-entity transfers of
assets other than inventory, requiring companies to recognize income tax consequences upon the transfer of the asset
to a third party. ASU 2017-09 was effective for the Company as of April 1, 2018, the beginning of fiscal 2019. The
adoption of ASU 2016-16 has not had a material effect on the Company's financial position, results of operations or
cash flows.

In May 2014, the FASB issued ASU 2014-09, Revenue from Contracts with Customers: Topic 606 (ASU 2014-09), to
supersede nearly all existing revenue recognition guidance under U.S. GAAP. The core principle of ASU 2014-09 is
to recognize revenues when promised goods or services are transferred to customers in an amount that reflects the
consideration that the Company expects to be entitled to for those goods or services. The FASB has continued to issue
ASU topics to further clarify ASU 2014-09. These have included ASU 2016-08, ASU 2016-10, ASU 2016-12, and
ASU 2016-20. The new standards were effective for the Company as of April 1, 2018, the beginning of fiscal 2019.
The Company elected the modified retrospective approach as its transition method. The new standard resulted in an
immaterial change to revenue recognition related to system sales and service contracts, the Company's major revenue
streams. The cumulative effect of the changes made to our consolidated balance sheet as of April 1, 2018 related to the
adoption of ASC 606 for contracts not completed at the date of adoption were as follows:
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(In thousands) 1;/(1)?831’ Adjustments ?5 lr 81’
ASSETS

Non-current assets:

Deferred income taxes, net $43,518 $ (12 ) $43,506
Total assets $372988 $ (12 ) $372,976
LIABILITIES AND SHAREHOLDERS' EQUITY

Current liabilities:

Deferred revenue $9.818 $ (52 ) $9,766
Total current liabilities 81,705 (52 ) 81,653
Total liabilities 106,630 (52 ) 106,578
Shareholders’ equity:

Retained earnings 54,816 40 54,856
Total shareholders’ equity 266,358 40 266,398
Total liabilities and shareholders’ equity $372,988 $ (12 ) $372,976

The adoption of ASC 606 did not have a material impact on the Company's financial position, results of operations or
cash flows for the second quarter of 2019 or the first two quarters of fiscal 2019. Additionally, we do not expect the
adoption of the standard to have a material impact to our financial position on an ongoing basis.

Recently issued accounting pronouncements not yet adopted

In August 2018, the FASB issued ASU 2018-13, Fair Value Measurement (Topic 820): Disclosure
Framework—Changes to the Disclosure Requirements for Fair Value Measurement, to improve disclosures of the key
provisions of ASC 820 by adding, modifying, and removing certain targeted disclosure requirements. ASU 2018-13 is
effective for annual periods beginning after December 15, 2019, and interim periods within those annual periods,
which would be the Company's fiscal year ending April 3, 2021. Early adoption is permitted, including adoption in
any interim period, for public business entities for reporting periods for which financial statements have not yet been
issued and early adoption is permitted for any removed or modified disclosure while delaying adoption of the
remaining disclosures until their effective date. While the Company does not expect the adoption of ASU 2018-13 to
have a material effect on its business, the Company is still evaluating any potential impact that adoption of ASU
2018-13 may have on its financial position, results of operations or cash flows.

In August 2017, the FASB issued ASU 2017-12, Derivatives and Hedging (Topic 815): Targeted Improvements to
Accounting for Hedging Activities, in order to (i) improve disclosures related to an entity's risk management activities
through better transparency and understandability and (ii) simplify and reduce the complexity of hedge accounting by
preparers. ASU 2017-12 is effective for annual periods beginning after December 15, 2018, and interim periods within
those annual periods, which would be the Company's fiscal year ending March 28, 2020. Early adoption is permitted,
including adoption in any interim period, for public business entities for reporting periods for which financial
statements have not yet been issued. The FASB also issued ASU 2018-16 to modify and clarify portions of ASU
2017-12. While the Company does not expect the adoption of ASU 2017-12 to have a material effect on its business,
the Company is still evaluating any potential impact that adoption of ASU 2017-12 may have on its financial position,
results of operations or cash flows.

In February 2016, the FASB issued ASU 2016-02, Leases. ASU 2016-02 increases transparency and comparability
among organizations by recognizing lease assets and lease liabilities on the balance sheet and requires disclosing key
information about leasing arrangements. The FASB has issued ASU 2018-11 to clarify ASU 2016-02 comparative
reporting requirements for initial adoption. ASU 2016-02 is effective for annual periods beginning after December 15,
2018 and interim periods within those annual periods, which would be the Company's fiscal year ending March 28,
2020. The Company is still evaluating any potential impact that adoption of ASU 2016-02 may have on its financial
position, results of operations or cash flows. The Company is in the preliminary scoping phase of implementation and
is currently identifying the impacted leases and preparing to perform initial quantification of the potential impacts.
The Company has developed a plan to develop and implement any associated business processes, as well as perform
applicable accounting and reporting evaluations in advance of the effective date of the standard.
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3. Fair Value Measurements

Financial Assets and Liabilities Measured at Fair Value
ASC Topic 820 establishes a three-tier fair value hierarchy, which prioritizes the inputs used in measuring fair value.

These tiers include the following:

L evel 1, defined as observable inputs such as quoted prices in active markets for identical assets or liabilities;
Level 2, defined as inputs that are observable either directly or indirectly such as quoted prices for similar assets or

diabilities in active markets, quoted prices for identical or similar assets or liabilities in markets that are not active and
other inputs that can be corroborated by observable market data; and

Level 3, defined as unobservable inputs for which little or no market data exists, therefore requiring an entity to

develop its own assumptions.

The Company’s fair value hierarchy for its financial assets and liabilities measured at fair value on a recurring basis as
of September 29, 2018 and March 31, 2018 was as follows (in thousands):

September 29, 2018

Cash equivalents:
Money market securities
Commercial paper

Total cash equivalents

Short term investments - available for sale:

U.S. treasury fund
Commercial paper
Corporate bonds

Total short-term investments - available for sale

Forward purchase or sale contracts:
Japanese Yen

New Taiwan Dollar

Korean Won

Euro

British Pound

Chinese Renminbi

Singapore Dollar

Total forward contracts

Deferred compensation plan assets:*
Mutual funds and exchange traded funds
Money market securities

Total deferred compensation plan assets

12

Level 1 Level 2

$29,871 $—

6,495
$29,871 $6,495

$26,793 $—

48,904
36,307

Level

3 Total

$ —$29.871

— 6,495

$ 836,366

$ 826,793
48,904

— 36,307

$26,793 $85.211 § —$112,004

$(31
(18
(24
€
(10
12
(1
$(77

$—

$—

$ 3@l
(18
(24
€
(10
— 12
)— d
) S =877

)
)
)
)
)

$ —$2234
— 208

$ 82442

~— N N N

~—
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March 31, 2018 Level 1 Level 2 ;‘evel Total
Cash equivalents:

Money market securities $41,752 $— $  —$41,752
U.S. treasury fund 2,500 — — 2,500
Commercial paper — 3,498 — 3,498
Corporate bonds — 1,999 — 1,999
Total cash equivalents $44.252 $5,497 $ —$49,749
Short term investments - available for sale:

U.S. treasury fund $10,458 $— $ -—-$10458
Commercial paper — 25913 — 25,913
Corporate bonds — 10,750 10,750

Total short-term investments - available for sale $10,458 $36,663 $ —$47,121
Forward purchase or sale contracts:

Japanese Yen $— $23 H)$ 823 )
New Taiwan Dollar — 3 — 3

Korean Won — (12 ) — (12 )
Euro — 7 — 17

British Pound — 49 — 49
Chinese Renminbi — (29 ) — (29 )
Singapore Dollar — (1 )— )
Total forward contracts $— $(6 )$ (6 )
Deferred compensation plan assets:*

Mutual funds and exchange traded funds $1,841 $— $ 351,841
Money market securities 207 — — 207
Total deferred compensation plan assets $2,048 $— $ —$2,048

*These investments represent assets held in trust for the deferred compensation plan

For Level 1 assets, the Company utilized quoted prices in active markets for identical assets.

For Level 2 assets, exclusive of forward contracts, the Company utilized quoted prices in active markets for similar
assets. For forward contracts, spot prices at September 29, 2018 and March 31, 2018 were utilized to calculate fair
values.

During the first two quarters of fiscal 2019 and 2018, there were no transfers between Level 1, 2 or 3 assets.
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Investments
The Company’s investments, including investments classified as cash equivalents, at September 29, 2018 and
March 31, 2018 were as follows (in thousands):

Unrealized
. Fair
September 29, 2018 Cost Gain Loss
Value

Available-for-sale securities (current):
U.S. treasury fund $26,800 $— $(7 ) $26,793
Commercial paper 55,399 — — 55,399
Corporate Bonds 36,322 — (15 ) 36,307
Total investments (current) $118,521 $— $(22) $118,499

Available-for-sale securities (non-current):
Mutual funds, exchange traded funds and money market securities* $2,150 $292 $— $2,442

Total investments (non-current) $2,150 $292 $— $2,442

Unrealized

. Fair
March 31, 2018 Cost Gain Loss
Value

Available-for-sale securities (current):
U.S. treasury fund $12,975 $— $(17) $12,958
Commercial paper 29411 — — 29411
Corporate bonds 12,768 — (19 ) 12,749
Total investments (current) $55,154 $— $(36) $55,118

Available-for-sale securities (non-current):

Mutual funds, exchange traded funds and money market securities* $1,881 $167 $— $2,048

Total investments (non-current) $1,881 $167 $— $2,048

*These investments represent assets held in trust for the deferred compensation plan

For purposes of determining gross realized gains and losses and reclassification out of accumulated other
comprehensive income (loss), the cost of securities sold is based on specific identification. Net unrealized holding
gains and losses on current available-for-sale securities included in accumulated other comprehensive income (loss)
were insignificant as of September 29, 2018 and March 31, 2018.

4. Inventories

Inventories are principally valued at standard cost, which approximates the lower of cost or net realizable value on a
first-in, first-out basis. Components of inventories were as follows:

(In thousands) Sep 29, Mar 31,

2018 2018
Raw materials and purchased parts $60,329 $52,591
Work-in-process 15,038 18,634
Finished goods 6,067 16,461

$81,434 $87,686
5. Other Assets
Other assets consisted of the following:

(In thousands) Sep 29, Mar 31,

2018 2018
Demo and leased equipment, net $6,658 $6,746
Long term deposits and non-trade receivables 3,261 3,232
Non-current restricted cash — 1,093
Other non-current assets 3,078 3,709

$12,997 $14,780
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Depreciation expense for demo and leased equipment totaled $0.1 million in the second quarter of fiscal 2019 and
$0.1 million for the second quarter of fiscal 2018. For the first two quarters of fiscal 2019 depreciation expense for
demo and leased equipment totaled $0.6 million compared to $0.1 million in the first two quarters of fiscal 2018. Of
the total $6.7 million and $6.7 million of demo and leased equipment at September 29, 2018 and March 31, 2018, $1.4
million and $3.4 million were leased assets at customer sites generating revenue.

Included in Other non-current assets are long-term investments held in a trust for the deferred compensation plan and
other similar items.

6. Accrued Liabilities

Accrued liabilities consisted of the following:

(In thousands) Sep 29, Mar 31,

2018 2018
Payroll-related liabilities $8,579 $15,879
Product warranty accrual 5,667 4,646
Income taxes payable 4,090 1,152
Purchase order commitments and receipts 2,904 2,978
Customer deposits 1,075 2214
Current portion, long-term debt 432 421
Other current liabilities 5,683 7,243

$28,430 $34,533
Included in other current liabilities above are accrued amounts for value-added taxes, income taxes, freight,
restructuring activities and other similar items.
7. Product Warranty
The following is a reconciliation of the changes in the aggregate product warranty accrual:
Fiscal quarter Two fiscal
ended quarters ended
Sep 29, Sep30, Sep29, Sep 30,
2018 2017 2018 2017
Product warranty accrual, beginning $11,525 $6,538 $10,220 $5,474
Warranty charges incurred, net (742 ) (2,666 ) (4,343 ) (5,111 )
Provision for warranty charges (1,560 ) 3,284 3,346 6,793
Product warranty accrual, ending ~ $9,223  $7,156 $9,223  $7,156
Net warranty charges incurred include labor charges and costs of replacement parts for repairs under warranty. These
costs are recorded net of any estimated cost recoveries resulting from either successful repair of damaged parts or
from warranties offered by the Company’s suppliers for defective components. The provision for warranty charges
reflects the estimate of future anticipated net warranty costs to be incurred for all products under warranty at quarter
end and is recorded to cost of sales. Of the total of $9.2 million and $7.2 million of product warranty accruals as of
September 29, 2018 and September 30, 2017, $3.6 million and $2.3 million were non-current and were included in
Other Liabilities on the Condensed Consolidated Balance Sheets. The provision for warranty charges decreased $1.6
million in the second quarter of fiscal 2019, as the cost of supporting our systems decreased by more than the cost of
new warranty set-ups.
8. Deferred Revenue
Generally, revenue is recognized upon satisfaction of performance obligations, which includes fulfillment of
acceptance criteria at the Company's factory and transfer of risk of loss and title. Revenue is deferred whenever title
transfer is pending, risk of loss has not transferred, and/or acceptance criteria have not yet been fulfilled. Deferred
revenue arises from, among other factors, sales to Japanese customers, shipments of substantially new products and
shipments with custom specifications and other acceptance criteria where the Company cannot demonstrate a track
record of acceptance. For sales involving multiple performance obligations, the stand-alone selling price of any
undelivered performance obligation, is deferred until the performance obligations are delivered and acceptance criteria
are met. Revenue related to maintenance and service contracts is deferred and recognized ratably over the duration of

(In thousands)
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The following is a reconciliation of the changes in deferred revenue:

Fiscal quarter Two fiscal quarters

ended ended

Sep 29, Sep 30, Sep29, Sep 30,

2018 2017 2018 2017

Deferred revenue, beginning $9,246 $15,616 $10,514 $15,397

Revenue deferred 8,558 31,182 28,284 46,652

Revenue recognized (9,253 ) (30,429 ) (30,247 ) (45,680 )

Deferred revenue, ending ~ $8,551 $16,369 $8,551 $16,369

Of the total of $8.6 million and $16.4 million of deferred revenue at September 29, 2018 and September 30, 2017, $16
thousand and $0.6 million were non-current and were included in Other Liabilities on the Condensed Consolidated
Balance Sheets. For the second quarter of fiscal 2019 and the first two quarters of fiscal 2019, revenue recognized that
was included in the opening deferred revenue balance was $2.6 million and $6.9 million, respectively. For the second
quarter of fiscal 2019 and the first two quarters of fiscal 2019, $7.9 million and $2.0 million of the beginning customer
deposit balance was utilized in each of the periods, respectively. Customer deposits are included as a component of
Accrued liabilities on our balance sheet (see Note 6: Accrued Liabilities). The amount of revenue recognized from
performance obligations satisfied in prior periods was not material.

9. Long-term Debt

ESI Leasing, LLC (ESI Leasing), a wholly owned subsidiary of the Company, has a loan agreement (Loan
Agreement) with First Technology Federal Credit Union (Lender) which provides for a term loan from the Lender to
ESI Leasing in the principal amount of $14 million (Loan). The interest rate of the Loan is fixed at 4.75% per annum,
except that it may be increased if certain covenants under the Loan Agreement are not satisfied and after and during
the continuation of an “Event of Default” as defined in the Loan Agreement. The Loan amortizes over a period of
approximately 20 years, with the outstanding principal maturing and becoming due on January 1, 2027. ESI Leasing
pays monthly principal and interest payments on the Loan totaling $1.1 million annually through the maturity of the
Loan. The Company unconditionally guarantees the Loan. The Company is required to maintain certain deposits with
the Lender through March 31, 2019, at which point the restriction will be removed as long as it is in compliance with
certain minimum covenants.

The principal maturities for each of the next five twelve-month periods ending on September 29 are as follows:

(In thousands) 2019 2020 2021 2022 2023

Principal maturities $466 $487 $512 $537 $563

Total debt outstanding on the Loan Agreement were as follows:

Sep 29, Mar 31,

(In thousands)

(In thousands)

2018 2018
Total debt outstanding $12,982 $13,187
Less: Current portion, long-term debt (432 ) (421 )
Long-term debt $12,550 $12,766

Deferred debt issuance costs related to the above long-term debt as of September 29, 2018 and March 31, 2018 were
$285 thousand and $302 thousand, respectively.

10. Revolving Credit Facility

The Company is party to a loan and security agreement (Credit Facility) with Silicon Valley Bank (SVB), which was
initially entered into on March 20, 2015 and amended on July 12, 2016. The Credit Facility provides for a senior
secured asset-based revolving facility with availability up to $30.0 million, including a $15.0 million sublimit for
letters of credit. In the fourth quarter of fiscal 2017, the Company amended and extended the Credit Facility by one
year. With this extension, the Credit Facility expires March 20, 2019. At September 29, 2018, the Company had no
amounts outstanding under the Credit Facility, was in compliance with all covenants, and was not in default under the
Credit Facility. The commitment fee on the amount of unused credit was 0.3 percent. As amended, the Credit Facility
allows for a greater level of EBITDA losses, but reduces the level of permitted acquisitions and purchases of capital
equipment. If the Company fails to meet the covenants in its Credit Facility or its lenders fail to fund, access to the
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11. Commitments and Contingencies
The Company mitigates credit risk by transacting with highly rated counterparties for foreign exchange contracts,
letters of credit and other transactions where counterparty risk is a factor. The Company has evaluated the
non-performance risks associated with the Company's lenders and other parties and believes them to be insignificant.
From time to time the Company may be party to litigation arising in the normal course of business. Currently, the
Company is not party to any litigation it believes would have a material adverse effect on the Company's financial
position, results of operations or cash flows.
12. Shareholders’ Equity
Share Repurchase Program
In December 2011, the Board of Directors authorized a share repurchase program totaling $20.0 million to acquire
shares of the Company's outstanding common stock. The repurchases are to be made at management’s discretion in the
open market or in privately negotiated transactions in compliance with applicable securities laws and other legal
requirements and are subject to market conditions, acceptable share price and other factors. The Company did not
repurchase any shares during fiscal 2018 or the first two quarters of fiscal 2019. There is no expiration date for the
repurchase program and $18.3 million still remains for future repurchases.
13. Accumulated Other Comprehensive Income (Loss)
The following is a reconciliation of the changes in accumulated other comprehensive income (AOCI):
Accumulated
Foreign  other Net unrealized
currency  comprehensive loss on
translation income related available-for-sale
adjustment to benefit plan securities

Total

obligation
Balance at March 31, 2018 $ 590 $ @6 ) $ (27 ) $547
ggze;r comprehensive (loss) income before reclassifications and (1741 ) 10 13 (1.718)
Amounts reclassified from AOCI — — — —
Tax effect 257 A3 ) (3 ) 251
Other Comprehensive (loss) income (1,484 ) 7 10 (1,467)
Balance at September 29, 2018 $@®4 Y$ (O ) $ (7 ) $(920)

14. Share-Based Compensation

The Company's share-based compensation consists of restricted stock unit awards with a service condition
(time-based RSUs), restricted stock unit awards with a market performance condition (market-based RSUs), restricted
stock unit awards with a performance condition other than market performance (performance-based RSUs), an
employee stock purchase plan and stock-settled stock appreciation rights (SARs).

The fair value of time-based and performance-based restricted stock units (RSUs) are measured on the grant date
based on the market value of the Company's common stock. The market-based RSUs must achieve the total
shareholder return (TSR) measures in order for the awards to vest, and the grant date fair value of the awards is
calculated using a Monte Carlo simulation model. The Company recognizes expense related to the fair value of the
1990 Employee Stock Purchase Plan (ESPP) and SARs using the Black-Scholes model to estimate the fair value of
awards on the date of grant.

Except for performance-based RSUs, the Company recognizes compensation expense for all share-based
compensation awards, net of estimated forfeitures, on a straight-line basis over the requisite service period of the
award. Expense for performance-based RSUs is recognized based on the probability of achievement of the
performance criteria. The compensation cost for market-based RSUs is recognized over the related service period,
even if the market condition is never satisfied. The impact of adjustments related to awards where the requisite service
period was not completed is reflected as an offset to current period shared-based compensation expense.

The Company granted a total of 276,715 time-based RSUs and 92,500 market-based RSUs during the first two
quarters of fiscal 2019, but did not grant any SARs or performance-based RSUs. Grants for the second quarter of
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Share-based compensation expense under the stock incentive plans is included in the Company’s Condensed
Consolidated Statements of Operations as follows:

Fiscal quarter Two fiscal

ended quarters ended

Sep 29, Sep 30, Sep 29, Sep 30,

2018 2017 2018 2017

Cost of sales $122 $77  $228 $144

Selling, general and administrative 1,279 1,070 2,427 2,131

Research, development and engineering 264 183 509 333

Total share-based compensation expense $1,665 $1,330 $3,164 $2,608

The Company incurred $13 thousand of capitalizable share-based compensation costs during the two fiscal quarters of
2019. The capitalizable cost was incurred for internal labor hours allocated to the enterprise resource planning
software and related systems implementation, which will support the Company's operating and financial function. No
capitalized share-based compensation costs were incurred during the 2018 fiscal year. As of September 29, 2018, the
Company had $10.9 million of total unrecognized share-based compensation costs, net of estimated forfeitures, which
are expected to be recognized over a weighted average period of 2.0 years.

15. Revenues, Product and Geographic Information

Operating segments are defined as components of an enterprise about which separate financial information is available
and evaluated regularly by the chief operating decision maker (CODM) in deciding how to allocate resources and in
assessing performance. The Company's CODM is its Chief Executive Officer (CEO).

The Company and its consolidated subsidiaries operate in a single segment, defined as a manufacturer of
high-technology microfabrication and related equipment. This segment sells products into a variety of end markets
that are grouped into four major categories for the purpose of providing an understanding of the principal end markets
for the products manufactured by the Company, specifically: (1) Printed Circuit Board (PCB), (2) Component Test,
(3) Semiconductor, and (4) Industrial Machining. Service sales are interrelated with all major end markets of the
Company and are separately presented.

The following table presents net sales information by the four major market categories and associated service sales
addressed by the Company's single segment:

Fiscal quarter Two fiscal quarters

ended ended

Sep 29, Sep 30, Sep29, Sep 30,

2018 2017 2018 2017

Printed Circuit Board $38,816 $38,187 $105,153 $84,372

Component Test 18,555 7,007 27,960 14,455

(In thousands)

(In thousands)

Semiconductor 11,227 9,641 30,004 14,822

Industrial Machining 2,665 5,481 5,003 8,760

Service 14,654 10,651 28421 21,242

Net sales $85,917 $70,967 $196,541 $143,651

The following table presents net sales information by timing of delivery:
Fiscal quarter Two fiscal quarters
ended ended

Sep 29, Sep30, Sep29, Sep 30,

2018 2017 2018 2017

Point-in-time $79,898 $65,494 $183,954 $132,820

Over-time 6,019 5473 12,587 10,831

Net sales $85,917 $70,967 $196,541 $143,651

Net sales by geographic area, based on the location of the end user, were as follows:
Fiscal quarter Two fiscal quarters

ended ended

(In thousands)
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Sep 29, Sep30, Sep29, Sep 30,
2018 2017 2018 2017
Asia $76,334 $64,053 $175,700 $130,616
Europe 6,468 3978 11,363 5,929
Americas 3,115 2936 9478 7,106
Net sales $85,917 $70,967 $196,541 $143,651

(In thousands)
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16. Restructuring and Cost Management Plans

2017 Corporate Restructuring:

In the fourth quarter of 2017, the Company initiated a restructuring plan to improve business effectiveness and
streamline operations to achieve a stated target profit level for the Company as a whole. As a part of the restructuring
plan, the management team was reorganized from a business unit to a functional structure; the Company closed
facilities in Montreal, Canada; Napa, California; and Sunnyvale, California; the Company discontinued certain
products; and the Company made select reductions in headcount across the Company. Actions under this plan were
completed as of the end of the third quarter of fiscal 2018.

Total expenses related to the plan were $17.1 million in 2018, while no expenses have been incurred in the first two
quarters of fiscal 2019. Included in the fiscal 2018 expenses are approximately $13.3 million of charges impacting
gross margins, all incurred in the first and second quarters of fiscal 2018, primarily related to impairment of other
assets and inventory stemming from the product portfolio program reviews which resulted in discontinuing certain
products. Operating expense charges included $2.3 million of facilities and fixed assets charges related to streamlining
facilities and discontinued products and $1.3 million of employee severance and related costs. Product portfolio
reviews related to the restructuring plan were completed as of the end of the third quarter of fiscal 2018. The impacts
of the decisions made in the portfolio reviews involve the use of certain estimates.

The following table presents the total expected restructuring costs as of September 29, 2018 (in thousands):

Costs
Recognized
from Remaining
Total inception of Costs to be
Expected the plan Recognized
Costs for through the Subsequent
the Plan  Quarter to Sep 29,
ended 2018
Sep 29,
2018
Employee severance and related personnel costs $4,925 $ 4,925 $ —
Site closure costs 1,516 1,516 —
Current asset impairments and other gross profit charges() 14,947 14,947 —
Non-current asset impairments 3,033 3,033 —
Other costs 239 239 —
Total $24,660 $ 24,660 $ —

(1) Current asset impairments include inventory charges recorded in cost of sales.
The following table presents the amounts payable related to the 2017 Corporate Restructuring (in thousands):

Employee Current asset
severance . . .
Site impairments Non-current
and Other
closure and other asset Total
related .. . Costs
costs  gross profit impairments
personnel
charges
costs
Balance as of April 1, 2017 $3247 $888 $ — 3 — $ — $4,135
Costs incurred 1,337 627 13,278 1,657 175 17,074
Cash payments 4,445 ) (1,515) (2,402 ) 32 (175 (8,505)
Non-cash items — — (10,876) (1,689 ) — (12,565)
Balance as of March 31, 2018 $139 $— % — 3 — $ — $139
Costs incurred — — — — — —
Cash (payments) receipts (58 ) — — — — 58 )

Non-cash items
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Balance as of September 29, 2018 $ 81 $— 8 — 3 — $ — s81

Other restructuring plans:

The Company's previously disclosed other restructuring plans are largely complete. No net restructuring costs related
to these plans were recorded in the first two quarters of fiscal 2019 while $0.4 million were recorded in fiscal 2018.
The amounts payable of $0.1 million at September 29, 2018 are expected to be future cash outflows, primarily relating
to facility costs to be paid through the end of the third quarter of fiscal 2019. The Company does not expect to incur
additional expenses related to these plans.
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The following table presents the amounts related to restructuring costs payable (in thousands):

Restructuring and cost management amounts payable as of April 1, 2017 $861
Cash payments and other adjustments (980 )
Costs incurred 409
Restructuring and cost management amounts payable as of March 31, 2018 290
Cash payments and other adjustments (196 )

Costs incurred —

Restructuring and cost management amounts payable as of September 29, 2018  $94

Overall restructuring reserve:

As of September 29, 2018, and March 31, 2018, the amount of unpaid restructuring costs included in accrued
liabilities on the Consolidated Balance Sheets were $0.2 million and $0.4 million, respectively. Included in the
payable balance are amounts for severance and employee benefits, and net lease commitments.

17. Income Taxes

The Tax Cuts and Jobs Act (the Tax Act) was enacted into law in the United States on December 22, 2017. The Tax
Act includes various changes to the tax law, including a reduction in the U.S. corporate income tax rate from 35% to
21%.

The Tax Act added section 250 to the Internal Revenue Code, effectively creating a new preferential tax rate for
income derived by domestic corporations from serving foreign markets. The new deduction is described as a
deduction for foreign-derived intangible income. This lower tax rate provides a new benefit for owning intangible
property and conducting business operations in the United States.

The Tax Act also includes a base erosion and anti-abuse tax (BEAT), applicable to corporations with annual gross
receipts of at least $500 million for the prior 3-years, which requires U.S. multinationals making “excessive” deductible
payments to their foreign affiliates to pay a 10 percent tax on their income without those deductions, after a one-year,
5 percent transition rate. The Company does not expect the BEAT provisions to apply until it meets the threshold.
Further the Tax Act imposes a tax on global intangible low-taxed income (GILTI) on controlled foreign corporations’
aggregate net income over a 10% benchmark return on qualified business asset investment less interest expense. The
Company continues to assess the impacts of these provisions on the Company’s financial position, results of operations
or cash flows.

The Securities and Exchange Commission Staff Accounting Bulletin No. 118 allows the use of provisional amounts in
the Company’s financial statements during a measurement period if accounting for the income tax effects of the Tax
Act has not been completed when the Company’s financial statements are issued. This measurement period may extend
no longer than one year. The Company continues to evaluate the impact the new legislation will have on its financial
position, results of operations, and cash flows. Additional technical guidance from the Department of Treasury, the
FASB, and other relevant rule-making bodies continue to evolve, which is likely to impact the interpretation of
various provisions of the Tax Act. Areas where changes may still occur include, but are not limited to, GILTI, and
calculation of deemed repatriation.

18. Earnings Per Share

The following is a reconciliation of weighted average shares outstanding used in the calculation of basic and diluted
earnings per share:

Fiscal quarter =~ Two fiscal

ended quarters ended

Sep 29, Sep 30, Sep 29, Sep 30,

(In thousands, except per share data) 2018 2017 2018 2017

Net income $16,835 $4,260 $47,978 $7,162
Weighted average shares used for basic earnings per share 34,606 33,861 34,529 33,647
Incremental diluted shares 1,353 1,013 1,387 1,069

Weighted average shares used for diluted earnings per share 35,959 34,874 35916 34,716
Net income per share:
Basic $0.49 $0.13 $1.39 $0.21
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RSUs and SARs representing an additional 0.3 million shares of stock for the second quarter of fiscal 2018 and 0.6
million shares of stock for the first two quarters of fiscal 2018 were not included in the calculation of diluted net
earnings per share because their effect would have been antidilutive. Antidilutive shares were immaterial for the
second quarter of fiscal 2019 and the first two quarters of fiscal 2019.

19. Merger Agreement

Merger Agreement

On October 29, 2018, the Company entered into an Agreement and Plan of Merger (the Merger Agreement) with
MKS Instruments, Inc., a Massachusetts corporation (MKS) and EAS Equipment, Inc., a Delaware corporation and a
wholly owned subsidiary of MKS (Merger Sub). The Merger Agreement provides for, subject to the terms and
conditions of the Merger Agreement, the acquisition of the Company by MKS at a price of $30.00 per share in cash,
without interest and subject to deduction for any required withholding tax, through the merger of Merger Sub into the
Company (the Merger), with the Company surviving the Merger as a wholly owned subsidiary of MKS.
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The statements contained in this report that are not statements of historical fact, including without limitation
statements containing the words “believes”, “expects”, “projects”, “anticipates,” “plan,” “continue,” “could,” “estimates,
“should,” “will,” “may” and similar words, constitute forward-looking statements that are subject to a number of risks and
uncertainties. Forward looking statements include any statements regarding anticipated sales, gross margins, our
profitability in future periods, our proposed Merger with MKS, our expectations regarding customer processes and our
products, our strategies and beliefs regarding the markets in which we compete or may compete and our product
development plans to address these markets, the sufficiency of our financial resources to meet our working capital
needs for at least the next 12 months, our expectations regarding taxes and tax adjustments, particularly with respect
to the Tax Act, our expectations regarding various legal matters, our ability to rapidly increase our production capacity
to accommodate demand, sources of our future revenue, the effect of new or recently adopted accounting standards on
our business, financial results, results of operations or cash flows, future impairment of goodwill, future anticipated
net warranty costs, our products’ ability to satisfy the needs of manufacturers, our relationships with suppliers and
customers, trends that drive increases in applications for laser processing, the size and growth of our markets,
increased use of our MLCC components, strong global demand for consumer electronics, automotive and other
devices using radio frequency for communications, our expected inventory levels, our expected capital expenditures
over the next 12 months, our growth of foreign operations, our customer concentrations, the adequacy of our liquidity
and financing and our expectations regarding access to credit and our ability to meet the covenants of our Credit
Facility, our expectation that we will invest in new product development and enhancements, and working capital
requirements and resources. From time to time, we may make other forward-looking statements. Investors are
cautioned that such forward-looking statements involve estimates, assumptions, risks, and uncertainties and are
subject to an inherent risk that actual results may differ materially. Factors that may cause or contribute to differences
include those discussed below in Item 1A Risk Factors.

Overview of Business

Electro Scientific Industries, Inc., and its wholly-owned subsidiaries (ESI, we, our, or the Company), is a leading
supplier of innovative laser-based microfabrication solutions for industries reliant on microtechnologies. ESI enables
its customers to commercialize technology using precision laser processes. ESI's solutions produce the industry's
highest quality and throughput, and we target the lowest total cost of ownership. Founded in 1944, ESI is
headquartered in Portland, Oregon, with global operations and subsidiaries in Asia, Europe and North America.

Laser microfabrication comprises a set of precise micron-level processes, including drilling, scribing, dicing,
singulation, cutting, ablating, trimming, and precision marking on multiple types of materials. These processes require
application-specific laser systems that are able to meet our customers’ exacting performance and productivity
requirements. Our laser-based systems are utilized in the production of flexible and rigid printed circuit board (PCB),
semiconductor devices, advanced semiconductor packaging, consumer electronics, electronic sensors, touch-panel
glass, flat panel liquid crystal displays (LCDs), organic light emitting diode (OLED) displays, applications within the
automotive, aerospace, medical and display end markets as well as other high-value components and devices to enable
functionality, increase performance and improve production yields.

Additionally, we produce high-capacity test and inspection equipment that is critical to the quality control process
during the production of multilayer ceramic capacitors (MLCCs). Our equipment ensures that each component meets
the electrical and physical tolerances required to perform properly.

The second quarter of fiscal 2019 ended September 29, 2018, the first quarter of fiscal 2019 ended June 30, 2018, and
the second quarter of fiscal 2018 ended September 30, 2017 were all 13-week periods. Similarly, the two quarters
ended September 29, 2018 and the two quarters ended September 30, 2017 each consisted of 26-week periods.

Merger Agreement with MKS Instruments, Inc.

On October 29, 2018, we entered into an Agreement and Plan of Merger (the “Merger Agreement”) with MKS
Instruments, Inc., a Massachusetts corporation (MKS) and EAS Equipment, Inc., a Delaware corporation and a wholly
owned subsidiary of MKS (Merger Sub). The Merger Agreement provides for, among other things, the acquisition by
MKS of the Company. See Note 19: Merger Agreement of the Notes to Condensed Consolidated Financial Statements
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22

36



Edgar Filing: ELECTRO SCIENTIFIC INDUSTRIES INC - Form 10-Q

Table of Contents

Results of Operations
Second Quarter of Fiscal 2019 Highlights:
Total net sales increased by 21% year-over-year to $85.9 million in the second quarter of fiscal 2019 primarily driven
by the Component Test market due to increased use of MLCC components, particularly in consumer electronics and
automotive applications, which require our tools for processing. Additionally, sales were driven by increased service
revenue and increased sales of our wafer mark tools. Backlog at the end of the second quarter of fiscal 2019 remained
strong at $105.2 million.
Orders in the second quarter of fiscal 2019 were $66.9 million primarily due to increased capacity spend by MLCC
producers, as described above. Orders for flex via drilling have experienced cyclical reduction in the first half of fiscal
2019 due to capacity build-up.
Gross margin was 45.5% in the second quarter of fiscal 2019, up significantly from 37.4% in the second quarter of
fiscal 2018, primarily due to higher sales and lower charges due to restructuring as compared to fiscal 2018.
Operating expenses were $20.0 million in the second quarter of fiscal 2019, and represent a $2.1 million decrease
compared to the second quarter of fiscal 2018. The decrease was primarily driven by lower restructuring costs as well
as lower variable expense. These decreases were partially offset by increased investment in new product development.
Net income was $0.47 per diluted share, compared to $0.12 per share a year ago, on higher sales and gross profit
combined with lower operating expenses.
Operating cash flows were $51.1 million, compared to $18.3 million in the second quarter of fiscal 2018, on higher
net income and increased collections of accounts receivable.
Second Quarter Ended September 29, 2018 Compared to Second Quarter Ended September 30, 2017
The following table presents results of operations data as a percentage of net sales:

Fiscal quarter

ended

Sep 29, Sep 30,

2018 2017
Net sales 100.0% 100.0 %
Cost of sales 54.5 62.6
Gross profit 45.5 374
Selling, general and administrative 12.6 16.5
Research, development and engineering 10.7 11.7
Restructuring costs — 3.0
Operating income 22.2 6.2
Interest and other income (expense), net 0.4 0.3 )
Total non-operating income (loss) 0.4 0.3 )
Income before income taxes 22.6 5.9
Provision for income taxes 3.0 0.1 )
Net income 19.6 % 6.0 %
Net Sales

The following table presents net sales information by the five major product categories addressed by the Company's
single segment:
Fiscal quarter ended

Sep 29, 2018 Sep 30, 2017

(In thousands, except percentages) Net % of Net Sales Net % of Net Sales
’ Sales Sales

Printed Circuit Board $38,816 45.1 % $38,187 53.8 %
Component Test 18,555 21.6 7,007 9.9
Semiconductor 11,227 13.1 9,641 13.6
Industrial Machining 2,665 3.1 5481 7.7
Service 14,654 17.1 10,651 15.0
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Net sales for the second quarter of fiscal 2019 of $85.9 million increased $15.0 million or 21% when compared to net
sales for the second quarter of fiscal 2018.
Sales of products into the PCB market for the second quarter of fiscal 2019 increased $0.6 million or 2% compared to
the second quarter of fiscal 2018. Both quarters reflected the impact of increased demand for flex systems due to the
most recent market demand cycle. While the quarters are consistent, the second quarter of fiscal 2018 was due to order
demand earlier in the market demand cycle while the second quarter of fiscal 2019 reflected fulfillment against
backlog stemming from orders received later in the same market demand cycle. The strong environment was driven
by unit growth in consumer electronics and associated capacity additions plus new materials, technologies and
applications that require increased levels of complex flexible circuits.
Sales of products into the Component Test market for the second quarter of fiscal 2019 increased $11.5 million or
165% compared to the second quarter of fiscal 2018, primarily driven by equipment capacity shortages resulting from
increased demand for MLCC components, particularly in consumer electronics and automotive applications, many of
which require our tools for processing.
Sales of products into Semiconductor applications for the second quarter of fiscal 2019 increased $1.6 million or 16%
compared to the second quarter of fiscal 2018. This increase was primarily driven by increased sales of our wafer
mark and wafer trim products and sales of our new Ultrus™ wafer scribing tool.
Sales of products into Industrial Machining applications for the second quarter of 2019 decreased $2.8 million or 51%
compared to the second quarter of fiscal 2018. This was primarily due to decreased sales of micromachining systems
into PCB cutting applications.
Service revenues for the second quarter of fiscal 2019 increased $4.0 million or 38% compared to the second quarter
of fiscal 2018. The increase was primarily driven by increased spare parts revenues resulting from products that we
shipped in the last 18 months beginning to come off their warranty period.
The following table presents net sales information by geographic region:

Fiscal quarter ended

Sep 29, 2018 Sep 30, 2017
(In thousands, except percentages) Net % of Net Sales Net % of Net Sales
’ Sales Sales
Asia $76,334 88.9 % $64,053 90.3 %
Europe 6,468 7.5 3,978 5.6
Americas 3,115 3.6 2,936 4.1
Net sales $85,917 100.0 % $70,967 100.0 %

Net sales to Asia increased by $12.3 million or 19% primarily due to higher sales of our MLCC testing tools. Net sales
to Europe increased primarily due to increased sales of wafer and circuit trim products.
Gross Profit

Fiscal quarter ended

Sep 29, 2018 Sep 30, 2017
(In thousands, except percentages) Gross Profatof Net Sales Gross Profatof Net Sales
Gross Profit $39,067 45.5 %  $26,532 37.4 %

Gross profit was $39.1 million for the second quarter of fiscal 2019, an increase of $12.5 million compared to $26.5
million in the second quarter of fiscal 2018. The gross profit increase was primarily driven by higher net sales across
both systems and service as well as $6.1 million of inventory and other asset impairment charges in the second quarter
of fiscal 2018 which did not recur in the second quarter of fiscal 2019. The gross margin increase was also driven by
the non-recurring impairment charges as well as the favorable impact of higher production volumes and improved mix
from greater service revenues.
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Operating Expenses
Fiscal quarter ended

Sep 29, 2018 Sep 30, 2017
(In thousands, except percentages) Expense % of Net Sales Expense % of Net Sales
Selling, general and administrative $10,838 12.6 % $11,648 16.5 %
Research, development and engineering 9,154  10.7 8,274 11.7
Restructuring costs — — 2,162 3.0
Operating Expenses $19,992 23.3 %  $22,084 31.2 %

Selling, General and Administrative
Selling, general and administration (SG&A) expenses primarily consist of labor and other employee-related expenses,
including share-based compensation expense, travel expenses, professional fees, sales commissions and facilities
costs. SG&A expenses for the second quarter of fiscal 2019 decreased $0.8 million compared to the second quarter of
fiscal 2018. The decrease was primarily due to lower variable expenses and restructuring actions taken in the prior
year.
Research, Development and Engineering
Research, development and engineering (RD&E) expenses primarily comprise labor and other employee-related
expenses, including share-based compensation expense, professional fees, project materials costs, equipment costs and
facilities costs. RD&E expenses for the second quarter of fiscal 2019 increased $0.9 million compared to the second
quarter of fiscal 2018, primarily due to increased consulting and materials costs related to investment in new product
development.
Restructuring Costs
In the fourth quarter of fiscal 2017, we initiated a restructuring plan to improve business effectiveness, streamline
operations and achieve a stated target cost level for the Company as a whole. Restructuring costs of $2.2 million in the
second quarter of fiscal 2018 primarily consisted of $1.2 million of fixed asset write-offs, $0.5 million of facilities
lease obligations and $0.5 million of severance and related benefits charges. There were no restructuring costs in the
second quarter of 2019. See Note 16: Restructuring and Cost Management Plans for further discussion.
Non-operating Income and Expense

Fiscal quarter ended

Sep 29, 2018 Sep 30, 2017
Non-Operating Non-Operating

(In thousands, except percentages) Incoméo of Net Sales Income % of Net Sales
(Expense) (Expense)

Interest and other income (expense), net $383 0.4 % $(229) (0.3 )%
Total non-operating income (expense)  $383 0.4 % $(229) (0.3 )%
Non-operating income, net, consists of interest income and expense, market gains and losses on non-operating assets,
realized and unrealized foreign exchange gains and losses, bank charges, investment management fees, and other
miscellaneous non-operating items, such as investment impairment. Net non-operating income was $383 thousand in
the second quarter of fiscal 2019 compared to expense of $229 thousand in the second quarter of fiscal 2018. The
increased income in the second quarter of fiscal 2019 was due primarily to a $0.4 million increase in interest income
due to our increased investments balance and $0.1 million due to gains from foreign exchange fluctuations.
Income Taxes

Fiscal quarter ended

Sep 29, 2018 Sep 30, 2017

Income Effective IIlCOmeEffective
(In thousands, except percentages) Tax ax

. . Tax Rate . Tax Rate

Provision Benefit
Provision (benefit) for income taxes $2,623 13.5 % $41) (1.0 Y%
The income tax provision for the second quarter of fiscal 2019 was $2.6 million on pretax income of $19.5 million for
an effective tax rate of 13.5%, compared to a $41 thousand tax benefit on pretax income of $4.2 million for an
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of valuation allowance at the end of 2018 and higher profits leading to increased foreign taxes.
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Two Quarters Ended September 29, 2018 Compared to Two Quarters Ended September 30, 2017
Results of Operations
The following table presents results of operations data as a percentage of net sales:

Two fiscal

quarters ended

Sep 29, Sep 30,

2018 2017
Net sales 100.0% 100.0 %
Cost of sales 53.1 63.1
Gross profit 46.9 36.9
Selling, general and administrative 10.7 17.1
Research, development and engineering 9.8 12.0
Restructuring costs — 23
Operating income 26.4 5.5
Interest and other income (expense), net 0.4 0.3 )
Total non-operating income (loss) 0.4 0.3 )
Income before income taxes 26.8 5.2
Provision for income taxes 24 0.2
Net income 244 % 50 %

Net Sales
The following table presents net sales information by product group:
Two fiscal quarters ended

Sep 29, 2018 Sep 30, 2017
(In thousands, except percentages) Net Sales % of Net Sales Net Sales % of Net Sales
Printed Circuit Board $105,153 53.5 % $84,372 58.7 %
Component Test 27,960 14.2 14,455 10.1
Semiconductor 30,004 15.3 14,822  10.3
Industrial Machining 5,003 2.5 8,760 6.1
Service 28,421 14.5 21,242 14.8
Net sales $196,541 100.0 % $143,651 100.0 %

Net sales for the first two quarters of 2019 increased $52.9 million or 37% from net sales for the first two quarters of
fiscal 2018.

Sales of products into the PCB market for the first two quarters of fiscal 2019 increased $20.8 million or 25%
compared to the first two quarters of fiscal 2018. Both the first two quarters of fiscal 2018 and the first two quarters of
fiscal 2019 reflected the impact of increased demand for flex systems due to the most recent market demand cycle.
While the two periods were relatively strong, the first two quarters of fiscal 2018 was due to order demand earlier in
the market demand cycle while the first two quarters of fiscal 2019 reflected fulfillment against backlog stemming
from orders received later in the same market demand cycle. The strong environment was driven by unit growth in
consumer electronics and associated capacity additions plus new materials, technologies and applications that require
increased levels of complex flexible circuits.

Sales of products into the Component Test market for the first two quarters of fiscal 2019 increased $13.5 million or
93% compared to the first two quarters of fiscal 2018, primarily driven by equipment capacity shortages resulting
from increased demand for MLCC components, particularly in consumer electronics and automotive applications,
many of which require our tools for processing.

Sales of products into the Semiconductor market for the first two quarters of fiscal 2019 increased $15.2 million or
102% compared to the first two quarters of fiscal 2018. This increase was primarily driven by increased sales of our
new Ultrus™ wafer scribing tool and our wafer mark and wafer trim products.

Sales of products into Industrial Machining applications for the first two quarters of fiscal 2019 decreased $3.8 million
or 43% compared to the first two quarters of fiscal 2018. This was primarily due to decreased sales of micromachining
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Service revenues for the first two quarters of fiscal 2019 increased $7.2 million or 34% compared to the second
quarter of fiscal 2018. The increase was primarily driven by increased spare parts revenues resulting from products
that we shipped in the last 18 months beginning to come off their warranty period.
The following table presents net sales information by geographic region:

Two fiscal quarters ended

Sep 29, 2018 Sep 30, 2017
(In thousands, except percentages) Net Sales % of Net Sales Net Sales % of Net Sales
Asia $175,700 89.4 % $130,616 90.9 %
Europe 11,363 5.8 5,929 4.1
Americas 9,478 4.8 7,106 4.9
Net sales $196,541 100.0 % $143,651 100.0 %

Net sales in Asia increased to $175.7 million in the first two quarters of fiscal 2019, an increase of $45.1 million
compared to $130.6 million in the first two quarters of fiscal 2018 primarily due to higher sales of our MLCC testing
tools. Net sales to Americas increased primarily due to sales of the new Ultrus™ wafer scribing tools and increased
sales of wafer trim products. Europe sales increased primarily due to higher sales of wafer trim products.
Gross Profit

Two fiscal quarters ended

Sep 29, 2018 Sep 30, 2017
(In thousands, except percentages) Gross Profatof Net Sales Gross Profatof Net Sales
Gross Profit $92,265 46.9 %  $52,952 36.9 %

Gross profit was $92.3 million for the first two quarters of fiscal 2019, an increase of $39.3 million compared to the
first two quarters of fiscal 2018. The gross profit increase was primarily driven by higher net sales across both systems
and service as well as $13.3 million of inventory and other asset impairment charges in the first two quarters of fiscal
2018 which did not recur in the first two quarters of fiscal 2019. The gross margin increase was also driven by the
non-recurring impairment charges as well as the favorable impact of higher production volumes and improved mix
from greater service revenues.
Operating Expenses

Two fiscal quarters ended

Sep 29, 2018 Sep 30, 2017
(In thousands, except percentages) Expense % of Net Sales Expense % of Net Sales
Selling, general and administrative $20,968 10.7 %  $24,456 17.1 %
Research, development and engineering 19,213 9.8 17,208 12.0
Restructuring costs — — 3,373 2.3
Operating Expenses $40,181 20.5 %  $45,037 31.4 %

Selling, General and Administrative

SG&A expenses primarily consist of labor and other employee-related expenses including share-based compensation
expense, travel expenses, professional fees, sales commissions and facilities costs. SG&A expenses for the first two
quarters of 2019 decreased $3.5 million compared to the first two quarters of fiscal 2018. The decrease was primarily
due to lower variable expenses and restructuring actions taken in prior periods.

Research, Development and Engineering

RD&E expenses primarily comprise labor and other employee-related expenses including share-based compensation
expense, professional fees, project materials costs, equipment costs and facilities costs. RD&E expenses for the first
two quarters of 2019 increased $2.0 million compared to the first two quarters of fiscal 2018. The increase was
primarily due to increased consulting and materials costs related to investment in new product development.
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Restructuring Costs
In the fourth quarter of fiscal 2017, we initiated a restructuring plan to improve business effectiveness, streamline
operations and achieve a stated target cost level for the Company as a whole. Restructuring costs of $3.4
million incurred in the first two quarters of 2018 primarily consisted of $1.7 million of fixed asset write-offs, $0.5
million of facilities lease obligations, and $0.7 million of severance and related benefits charges. There were no
restructuring costs in the first two quarters of fiscal 2019. See Note 16: Restructuring and Cost Management Plans for
further discussion.
Non-operating Income and Expense

Two fiscal quarters ended

Sep 29, 2018 Sep 30, 2017
Non-Operating Non-Operating

(In thousands, except percentages) (Expesegf Net Sales (Expens& of Net Sales
Income Income

Interest and other income (expense), net $835 0.4 % $(413) (0.3 )%
Total non-operating income (expense)  $835 0.4 % $(413) (0.3 )%
Non-operating income, net, consists of interest income and expense, market gains and losses on non-operating assets,
realized and unrealized foreign exchange gains and losses, bank charges, investment management fees, and other
miscellaneous non-operating items, such as investment impairment. Net non-operating income was $835 thousand in
the first two quarters of fiscal 2019 compared to expense of $413 thousand in the first two quarters of fiscal 2018. The
change in non-operating income was primarily due to a $0.8 million increase in interest income due to our increased
investments balance and $0.4 million due to gains from foreign exchange fluctuations.
Income Taxes

Two fiscal quarters ended

Sep 29, 2018 Sep 30, 2017

Income Effective IrlCOmﬁffective
(In thousands, except percentages) Tax ax

. Rate . Tax Rate

Provision Provision
Provision for income taxes $4941 93 % $34045 %
The income tax provision for the first two quarters of fiscal 2019 was $4.9 million on pretax income of $52.9 million,
an effective tax rate of 9.3%. The 2019 effective tax rate is higher due to release of valuation allowance in 2018 and
higher profits leading to increased foreign taxes offset by the discrete $3.2 million benefit from the release of the
valuation allowance in the first quarter of 2019. For the first two quarters of fiscal 2018, the income tax provision was
$340 thousand on pretax loss of $7.5 million, an effective rate of 4.5%. The provision for taxes for the first two
quarters of 2019 has not increased in proportion to the increase in pretax income due to the utilization of historical net
operating losses.
Financial Condition and Liquidity
At September 29, 2018, our principal sources of liquidity were cash and cash equivalents of $66.2 million, short-term
investments of $112.0 million, current accounts receivable of $38.4 million and up to $30.0 million from our credit
facility (see Note 10: Revolving Credit Facility) for a total of $246.6 million, as compared to $217.0 million at
March 31, 2018 and $158.3 million at September 30, 2017. At September 29, 2018, we had a current ratio of 5.67
with long-term debt outstanding of $12.6 million (see Note 9: Long-term Debt). Working capital of $250.7 million
increased $47.5 million compared to the March 31, 2018 balance of $203.2 million, driven primarily by higher current
asset balance due to improved business levels, specifically in our cash, cash equivalents, and short-term investments
balances.
Sources and Uses of Cash
Net cash provided by operating activities of $60.8 million for the two quarters ended September 29, 2018 was
primarily a result of $48.0 million in net income and a decrease in trade receivables of $24.3 million offset by a
decrease in accounts payable and accrued liabilities of $26.1 million. We expect inventory to be consistent with the
current levels for the next few months due to changes in product demand.
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For the two quarters ended September 29, 2018, net cash used in investing activities was $70.3 million, primarily due
to $65.3 million of net purchases of investments. For the two quarters ended September 29, 2018, net cash provided
by financing activities was $0.1 million.
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A wholly-owned subsidiary of the Company has a loan agreement with First Technology Federal Credit Union that
provides for a ten-year term loan with a principal amount of $14 million and with an interest rate fixed at 4.75% per
annum, which will come due January 1, 2027. The Company is required to maintain certain deposits with the Lender
through March 31, 2019, at which point the restriction will be removed as long as it is in compliance with certain
minimum covenants. At September 29, 2018, restricted cash associated with this requirement was $1.1 million and the
Company is in compliance with the covenants of the loan.

The Company is also party to a loan and security agreement (Credit Facility) with Silicon Valley Bank (SVB) that
provides for a senior secured asset-based revolving facility with availability up to $30 million, including a $15 million
sublimit for letters of credit. At September 29, 2018, the Company had no amounts outstanding under the Credit
Facility. The Credit Facility expires March 20, 2019. If the Company fails to meet the covenants in the credit facility
or the lenders fail to fund, access to the facility may be limited or the facility may become unavailable altogether.
Refer to Note 9: Long-term Debt and Note 10: Revolving Credit Facility of the Company's condensed consolidated
financial statements for further information.

The Company is expected to incur capital expenditures of approximately $6 million in the next twelve months due to
the upgrade of its enterprise resource planning software and related systems that support its operating and financial
functions.

We believe that our existing cash, cash equivalents and short-term investments are adequate to fund our operations,
capital expenditures and contractual obligations for at least the next twelve months.

Critical Accounting Policies and Estimates

We reaffirm the “Critical Accounting Policies and Estimates” in Part II Item 7, Management's Discussion and Analysis
of Financial Condition and Results of Operations, reported in our Form 10-K for the year ended March 31, 2018. Due
to the adoption of accounting standard ASC 606 in the current quarter using the modified retrospective transition
approach, we have updated certain revenue related policies, see Note 1: Basis of Presentation.
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Item 3. Quantitative and Qualitative Disclosures about Market Risk

There have been no material changes in the market risk disclosure contained in our Form 10-K for the year ended
March 31, 2018.

Item 4. Controls and Procedures

Attached to this quarterly report as Exhibits 31.1 and 31.2 are the certifications of our President and Chief Executive
Officer (CEO) and our Chief Financial Officer (CFO) required by Section 302 of the Sarbanes-Oxley Act of 2002 (the
Section 302 Certifications). This portion of our quarterly report on Form 10-Q is our disclosure of the conclusions of
our management regarding the effectiveness of our disclosure controls and procedures as of the end of the period
covered by this report based on management’s evaluation of those disclosure controls and procedures. This disclosure
should be read in conjunction with the Section 302 Certifications for a more complete understanding of the topics
presented.

Disclosure Controls and Procedures

Our management has evaluated, under the supervision and with the participation of our CEO and CFO, the
effectiveness of our disclosure controls and procedures, as defined in Rule 13a-15(e) under the Securities Exchange
Act of 1934, as amended (Exchange Act) as of the end of the period covered by this report pursuant to Rule 13a-15(b)
under the Exchange Act. Based on that evaluation, our CEO and CFO have concluded that, as of the end of the period
covered by this report, our disclosure controls and procedures were effective in ensuring that information required to
be disclosed in our Exchange Act reports is (1) recorded, processed, summarized and reported in a timely manner, and
(2) accumulated and communicated to our management, including our CEO and CFO, as appropriate to allow timely
decisions regarding required disclosure.

Changes in Internal Control Over Financial Reporting
There has been no change in our internal control over financial reporting during the second quarter of fiscal 2019 that
has materially affected, or is reasonably likely to materially affect, our internal control over financial reporting.
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PART II - OTHER INFORMATION

Item 1. Legal Proceedings

In the ordinary course of business, we are involved in various routine legal matters, either asserted or unasserted, and
investigations incidental to the business. In the opinion of management, ultimate resolution of these matters will not
have a material effect on our consolidated financial position, results of operations or cash flows.

Item 1A. Risk Factors

The following risks and uncertainties should be read carefully with the other information included in this quarterly
report. If any of the risks described below occur, our business, financial condition, operating results and cash flows
could be materially and adversely affected. The risks and uncertainties described below are not the only ones we face.
Additional risks and uncertainties not presently known to us or that we currently deem immaterial also may impair our
business operations and financial results. All references to years or quarters relate to fiscal years or fiscal quarters
unless otherwise noted.

Risks Related to the Merger

Our proposed merger with MKS may not be completed within the expected time frame, or at all, and the failure to
complete the Merger could adversely affect our business and the market price of our common stock.

On October 29, 2018, we entered into the Merger Agreement with MKS and Merger Sub, pursuant to which we would
become a wholly-owned subsidiary of MKS if the Merger is completed. The Merger Agreement is subject to closing
conditions beyond our control, including the approval of our shareholders and the expiration or early termination of
any regulatory waiting periods and receipt of required regulatory approvals, and there is no guarantee that these
conditions will be satisfied in a timely manner or at all. If any of the conditions to the proposed Merger are not
satisfied (or waived by the other party), the Merger might not be completed. In addition, the Merger Agreement may
be terminated under specified circumstances.

Failure to complete the Merger could adversely affect our business and the market price of our common stock in a
number of ways, including:

If the Merger is not completed, and no other party is willing and able to acquire us at an equivalent price or higher, on
terms acceptable to us, the share price of our common stock is may to decline;

We have incurred, and continue to incur, significant expenses for professional services in connection with the
proposed Merger, for which we will have received little or no benefit if the Merger is not completed. Many of these
fees and costs will be payable even if the Merger is not completed and may relate to activities that we would not have
undertaken other than to complete the Merger;

A failed Merger may result in negative publicity and/or give a negative impression of us in the investment community
or business community generally; and

If the Merger Agreement is terminated under specified circumstances, we may be required to pay MKS a $35.65
million termination fee.

The announcement and pendency of our proposed Merger with MKS could adversely affect our business, financial
condition, and results of operations.

The announcement and pendency of our proposed Merger with MKS could disrupt our business and create uncertainty
about it, which could have an adverse effect on our business, financial condition, and results of operations, regardless
of whether the Merger is completed. These risks to our business, all of which could be exacerbated by a delay in the
completion of the Merger, include:

diversion of significant management time and resources towards the completion of the Merger;

tmpairment of our ability to attract and retain key personnel;

difficulties maintaining relationships with employees, customers, and other business partners;

restrictions on the conduct of our business prior to the completion of the Merger, which prevent us from taking
specified actions without the prior consent of MKS, which we might otherwise take in the absence of the Merger
Agreement; and

potential litigation relating to the Merger and the related costs.
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Risks Related to Our Competition and Customers

Substantial competition in markets in which we operate may result in price reductions, reduced profit margins and loss
of market share.

We face substantial competition from established competitors throughout the world, some of which have greater
financial, engineering, manufacturing and marketing resources than we do. Competitors with greater resources may
better withstand periodic downturns, compete more effectively on the basis of price and technology, utilize better
established sales channels and customer relationships, or more quickly enhance or develop new generations of
products that compete with our products, in addition to other advantages. New companies may enter the markets in
which we compete, or industry consolidation may occur, further increasing competition in those markets. We have
also experienced new entrants to our markets offering aggressive price and payment terms in an attempt to gain
market share. Some competitors, particularly in China, also develop low-cost products employing processes or
technology developed by us. In addition, because we frequently price our products in U.S. dollars, a strong U.S. dollar
can make our products less price-competitive outside of the United States to products priced in other currencies. We
believe that to be competitive, we must continue to expend significant financial resources in order to invest in new
product development and enhancements, among other things. We may not be able to compete successfully in the
future and increased competition may result in price reductions, reduced profit margins and loss of market share.

Our future success depends on our ability to expand into new markets.

Our future success and growth plans depend in large part on our successful entry into new markets adjacent to our
existing markets, such as high-density interconnect drilling, interconnect packaging, advanced wafer scribing, and
other industrial and consumer electronics markets, including automotive, aerospace, medical and display. These
markets are new to us and our success depends on our displacing entrenched competitors who are familiar with these
markets and are known to customers. In many cases, we are attempting to enter or expand our presence in these new
markets with newly introduced products that are not yet proven in the industry. In addition, in some cases we need to
develop or expand our sales channels and customer relationships in order to execute on this strategy. We provide no
assurance that we will succeed in gaining significant, or any, market share in these new markets. If we fail to
successfully expand into these markets, we will have difficulty growing our business and may lose business to our
competitors.

Volatility in our customers’ industries and capital spending can have a direct and material impact on our business.

Our business depends upon the capital equipment expenditures of manufacturers of microelectronics, PCBs,
semiconductors, computers, wireless communications and other electronic products. The capital equipment market for
the production of those products has historically been characterized by cyclical variations in capital equipment
demand. These sometimes sudden and severe cycles may result from a number of factors, including overall consumer
and industrial spending and demand for electronic products that drive manufacturer production, as well as the
manufacturer's capacity utilization, timing of new product introductions and demand for customers’ products,
inventory levels relative to demand and access to affordable capital. The timing, severity and duration of these market
cycles are difficult to predict. As a result, our business can vary significantly from quarter to quarter or year to year, as
evidenced, for example, by comparing sales of flex PCB in fiscal 2017 to fiscal 2018 with a significant increase in
market demand and then to fiscal 2019 where we are seeing a significant softening in the flex PCB market. Downturns
particularly affect our profitability given the relative fixed cost structure of our business and the need to continually
invest in product technology and support and service for our products.

Increased pressure on price may result in pricing concessions, extended payment terms and decreased margins.

We have experienced and continue to experience pricing pressure from both competitors and customers in the sale of
our products. Pricing pressures typically have become more intense during cyclical downturns when competitors seek
to maintain or increase market share, reduce inventory or introduce more technologically advanced or lower-cost
products. In addition, we may agree to pricing concessions or extended payment terms with our customers in
connection with expanding into new markets or gaining volume orders, or to improve our customer cost of ownership
in highly competitive applications. Our business, financial condition, margins or results of operations may be
materially and adversely affected by competitive pressure and price-based competition.
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A majority of our revenues are generated from exports to foreign countries, primarily in Asia, which could be
adversely affected by political or economic instability, foreign competition, pricing pressures and other factors.
Political or economic instability, particularly in Asia, may adversely impact the demand for capital equipment,
including equipment of the type we manufacture and market. In addition, we face intense competition from a number
of Asian suppliers that have certain advantages over other suppliers, including us. These advantages include, among
other things, proximity to customers,
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lower cost structures, favorable tariffs and affiliation with significantly larger organizations. In addition, changes in
the amount or price of our products produced in Asia could impact the profitability or capital equipment spending
programs of our foreign and domestic customers.

We could be negatively affected by ongoing trade disputes and tariffs.

As a result of recent U.S. tariffs on goods imported to the US from China, it added substantial retaliatory tariffs on
certain products manufactured in the U.S. and imported to China. We cannot predict what actions may ultimately be
taken with respect to tariffs or trade relations between the United States and other countries, what products may be
subject to such actions, or what actions may be taken by the other countries in retaliation. Should our products be
impacted by these or similar tariffs, our ability to compete with local suppliers could be impacted and our business,
financial condition, margins or results of operations may be materially and adversely affected. Our sales into China
were approximately 40% and 20% in fiscal 2018 and in the first two quarters of fiscal 2019, respectively. However,
approximately 90% of our systems shipped into China are manufactured in our Singapore facility and therefore have a
country of origin of Singapore, which presently are not affected by tariffs. We cannot predict whether tariffs would
become extended on our Singapore operation or a U.S.-owned business.

Because our revenues largely depend on few customers and certain end markets, we have a greater degree of risk if we
lose one of those customers, if we fail to win on new product designs, or if end markets are negatively impacted.

We depend on a few significant customers for a large portion of our revenues, and certain of these customers may be
suppliers to relatively few end manufacturers. In the second quarter of fiscal 2019, our top ten customers accounted
for approximately 70% of total net sales with our top two customers accounting for 39% and 12% of total net sales,
respectively. These concentrations can vary significantly from quarter to quarter and materially impact revenues and
results from operations. For example, in fiscal 2018, we had one quarter where our concentration with a single
customer was 50% of net sales. We anticipate that sales of our products to a relatively small number of customers will
continue to account for a significant portion of our revenues.

Consolidation between customers, changes in technologies or solutions used by customers, changes in products
manufactured by customers or in end-user demand for those products, selection of suppliers other than us, customer
bankruptcies or customer departures from their respective industries all may result in even fewer customers
accounting for a high percentage of our revenue and reduced demand from any single major customer. A change in
demand from end manufacturers, or the customers of our direct customers, may impact the demand we receive across
multiple direct customers. Additionally, if the end manufacturers have significant share in their end markets, demand
from our customer base could be sensitive to, and be broadly impacted by, negative movements in those end markets.
The level of sales to our top customers often depends on winning bids on new designs and features each product cycle,
and there is no guarantee of future business based on past design wins.

None of our customers have any long-term obligation to continue to buy our products or services and may therefore
delay, reduce or cease ordering our products or services at any time. The cancellation, reduction or deferral of
purchases of our products by even a single customer could significantly reduce our revenues in any particular quarter.
If we lose any of our significant customers, including as a result of any shipment delays due to heightened production
levels, or suffer a material reduction in their purchase orders, revenue could decline and our business, financial
condition and results of operations could be materially and adversely affected.

Because our revenues are largely based on the sale of a small quantity of product units, our operating results could
fluctuate significantly from quarter to quarter.

We derive a substantial portion of our revenue from the sale of a relatively small quantity of products. Accordingly,
our revenues, margins and other operating results could fluctuate significantly from quarter to quarter depending upon
a variety of factors in addition to those described above, including:

the timing of orders and terms or acceptance of product shipments by our customers;

the mix of products and services that we sell in a given quarter;

timing and market acceptance of our new product introductions; and

delays or problems in the planned introduction of new products, or in the performance of any such products following
delivery to customers.
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As a result of these risks, we believe that quarter-to-quarter comparisons of our revenue and operating results may not
be meaningful, and that these comparisons may not be an accurate indicator of our future performance.
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Risks Related to Our Supply Chain and Production

Limitations on our ability to rapidly change our production capacity in a cost-effective manner could result in lower
gross margins during sudden downturns and an inability to meet demand in sudden upturns.

To meet rapid changes in demand, such as we have experienced recently, we must effectively manage our resources
and production capacity. When upturns occur, it may be difficult to rapidly and effectively increase our manufacturing
capacity, or we may be unable to do so, or we may have difficulty procuring sufficient materials to meet sudden
increases in customer demand. This could result in shipping delays or the loss of business to our competitors and harm
to our relationships with our customers, which may result in penalties or other costs to us. Conversely, during periods
of decreasing demand for our products, we must be able to appropriately align our cost structure with prevailing
market conditions and effectively manage our supply chain. Our ability to timely and effectively reduce our costs in
response to rapid downturns is limited by the fixed nature of many of our expenses in the near term, by our need to
continue investing in product technology and support and service our products, and by our need to have sufficient
production capacity and supply available to respond to sudden increases in demand. This could result in unavoidable
short-term costs or excessive inventory levels, including increased risk of inventory obsolescence. If we are not able to
timely and cost effectively adapt to changes in our business environment, our business, financial condition or results
of operations may be materially and adversely affected.

Our reliance on critical suppliers for key components could lead to production and service interruptions and shortages.
We use a wide range of components from numerous suppliers in the manufacturing of our products, including custom
electronic, laser, optical and mechanical components. We generally do not have guaranteed supply arrangements with
our suppliers. We seek to reduce the risk of production and service interruptions and shortages of key parts by
selecting and qualifying alternative suppliers for key parts, monitoring the financial stability of key suppliers and
maintaining appropriate inventories of key parts. However, some key parts are available only from a single supplier or
a limited group of suppliers in the short term. In addition, some of the lasers we use in our products are difficult to
manufacture, and as a result we may not receive an adequate supply of lasers in a timely fashion to fill orders.
Operations at our suppliers’ facilities are subject to disruption or discontinuation for a variety of reasons, including
changes in business relationships, competition, financial difficulties, work stoppages, fire, natural disasters, customer
prioritization, component end of life decisions or other causes. Any such disruption or discontinuation to our suppliers’
operations could interrupt or reduce our manufacturing activities and delay delivery of our products, any or all of
which could materially and adversely affect our results of operations. This risk is particularly acute when we rely on a
single or a limited group of suppliers. In addition, during periods of increased demand for our products, there is a
heightened risk that one or more of our suppliers may not meet our increased demand requirements, adversely
affecting our ability to fulfill orders and win business with our customers.

Our product delivery schedules may cause us to incur significant expenses without offsetting revenues.

During our sales cycle, our customers generally evaluate, test and qualify our products before making a decision to
purchase them. Before a potential customer purchases our products, we may incur significant expenses related to sales
and marketing, product development and research and development prior to receiving a customer order that may be
delayed or never get placed. We may incur these expenses without receiving revenues to offset such expenses soon
thereafter or at all, which could materially and adversely affect our business, financial condition, or results of
operations.

We may incur charges for excess or obsolete inventory as a result of having to forecast product demand without firm
orders.

To effectively compete, we must deliver products on schedules required by our customers. Management forecasts
demand, both in type and number of products, for us to timely meet customer delivery schedules. We use these
forecasts to purchase inventory, some of which have exceptionally long lead times, in advance of our receiving firm
customer orders. We also order materials based on our technology roadmap, which represents management’s
assessment of technology we will utilize in new product development. Certain types of inventory, such as lasers and
optical equipment, are particularly expensive and may only be used in the production of a single type of product. If
actual demand is lower than forecast, we may have excessive working capital and slow-turning inventory. In addition,
we may incur material charges for excess and obsolete inventory if we cannot sell the inventory. Also, if we alter our
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technology or product development strategy, we may have unusable inventory, which may also result in material
accounting charges. For example, during fiscal 2018, we recorded approximately $13.6 million of charges in cost of
sales, primarily due to inventory write-offs associated with discontinued products.
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We may be unable to timely deliver certain products made by contract manufacturers.

We have arrangements with contract manufacturers to complete the manufacturing of certain of our product
subcomponents. Any significant interruption in our contract manufacturers’ ability to provide quality manufacturing
services to us as a result of contractual disputes with us or another party, labor disruptions, financial difficulties,
natural disasters, delay or interruption in the receipt of inventory, or other causes could result in reduced
manufacturing quality or delayed deliveries for certain of our products, any or all of which could materially and
adversely affect our business. Additionally, should a contract manufacturer no longer be able to perform for any
reason or we need to add a contract manufacturer, it may require substantial time and resources, including the
potential of incurring substantial cost, to replace or add the associated manufacturing capabilities, which could
materially and adversely affect our business.

Increasing regulations or environmental requirements on our product components could negatively affect our ability to
sell our products or source materials.

Many countries, including the United States, China and those in the European Union, have implemented directives
that restrict the sale of new electrical and electronic equipment containing certain hazardous substances and require
disclosures if certain metals used in products are not from a conflict-free source. The directives could restrict our
ability to sell our products in certain countries and affect sourcing at competitive prices and availability in sufficient
quantities of certain minerals used in the manufacture of our products. In addition, our reputation could suffer if we
are required to disclose that metals in our products are not from conflict-free sources.

Risks Related to Our Organization

Our significant international trade subjects us to greater risks.

For fiscal 2018 and the first two quarters of fiscal 2019, international shipments accounted for 95% of total net
shipments while shipments to Asia accounted for 90% of total net shipments. We expect that international shipments
will continue to represent a significant percentage of net sales in the future. In addition, we obtain supplies through an
international supply chain. Our non-U.S. sales and purchases are subject to risks inherent in international trade, many
of which are outside our control and include the following:

periodic local or geographic economic downturns;

price and currency exchange controls;

fluctuation in the relative values of currencies;

difficulty in repatriating money, whether as a result of tax laws or otherwise;

difficulties protecting intellectual property;

shipping delays and disruptions, including as a result of border controls;

retaliatory trade practices, trade tensions, and changes in or inconsistency in application of trading policies, regulatory
requirements, export control regulations, tariffs and other barriers, the termination or renegotiation of existing trade
agreements; and

difficulties in managing a global enterprise, including staffing, collecting accounts receivable, and managing
suppliers, distributors and representatives.

Our success depends, in part, on hiring and retaining key personnel.

Our continued success depends in part upon the services of our key managerial, financial and technical personnel. The
loss of key personnel, or our inability to attract, assimilate and retain qualified personnel, could result in the loss of
customers, inhibit our ability to operate and grow our business and otherwise have a material adverse effect on our
business and results of operations. We have previously had to, and may in the future have to, impose salary reductions
on employees during economic downturns in an effort to maintain our financial position. On several occasions in
recent years, executives and other employees have received limited or no annual bonuses due to our financial
performance relative to the performance parameters in our annual bonus plans. These events may have an adverse
effect on employee loyalty and may make it more difficult for us to attract and retain key personnel. Competition for
qualified personnel in the industries and locations in which we compete for talent is intense, and we may not be
successful in attracting and retaining qualified personnel. We may incur significant costs in our efforts to recruit and
retain key personnel, which could affect our financial position and results of operations.
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In the past we have had reorganizations and restructurings, which resulted in site closures and significant turnover of
personnel, including key personnel. If similar events were to occur in the future, they may disrupt operating activities,
may negatively affect employee morale and loyalty, and may make it more difficult to retain or rehire key personnel.
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Our business and reputation could be negatively impacted by cyber-attacks and other security breaches.

We electronically store sensitive data, including intellectual property, our customers’, suppliers’ and business partners’
proprietary business information, and our employees’ personally identifiable information. The secure maintenance and
transmission of this information is critical to our operations and business strategy. Despite our security measures, our
information technology and infrastructure may be vulnerable to attacks by hackers or breached due to employee error,
malfeasance or other actions. Further, the increasingly international, mobile-device, internet, and email-based
environment in which we do business may subject us to new risks, such as email phishing attempts, or other activities
designed to defraud us of funds or sensitive information, and may also provide multiple points of entry for
cyber-attacks. Additionally, we rely on a number of third-party “cloud-based” providers of corporate infrastructure
services relating to, among other things, human resources, electronic communication services and some financial
functions, and we are therefore dependent on the security systems of these providers. Any breach or other
unauthorized access to either our systems or our service-providers’ systems through viruses, loggers, malfeasant code
in data or software, or other means could expose us to information loss or disclosure of confidential information and
could compromise our networks such that the information stored there could be accessed, publicly disclosed, lost or
stolen. Any such access, disclosure or loss of information could result in legal claims or proceedings, liability under
laws that protect the privacy of personal information, disrupt our operations, damage our reputation, or hurt our
competitive position, which could adversely affect our business, financial position and results of operations.

Our implementation of an updated enterprise resource planning software may result in unintended consequences that
could negatively impact our business.

We are upgrading our enterprise resource planning software and related systems that support our operating and
financial functions. We may experience difficulties in connection with such upgrades, including loss or corruption of
data, compatibility issues, decreases in productivity as our personnel implement and become familiar with the
upgrades, higher than expected upgrade costs and other integration challenges or delays. If encountered, a significant
problem with the system upgrades could negatively impact our business by disrupting our operations. In addition, a
significant problem with the system upgrades, integration with other systems or ongoing management of our
enterprise resource planning software and related systems could have an adverse effect on our ability to generate and
interpret accurate management and financial reports and other information on a timely basis, which could adversely
affect our business, financial position and results from operations.

Our success could be negatively impacted if we fail to effectively control, oversee and direct foreign subsidiaries, and
our global footprint may result in a substantial amount of management effort, cost and uncertainty.

We are a global company operating in multiple jurisdictions. We have significant foreign operations and subsidiaries,
including manufacturing facilities in Singapore and China, research and application development facilities in France,
China and Korea, and sales and service offices in various countries to enhance responsiveness and access to customers
local to these regions. In fiscal 2018, certain additional customer-facing operational resources were moved to
countries in Asia, and changes were implemented to our supply chain in regions outside the United States. Our global
presence and any changes thereto may subject us to a variety of complexities and risks, many of which may divert a
substantial amount of management’s time. These risks include:

exposure to local labor disputes, potential corruption, and noncompliance with labor laws and other laws governing
employees;

uanpredictable costs, redundancy costs and cost overruns for developing facilities and acquiring equipment;
challenges in building local management teams, technical personnel and other staff for functions that we have not
previously conducted outside of the United States;

technical obstacles such as poor production or process yield and loss of quality control during the ramp of a new
facility;

re-qualifications and other procedures that our customers may require;

our ability to bring up local suppliers to meet our quality and cycle-time needs;

rapidly changing business conditions that may require us to change or abandon plans before we fully implement them;
complexity of managing our financial reporting and internal controls and procedures; and
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the ability to understand and comply with many different laws, infrastructures, ways of doing business, and surmount
other challenges posed by distance and differences in language and culture.

If we are unable to manage these risks effectively, it could negatively affect our operating performance and our
reputation. These and other factors could delay the continuing development, expansion and implementation of our
strategy, as well as decrease our gross margins, delay shipments and deliveries, cause us to lose sales, require us to
write off investments already made, damage our reputation and harm our business, financial condition and results of

operations.
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Our global operations expose us to a greater variety of natural disasters and political and social strife, each of which
could directly impact our properties, operations and personnel.

Our business and operating results could be impacted, directly or indirectly, by natural disasters, outbreaks of
infectious disease, military action, international conflicts, terrorist activities, civil unrest and associated political
instability and policy changes. Many of our facilities, including our Portland, Oregon headquarters, are in areas with
known earthquake risk. Some of these events or circumstances may also result in heightened security concerns with
respect to domestic and international travel and commerce, including more frequent instances of shipping delays,
which may further affect our business and operating results. In particular, recent and potential future tightening of
immigration and travel controls may adversely affect the residence status of non-U.S. engineers and other key
technical employees in our U.S. facilities, our ability to attract, hire and retain new non-U.S. employees in such
facilities or our ability to bring our non-U.S. employees into the United States for business related activities.

Our acquisition activities could result in operational disruptions, integration difficulties and other complications.

We may acquire or make significant investments in other businesses with complementary products, services or
technologies, which acquisitions and investments may fail to meet our expectations. Our January 2015 acquisition of
Wuhan Topwin Optoelectronics Technology Co., Ltd. (Topwin) resulted in an impairment of goodwill and intangibles
in fiscal 2017 associated with that reporting unit. After our August 2016 acquisition of Visicon Technologies, Inc.
(Visicon), we closed Visicon's Napa, California facility in fiscal 2017. Acquisitions involve numerous risks, many of
which are unpredictable and beyond our control, including:

increased costs in connection with integration of personnel, operations, technologies and products of the acquired
businesses;

difficulties in implementation of our enterprise resource planning system into the acquired company’s operations;
diversion of management’s attention from other operational matters;

the potential loss of key employees of the acquired companys;

dack of synergy or inability to realize expected synergies resulting from the acquisition;

the inability to successfully enter new markets expected to result from the acquisition;

acquired assets becoming impaired as a result of technological advancements or worse-than-expected performance by
the acquired company;

establishing satisfactory internal controls and accounting practices at the acquired company;

difficulties implementing internal manufacturing processes at the acquired company;

achieving our anticipated financial and operational performance for the acquired company or the performance of the
combined company following the transaction;

acquiring unanticipated liabilities; and

potential litigations arising out of breach of contract terms.

The means by which we finance an acquisition may also significantly affect our business or the value of our common
stock. If we issue common stock to pay for an acquisition, the ownership percentage of our existing shareholders will
be diluted and the value of the shares held by our existing shareholders could decrease. If we use cash on hand to pay
for an acquisition, the payment could significantly reduce the cash that would be available to fund our operations or to
use for other purposes. If we borrow funds in connection with an acquisition, we would be required to use cash to
service the debt and to comply with financial and other covenants, which may reduce our flexibility.

Risks Related to Technology

We may be unable to realize growth opportunities if we cannot strengthen our marketing and channel capabilities.
The laser microfabrication industry is comprised of broad sets of markets and applications and presents significant
opportunities for growth. In order to access these growth opportunities, we are strengthening our approach from
customer-centric to market-based. We have reorganized into a functional structure and expanded our marketing team
to drive improved process and disciplines across the organization. We believe our ability to successfully access and
compete in these broader markets partially depends on our successful development of new marketing capabilities,
sales and distribution channel access and customer relationships. Our inability to do so would limit our growth
opportunities and profitability. In addition, any new strategy may cause disruption and ultimately prove unsuccessful.
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We may be unable to keep up with rapid technological changes in our markets, which could result in customers
purchasing fewer of our products.

The markets for our products are characterized by rapid technological change and innovation, frequent new product
introductions, changes in customer requirements and evolving industry standards. Our future performance will depend
on the successful development, introduction and market acceptance of new and enhanced products that address
technological changes and the requirements of current and potential customers. The development of new,
technologically advanced products is a complex and uncertain process, requiring high levels of innovation and highly
skilled engineering and development personnel, as well as the accurate anticipation of technological and market
trends. We may not be able to identify, develop, manufacture, market or support new or enhanced products on a
timely basis, if at all. If our competitors introduce new or enhanced products, or alternative technologies, our
customers may defer, change or cancel orders for our existing products or cease purchasing our products altogether.
Further, our new products may not gain timely market acceptance, and we may not be able to respond effectively to
product announcements by competitors, technology changes or emerging industry standards. If we are unable to
develop new or enhanced products to address customer requirements, technology changes or new industry standards
on a timely basis, if our new or enhanced products are not accepted by the market, or if our customers adopt
alternative technologies, our business, financial condition and results of operations may be adversely affected due to
loss of market share or due to concentrations in impacted areas.

Our industry requires continued investment in research and development, and we may fail to optimally allocate our
resources in this area.

The intense competition in our industry requires us to continue to invest in research and development. If we fail to
invest sufficiently in research and development, our products could become obsolete or less attractive to our current
and potential customers. Because of our need to maintain our research and development spending levels, our operating
margins could be materially decreased if our net sales decline. In addition, our emphasis on research and development
and technological innovation could cause our operating costs to increase in the future, and research and development
expenses to increase as a percentage of total operating expenses and as a percentage of net sales. Conversely, if we
have competing needs for our financial resources, we could spend less on research and development than we believe
would be optimal for long-term competitiveness.

Because our products are highly complex, we may experience quality control issues that could result in decreased
sales and harm our reputation.

Our products are highly complex, and our extensive product development, manufacturing and testing processes may
not be adequate to detect all defects, errors, failures and quality issues that could impact customer satisfaction or result
in claims against us. Our strategy to leverage proprietary laser technology to create competitive advantage may
increase the probability and impact of these risks. As a result, we may have to replace certain components or provide
remediation in response to the discovery of defects in products after they are shipped. The occurrence of any defects,
errors, failures or quality issues could result in cancellation of orders, product returns, diversion of our resources, legal
actions by our customers and other losses to us or to our customers. These occurrences could also result in the loss of,
or delay in, market acceptance of our products, loss of sales and increased expenses and warranty costs.

Risks Related to Legal Matters

Our business depends on proprietary rights that may be difficult to protect, and the loss of any proprietary rights could
affect our ability to compete effectively.

Our success depends significantly upon the protection of our proprietary rights. We attempt to protect our proprietary
rights through patents, copyrights, trademarks, maintenance of trade secrets and other measures, including entering
into confidentiality agreements. Although we incur substantial costs to obtain and maintain patents and to defend our
intellectual property rights, we may be unsuccessful in protecting these rights. Additionally, our proprietary rights
may not provide the competitive advantages we expect, or other parties may challenge, invalidate or circumvent these
rights.

We rely upon the laws of the United States and foreign countries where we develop, manufacture or sell our products
to protect our proprietary rights. However, our efforts to protect our intellectual property may be less effective in some
foreign countries where intellectual property rights are not as well protected as in the United States. For example, the
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patent prosecution and enforcement system within China is less mature than the systems in other jurisdictions and
therefore we may be limited in our ability to enforce our rights. This disadvantage would likely be compounded by the
challenge of any enforcement attempts by us as a foreign entity seeking protection against a Chinese company
infringing on our proprietary rights in China. If we fail to adequately protect our intellectual property abroad, it could
be easier for our competitors to sell competing products in foreign countries, which could result in reduced sales and
gross margins.
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Our products may subject us to intellectual property infringement claims that could increase our costs and restrict our
ability to do business.

Several of our competitors hold patents covering a variety of technologies, applications and methods of use similar to
some of those used in our products. Competitors or others have asserted in the past, and may assert in the future,
infringement claims against our customers or us with respect to current or future products or uses. These assertions
may result in costly litigation, and if claims of infringement are asserted against our customers, those customers may
seek indemnification from us for damages or expenses they incur.

If we become subject to infringement claims, we will evaluate our position and consider the available alternatives,
which may include seeking licenses to use the technology in question. These licenses, however, may not be available
on satisfactory terms or at all. If we are not able to negotiate the necessary licenses on commercially reasonable terms,
or successfully defend our position, our financial condition and results of operations could be materially and adversely
affected.

As a global company, we are subject to adverse fluctuations in our effective taxes due to tax audits, changes in tax
law, certain preferential tax concessions, and other regulatory requirements.

Our tax liabilities may fluctuate from one period to the next because we operate in numerous tax jurisdictions with a
broad range of income tax rates and regulations. Further, we are also periodically under audit by U.S. and foreign tax
authorities and may have exposure to additional tax liabilities as a result. Although we believe our tax estimates are
reasonable, the final outcome of tax audits and the impact of changes in tax laws or the interpretation of tax laws
could result in a material effect on our financial results, tax positions or cash flows in the period or periods in which
the determination is made.

We benefit from a tax incentive program in Singapore pursuant to which we paid no Singapore income tax with
respect to our Singapore manufacturing operations. The incentive period ends June 30, 2021 and is conditioned on
achieving certain business and investment levels. If we do not achieve these criteria, we may lose the incentive
benefits.

We have tax losses and tax credits with remaining lives between 5 and 20 years. In the fourth quarter of fiscal 2018,
we generated $75.1 million of net income, which resulted in three years of cumulative income. This, combined with
our backlog position at March 31, 2018 and our expected ability to utilize certain deferred tax assets and credits prior
to their expiration, we believe provided sufficient positive evidence to release $42.3 million of our valuation
allowance as of March 31, 2018. A release of the valuation allowance resulted in the recognition of certain deferred
tax assets and an income tax benefit for fiscal 2018.

The Tax Cuts and Jobs Act (Tax Act) was enacted into law in the United States on December 22, 2017. We have
elected the Staff Accounting Bulletin No. 118 measurement period and will continue to evaluate the impact the new
legislation will have on our consolidated financial condition, results of operations, and cash flows. While not limited
to the following, we believe the following risks exist:

Rule-making and additional technical guidance from the Department of Treasury, the FASB, and other relevant
rule-making bodies continues to evolve and is likely to impact the treatment of the impact of the Tax Act.

Our assessment remains ongoing; therefore, the final impact of the Tax Act may differ due to changes in
tnterpretations, assumptions and we are not able to fully quantify the impact on our condensed consolidated financial
statements at this time.

Reaction to the new regulations by states and international trading partners is not yet clear, and could have a material
impact on our business and results from operations.

The change in statutory tax rates in the United States also impacts the gross values of the deferred tax assets and
valuation allowance. The release of the valuation allowance and the future utilization of deferred tax assets are
recognized at the new, lower rate.

Risks Related to Financial Matters

If we cannot meet our liquidity needs, we may not have sufficient working capital to continue our business operations.
We may require greater working capital to operate than similar size businesses in many other industries. At
September 29, 2018, we had working capital of $250.7 million, including $178.2 million in cash, cash equivalents and
short-term investments. Our operating cash flows were negative for most quarters between September 2013 and
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March 2017. Operating cash flows for fiscal 2018 were positive and we generated $67.4 million of operating cash. If
cash levels were to decline below our working capital requirements due to investment in inventories as a result of
production, less favorable collections, or less favorable payment terms, or a combination of these circumstances,
among others, we may need additional cash to sustain operations. In addition, many of our contracts to acquire
inventory represent purchase commitments. As a result, if we experience lower than anticipated demand for our
products we may not avoid the cost of purchasing the associated inventory.
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While we have a credit facility in place, if we fail to meet the covenants in our credit facility or our lenders fail to
fund, access to the facility may be limited or the facility may become unavailable altogether. Losses, such as those
experienced in the second and third quarters of fiscal 2017, negatively impact our ability to maintain compliance with
these covenants.

If we have a material decrease in available cash, or require additional cash for operations, and we do not have
available credit or other funds and are unable to obtain financing on acceptable terms, or at all, our business and our
ability to fully fund operations could be materially and adversely affected.

Our existing indebtedness may limit our business opportunities.

As of the end of the second quarter of fiscal 2019, we have $13.0 million of long-term indebtedness in the form of
secured mortgage. This indebtedness is secured by our headquarters in Portland, Oregon. We also have access to a
credit facility under which we may borrow up to a maximum of $30 million, subject to meeting certain availability
requirements. Nothing was outstanding under this facility and the full amount was available under the facility as of
September 29, 2018. This credit facility is secured by our non-real estate assets and we are required to comply with
certain financial covenants under the debt agreements, including maintaining a certain level of earnings, a stated debt
service coverage ratio and a specified level of certain types of liquid assets, as well as limiting our discretion to make
capital expenditures or acquisitions. If we are unable to comply with the covenants in our debt agreements or make
payments when due and the lender declares an event of default, any outstanding indebtedness would likely be
immediately due and owing and the lenders could foreclose on the collateral securing the debt.

Unfavorable currency exchange rate fluctuations could reduce our net sales abroad or cause us to incur losses on our
forward exchange contracts.

Unfavorable currency fluctuations could require us to increase prices to foreign customers, which could result in lower
net sales by us to those customers. Alternatively, if we do not adjust the prices for our products in response to
unfavorable currency fluctuations, we could be forced to sell our products at a lower margin or at a net loss. A weak
dollar may lead to impairment of inventories if costs begin to exceed selling prices as translated to the functional
currency. In addition, some of our foreign sales are denominated in the currency of the country in which these
products are sold and that currency could be less valuable at the time of receipt as a result of exchange rate
fluctuations. From time to time, we enter into forward exchange contracts to hedge the value of accounts receivable
primarily denominated in euros and other currencies. However, our efforts may not be adequate to protect us against
significant currency fluctuations and such efforts may expose us to additional exchange rate risks, which could
adversely affect our results of operations.

An impairment of our investments could reduce our available liquidity.

Our investment portfolio is primarily comprised of commercial paper, corporate bonds, debt securities issued by U.S.
governmental agencies and money market securities. These investments are intended to be highly liquid and low risk.
If the markets for these securities deteriorated for any reason, including as a result of a downgrade in the credit rating
of U.S. government securities, the liquidity and value of these investments could be negatively affected, which could
result in impairment charges and a material impact to our financial condition and results of operations. In addition, if
our investments become illiquid or materially decrease in value, we may not have access to sufficient cash to meet or
working capital and liquidity needs.

An impairment of goodwill, intangible and long-lived assets could negatively impact our consolidated earnings.

We held a total of $4.5 million in acquired intangible assets, net of accumulated amortization, and $2.6 million in
goodwill at September 29, 2018. As with the impairment recognized in the fourth quarter of fiscal 2017, events may
occur or circumstances change such that the carrying value is not recoverable or it becomes more likely than not that
the fair value of long-lived assets is reduced below the carrying value of the reporting unit, which could result in a
further write-down of the fair-value of our assets. For example, the performance of our Topwin reporting unit did not
meet expectations and, as a result, an impairment of goodwill and intangibles associated with that reporting unit was
triggered in fiscal 2017, impacting consolidated earnings.

In addition, certain of our long-lived assets such as leasehold improvements, machinery, equipment, and loan and
demo assets may experience impairment as a result of events such as the closure of sites, introduction of new

67



Edgar Filing: ELECTRO SCIENTIFIC INDUSTRIES INC - Form 10-Q

products, decisions to exit certain products or markets, and changes in technology. We depreciate long-lived assets
and amortize intangible assets at levels we believe are adequate; however, an impairment of these assets could have a
material adverse impact on our business, financial condition and results of operations. For example, due to the fiscal
2017 restructuring plan, $3.0 million of non-current assets were impaired since the beginning of the plan through
fiscal 2018 and included in operating expenses.
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If we fail to maintain an effective system of internal controls, we may not be able to accurately report our financial
results or prevent fraud and our stock price and our business may be adversely affected.

Effective internal controls are necessary for us to provide reliable financial reports and effectively prevent fraud. If we
cannot provide reliable financial reports or prevent fraud, our operating results could be harmed.

Although we are committed to continue to improve our internal control processes and to diligently and vigorously
review our internal control over financial reporting in order to ensure compliance with the requirements of Section
404 of the Sarbanes-Oxley Act of 2002, any control system, regardless of how well designed, operated and evaluated,
can provide only reasonable, not absolute, assurance that its objectives will be met. Therefore, we cannot be certain
that in the future any material weaknesses or significant deficiencies will be avoided. If such weaknesses or
deficiencies occur, they could result in misstatements of our results of operations, restatements of our Consolidated
Financial Statements, a decline in our stock price and investor confidence, or other material negative effects on our
business, reputation, financial condition or liquidity.

Our implementation of the new revenue recognition requirements may not be fully complete and accurate, which
could adversely affect our reported financial results.

Although we have spent considerable time preparing to implement and implementing the new Accounting Standards
Update (ASU) 2014-09, Revenue from Contracts with Customers: Topic 606 (ASU 2014-09), we do not have
extensive experience with the new requirements in practice. The SEC requires us to publish our financial results in
short time frames, which could result in our having difficulty implementing the new requirements completely and
accurately as intended within the prescribed financial reporting periods. Untimely or inaccurate implementation of
ASU 2014-09 could adversely affect our reported financial results. See Note 1: Basis of Presentation and Note 2:
Recent Accounting Pronouncements for further information regarding implementation and the changes to our policies
and financials due to implementation of ASU 2014-09.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds

Not Applicable.

Item 4. Mine Safety Disclosures

Not Applicable.
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Item 5. Other Information

Beginning with the first quarter of fiscal 2019, the Company now breaks out Net sales of Service, interrelated with all
four major end markets as a separate line item to provide better insights into revenue streams. As such, the below

tables provide comparative presentation for the prior year
The Company and its consolidated subsidiaries operate in

reported numbers.
a single segment, and this single segment sells products into

a variety of end markets that are grouped into four major categories for the purpose of providing an understanding of
the principal end markets for the products manufactured by the Company, specifically: (1) Printed Circuit Board
(PCB), (2) Component Test, (3) Semiconductor, and (4) Industrial Machining. Service sales are interrelated with all
major end markets of the Company and are separately presented.

Fiscal quarter ended

Jul 1, 2017
(In thousands) ;A;i)orte d Adjustment Qchassi fied
Printed Circuit Board $52,318 $ (6,133 ) $ 46,185
Component Test 8,181 (733 ) 7,448
Semiconductor 6,737 (1,556 ) 5,181
Industrial Machining 5,448 (2,169 ) 3,279
Service — 10,591 10,591
Net sales $72.684 $ — $ 72,684

Fiscal quarter ended

Dec 30, 2017
(In thousands) ;A;i)orte d Adjustment Qchassi fied
Printed Circuit Board $83,799 $ (6,866 ) $ 76,933
Component Test 7,473 (969 ) 6,504
Semiconductor 12,351 (1,687 ) 10,664
Industrial Machining 7,217 (1,900 ) 5,317
Service — 11,422 11,422
Net Sales $110,840 $ — $ 110,840
42

Sep 30, 2017

As . As

reported Adjustment Reclassified
$43,541 $ (5,354 ) $ 38,187

7,677 (670 ) 7,007
12,028 (2,387 ) 9,641

7,721 (2,240 ) 5,481

— 10,651 10,651
$70,967 $ — $ 70,967
Mar 31, 2018

As . As
reported Adjustment Reclassified
$76,772 $ (5,876 ) $ 70,896
9,459 (1,058 ) 8,401
24,055 (1,693 ) 22,362
3,107 (1,244 ) 1,863

— 9,871 9,871
$113,393 § — $ 113,393
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Item 6. Exhibits
This list is intended to constitute the exhibit index.

2.1

3.1

3.2

10.1
31.1
31.2

32.1

32.2

101.INS
101.SCH

Agreement and Plan of Merger by and among the Company. MKS Instruments. Inc. and EAS Equipment.
Inc. dated October 29. 2018. Incorporated by reference to Exhibit 2.1 to the Company’s Current Report on
Form 8-K filed on October 30. 2018.

Third Restated Articles of Incorporation. as amended. Incorporated by reference to Exhibit 3.1 of the
Company's Annual Report on Form 10-K. filed on June 15. 2010.

2009 Amended and Restated Bylaws. as amended. Incorporated by reference to Exhibit 3.1 of the
Company’s Current Report on Form 8-K filed on March 26. 2015.

Form of Board of Director Time-Based Restricted Stock Unit Award Agreement (August 2018)
Certification of the Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.
Certification of the Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.
Certification of Chief Executive Officer pursuant to 18 U.S.C. Section 1350. as adopted pursuant to Section
906 of the Sarbanes-Oxley Act of 2002.

Certification of Chief Financial Officer pursuant to 18 U.S.C. Section 1350. as adopted pursuant to Section

906 of the Sarbanes-Oxley Act of 2002.
XBRL Instance Document *

XBRL Taxonomy Extension Schema Document *

101.CAL XBRL Taxonomy Extension Calculation Linkbase Document *

101.DEF
101.LAB
101.PRE

XBRL Taxonomy Extension Definition Linkbase Document *
XBRL Taxonomy Extension Label Linkbase Document *
XBRL Taxonomy Extension Presentation Linkbase Document *

* Pursuant to Rule 406T of Regulation S-T, these interactive data files are deemed not filed or part of a registration
statement or prospectus for purposes of Sections 11 or 12 of the Securities Act of 1933 or Section 18 of the Securities
and Exchange Act of 1934, and otherwise are not subject to liability under those sections.
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SIGNATURES
Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has duly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

Date: November 6, 2018 ELECTRO SCIENTIFIC INDUSTRIES, INC.
By:/s/ Michael D. Burger
Michael D. Burger
President and Chief Executive Officer
(Principal Executive Officer)

By:/s/ Allen Muhich
Allen Muhich
Vice President, Chief Financial Officer and Corporate Secretary
(Principal Financial Officer)
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