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

FORM 10-Q

(Mark One)

QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) DRE SECURITIES EXCHANGE ACT
OF 1934.

For the quarterly period ended June 30, 2003.

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(dy ®HE SECURITIES EXCHANGE ACT
OF 1934.

For the transition period from to

Commission file numbef00-26966

ADVANCED ENERGY INDUSTRIES, INC.

(Exact name of registrant as specified in its @rart

Delaware 84-0846841

(State or other jurisdiction of incorporati (I.LR.S. Employer Identification No
or organization

1625 Sharp Point Drive, Fort Collins, CO 80525

(Address of principal executive office (Zip Code)
Registrant’s telephone number, including area c680) 221-4670

Indicate by check mark whether the registranth@s filed all reports required to be filed by Sewti3 or 15(d) of the Securities Exchange
Act of 1934 during the preceding 12 months (orsiech shorter period that the registrant was redquodile such reports), and (2) has been
subject to such filing requirements for the pastdég@s. Yes X No

Indicate by check mark whether the registrant iaaaelerated filer (as defined in Rule 12b-2 offtxehange Act). Yes X No

As of August 6, 2003, there were 32,280,479 shafrése registrant’s Common Stock, par value $0.0€1share, outstanding.
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PART | FINANCIAL INFORMATION

ITEM 1. UNAUDITED FINANCIAL STATEMENTS

ADVANCED ENERGY INDUSTRIES, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS
(In thousands)

June 30,
2003

December 31,
2002

(Unaudited) (Unaudited)
ASSETS
CURRENT ASSETS
Cash and cash equivale $ 46,38 $ 70,18¢
Marketable securitie 102,96¢ 102,15¢
Accounts receivable, n 44,77¢ 43,88¢
Income tax receivabl 14,07¢ 14,72(
Inventories 55,725 57,30¢
Other current asse 7,26¢ 6,82¢
Deferred income tax assets, 26,16( 17,51(
Total current asse 297,35¢ 312,59t
PROPERTY AND EQUIPMENT, ne 41,40« 41,17¢
OTHER ASSETS
Deposits and othe 5,19¢ 5,181
Goodwill and intangibles, n 86,25¢ 86,60
Demonstration and customer service equipment 5,34: 6,08¢
Deferred debt issuance costs, 3,541 4,091
Total asset $439,09¢ $455,73:
| |
LIABILITIES AND STOCKHOLDERS ' EQUITY
CURRENT LIABILITIES:
Trade accounts payak $ 18,98¢ $ 16,05:
Accrued payroll and employee bene 8,59¢ 9,34¢
Other accrued expens 17,42¢ 19,96¢
Acquisition related escro 1,67¢
Customer deposi 511 77
Capital lease obligations, current port 221 691
Senior borrowings, current portit 12,78t 14,50¢
Accrued interest payable on convertible subordhatates 2,46( 2,33¢
Total current liabilities 60,98¢ 64,65¢
LONG-TERM LIABILITIES:
Capital leases, net of current port 64€ 66¢
Senior borrowings, net of current porti 7,432 9,99¢
Deferred income tax liabilities, n 9,392 8,66:
Convertible subordinated notes paye 187,71¢ 187,71
Other lon¢-term liabilities 61€ 694
205,80¢ 207,74
Total liabilities 266,79: 272,39:
STOCKHOLDERY EQUITY 172,30: 183,33¢
Total liabilities and stockholde’ equity $439,09¢ $455,73:
| |



The accompanying notes to condensed consolidataddial statements
are an integral part of these condensed consafidatiance sheets.
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ADVANCED ENERGY INDUSTRIES, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(In thousands, except per share amounts)

Three Months Ended June 30,

2003 2002
(Unaudited) (Unaudited)
SALES $62,94¢ $67,89:
COST OF SALES 42,67 43,58
Gross profit 20,27: 24,31
OPERATING EXPENSES
Research and developm 12,55 12,581
Sales and marketir 8,261 8,71
General and administratiy 5,51¢ 7,03(
Litigation damages and expen: — 5,31
Restructuring charge 76€ —
Total operating expens 27,09¢ 33,64
LOSS FROM OPERATION! (6,825 (9,330
OTHER INCOME (EXPENSE)
Interest incomi 444 77€
Interest expens (2,760 (3,197
Foreign currency gai 87 4,49
Other expense, n (111 (653)
(2,340 1,42¢
Loss before income tax (9,165 (7,90¢)
BENEFIT FOR INCOME TAXES (3,39)) (2,767)
NET LOSS $(5,779 $(5,139)
| |
BASIC AND DILUTED LOSS PER SHARI $ (0.1¢) $ (0.1€)
| I
BASIC AND DILUTED WEIGHTED-AVERAGE COMMON SHARES
OUTSTANDING 32,20¢ 32,04t
| |

Six Months Ended June 30,

2003 2002
(Unaudited) (Unaudited)
SALES $119,10: $110,78(
COST OF SALE¢s 80,88: 73,09¢
Gross profit 38,22 37,68¢

OPERATING EXPENSES

Research and developm 25,91¢ 23,83t
Sales and marketir 16,59: 15,46:
General and administratiy 11,14° 13,82¢
Litigation damages and expen: — 5,31z
Restructuring charge 2,271 —
Total operating expens 55,93 58,43¢

LOSS FROM OPERATION! (27,710 (20,759



OTHER INCOME (EXPENSE)

Interest incomi
Interest expens
Foreign currency gai
Other expense, n

Loss before income taxi
BENEFIT FOR INCOME TAXES

NET LOSS

BASIC AND DILUTED LOSS PER SHARI

BASIC AND DILUTED WEIGHTED-AVERAGE COMMON SHARES

OUTSTANDING

The accompanying notes to condensed consolidataddial statements

964

(5,626)
9

(437)

(5,090

(22,800)
(8,436)

$(14,369)

$ (0.45)

32,18¢

are an integral part of these condensed consatidaee ments.
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1,71€
(6,489
4,607
(408)

(579

(21,326
(7,462)

$(13,867)

$ (0.49

31,95¢
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ADVANCED ENERGY INDUSTRIES, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands)

Six Months Ended June 30,

2003 2002
(Unaudited) (Unaudited)
CASH FLOWS FROM OPERATING ACTIVITIES
Net loss $(14,36¢) $(13,86%)
Adjustments to reconcile net loss to net cash usegerating activities — Depreciation
and amortizatiol 12,38: 8,441
Amortization of deferred debt issuance cc 55C 67C
Amortization of deferred compensati 244 262
(Benefit) provision for deferred income ta> (9,517 602
Impairment of investmer 17t —
Loss on disposal of property and equipmr 86C 35¢
Changes in operating assets and liabilities (neseéts and liabilities acquired) —
Accounts receivable, n (1,130 (14,157
Inventories (64) 1,431
Other current asse 1,20 967
Deposits and othe 95¢ 39t
Demonstration and customer service equipr (2,939 (1,220
Trade accounts payat 2,791 6,17¢
Accrued payroll and employee bene (793 142
Customer deposits and other accrued expe (1,947 1,351
Income taxes payable/receivable, 79C (3,420
Unrealized gain on intercompany foreign currenanl — (4,557
Net changes in operating assets and liabilies ¢f assets and liabilities acquirt (1,227 (12,787
Net cash used in operating activi (10,785 (16,310
CASH FLOWS FROM INVESTING ACTIVITIES
Marketable securities transactic (70¢) 28,42(
Proceeds from sale of ass 1,63¢ —
Purchase of property and equipm (8,524 (4,965
Purchase of investments and advar (400 (1,99%)
Acquisition of Aera Japan Limited, net of cash doepli — (35,689
Acquisition of Dressler HF Technik GmbH, net of lsacquirec (1,67%) (14,399
Acquisition of interest of LITMAS, net of cash adcpd — (400
Net cash used in investing activit (9,672) (29,026
CASH FLOWS FROM FINANCING ACTIVITIES
Payments on notes payable and capital lease dblig: (4,600) (3,709
Proceeds from common stock transacti 90¢ 1,52¢
Net cash used in financing activiti (3,697) (2,17¢)
EFFECT OF CURRENCY TRANSLATION ON CAS 344 1,70C
DECREASE IN CASH AND CASH EQUIVALENT¢ (23,80 (45,817)
CASH AND CASH EQUIVALENTS, beginning of peric 70,18¢ 81,95¢
CASH AND CASH EQUIVALENTS, end of perio $ 46,38 $ 36,14
I |
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATIO!
Cash paid for intere: $ 541 $ 5,80«
I L]
Cash paid (received) for income taxes, $  17¢ $ (2,839

Assets sold for note receival $ 1,53¢ $



The accompanying notes to condensed consolidataddial statements
are an integral part of these condensed consoliddidements.

5




Table of Contents
ADVANCED ENERGY INDUSTRIES, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
JUNE 30, 2003
(UNAUDITED)

(1) BASIS OF PRESENTATION AND SUMMARY OF SIGNIFICA NT ACCOUNTING POLICIES

In the opinion of management, the accompanyimaudited condensed consolidated balance shestnents of operations and cash fl
contain all adjustments necessary to present fdigyfinancial position of Advanced Energy Indwesrilnc., a Delaware corporation, and its
wholly owned subsidiaries (the “Company”) at Jufe 203 and December 31, 2002, and the resultseaf dperations for the three- and six-
month periods ended June 30, 2003 and 2002, ahdloass for the six-month periods ended June 30328nd 2002.

The unaudited financial statements presengeglith have been prepared in accordance with thigi®ns to Form 10-Q and do not
include all the information and note disclosuresuieed by accounting principles generally accejitettie United States. The financial
statements should be read in conjunction with thiitad financial statements and notes thereto ewdan the Company’s Annual Report on
Form 10-K for the year ended December 31, 20024 fillarch 27, 2003.

The preparation of the Company’s condensedalaated financial statements requires the Compangnagement to make certain
estimates and assumptions that affect the amoeptsted and disclosed in the condensed consolidiagtkial statements and accompan:
notes. Actual results could differ from those esties.

CASH AND CASH EQUIVALENTS The Company considers all amounts on deposit fiviincial institutions and highly liquid
investments with an original maturity of 90 daydess to be cash and cash equivalents.

MARKETABLE SECURITIES Fhe Company has investments in marketable equityrgges and municipal bonds, which have original
maturities of 90 days or more. In accordance wittieénent of Financial Accounting Standards (“SFASS) 115, “Accounting for Certain
Investments in Debt and Equity Securities,” thesestments are classified as available-for-salargexs and reported at fair value with
unrealized gains and losses included in other cehgrsive income. Due to the short-term, highlyitiquature of the marketable securities
held by the Company, the cost, including accruéer@st of such investments, is typically the samthair fair value.

The Company also has investments in marketahiédy securities which have been included withadits and other assets in the
accompanying condensed consolidated balance sheetscordance with SFAS No. 115, these investmanat€lassified as available-for-sale
securities and reported at fair value with unrealiholding gains and losses included in other cetmgmsive income. During the first quarter
of 2003, the fair value of one of these securiti@stinued to decline. Under the provisions of S 115 and related interpretations the
Company recorded an other than temporary declinaliune impairment of approximately $175,000 whislinicluded in other expense in the
accompanying condensed consolidated statemenfzeadtions. However, in the second quarter of 26@Jdir value of this investment
increased approximately $700,000 to approximat&l$ $nillion. In accordance with SFAS No. 115, tinisrease in fair value has been
reflected as an unrealized gain and is includeather comprehensive income in the Company’s stateofestockholders’ equity. If the fair
value of this investment declines further, the Campmay be required to record additional impairraemual to the difference between the
carrying value and its fair value if the Companidees that such decline is an other than tempdrmapairment in accordance with SFAS
No. 115.
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INVENTORIES —nventories include costs of materials, direct kadnad manufacturing overhead. Inventories are vbaitehe lower of
cost or market, computed on a first-in, first-oasis and are presented net of reserves for obsoidtexcess inventory. Inventory is written
down or written off when it becomes obsolete, galtebecause of engineering changes to a produtisoontinuance of a product line, or
when it is deemed excess. These determinationdvietioe exercise of significant judgment by managetnand as demonstrated in recent
periods, demand for the Company’s products is elahd changes in expectations regarding the lefvieiture sales can result in substantial
charges against earnings for obsolete and excesstory.

PROPERTY AND EQUIPMENT Property and equipment is stated at cost or estuirfair value upon acquisition. Additions,
improvements, and major renewals are capitalizealntdnance, repairs, and minor renewals are exgessimcurred.

Depreciation is provided using the straightlmethod over three to ten years for machinenyipesent, furniture and fixtures, with
computers and communication equipment depreciatedathree-year life. Amortization of leaseholgpmavements and leased equipment is
provided using the straight-line method over tteséeterm or the estimated useful life of the assdtehever period is shorter.

DEMONSTRATION AND CUSTOMER SERVICE EQUIPMENDemonstration and customer service equipment areifaetured
products that are utilized for sales demonstradiot evaluation purposes. The Company also utittaesquipment in its customer service
function as replacement and loaner equipment wtiagi customers. The Company depreciates this swripbased on its estimated useful
life of three years.

GOODWILL AND INTANGIBLES -Goodwill and certain other intangible assets witthefinite lives, if present, are not amortized.
Instead, goodwill and other intangible assets abgest to periodic (at least annual) tests for impant. The impairment testing is performed
in two steps: (i) the Company assesses goodwikh fpotential impairment loss by comparing the ¥alue of a reporting unit with its carrying
value, and (i) if an impairment is indicated byeporting unit whose fair value is less than itgydgag amount, the Company measures the
amount of impairment loss by comparing the impfid value of goodwill with the carrying amount thiat goodwill.

In the fourth quarter of 2002, the Company plated its evaluation of the goodwill and intangillksets recorded as a result of the
acquisitions of Aera, which it acquired on JanutBy 2002, Dressler, which it acquired on MarchZ®)2, and the remaining 40.5% of
LITMAS that the Company did not previously own oprA 2, 2002. In the fourth quarter of 2002, then@any also performed its annual
goodwill impairment test, and concluded that beeahs estimated fair value of the Company’s repgrtinits exceeded their carrying
amounts, no impairment of goodwill was indicated.the Company is required to perform the testrfgrairment at least annually, it is
reasonably possible that a future test may indicapairment, and the amount of impairment may b&enel to the Company.

Goodwill and other intangibles consisted @& tbllowing as of December 31, 2002:

Cumulative Effect
Original Accumulated of Changes in Weighted-average
Gross Carrying Amount Amortization Exchange Rates Net Carrying Amount Useful Life (Years)

(In thousands, except weighted-average useful life)

Amortizable

intangibles:
Technolog-basec $ 9,37¢ $ (3,71 $ 937 $ 6,60( 6
Contrac-basec 9,21( (3,639 93€ 6,512 4
Other 8,50( (537) 1,29¢ 9,261 17
Total amortizable

intangibles 27,08¢ (7,88¢6) 3,171 22,37: 10
Goodwill 61,95¢ (3,326 5,59¢ 64,22¢
Total goodwill anc

intangibles $89,04: $(11,217) $8,77( $86,60:

| | | |
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Goodwill and other intangibles consisted @& tbllowing as of June 30, 2003:

Cumulative Effect
Original Accumulated of Changes in Weighted-average
Gross Carrying Amount Amortization Exchange Rates Net Carrying Amount Useful Life (Years)

(In thousands, except weighted-average useful life)

Amortizable

intangibles:
Technology-

basec $ 9,77¢ $ (4,45¢) $ 1,10¢ $ 6,43( 6
Contrac-basec 9,21( (4,739 1,31¢ 5,79¢ 4
Other 8,50( (962) 1,407 8,94t 17
Total amortizabl:

intangibles 27,48¢ (20,157 3,83: 21,16¢ 10
Goodwill 61,95¢ (3,32¢) 6,457 65,08¢
Total goodwill

and intangible: $89,44: $(13,479) $10,29( $86,25¢

I I | |

Aggregate amortization expense related torathiangibles for the three-month periods ended B 2003 and 2002 was approximately
$1.2 million, and approximately $2.3 million and.$illion for the sixmonth periods ended June 30, 2003 and 2002, résglgcEstimater
amortization expense related to the Company’s aeduntangibles fluctuates with changes in exchaatgs between the U.S. dollar, the
Japanese yen and the euro. Estimated amortizatmense for each of the five years 2003 through 20@3 follows:

(In thousands)

2003 $4,21:
2004 4,31z
2005 4,31
2006 2,42]
2007 1,102

CONCENTRATIONS OF CREDIT RISKFancial instruments, which potentially subjea @ompany to credit risk include cash,
marketable securities, trade accounts receivaliletrers. The Company maintains cash and cashaguotg, investments, and certain other
financial instruments with various major finandiastitutions. The Company performs periodic evabrat of the relative credit standings of
these financial institutions and limits the amoahtredit exposure with any one institution. Then@@any’s customers generally are
concentrated in the semiconductor capital equipnmehitstry. As a result the Company is generallyomea to credit risk associated with this
industry. Sales by the Company’s foreign subsid&ére primarily denominated in currencies othen tthe U.S. dollar. The Company
establishes an allowance for doubtful accountscapen factors surrounding the credit risk of sfieciustomers, historical trends and other
information.

WARRANTY POLICY Fhe Company offers warranty coverage for its preslfmr periods ranging from 12 to 36 months aftépsent,
with the majority of its products ranging from 1824 months. The Company estimates the anticipaists of repairing products under
warranty based on the historical cost of the repaid expected failure rates. The assumptionstosestimate warranty accruals are
reevaluated periodically in light of actual expede and, when appropriate, the accruals are adjubte Company’s determination of the
appropriate level of warranty accrual is subjectind based on estimates. The industries in whielCttimpany operates are subject to rapid
technological change and, as a result, the Compangdically introduces newer, more complex prodwehich tend to result in increased
warranty costs. Estimated warranty costs are recbad the time of sale of the related productaaiasted as appropriate and are conside
cost of sales.

FOREIGN CURRENCY TRANSLATIONThke functional currency of the Company’s foreighsidiaries is their local currency. Assets
and liabilities of international subsidiaries atanslated to U.S. dollars at period-end exchanigssrand income statement activity and cash
flows are translated at average exchange ratesgitive period. Resulting translation adjustmentsracorded as a separate component of
stockholders’ equity.
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Transactions denominated in currencies ottt the local currency are recorded based on egehates at the time such transactions
arise. Subsequent changes in exchange ratesireguigign currency transaction gains and losseistware reflected in income as unrealized
(based on period end translation) or realized (wg@itiement of the transactions). Unrealized tretisa gains and losses applicable to
permanent investments by the Company in its forsigrsidiaries are included as cumulative transiaidjustments, and unrealized
translation gains or losses applicable to non-paengintercompany receivables from or payableh@éddompany and its foreign subsidiaries
are included in income.

The Company recognized gains on foreign cegréransactions of approximately $87,000 and $9f00¢he three- and six-month periods
ended June 30, 2003, respectively. In the secoadeywf 2002, the Company recognized a net foreigrency gain of approximately
$4.5 million, the majority of which was relatedan intercompany loan of Japanese yen (which wiedét January 2003) that Advanced
Energy U.S. made to its subsidiary Advanced Endepan K.K. (“AE-Japan”) (which has a functionalremcy of yen) for the purpose of
effecting the acquisition of Aera. The loan wasis@cted in the first quarter of 2002, for approxgha5.7 billion yen (approximately
$44 million based on an exchange rate of 130:1jirQuhe first quarter of 2002, the exchange ratgvben the U.S. dollar and the Japanese
yen remained relatively stable, and an immateoiss lwas recorded related to this intercompany IDanng the second quarter of 2002,
U.S. dollar weakened significantly against the §@approximately 119:1, resulting in a gain of apgmately $4.6 million.

REVENUE RECOGNITION -Fhe Company generally recognizes revenue upon smipof its products and spare parts, at which time
title passes to the customer, as its shipping tamm$-OB shipping point, the price is fixed andextibility is reasonably assured. Generally,
the Company does not generate revenue from thadlatfn of its products. In certain limited insta&s, some customers have negotiated
product acceptance provisions relative to speoifiters. Under these circumstances the Companysdefeenue recognition until the related
acceptance provisions have been satisfied. Rewdefeerals are reported as customer deposits indbempanying condensed consolidated
balance sheets.

In certain instances, the Company requirestissomers to pay for a portion or all of theirghases prior to the Company building or
shipping these products. Cash payments receivedtprshipment are recorded as customer depositeiaccompanying balance sheets, and
then recognized as revenue upon shipment of tratupts. The Company does not offer price protectiorits customers or allow returns,
unless covered by the Company’s normal policy émair of defective products.

The Company has an arrangement with one afidigr customers, a semiconductor capital equipmmamtufacturer, in which completed
products are shipped to the customer and helddiy th their warehouse. The customer draws prodrats this inventory as needed, at
which time title passes to the customer and the 2oy recognizes revenue. The customer is subjebhet@ompany’s normal warranty
policy for repair of defective products.

In certain instances the Company delivers petsdto customers for evaluation purposes. In thessmgements, the customer retains the
products for specified periods of time without coitment to purchase. On or before the expiratiothefevaluation period, the customer
either rejects the product and returns it to thenany, or accepts the product. Upon acceptanteptisses to the customer, the Company
invoices the customer for the product, and revésiwecognized. Pending acceptance by the cust@ueh, products are reported on the
Company’s balance sheet at an estimated value loastia lower of cost or market, and are includethe amount for demonstration and
customer service equipment, net of accumulatededégion.

INCOME TAXES —Fhe Company accounts for income taxes in accordaitbeSFAS No. 109, “Accounting for Income TaxeSFAS
No. 109 requires deferred tax assets and liaksilibiebe recognized for temporary differences betvike tax basis and financial reporti
basis of assets and liabilities, computed at ctiteearates, as well as for the expected tax beakfiet operating loss and tax credit
carryforwards. A valuation allowance is recordedaduce the carrying amounts of deferred tax assgéss it is more likely than not that
such assets will be realized. At June 30, 200Zm@pany reassessed its

9
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valuation allowance and determined that no adjustritethe valuation allowance was required basetherCompany’s conclusion that it is
more likely than not that its deferred tax asset$,of related deferred tax liabilities and valaatallowance, will be realized through future
taxable income. This assessment requires signtfjapdgment, and is based on management’s expettatifuture profitable operations and
taxable income. Should circumstances change satlthd Company’s conclusion changes, this valuatilmwance could be increased to
reserve all or a portion of the net deferred tesetssand the amount of the related charge couldaterial.

When recording acquisitions, the Company kasnded valuation allowances due to the uncerta@lated to the realization of certain
deferred tax assets existing at the acquisitioaddthe amount of deferred tax assets consideadidaile is subject to adjustment in future
periods if estimates of future taxable income du@nged. The Company believes that it is more likedn not that it will realize the benefits
of its deferred tax asset, net of valuation alloggarAny reversals of valuation allowances recoidgarchase accounting will be reflected as
a reduction of goodwill in the period of reversal.

RESTRUCTURING COSTSRestructuring charges include the costs associgtbdactions taken by the Company in responsedo th
continuing downturn in the semiconductor capitalipment industry and as a result of the ongoingetien of the Company’s strategy.
These charges consist of costs that are incurregit@n activity or cancel an existing contractolaligation, including closure of facilities a
employee termination related charges.

Effective January 1, 2003, the Company adofteflS No. 146, “Accounting for Exit or Disposal Adties.” This statement addresses
significant issues regarding the recognition, messent and reporting of costs that are associaidexit and disposal activities, including
restructuring activities that were previously aated for pursuant to the guidance set forth in EymerIssues Task Force (“EITF”) Issue
No. 94-3, “Liability Recognition for Certain Employee Temnation Benefits and Other Costs to Exit an At§iviSFAS No. 146 is effective
for exit or disposal activities that are initiataitier December 31, 2002. The adoption of SFAS M6.did not have a material effect on the
Company’s financial position or results of operatiphowever expense recognition of certain resiringd activities in 2003 have been
delayed due to its adoption.

At the end of 2002, the Company announced nedjanges in its operations to occur through tltea#2003. These included a
manufacturing location in China, consolidating wiaride sales forces, a move to Tier 1 suppliersnarily in Asia and the intention to close
or sell certain facilities.

Associated with the above plan, the Companggeized charges in the second quarter of 2003 thredisted primarily of the involuntary
termination of approximately 55 manufacturing adchanistrative personnel in the CompasyJ.S. operations. Certain of the employees \
terminated and paid prior to the end of the seapratter of 2003, which resulted in restructuringrges totaling approximately $768,000 for
the three months ended June 30, 2003. In additentain employees will be required to render serieyond a minimum retention period
(generally 60 days). In accordance with SFAS N@&, 1de Company measured the termination benefitseatommunication date, but
approximately $350,000 will be recognized as expénghe third and fourth quarters of 2003 as tlemsployees complete their service
requirement.

Also, the Company recorded charges totalimy@pmately $1.5 million in the first quarter of @® primarily associated with
manufacturing and administrative personnel heado@aghctions in the Company’s Japanese operatioracordance with Japanese labor
regulations the Company offered voluntary termoratbenefits to all of its Japanese employees. Apprately 36 employees accepted the
voluntary termination benefits prior to March 3003 with termination dates in the second quart@0if3. All termination benefits were paid
in the second quarter of 2003.

At June 30, 2003, outstanding liabilities tethto the 2003 and 2002 restructuring charges ampeoximately $3.9 million, and were
reported as part of other accrued expenses orctimergpanying condensed consolidated balance sheeiCdmpany also expects to incur
additional charges of $1.5 million to $2.0 millidaring the remainder of 2003 related to these djperal changes.
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The Company recorded restructuring chargedingt $9.1 million in 2002, primarily associatedtfivchanges in operations designed to
reduce redundancies and better align the Comp#mera mass flow controller business within its opiegaframework. The Company’s
restructuring plans and associated costs cong$t®8.0 million to close and consolidate certaimofacturing facilities, and $3.1 million for

related headcount reductions of approximately 28pleyees.

Included in the $6.0 million facility chargeeathe closure of the Company’s Advanced Energyrees (“AEV”) manufacturing facilities,
due to the transfer of the manufacturing of AEWedqucts to Fort Collins, Colorado, and the closafra manufacturing facility in Fort
Collins, expected to be completed by the third tprasf 2003; the closure of Engineering Measurm@asipany’s (“EMCO”) manufacturing
facilities due to the transfer of the manufacturiigEMCO’s products to Fort Collins, Colorado arfie8zhen, China, expected to be
completed by the third quarter of 2003; and thewle of LITMAS, which was completed in the firstagiier of 2003. During the fourth
quarter of 2002, the Company closed its San Jaaldphia sales and service location, and the CamijsaAustin, Texas manufacturing
facility for the Aera-brand mass flow controlleogucts. The Company transferred the manufacturfitigese products to Hachioji, Japan to
be colocated with Aera Japan Limited. These costs copsimarily of payments required under operatiragke contracts and costs for writ

down related leasehold improvements.

The employee termination costs of $3.1 millemmsisted of severance benefits. All terminatiand termination benefits were
communicated to the affected employees prior tattreual of the related charges. The affected eyeplowere all part of the Company’s
U.S. operations and included full-time permanermt @mporary employees, and consisted primarily afufiacturing and administrative

personnel.

At December 31, 2002, outstanding liabilitiekated to the 2002 restructuring charges wereceqapately $6.0 million, and were reported
as part of other accrued expenses on the acconmgpogndensed consolidated balance sheet.

The following table summarizes the componeitse restructuring charges, the payments andcash-charges, and the remaining acc
as of June 30, 2003:

Employee Severance Facility Total
and Termination Closure Restructuring
Costs Costs Charges
(In thousands)

Accrual balance December 31, 2( $ 96t $ 462 $1,42i
Payments in the first six months of 2C (965) (212 (1,177
Accrual balance June 30, 20 — 25C 25C
Third quarter 2002 restructuring chau 1,03: 2,187 3,22(
Fourth quarter 2002 restructuring cha 2,021 3,81¢ 5,84(
Payments in the last six months of 2( (1,447 (1,879 (3,32))
Accrual balance December 31, 2( 1,607 4,38z 5,98¢
First quarter 2003 restructuring cha 1,50¢ — 1,50¢
Second quarter 2003 restructuring che 67C 98 76€
Payments in the first six months of 2C (3,244 (1,12¢) (4,372
Accrual balance June 30, 20 $ 54z $ 3,352 $ 3,894
L] | L]

STOCK-BASED COMPENSATION P+ior to May 7, 2003 the Company had five stockeldasompensation plans, which are more fully
described in Note 16 to the Company’s Form 10-Kiffieryear ended December 31, 2002. On May 7, 2808bmpany’s stockholders
approved the 2003 Stock Option Plan (the “2003'laime 2003 Non-Employee Directors’ Stock OptidarP(the “2003 Directors’ Plan”)
and an amendment to the Employee Stock Purchasg'BI&PP").

The 2003 Plan provides for the issuance abu$250,000 shares of common stock. Shares masbed under the 2003 Plan on exercise
of incentive stock options or non-qualified stogkions granted
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under the 2003 Plan or as restricted stock aw&tdsk appreciation rights may also be granted utideR003 Plan, and the shares
represented by the stock appreciation rights veildlbducted from shares issuable under the 2003 Hiarexercise price of incentive stock
options and non-qualified stock options cannotdss than the market value of the Company’s comnuwk ®n the date of grant. The
Company has the discretion to determine the vegt@ngpd of options granted under the 2003 Plan,dvawoption grants will generally vest
over four years, contingent upon the optionee oaiitig to be an employee, director or consultathefCompany. As of June 30, 2003 no
awards have been granted under the 2003 Plan. dimp&hy’s 1995 Employee Stock Option Plan terminajssh shareholder approval of
the 2003 Plan.

The 2003 Directors’ Plan provides for the @&ste of up to 150,000 shares of common stock ortiseeof non-qualified stock options
granted under the 2003 Directors’ Plan. The exerngpige of options granted under the 2003 Diret®lian cannot be less than the market
value of the Company’s common stock on the datgafit. Non-employee directors are automaticallygé an option to purchase 15,000
shares on the first date elected or appointednasraber of the Company’s board, and 5,000 sharespulate re-elected as a member of the
board. Options granted on the date first electeappointed as a member of the Company’s board inatedy vest as to one-third of the
shares subject to the grant, then another one-thirgach of the first two anniversaries of the dg#ated, provided the optionee continues to
be a director. Options granted upon re-electiorirareediately exercisable. As of June 30, 2003 1@ ghares of common stock were
available for grant under this plan. The Compamos-Employee Directors Stock Option Plan terminatpdn shareholder approval of the
2003 Directors’ Plan.

The Company’s ESPP was amended to increasauthber of common shares reserved for issuance timel@lan from 200,000 shares to
400,000 shares. At June 30, 2003, approximately0D85shares remained available for future issuance.

The Company accounts for employee stock-besetpensation using the intrinsic value method pilesd by APB Opinion No. 25,
“Accounting for Stock Issued to Employees” and tedainterpretations. With the exception of certgitions granted in 1999 and 2000 by a
shareholder of Sekidenko, prior to its acquisitigrthe Company (which was accounted for as a pgdafrinterests), all options granted un
these plans have an exercise price equal to thieetnaalue of the underlying common stock on the aditgrant. Therefore no stock-based
compensation cost is reflected in the Company’dasst

For the quarters ended June 30, 2003 and 2p@2oximately $122,000 and $131,000, respectivdigtock-based compensation expense
was included in the determination of net loss aered related to Sekidenko option grants made prithe Company’s acquisition of
Sekidenko. For the six-month periods ended Jun@@3 and 2002 Sekidenko related stock-based casafien expense was approximately
$244,000 and $262,000, respectively.
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Had compensation cost for the Company’s phe®n determined consistent with the fair value-tbaisethod prescribed by SFAS No. 123,
“Accounting for Stock-Based Compensation”, the Camys net loss would have increased to the follgwadjusted amounts:

Three Months Ended Six Months Ended
June 30, June 30, June 30, June 30,
2003 2002 2003 2002
(Unaudited)
(In thousands, except per share data)
Net loss:
As reportec $(5,779) $(5,139) $(14,369) $(13,867)

Adjustment for stock-based compensation determ
under fair value based method for all awards, fe

related tax effect (2,599 (2,427) (5,289 (4,519
As adjustec $(8,377) $(7,562) $(19,659) $(18,38()
L] | I I

Basic and diluted loss per sha
As reportec $ (0.1¢) $ (0.1¢) $ (0.45 $ (0.49
As adjustec (0.26) (0.29 (0.67) (0.5¢)

Cumulative compensation cost recognized vétipect to options that are forfeited prior to vests reflected as a reduction of
compensation expense in the period of forfeitumm@ensation expense related to awards granted thel@ompany’s employee stock
purchase plan is estimated until the period in Wisiettlement occurs, as the number of shares offmmonstock awarded and purchase price
are not known until settlement.

For SFAS No. 123 purposes, the fair valueamheoption grant and purchase right granted utdeESPP are estimated on the date of
grant using the Black-Scholes option pricing moai¢h the following weighted-average assumptions:

Three Months Ended Six Months Ended
June 30, June 30, June 30, June 30,
2003 2002 2003 2002

OPTIONS:
Risk-free interest rate 2.91% 4.65% 2.91% 4.48%
Expected dividend yield ratt 0.C% 0.C% 0.C% 0.C%
Expected live: 7 year: 7 year: 7 year: 7 year
Expected volatility 87.1% 86.8% 87.41% 87.4¢%
ESPP:
Risk-free interest rate 1.42% 1.95% 1.52% 2.05%
Expected dividend yield ratt 0.C% 0.C% 0.C% 0.C%
Expected live: 0.5 year 0.5 year 0.5 year 0.5 year
Expected volatility 82.4¢% 88.0(% 85.659% 88.0(%

Based on the Black-Scholes option pricing nhatie weightedaverage estimated fair value of employee stoclongirants was $6.02 al
$30.33 for the three months ended June 30, 2002602, respectively and was $6.50 and $25.07 osth months ended June 30, 2003 and
2002, respectively. The weighted-average estimiaiedalue of purchase rights granted under theFEE®Rs $4.70 and $11.87 for the three
months ended June 30, 2003 and 2002, respectaadywas $4.69 and $9.56 for the six months endeel 30, 2003 and 2002, respectively.

EARNINGS PER SHARE Basic earnings per share (“EPS”) is computed bidilig (loss) income available to common stockhaddsyr
the weighted-average number of common shares adistaduring the period. The computation of diluERIS is similar to the computation
of basic EPS except that the numerator is incretserclude certain charges which would not havenbiecurred, and the denominator is
increased to include the number of additional comstrares that would have been
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outstanding (using the if-converted and treasurglstnethods), if securities containing potentiaijutive common shares (convertible notes
payable, options and warrants) had been convesteddh common shares, and if such assumed convessildutive. Due to the Company’s
net loss for the three- and six- month periods drldme 30, 2003 and 2002, basic and diluted EP®agame, as the assumed conversion of
all potentially dilutive securities would be antledive. Potential shares of common stock issuallger options and warrants for common
stock at June 30, 2003 and 2002 were approximat8lynillion and 2.6 million, respectively. Potemhthares of common stock issuable upon
conversion of the Company’s convertible subordidatetes payable were approximately 5.4 million &r&million, respectively.

COMPREHENSIVE LOSS €omprehensive loss for the Company consists olosst foreign currency translation adjustments raetd
unrealized holding (losses) gains on availablesfle marketable investment securities as preséeieu:

Six Months Ended Six Months Ended
June 30, 2003 June 30, 2002
(Unaudited) (Unaudited)

(In thousands)

Net loss, as reporte $(14,369) $(13,867)

Adjustment to arrive at comprehensive net lossphédxes:

Unrealized holding gain on availa-for-sale marketable securiti 747 62¢

Cumulative translation adjustmet 1,42¢ 2,27¢

Comprehensive net lo: $(12,189) $(10,95%)
I I

SEGMENT REPORTING Fhe Company operates in one segment for the mamuéaenarketing and servicing of key subsystems,
primarily to the semiconductor capital equipmertistry. In accordance with SFAS No. 131, “DisclesuAbout Segments of an Enterprise
and Related Information,” the Company’s chief oiagadecision maker has been identified as thec®ffif the Chief Executive Officer,
which reviews operating results to make decisidrmitallocating resources and assessing perfornfantiee entire company. SFAS
No. 131, which is based on a management approadgioent reporting, establishes requirements wrtreplected segment informati
quarterly and to report annually entity-wide distlees about products and services, major customedsthe countries in which the entity
holds material assets and reports revenue. Allmaatgperating units qualify for aggregation un@AS No. 131 due to their similar
customer base and similarities in: economic chargstics; nature of products and services; andyenent, manufacturing and distribution
processes. To report revenue from external cus®foeeach product and service or group of singtaducts and services would not be
practicable. Since the Company operates in one eegymll financial information required by SFAS N@&1 can be found in the
accompanying condensed consolidated financialratiés.

GAINS AND LOSSES FROM EXTINGUISHMENT OF DEBEffective January 1, 2003, the Company adopted SNA.SL45,
“Rescission of FASB Statements No. 4, 44, and 64eAdment of FASB Statement No. 13, and Technicalg€tions.” This statement
rescinds SFAS No. 4, “Reporting Gains and Lossas fExtinguishment of Debt,” which required all gand losses from extinguishments
of debt to be aggregated and, if material, cleessifis an extraordinary item, net of income taxssa Aesult, the criteria in Accounting
Principles Board Opinion No. 30 will now be usedlassify those gains and losses. Any gain ordosthe extinguishment of debt that was
classified as an extraordinary item in prior pesipdesented that does not meet the criteria in B®Br classification as an extraordinary
item shall be reclassified. The Company adoptegtbeisions of SFAS No. 145 on January 1, 2003. ddwption of this Statement will
require the Company to reclassify its pretax exttexary gain of $4,223,000 recorded during the tloquarter of 2002 to income from
continuing operations in future financial statensent

DERIVATIVE INSTRUMENTS Fhe Company accounts for its derivative instruméneccordance with SFAS No. 133 ¢counting foi
Derivative Instruments and Hedging Activities.” SEA0. 133 establishes accounting and reportinglatas for derivative instruments and
for hedging activities by requiring all derivativesbe recorded on the balance sheet as eithessan @r liability and measured at their fair
value. Changes in the derivative’s fair value Wél recognized currently in earnings unless speleditging accounting criteria are met. SFAS
No. 133 also establishes uniform hedge accout
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criteria for all derivatives. The Company did neek specific hedge accounting treatment for itsiépr currency forward contracts.

The Company, including its subsidiaries, enteto foreign currency forward contracts with ctarparties to mitigate foreign currency
exposure from foreign currency denominated tradehmases and intercompany receivables and paydiilese derivative instruments are not
held for trading or speculative purposes. To themb¢that changes occur in currency exchange rdte$;ompany is exposed to market risk
on its open derivative instruments. This market egposure is generally offset by the gain or leg®gnized upon the translation of its
intercompany payables and receivables. Foreigreoayrforward contracts are entered into with ma@mmercial U.S., Japanese and
German banks that have high credit ratings, an€Ctmapany does not expect the counterparties todfaileet their obligations under
outstanding contracts. Foreign currency gains assdls under these arrangements are not deferrecCdrhpany generally enters into fore
currency forward contracts with maturities rangirgm one to eight months, with contracts outstagdihJune 30, 2003 maturing through
December 2003.

The Company’s subsidiary AE-Japan entersfor@ign currency forward contracts to buy U.S. ddlto mitigate currency exposure from
its payable position arising from trade purchasekiatercompany transactions with its parent. AteJ80, 2003, AE-Japan held foreign
currency forward contracts with notional amount$5f0 million and market settlement amounts of $diion for an unrealized gain
position of approximately $100,000 that has beetugted in foreign currency gain in the accompanyiogdensed consolidated statements of
operations.

During 2003, the Company'’s subsidiary AdvanEeergy Industries GmbH (“AE-Germany”) entered ifdgceign currency forward
contracts to buy U.S. dollars to mitigate curreagposure from its payable position arising frondé&g@urchases and intercompany
transactions with its parent. At June 30, 2003, @&many held foreign currency forward contractdwaidtional amounts of $700,000 and
market settlements amounts of $755,000 for an linegbloss position of approximately $55,000 thas been included in foreign currency
gain in the accompanying condensed consolidateeinséants of operations.

ESTIMATES AND ASSUMPTIONSFhe preparation of the Company’s condensed coraelitfinancial statements in conformity with
accounting principles generally accepted in thetdééhStates of America requires the Company’s manageto make estimates and
assumptions that affect the reported amounts eftassd liabilities, and disclosure of contingesgeds and liabilities at the date of the
financial statements and the reported amountsvefmges and expenses during the reporting perigdifigiant estimates are used when
establishing allowances for doubtful accounts, iheitging useful lives for depreciation and amortiaaf assessing the need for impairment
charges, establishing restructuring accruals arrdanty reserves, allocating purchase price amoadatn values of assets acquired and
liabilities assumed, accounting for income taxespanting for stock-based compensation, and asgesstess and obsolete inventory and
various others items. The Company evaluates thetBaates and judgments on an ongoing basis and ifasestimates on historical
experience, current conditions and various othenraptions that are believed to be reasonable uhdarircumstances. The results of these
estimates form the basis for making judgments atiwitarrying values of assets and liabilities af as identifying and assessing the
accounting treatment with respect to commitments@mtingencies. Actual results may differ fromshestimates under different
assumptions or conditions.

NEW ACCOUNTING PRONOUNCEMENZFSIn May 2003, the FASB issued SFAS No. 150, “Aatiing for Certain Financial
Instruments with Characteristics of both Liabiktiend Equity”. SFAS No. 150 establishes standandb® classification and measurement of
financial instruments with characteristics of bb#ilities and equity. SFAS No. 150 will becoméeetive for financial instruments entered
into or modified after May 31, 2003 and for alldimcial instruments at the beginning of the firé¢itm period beginning after June 15, 2003.
The Company is in the process of assessing thetaffémplementing SFAS No. 150, and does not ekffecimplementation of this
pronouncement to have a material effect on itsnfine condition or results of operations.
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In April 2003, the FASB issued SFAS No. 148nfendment of Statement 133 on Derivative Instrumanid Hedging Activities”. SFAS
No. 149 amends SFAS No. 133 to provide clarificatio the financial accounting and reporting of d&tive instruments and hedgi
activities and requires contracts with similar elwaeristics to be accounted for on a comparablis.bBise Company is in the process of
assessing the effect of implementing SFAS No. 448, does not expect the adoption of it, which balleffective for contracts entered into or
modified after June 30, 2003, to have a materfalcebn its financial condition or results of optaras.

In January 2003 the FASB issued FASB Integti@h No. 46, “Consolidation of Variable Interesities” (“FIN No. 46"). This
interpretation clarifies existing accounting prpleis related to the preparation of consolidatedriiial statements when the equity investo
an entity do not have the characteristics of aretlittg financial interest or when the equity akris not sufficient for the entity to finance its
activities without additional subordinated finad@apport from others parties. FIN No. 46 requiie®mpany to evaluate all existing
arrangements to identify situations where a comgesya “variable interest” (commonly evidenced lguarantee arrangement or other
commitment to provide financial support) in a “\adie interest entity"dommonly a thinly capitalized entity) and furthetermine when suc
variable interests require a company to consolittetevariable interest entities’ financial statetsesith its own. The Company is required to
perform this assessment by September 30, 2003amblidate any variable interest entities for whtchill absorb a majority of the entities’
expected losses or receive a majority of the exyuleatsidual gains. Management has not yet perfotmgs@ssessment and is currently
evaluating the impact on its financial statemeffitsdopting this Standard.

In November 2002 the EITF reached a consemsussue No. 00-21, “Revenue Arrangements with idigitDeliverables.” EITF Issue
No. 0(-21 addresses revenue recognition on arrangemecosngassing multiple elements that are delivereatiffgrent points in time,
defining criteria that must be met for elementbdéaconsidered to be a separate unit of accourifing.element is determined to be a separate
unit of accounting, the revenue for the elemenéc®gnized at the time of delivery. EITF Issue B@-21 is effective for revenue
arrangements entered into in fiscal periods begmafter June 15, 2003. Management does not belevadoption of EITF Issue No. 00-21
will have a material impact on its consolidatedafinial position or results of operations.

In November 2002 the FASB issued FASB Intagiien No. 45, “Guarantor’s Accounting and Disclas®&equirements for Guarantees,
Including Indirect Guarantees of Indebtedness tie@’ (“FIN No. 45”). This interpretation requiradiability to be recognized at the time a
company issues a guarantee for the fair value kijations assumed under certain guarantee agresnffditional disclosures about
guarantee agreements are also required in intaréhaanual financial statements, including a ratward of the company’s product warranty
liabilities. The disclosure provisions of FIN N were effective for the Company as of Decembe2802. The provisions for initial
recognition and measurement of guarantee agreemengffective on a prospective basis for guarartest are issued or modified after
December 31, 2002. The adoption of FIN No. 45 dithave a material impact on the Company’s findrmamaition or results of operations.

RECLASSIFICATIONS -Gertain prior period amounts have been reclassifienbnform to the current period presentation.
(2) ACQUISITIONS

LITMAS— During 1998 the Company acquired a 29% owneristigrest in LITMAS, a privately held, North Carddifbased early-stage
company that designed and manufactured plasmabgdsnaent systems and high-density plasma sourbespdrchase price consisted of
$1 million in cash. On October 1, 1999, the Compacyuired an additional 27.5% interest in LITMAS &m additional $560,000. The
purchase price consisted of $385,000 in the Compamyynmon stock and $175,000 in cash. The acquisitias accounted for using the
purchase method of accounting and resulted in $8B3llocated to intangible assets as goodwill. fHselts of operations of LITMAS have
been consolidated in the Compasmgbnsolidated financial statements from the dsecontrolling interest of 56.5% was acquired. QrnoBe!
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1, 2000, the Company acquired an additional 3.G&rést in LITMAS for an additional $250,000, bringithe Company’s ownership interest
in LITMAS to 59.5%. On April 2, 2002, the Compangnepleted its acquisition of the 40.5% of LITMAS tlitadid not previously own, by
issuing approximately 120,000 shares of the Compasgmmon stock valued at approximately $4.2 milliand approximately $400,000 of
cash. The acquisition of the remaining minorityenesst in LITMAS resulted in approximately $5 mitliof additional goodwill.

DRESSLER -On March 28, 2002, the Company completed its adounsof Dressler HF Technik GmbH (“Dressler”), avately owned
Stolberg, Germany-based provider of power suppliesmatching networks, for a purchase price of @pprately $15 million in cash and a
$1.7 million escrow. The escrow fund was retaingdhe Company until January 2003, at which timertdated escrow liability was settled.
The purchase price was also subject to a $3.0omi#arn-out provision if Dressler achieved cerkan business objectives by March 30,
2003. These business objectives were not met farittre expiration date.

The Company believes that Dressler will expgredCompany’s product offerings to customers engbmiconductor, data storage, and flat
panel equipment markets due to its strong powedyarioportfolio that includes a wide range of povesels and RF frequencies. In addition,
with inroads already made into the laser and médieakets, Dressler will be used to explore newkagopportunities for the Company.
Dressler will also strengthen the Company’s presém¢he European marketplace. Dressler has wstlbéished relationships with many
European customers, who look to Dressler for intisgdaechnical capability, quality products, andhily responsive customer service. The
Company also expects to achieve synergies in ptdadolnology, production efficiency, logistics andrldwide service.

The acquisition was accounted for using thelpase method of accounting in accordance with SRASL41, “Business Combinations,”
and the operating results of Dressler are refleictéde accompanying condensed consolidated fiahstatements prospectively from the ¢
of acquisition. The tangible assets acquired aatulities assumed were recorded at estimated &hireg as determined by the Company’s
management. Goodwill and other intangible assete wexorded at estimated fair values based upaparmtent appraisals. In the fourth
quarter of 2002, the Company finalized its purchasee allocation.

The purchase price, as finalized, was allattddhe net assets of Dressler as summarized below

(In thousands)

Cash and cash equivalel $ 68C
Accounts receivabl 1,93¢
Inventories 1,111
Other current asse 83
Fixed asset 26C
Goodwill 9,40¢
Other intangible: 7,75C
Other asset 19
Accounts payabl (319
Accrued payrol (39
Other accrued expens (474
Deferred tax liability (2,945
Income taxes payab (725)
$16,75(

|

The excess purchase price over the estimateddiue of tangible net assets acquired was atiéatto goodwill and intangibles (see Note
1). In the fourth quarter of 2002, the Companyeesd these assets for impairment under the provdsid SFAS No. 142. Based on this
evaluation, an impairment was not indicated. Then@any will continue to review these assets in thare for impairment. The Company
recognized approximately $1.2 million of amortipatiexpense related to these amortizable intang#agsired from Dressler in the smentt
period ended June 30, 2003.

Prior to the combination, there were transedibetween the Company and Dressler in 2001 anfirsih three months of 2002. In 2001,
Company purchased approximately $2 million of ireeyn from Dressler, and Dressler purchased appratép $200,000 of inventory from
the Company. In the first
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three months of 2002, the Company purchased appedgly $500,000 of inventory from Dressler. Thegsehases were made in the normal
course of the Company’s business.

AERA— On January 18, 2002, the Company completed gaisition of Aera Japan Limited (“Aera”), a privitdeld Japanese
corporation. The Company effected the acquisitimough its wholly owned subsidiary, AE-Japan, whpcinchased all of the outstanding
stock of Aera. The aggregate purchase price pailltbyapan was 5.73 billion Japanese yen (approgim&d4 million, based upon an
exchange rate of 130:1), which was funded fromQbmpany’s available cash. In connection with thguéition, AE-Japan assumed
approximately $34 million of Aera’s debt. Aera, whiis headquartered in Hachioji, Japan, has maturfag facilities there and
manufacturing, sales and service offices in Kiréfth&ermany; and Bundang, South Korea; and sal@searvice offices in Dresden,
Germany and Edinburgh, Scotland. In response tedh&nuing downturn in the semiconductor capitglipment industry and as a result of
the ongoing execution of the Company’s strategy, Gbmpany plans to close its Edinburgh, Scotlamtikirchheim, Germany facilities later
in 2003. Aera supplies the semiconductor capitalpgent industry with product lines that includgitil mass flow controllers; pressure-
based mass flow controllers, liquid mass flow colters, ultrasonic liquid flow meters and liquidpa delivery systems.

The Company believes that Aera provides ibwikey leadership position in the gas deliverykagand expands the Company’s offering
of critical sub-system solutions that enable tlespla-based manufacturing process used in the nemgaf semiconductors, as well as
providing improved access to potential Asian-basestomers for the Company’s other products.

The acquisition was accounted for using thelpase method of accounting in accordance with SRASL41, “Business Combinations,”
and the operating results of Aera are reflectatiénaccompanying condensed consolidated finaneigdraents prospectively from the date of
acquisition. The tangible assets acquired andliliglsiassumed were recorded at estimated fairegafis determined by the Company’s
management. Goodwill and other intangible assete wexorded at estimated fair values based upaparmtent appraisals. In the fourth
quarter of 2002, the Company finalized its purchasee allocation.

The purchase price, as finalized, was allattighe net assets of Aera as summarized below:

(In thousands)

Cash and cash equivalel $ 8,27¢
Marketable securitie 11F
Accounts receivabl 8,40t
Inventories 19,24
Other current asse 53C
Fixed asset 13,38¢
Goodwill 24,86¢
Other intangible: 12,50(
Other asset 427
Accounts payabl (2,329
Accrued payrol (2,929
Other liabilities (2,169
Deferred tax liability (4,765
Current portion of lon-term debt (12,009
Long-term debi (19,599
$ 43,96¢

I

There were no transactions between the ComaadyAera prior to the combination. The excesslmse price over the estimated fair
value of tangible net assets acquired was allodatgdodwill and intangibles (see Note 1). In therth quarter of 2002, the Company
reviewed these assets for impairment under theigioms of SFAS No. 142. Based on this evaluatioanpgairment was not indicated. The
Company recognized approximately $700,000 and $illn of amortization expense related to the atmable intangibles acquired from
Aera in the six-month periods ended June 30, 20@32802, respectively.
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Had the acquisitions of Aera and Dressler geclion January 1, 2002, the pro forma, unaudaechbined results of operations for the

Company, Aera and Dressler for the six-month peeioded June 30, 2002 would not have differed nahgfrom the reported results of
operations for the Company.

(3) MARKETABLE SECURITIES

MARKETABLE SECURITIE®nsisted of the following:

June 30, December 31,
2003 2002
(Unaudited) (Unaudited)
(In thousands)

Commercial pape $ 36,49¢ $ 65,25(
Municipal bonds and note 56,20¢ 34,10(
Institutional money marke 10,26¢ 2,80¢
Total marketable securitit $102,96¢ $102,15¢

| |

These marketable securities are stated aigpenid market value. The commercial paper considigyh credit quality, short-term money
market common and preferreds with maturities oetrdates of approximately 120 days.

(4) ACCOUNTS RECEIVABLE

ACCOUNTS RECEIVABLéonsisted of the following:

June 30, December 31,
2003 2002
(Unaudited) (Unaudited)

(In thousands)

Domestic $13,64¢ $16,47¢
Foreign 29,45¢ 27,37¢
Allowance for doubtful accoun (2,497 (3,05€)
Trade accounts receivak 40,60¢ 40,797
Other 4,167 3,08¢
Total accounts receivab $44,77¢ $43,88¢
| |
(5) INVENTORIES
INVENTORIESonsisted of the following:
June 30, December 31,
2003 2002
(Unaudited) (Unaudited)
(In thousands)
Parts and raw materie $39,077 $40,14°
Work in proces: 4,621 4,43¢
Finished good 12,02¢ 12,72¢
Total inventories $55,727 $57,30¢
| |

Inventories include costs of materials, dilabbr and manufacturing overhead. Inventoriesrahged at the lower of market or cost,
computed on a first-in, first-out basis. Invent@expensed as cost of sales upon shipment of ptodu
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(6) STOCKHOLDERS' EQUITY

STOCKHOLDERS' EQUIT¥onsisted of the following (in thousands, exceptyadue):

June 30, December 31,
2003 2002
(Unaudited) (Unaudited)

Common stock, $0.001 par value, 70,000 shares ariol) 32,244 and 32,140 shares issued and

outstanding, respective $ 32 % 32
Additional paic-in capital 139,33 138,42¢
Retained earning 29,82¢ 44,19:
Deferred compensatic (29¢) (542)
Unrealized holding gains (losses) on avail-for-sale securities, net of t: 714 (33
Cumulative translation adjustments, net of 2,68¢ 1,26(
Total stockholder equity $172,30: $183,33¢

L] L]

(7) DEFERRED COMPENSATION

During 1999 and 2000, prior to its acquisitipnthe Company, a shareholder of the Company’diwbaned subsidiary, Sekidenko, Inc.,
granted employees options under a preexisting geraent to purchase shares of his common stocldgli@astanding at exercise prices
below fair value. Under this agreement, 29,700 20h@50 of such options were granted in 1999 and 2@&pectively. These options resul
the Company recognizing $109,000 as compensatiparse over the four-year vesting period relatetied 999 grants, and $1,995,000 as
compensation expense over the four-year vestinggeglated to the 2000 grants. Compensation expehapproximately $244,000 and
$262,000 was recognized in the six-month periodieddune 30, 2003 and 2002, respectively. Defewatpensation is presented as a
reduction of stockholdergquity, and the remaining amount of deferred coraggon of $298,000 as of June 30, 2003 is beingted ovel
the four-year vesting period of the related stoptiams.

(8) CONVERTIBLE SUBORDINATED NOTES PAYABLE

In August 2001, the Company issued $125 milbd5.00% convertible subordinated notes (“5.0086e4”). These notes mature
September 1, 2006, with interest payable on Masttatd September 1st of each year beginning Mar2gd2. Net proceeds to the Comp:
were $121.25 million, after deducting $3.75 milliohoffering costs, which have been capitalized arelbeing amortized as additional
interest expense over a period of five years. Hsldéthe 5.00% Notes may convert the notes atiamy before maturity into shares of the
Companys common stock at a conversion rate of 33.528%shzer each $1,000 principal amount of notes, edpriv to a conversion price
approximately $29.83 per share. The conversionisatabject to adjustment in certain circumstan€as. Company may redeem the 5.00%
Notes, in whole or in part, at any time before Sayier 4, 2004, at specified redemption prices abesued and unpaid interest, if any, to
date of redemption if the closing price of the Camgs common stock exceeds 150% of the convergiioe fhen in effect for at least 20
trading days within a period of 30 consecutive itrgadlays ending on the trading day before the dateailing of the provisional redemption
notice. Upon any provisional redemption, the Conypaill make an additional payment in cash with exspto the 5.00% Notes called for
redemption in an amount equal to $150.56 per $1ppid@ipal amount of notes, less the amount ofiatgrest paid on the note. The Comp
may also make this additional payment in sharéts @ommon stock, and any such payment will beeglat 95% of the average of the
closing prices of the Company’s common stock ferfilie consecutive trading days ending on the da&y po the redemption date. The
Company will be obligated to make an additionalmpaxt on all notes called for provisional redemptibhe Company may also redeem the
5.00% Notes from September 4, 2004 through AuglisB05 at 102% times the principal amount, fropt&aber 1, 2005 through
August 31, 2006 at 101% times the principal amoand, thereafter at 100% of the principal amount $00% Notes are subordinated to the
Companys present and potential future senior debt, an@ffeetively subordinated in right of payment tbiatiebtedness and other liabiliti
of the Company’s subsidiaries. At June 30, 200Br@dmately $2.0 million of interest expense rethte the 5.00% Notes was accrued as a
current liability.
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In November 1999, the Company issued $135anibf 5.25% convertible subordinated notes (“5.288tes”). These notes mature
November 15, 2006, with interest payable on May Estd November 15th each year beginning May 150 28@t proceeds to the Compe
were approximately $130.5 million, after deduct$®5 million of offering costs, which have beenitajzed and are being amortized as
additional interest expense over a period of sgeams. Holders of the 5.25% Notes may convert diesnat any time into shares of the
Company’s common stock, at $49.53 per share. Timepaay may redeem the 5.25% Notes on or after Noeert® 2002 at a redemption
price of 103.00% of the principal amount, and megelem at successively lesser amounts thereafieNowember 15, 2006, at which time
the Company may redeem at a redemption price ¢guhé principal amount. At June 30, 2003, apprataty $435,000 of interest expense
related to the 5.25% Notes was accrued as a cuiability.

In October and November 2002, the Companyromsed approximately $15.4 million principal ambeiits 5.25% Notes and
$3.5 million principal amount of its 5.00% NotesheBe purchases were made in the open marketcfstaf approximately $14.5 million,
and resulted in a pre-tax gain of $4.3 millionhe fourth quarter of 2002. In October and Noven2®0, the Company repurchased an
aggregate of approximately $53.4 million principadount of its 5.25% Notes in the open market, foost of approximately $40.8 million.
June 30, 2003, approximately $66.2 million printiaount of the 5.25% Notes and $121.5 million gipal amount of the 5.00% Notes
remained outstanding.

The Company may continue to purchase additiooi@s in the open market from time to time, ifrke conditions and the Company’s
financial position are deemed favorable for suctppses.

(9) COMMITMENTS AND CONTINGENCIES

GUARANTEES —Fhe Company offers warranty coverage for its présiémr periods ranging from 12 to 36 months aftepment, with
the majority of its products ranging from 18 torBénths. The Company estimates the anticipated cbstpairing products under warranty
based on the historical cost of the repairs anéeteg failure rates. The assumptions used to estimarranty accruals are reevaluated
periodically in light of actual experience and, wtappropriate, the accruals are adjusted. The Coy'gpdetermination of the appropriate
level of warranty accrual is subjective and base@éstimates. Estimated warranty costs are recatirek time of sale of the related product,
are adjusted as appropriate and are considerest afceales.

The following summarizes the activity in ther@pany’s warranty reserves during the six-monthogeended June 30, 2003:

Balance at Additions Balance at
Beginning of Charged End of
Period to Expense Deductions Period

(In thousands)

Reserve for warranty obligatiol $9,40: $3,49¢ $(5,529) $7,371

DISPUTES AND LEGAL ACTIONS Fhe Company is involved in disputes and legal astiarising in the normal course of its business.
While the Company currently believes that the am@diany ultimate potential loss would not be miateio the Company’s financial
position, the outcome of these actions is inheyattifficult to predict. In the event of an advem#come, the ultimate potential loss could
have a material adverse effect on the Company&iiral position or reported results of operationa particular period. An unfavorable
decision, particularly in patent litigation, coulelquire material changes in production procességerducts or result in the Company’s
inability to ship products or components found &vé violated third-party patent rights. The Compaogrues loss contingencies in
connection with its litigation when it is probaltfet a loss has occurred and the amount of theckusde reasonably estimated.

In May 2002, the Company recognized approxamye®5.3 million of litigation damages and relatedal expenses pertaining to a judgn
entered by a jury against the Company and in fafdiKS
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Instruments, Inc. (“MKS”) in a patent-infringementit in which the Company was the defendant. They@my has entered into a settlement
agreement with MKS allowing it to sell the infrimgj product subsequent to the date of the jury avildrd settlement agreement is in effect
until all patents subject to the litigation expiténder the settlement agreement, royalties payab#KS from sales of the licensed product
were approximately $23,000 and $80,000 for theethamd six-month periods ended June 30, 2003, ctsply, and are recorded as a
component of cost of sales.

In April 2003, the Company filed a claim iretbinited States District Court for the District@blorado seeking a declaratory ruling that its
new plasma source products Xstream™ With Activeddiaig Network™ (“Xstream Products”) are not in @tbn of U.S. Patents held by
MKS. In May 2003, MKS filed a patent infringemeniitsagainst the Company in the United States Ris@ourt in Wilmington Delaware,
alleging that the Company’s Xstream Products igiifive patents held by MKS. The Company beliehes the Delaware court, in its May
2002 judgment in prior litigation between the Compand MKS, clearly defined the limits of the MK&hnology. The Company
specifically designed its Xstream Products nohfange MKS'’s patents, with the advice of a teaninofependent experts. The Company
intends to pursue its declaratory ruling and def@gdrously against the MKS complaint.

(10) SUPPLEMENTAL CASH FLOW DISCLOSURES

In the second quarter of 2003, as part offbmpany’s ongoing cost reduction measures, the @agnpommitted to a plan to sell certain
inventory and property and equipment assets taglated third party at their respective net boakigs. These assets were primarily used in
the manufacture of a component for the Compsudirect current and radio frequency products aerewsold on June 30, 2003. In conjunc
with the sale, the Company received approximat&l$ $illion in cash and a short-term note receigdbt approximately $1.5 million in
exchange for inventory with a carrying value of @pjimately $2.1 million and property and equipmesith a carrying value of approximatt
$1.0 million.
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FIN ANCIAL
CONDITION AND RESULTS OF OPERATIONS

Special Note on Forward-Looking Statements

The following discussion contains, in addittorhistorical information, forward-looking statentg, within the meaning of Section 27A of
the Securities Act of 1933 and Section 21E of teeuBities Exchange Act of 1934. Statements thabtirer than historical information are
forward-looking statements. For example, statemestiéging to our beliefs, expectations and plaesfarward-looking statements, as are
statements that certain actions, conditions ouaiistances will continue. Forward-looking statemémislve risks and uncertainties. As a
result, our actual results may differ materiallyrfr the results discussed in the forward-lookingest@nts. Factors that could cause or
contribute to such differences or prove any forwlaaking statements, by hindsight, to be overlyimgtic or unachievable, include, but are
not limited to the following:

. our ability to successfully implement our cosiuetion measures, including the transition of aypy base to Tier 1 Asian
suppliers and the successful development of oung-based manufacturing facilit

. changes or slowdowns in general economic conmditar conditions in the semiconductor and semicotadicapital equipment
industries and other industries in which our cusimoperate

. the spread of infectious diseases in any ofélgéons in which we operate, including but not lexdito Severe Acute Respiratory
Syndrome

. the timing and nature of orders placed by majotausrs, as well as such custon’ product acceptance criter
. changes in custome¢ inventory management practici

. customer cancellations of previously placed ord@id shipment delay

. pricing competition from our competitor

. component shortages or allocations or other fadt@t change our levels of inventory or subssdlgtincrease our spending on
inventory;

. the introduction of new products by us or our cotitpes;
. costs incurred and judgments resulting from pateiwther litigation;
. costs incurred by responding to specific featuguiests by customer

. our ability to attract and retain key personned
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. our exposure to currency exchange rate fluctnatimetween the several functional currencies igidorlocations in which we have
operations

For a discussion of these and other fact@srttay impact our realization of our forward-loakistatements, see our Annual Report on
Form 10-K for the year ended December 31, 20024 fMarch 27, 2003, Part | “Cautionary StatementRisk Factors.”

New risk factors emerge from time to time, &rid not possible for management to predict adltsrisk factors, nor can it assess the impact
of all risk factors on its business, or the extenwhich any factor, or combination of factors, ntayse actual results to differ materially from
those contained in any forward-looking statemets. expectations, beliefs and projections are esga@ in good faith and are believed to
have a reasonable basis. However, we make no assuiizat such expectations, beliefs or projectwitide achieved.

Because of the risks and uncertainties, imvesthould not place undue reliance on forwardilogpktatements as a prediction of actual
results. We have no obligation or intent to relgadalicly any revisions to any forward-looking gtatents, whether as a result of new
information, future events, or otherwise.

Critical Accounting Policies

The following discussion and analysis of doafcial condition and results of operations isdolaspon our condensed consolidated
financial statements, which have been prepareddardance with accounting principles generally pteg in the United States. In preparing
our financial statements, we must make estimatdguaigments that affect the reported amounts aftasnd liabilities, revenues and
expenses, and related disclosure of contingentsaasd liabilities at the date of our financialtstaents. Actual results may differ from these
estimates under different assumptions or conditidve believe that the following critical accountipglicies affect our more significant
judgments and estimates used in the preparationrofondensed consolidated financial statem

VALUATION OF INTANGIBLE ASSETS AND GOODWHLWe have approximately $86.3 million of intangillssets and goodwill as
of June 30, 2003, including approximately $21.2ionlrelated to amortizable intangibles and $65illion in goodwill. In addition to the
original cost of these assets, their recorded vialirmpacted by a number of our policy electionsjuding estimated useful lives and
impairment charges, if any, as well as foreign eunicy fluctuations. In accordance with Statemeriin&ncial Accounting Standards, or SF
142, “Goodwill and Other Intangible Assets,” weritiied three reporting units. Generally, we all@zhgoodwill to the reporting unit that
created goodwill upon its acquisition. However, lvedieve that our recently acquired companies pefidure growth opportunities to our
core business and as a result we allocated appatedyri25% of the goodwill created upon the acqois# of Aera and EMCO to our core
business. We performed an annual impairment asabfssur non-amortizable intangible assets and gdbduring the
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fourth quarter of 2002, which indicated that no aimment was required. This assessment requirenatsis of future revenue, operating
results and cash flows, as well as estimates ti€a@rivaluation inputs such as discount rates, igahvalues and similar data. We will contit
to perform periodic and annual impairment analyfahe nonamortizable intangible assets and goodwill resglfiom our acquisitions. As
result of future periodic, at least annual, impa&nnanalyses we may record impairment chargesthat a material adverse impact on our
financial position and operating results. Additibyyave may make strategic business decisionstimréuperiods which impact the fair value
our intangible assets and goodwill, which couldikei significant impairment charges.

LONG-LIVED ASSETS INCLUDING INTANGIBLES SUBJECTAMDRTIZATION —Bepreciation and amortization of our long-lived
assets is provided using the straight-line methaat their estimated useful lives. Changes in cirstamces such as the passage of new laws ¢
changes in regulations, technological advances)gdsto our business model or changes in our tapigegy could result in the actual
useful lives differing from initial estimates. Ihdse cases where we determine that the usefdflidong-lived asset should be revised, we
will depreciate the net book value in excess ofdbimated residual value over its revised remginseful life. Factors such as changes ir
planned use of equipment, customer attrition, @mtral amendments or mandated regulatory requiresncenld result in shortened useful
lives.

Long-lived assets and asset groups are eealdiat impairment whenever events or changes aunistances indicate that the carrying
amount of such assets may not be recoverable. Stheated future cash flows are based upon, amdrey things, assumptions about
expected future operating performance and mayrdiffen actual cash flows. Impairments will alsodssessed when assets are determined t
be held-for-sale, as opposed to held and useddratipns.

RESERVE FOR EXCESS AND OBSOLETE INVENTORVentory is valued at the lower of cost or mark&izen the rapid change in
technology, we monitor and forecast expected irargnteeds based on our constantly changing salesdst. Inventory is written down or
written off when it becomes obsolete, generallydose of engineering changes to a product or disaartce of a product line, or when it is
deemed excess. These determinations involve theisaef significant judgment by management, andeasonstrated in recent periods
demand for our products is volatile and changepectations regarding the level of future salesreault in substantial charges against
earnings for obsolete and excess inventory.

RESERVE FOR WARRANFYWe provide warranty coverage for our productagmag from 12 to 36 months, with the majority ofrou
products ranging from 18 to 24 months, and estirttaanticipated costs of repairing our producdeursuch warranties based on the
historical costs of the repairs and expected profdilare rates. The assumptions we use to estimateanty accruals are reevaluated
periodically in light of actual experience and, wtappropriate, the accruals are adjusted. Ourm@tation of the appropriate level of
warranty accrual is subjective, and based on
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estimates. The industries in which we operate alogest to rapid technological change. As a resudtperiodically introduce newer, more
complex products, which tend to result in increasadranty costs. We expect the industries in wkiehoperate to continue to require the
introduction of new technologies, which could caosewarranty costs to increase in the future. 8hproduct failure rates differ from our
estimates, actual costs could vary significantnfrour expectations.

FAIR VALUE OF DERIVATIVE INSTRUMENF¥SWe have entered into various foreign currencyéod contracts to mitigate our
foreign currency exposure from foreign currencyateimated trade purchases and intercompany recesalnd payables. These derivative
instruments are not held for trading or speculapvgposes. The valuation of derivative instrumemder SFAS No. 133 requires us to make
estimates and judgments that affect the fair vafule instruments. Fair value of our derivativeslétermined relative to changes in the
forward yield curves and discount rates. Such arsoare subject to significant estimates which ntegnge in the future.

COMMITMENTS AND CONTINGENCIES We are involved in disputes and legal actionsiragiin the normal course of our business.
While we currently believe that the amount of attimate potential loss would not be material to foancial position, the outcome of these
actions is inherently difficult to predict. In tlegent of an adverse outcome, the ultimate potelaal could have a material adverse effect on
our financial position or reported results of opieras in a particular quarter. An unfavorable diecisparticularly in patent litigation, could
require material changes in production processegarducts or result in our inability to ship pratiior components found to have violated
third-party patent rights. We accrue loss contigesin connection with our litigation when it isopable that a loss has occurred and the
amount of the loss can be reasonably estimated.

REVENUE RECOGNITION- We generally recognize revenue upon shipment opoadiucts and spare parts, at which time title gms
the customer, as our shipping terms are FOB shgppaint, the price is fixed and collectibility isasonably assured. Generally, we do not
generate revenue from the installation of our pobslun certain limited instances, some customave megotiated product acceptance
provisions relative to specific orders. Under theiseumstances we defer revenue recognition umilrelated acceptance provisions have
satisfied. Revenue deferrals are reported as cestdeposits in the accompanying condensed consatidelance sheets.

In certain instances we require our custorteepgay for a portion or all of their purchases ptmour building or shipping the products. We
record cash payments received prior to shipmeoust®mer deposits in the accompanying condensesbtidated balance sheets, then
recognize revenue upon shipment of the productsd@\eot offer price protections to our customeraltow returns, unless covered by our
normal policy for repair of defective products.

We have an arrangement with one of our majetaners, a semiconductor capital equipment maturéc in which completed products
are shipped to the customer and

26




Table of Contents

held by them in their warehouse. The customer daducts from this inventory as needed, at whirtie title passes to the customer and
recognize revenue. The customer is subject to ormal warranty policy for repair of defective prads:

In certain instances we deliver products tstamers for evaluation purposes. In these arrangtshe customer retains the products for
specified periods of time without commitment toghase. On or before the expiration of the evalugtieriod, the customer either rejects the
product, and returns it to us, or accepts the mbdipon acceptance, title passes to the customeeinvoice the customer for the product, and
revenue is recognized. Pending acceptance by #terner, such systems are reported on our balaeet ahan estimated value based on the
lower of cost or market, and are included in th@ants for demonstration and customer service ecgrippymet of accumulated depreciation.

While we maintain a stringent credit approwaicess, significant judgments are made by managgeimeonnection with assessing our
customers’ ability to pay at the time of shipmddspite this assessment, from time to time, outocmisrs are unable to meet their payment
obligations. We continue to monitor our customersdit worthiness, and use our judgment in estaibigsthe estimated amounts of customer
receivables which will ultimately not be collectédsignificant change in the liquidity or financiadsition of our customers could have a
material adverse impact on the collectibility of @ecounts receivable and our future operatinglt®su

STOCK-BASED COMPENSATION As allowed by SFAS No. 123 and SFAS No. 148, weehaected to continue to account for our
employee stock-based compensation plans usingptiiesic value method in accordance with Accounfirgnciples Board Opinion No. 25,
“Accounting for Stock Issued to Employees,” anchtedl Interpretations, which do not require compgmsaxpense to be recorded if the
consideration to be received is at least equdieéddir value of the common stock to be receivetti@imeasurement date. We provide
information as to what our earnings and earningspare would have been had we used the fair vakthod prescribed by SFAS No. 123.

DEFERRED INCOME TAXES Each reporting period we estimate our ability talim our net deferred tax assets. Realizatioruohet
deferred tax assets is dependent upon our gergmatfficient taxable income in the appropriatejtaisdictions in future years to obtain
benefit from the reversal of net deductible tempptifferences and from tax loss and tax creditydarwards. At June 30, 2003 we
reassessed our valuation allowance and determiirzahd adjustment to the valuation allowance wgsired based on our conclusion that it
is more likely than not that our deferred tax assaet of related deferred tax liabilities and adilon allowance, will be realized through futi
taxable income. This assessment requires signtfjapdgment, and is based on management’s expettatifuture profitable operations and
taxable income. Should circumstances change sathoth conclusion changes, this valuation allowance
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could be increased to reserve all or a portiorefrtet deferred tax assets and the amount of ldtedecharge could be material.

When recording acquisitions, we have recordddation allowances due to the uncertainty relédetthe realization of certain deferred tax
assets existing at the acquisition dates. The atafuteferred tax assets considered realizableligst to adjustment in future periods if
estimates of future taxable income are changedb#lieve that it is more likely than not that welwdalize the benefits of our deferred tax
assets, net of valuation allowance. Reversals logtian allowances recorded in purchase accountitidpe reflected as a reduction of
goodwill in the period of reversal.

OVERVIEW

We design, manufacture and support a grolgptomponents and subsystems for vacuum procstensy. Our primary products are
complex power conversion and control systems. @anlyrcts also control the flow of gasses into theepss chambers and provide thermal
control and sensing within the chamber. Our custsrase our products in plasma-based thin-film psicg equipment that is essential to the
manufacture of semiconductors; compact disks, D¥$other digital storage media; flat-panel compatel television screens; coatings for
architectural glass and optics; industrial laset mredical applications; and a power supply for adea technology computer workstations.
We also sell spare parts and repair services wathklthhrough our customer service and technical sipgganization.

We provide solutions to a diversity of markatsl geographic regions. However, we are focusgti@aemiconductor capital equipment
industry, which accounted for approximately 59% @8élb of our sales in the six-month periods ended B0, 2003 and 2002, respectively.
In 2002 and 2001 the semiconductor capital equiprnneiustry saw the steepest cutback in capitalpgant purchases in industry history.
This cutback continues to affect our sales toitidsistry. We expect future sales to the semicormgapital equipment industry to represent
approximately 55% to 70% of our total revenue, delieg upon the strength or weakness of the industcies.

We have incurred significant losses over th&t pine quarters primarily as a result of lowseraies. Our results in the first six months of
2003 and the second quarter of 2002 include rewefrae two companies acquired during the first ¢praof 2002, Aera and Dressler. Over
the past nine quarters, we have been unable texaxprofitability at current revenue levels andhdb have confidence of an industry reco
in the shortterm. We have established a goal of reducing oaraimg cash flow breakeven point to a quarteryeneie level of approximate
$55 million to $60 million by the end of 2003, lmannot provide any assurance that such goals envevievels are achievable in 2003.
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Results of Operations for the Three Months Ended Jue 30, 2003 and 2002

SALES

Sales were $62.9 million in the second quat&003 and $67.9 million in the second quarte2@¥2, representing a decrease of 7% from
the second quarter of 2002 to the second quart20@3. In the second quarter of 2002 the semicdndegapital equipment industry
experienced a mild recovery from the extended itrguBownturn which began in 2001. This recoveryssdgéd in the fourth quarter of 2002
and has only slightly improved during 2003. Oueséh the second quarter of 2003 increased appeaglyn12% from the first quarter 2003
level of $56.2 million. Our quarterly revenue levebntinue to be extremely volatile due to sigaificfluctuations in demand for our products
from the industries in which we operate, especidiltysemiconductor capital equipment industry.

Our revenue decrease from the second qudrB02 to the second quarter of 2003 came priméndyn the semiconductor capital
equipment industry, while the other industries we/e showed varying levels of improvement.

The following tables summarize net sales ardgntages of net sales by customer type for tieetimonth periods ended June 30, 2003
and 2002:

Three Months Ended June 30,

2003 2002
(In thousands)

Semiconductor capital equipme $37,78: $50,62¢
Data storag: 8,26: 4,03¢
Flat panel displa 5,24 2,671
Advanced product applicatiol 11,65 10,54¢
$62,94¢ $67,89:
| |

Three Months Ended June 30,

2003 2002
Semiconductor capital equipme 60% 75%
Data storag: 13 6
Flat panel displa 8 4
Advanced product applicatiol 19 15
10C% 10C%
| |

The following table summarizes percentage gharin net sales by customer type for us fromhheetmonth period ended June 30, 2002
to the three-month period ended June 30, 2003:

Second quarter 2003
change from second

quarter 2002
Semiconductor capital equipme (25)%
Data storagt 105%
Flat panel displa 96%
Advanced product applicatiol 10%
Total sales ()%

Applied Materials, Inc. is our largest custorard accounted for 18% of our sales for the thmeaths ended June 30, 2003, and 34% of
our sales for the three months ended June 30, 2098ther customer accounted for more than 10%nduhiese periods.
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The following tables summarize net sales ardgntages of net sales by geographic region éthitee-month periods ended June 30,
2003 and 2002:

Three Months Ended June 30,

2003 2002
(In thousands)

United States and Cana $27,95¢ $45,98¢
Europe 13,61 8,58¢
Asia Pacific 21,23 13,16:
Rest of world 141 16C
$62,94¢ $67,89:
[ | [ |

Three Months Ended June 30,

2003 2002

United States and Cana 44% 68%

Europe 22 13

Asia Pacific 34 19

Rest of world — —
10C% 10C%
[ | [ |

GROSS MARGIN

Our gross margin was 32.2% in the second guaft2003 and 35.8% in the second quarter of 2002.gross margin declined due to the
lower revenue base and duplicative costs assooidtedur China manufacturing facility and transitito Tier 1 Asian suppliers.

While we expect the transition of a portioroof manufacturing to China and our move to Tié&sian suppliers will improve our gross
margins in future periods, factors that could causemargins to be negatively impacted include,dvatnot limited to the following:

. costs associated with transitioning a portion afroanufacturing to our new China facilit

. unanticipated costs to comply with our customeogy exact requirements, especially related toGhina transition and move to
Tier 1 Asian suppliers

. the semiconductor industry’s continued move t0r8th wafers and smaller line widths, which requiegviproducts that early in
their life cycle and at low production levels, tyaily have lower margins than our established pets]

. cost reduction programs initiated by semicondustanufacturers and semiconductor capital equipmemtufiacturers
. warranty costs in excess of historical rates arrceapectations

. increased levels of excess and obsolete invengither due to market conditions, the introducttbmew products by our
competitors, or our decision to discontinue cerpaduct lines
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. significant patent litigation losses, resultinguimanticipated royalty costs; a

. continued erosion in our sales base, due to ingagtiles, general economic conditions and othdofac

We provide warranty coverage for our produatgying from 12 to 36 months, with the majorityoofr products ranging from 18 to
24 months, and estimate the anticipated costspafiniag our products under such warranties baseati@historical costs of the repairs and
expected product failure rates. The assumptionsseeo estimate warranty accruals are reevaluaeddically in light of actual experience,
and when appropriate, the accruals are adjustedd@armination of the appropriate level of waryaatcrual is subjective and based on
estimates. Should product failure rates differ fromn estimates, actual costs could vary signifigainbm our expectations.

We recognized charges for warranty expen$d df million in each of the second quarters of 28068 2002 which affected our gross
margin by approximately 2.5% and 2.4%, respectiviel2002 we recorded significant reserves forecje product warranty based on our
estimated cost per unit to repair the product aedestimated number of these units in the fieldinguthe second quarter of 2003, we
continued our analysis of the potential warrantsteelated to this product and reversed approxiyn&@74,000 of this product’s warranty
reserve due to lower than anticipated repair qostsunit and fewer units being returned for repHire reversal of warranty costs in the sec
quarter of 2003 affected our gross margin by apprately 0.4%.

The following summarizes the activity in ouamanty reserve during the second quarter of 2003:

Balance at Additions Balance at
Beginning of Charged End of
Period To Expense Deductions Period

(In thousands)

Reserve for warranty obligatiol $8,34: $1,59¢ $(2,567) $7,371

Historically, price competition has not hathaterial effect on margins. However, as a resulhefprolonged downturn in the
semiconductor industry, OEMs and semiconductortabpguipment manufacturers are striving to redhe& costs. Any cost reduction
programs initiated by OEMs and semiconductor capi@ipment manufacturers could have a signifidapiact on our future gross margins.

RESEARCH AND DEVELOPMENT EXPENSES

We believe continued investment in the redeara development of new products and subsysteor#ical to our ability to serve new and
existing markets, develop new products and impmgsting product designs. However, we cannot pm@wasisurance that the products we
develop will meet customer requirements when thpweducts are introduced to the market. To be adwgtusly positioned for a turnaround
in demand,
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we continue to invest heavily in new product depetent even during industry downturns, which allmsso compete for ongoing design
wins on our customers’ new production tools. Siageinception, all of our research and developneests have been expensed as incurred.

Our research and development expenses weré #ilfion in each of the second quarter of 2008 second quarter of 2002. Despite our
cost reduction measures, our research and develaprpenses remained flat from the second quaft20@® to the second quarter of 2003
primarily due to expenditures to launch new radéméiency and direct current products. As a pergent sales, research and development
expenses increased from 18.5% in the second qudr®02 to 19.9% in the second quarter of 200&bse of the lower sales base in 2003.

SALES AND MARKETING EXPENSES

As we have expanded our product offeringssaiéls channels through acquisitions and produaldement, our sales and marketing
efforts have become increasingly complex. We caetito refine our sales and marketing functions @asequire and integrate new
companies. We have continued the effort to markettly to end users of our products, in additiorour traditional marketing to
manufacturers of semiconductor capital equipmedtather thin-film systems. Our sales and markeg¢ixjpenses support domestic and
international sales and marketing activities thatude personnel, trade shows, advertising, anerahlling and marketing activities.

Sales and marketing expenses were $8.3 millidine second quarter of 2003, and $8.7 milliothimsecond quarter of 2002. This
represents a 5.2% decrease from the second qoa&802 to the second quarter of 2003. This deeress primarily due to our ongoing cost
reduction measures, partially offset by deprecmtibadditional demonstration and customer ser@g@pment. As a percentage of sales,
sales and marketing expenses increased from 12886 isecond quarter of 2002 to 13.1% in the seqoadter of 2003, primarily due to the
lower sales base.

GENERAL AND ADMINISTRATIVE EXPENSES

Our general and administrative expenses stippomworldwide corporate, legal, patent, tax, fio@l, administrative, information systems
and human resources functions in addition to onegd management and integration costs relatedguisitions. General and administrative
expenses were $5.5 million in the second quart@068, and $7.0 million in the second quarter @f20The 21.5% decrease in general and
administrative expenses from the 2002 period t®0@8 period was primarily due to our ongoing cesluction measures.
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LITIGATION DAMAGES AND EXPENSES

During the second quarter of 2002, we recoaletlarge of approximately $5.3 million pertaintoglamages awarded by a jury in a patent
infringement case in which we were the defendamd,lagal expenses related to the judgment. Theidg@Bcience and Technology, or
ASTeX, division of MKS Instruments, Inc. was thaiptiff in the case, which was tried in a Delaweogirt. Sales of the product in question
have accounted for less than 5% of total saleggime product’s introduction. We have entered ansettlement agreement with MKS
allowing us to sell the infringing product to owrstomer subsequent to the date of the jury awargaRes payable to MKS under the
settlement agreement from sales of the licensediugtdave not been material.

RESTRUCTURING CHARGES

At the end of 2002, we announced major chairgesar operations to occur through the end of 200&se included a manufacturing
location in China, consolidating worldwide salescs, a move to Tier 1 suppliers, primarily in Agiad the intention to close or sell certain
facilities.

Associated with the above plan, we recogncteatges in the second quarter of 2003 that conspstenarily of the involuntary termination
of approximately 55 manufacturing and administeersonnel in our U.S. operations. Certain oktinployees were terminated and paid
prior to the end of the second quarter of 2003 ctvinesulted in restructuring charges totaling agipnately $768,000 for the three months
ended June 30, 2003. In addition, certain employaiébe required to render service beyond a mimmmetention period (generally 60 days).
In accordance with SFAS No. 146, we measured thgitation benefits at the communication date, fmgraximately $350,000 will be
recognized as expense in the third and fourth quadf 2003 as these employees complete theircger@guirement.

OTHER INCOME (EXPENSE)

Other income (expense) consists primarilyntériest income and expense, foreign exchange gathtosses and other miscellaneous g
losses, income and expense items.

Interest income was approximately $444,00Biésecond quarter of 2003 and $776,000 in thensegoarter of 2002. The decrease in
interest income was due to our lower level of itne=nt in marketable securities resulting from ose of a portion of our cash reserves to
fund our operating losses and capital investments.

Interest expense consists principally of aalsrof interest on our convertible subordinatedspbn borrowings under capital lease
facilities, debt assumed in our acquisition of Aerad amortization of our deferred debt issuans¢scinterest
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expense was approximately $2.8 million in the sdaguarter of 2003 and $3.2 million in the secondrter of 2002. The decrease in interest
expense was primarily due to our repurchase ofcqapiately $15.4 million and $3.5 million of our 5% and 5.00% convertible
subordinated notes in the fourth quarter of 2002.

Our foreign subsidiariesales are primarily denominated in currencies dttem the U.S. dollar. We recorded net foreignenry gains ¢
$87,000 in the second quarter of 2003 and $4.5amilh the second quarter of 2002. The majoritpuwf second quarter 2002 gain was rel;
to an intercompany loan of Japanese yen, whichsetiked in January 2003, that we made to our whmliped subsidiary Advanced Energy
Japan K.K., which has a functional currency of yienthe purpose of effecting the acquisition of&eThe loan was transacted in the first
quarter of 2002, for approximately 5.7 billion yapproximately $44 million based on an exchange 0&tL30:1. During the second quarte
2002, the U.S. dollar weakened significantly agatihe yen to approximately 119:1, resulting in ang#f approximately $4.6 million.

We have entered into various foreign curreioacyard contracts to mitigate currency fluctuatiomshe Japanese yen and the euro.

At June 30, 2003, our subsidiary AE-Japan Faleign currency forward contracts with notionad@unts of $5.0 million and market
settlement amounts of $4.9 million for an unrealigain position of approximately $100,000 that basn included in foreign currency gain
in the accompanying condensed consolidated statsroénperations.

During 2003, our subsidiary AE-Germany entérgd foreign currency forward contracts to buy Ud8llars to mitigate currency exposure
from its payable position arising from trade pusdEaand intercompany transactions. At June 30,,2ZB35ermany held foreign currency
forward contracts with notional amounts of $700,80d market settlements amounts of $755,000 fomasalized loss position of
approximately $55,000 that has been included ieifor currency gain in the accompanying condensedatimated statements of operations.

Miscellaneous expense was approximately $0D1i0 the second quarter of 2003 and $653,000darsétond quarter of 2002.
BENEFIT FOR INCOME TAXES

The income tax benefit for the second quart@003 was $3.4 million and represented an effeatate of 37%. The income tax benefit for
the second quarter of 2002 was $2.8 million andesgnted an effective rate of 35%. The increaseiireffective tax rate was due to our le
restructuring as discussed in Note 1 to our codatdid financial statements on Form 10-K for the yealed December 31, 2002, filed with
the Securities and Exchange Commission on Marc2@73.

34




Table of Contents

Changes in our relative earnings and the egsndf our foreign subsidiaries affect our consatkd effective tax rate. We adjust our incc
taxes periodically based upon the anticipated taxis of all foreign and domestic entities, andenastopted income tax planning strategies to
reduce our worldwide income tax expense.

Realization of our net deferred tax assetiefgndent upon our generating sufficient taxakderire in the appropriate tax jurisdictions in
future years to obtain benefit from the reversat@f deductible temporary differences and fromléas and tax credit carryforwards. At
June 30, 2003 we reassessed our valuation allovaarttdetermined that no adjustment to the valuatilmwance was required based on our
conclusion that it is more likely than not that deferred tax assets, net of related deferreddaiities and valuation allowance, will be
realized through future taxable income. This ageess requires significant judgment, and is basethanagement’s expectation of future
profitable operations and taxable income. Shoulclonstances change such that our conclusion chatiggsaluation allowance could be
increased to reserve all or a portion of the nétrded tax assets and the amount of the relatedjeltuld be material.

When recording acquisitions, we have recorgddation allowances due to the uncertainty relédetie realization of certain deferred tax
assets existing at the acquisition dates. The atafuteferred tax assets considered realizableligst to adjustment in future periods if
estimates of future taxable income are changedb&lieve that it is more likely than not that welwdalize the benefits of our deferred tax
assets, net of valuation allowance. Reversals loftian allowances recorded in purchase accountilige reflected as a reduction of
goodwill in the period of reversal.

Results of Operations for the Six Months Ended Jun80, 2003 and 2002
SALES

Sales were $119.1 million in the first six rtenof 2003 and $110.8 million in the first six nios of 2002, representing an increase of
7.5% from the first six months of 2002 to the figst months of 2003. Sales in the first six mordh2003 included $23.4 million from Aera
and Dressler, sales in the first six months of 2@@Rided $20.9 million from Aera and Dressler.

Our revenue increase from the 2002 six-moetiop to the 2003 six-month period came primarigni the data storage, flat panel display
and advanced product applications industries, wthi#gesemiconductor capital equipment industry dedisubstantially.
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The following tables summarize net sales arggentages of net sales by customer type for #amenth periods ended June 30, 2003 and
2002:

Six Months Ended June 30,

2003 2002
(In thousands)

Semiconductor capital equipme $ 70,86 $ 81,07!
Data storagt 12,14¢ 6,46%
Flat panel displa 11,93 4,92
Advanced product applicatiol 24,16« 18,31
$119,10: $110,78(
L] I

Six Months Ended June 30,

2003 2002
Semiconductor capital equipme 59% 73%
Data storag: 11 6
Flat panel displa 10 4
Advanced product applicatiol 20 17
10C% 10C%
| |

Applied Materials, Inc. is our largest custorard accounted for 21% of our sales for the sinttm®ended June 30, 2003, and 30% of our
sales for the six months ended June 30, 2002. Mer gistomer accounted for more than 10% duringgtiperiods.

The following tables summarize net sales ardgntages of net sales by geographic region &sitimonth periods ended June 30, 2003
and 2002:

Six Months Ended June 30,

2003 2002
(In thousands)

United States and Cana $ 57,377 $ 72,737
Europe 23,05¢ 14,17¢
Asia Pacific 38,53( 23,63¢
Rest of world 141 231
$119,10- $110,78(
| |

Six Months Ended June 30,

2003 2002

United States and Cana 48% 66%

Europe 18 13

Asia Pacific 33 21

Rest of world — —
10C% 10C%
[ | [ |

GROSS MARGIN

Our gross margin was 32.1% in the first sixiths of 2003 and 34.0% in the first six months @2 The year-over-year decrease in gross
margin was due to duplicative facilities associatéith our transition to China-based manufacturing the transition to Tier 1 Asian
suppliers, partially offset by a reduction in chesdor warranty related repai



We recognized charges for warranty expen&3d& million and $3.9 million in the first six mdrgt of 2003 and 2002, respectively, which
affected our gross margin by approximately 2.9% 2us8o, respectively. In 2002 we recorded significgaserves for a specific product
warranty based on our estimated cost per unitgairehe product and the estimated number of thais in the field. During the first half of
2003, we
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continued our analysis of the potential warrantsteelated to this product, and during the secaraitgr of 2003 reversed approximately
$274,000 of this product’s warranty reserve duleweer than anticipated repair costs per unit aneefeunits being returned for repair. The
reversal of warranty costs in the first half of 3Qfffected our gross margin by approximately 0.2%.

We recognized charges for warranty expen$d &f million in the first quarter of 2003.

The following summarizes the activity in ouamanty reserve during the six-month period ender: B0, 2003:

Balance at Additions Balance at
Beginning of Charged End of
Period to Expense Deductions Period

(In thousands)

Reserve for warranty obligatiol $9,40: $3,49¢ $(5,529) $7,371
RESEARCH AND DEVELOPMENT EXPENSES

Our research and development expenses wer@ B#ion in the first six months of 2003 and $23nillion in the first six months of 200
As a percentage of sales, research and develomxrpanses increased from 21.5% in the first six of 2002 to 21.8% in the first six
months of 2003. The increase in research and dewent expenses from the 2002 period to the 20G8¢eras primarily due to the
acquisitions of Aera and Dressler, a licensing egrent and expenditures to launch new radio frequand direct current products, partially
offset by our cost reduction measures.

SALES AND MARKETING EXPENSES

Sales and marketing expenses were $16.6 miltiohe first six months of 2003 and $15.5 milliorthe first six months of 2002. The 7.:
increase in sales and marketing expenses from2 Reriod to the 2003 period was primarily duthacquisitions of Aera and Dressler,
and depreciation of demonstration and customeicgeaguipment additions, partially offset by oustteduction measures. As a percentage
of sales, sales and marketing expenses were appately 14.0% in both periods.

GENERAL AND ADMINISTRATIVE EXPENSES

General and administrative expenses were $illibn in the first six months of 2003 and $13mlion in the first six months of 2002.
The 19.4% decrease in general and administratipereses from the 2002 period to the 2003 periodpsiagarily due to our ongoing cost
reduction measures. As a percentage of sales,ajemat administrative expenses decreased from 1R 58€ first six months of 2002 to
9.4% in
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the first six months of 2003, primarily due to thigher sales base and cost reduction measuresséegtabove.
LITIGATION DAMAGES AND EXPENSES

During the second quarter of 2002, we recoalelarge of approximately $5.3 million pertaintoglamages awarded by a jury in a patent
infringement case in which we were the defendamd,lagal expenses related to the judgment. Theidg8cience and Technology, or
ASTeX, division of MKS Instruments, Inc. was thaiptiff in the case, which was tried in a Delaweoairt. Sales of the product in question
have accounted for less than 5% of total saleggime product’s introduction. We have entered ingettlement agreement with MKS
allowing us to sell the infringing product to owrstomer subsequent to the date of the jury awargales payable to MKS under the
settlement agreement from sales of the licensediystovere not material in the periods presented.

RESTRUCTURING CHARGES

As part of our ongoing efforts to bring oureoating costs in line with the current market eowiment we recorded restructuring charges
totaling $2.3 million in the first six months of @B. Our first quarter 2003 charges of approxima#dlye million were primarily associated
with manufacturing and administrative personneldeeant reductions in our Japanese operations.dordance with Japanese labor
regulations we offered voluntary termination betsetd all of our Japanese employees. Approxima&6élgmployees accepted the voluntary
termination benefits prior to March 31, 2003 wighnination dates in the second quarter of 2003tekthination benefits were paid in the
second quarter of 2003.

Our second quarter 2003 charges consistecaphnof the termination of approximately 55 persehin our U.S. operations. Certain of -
employees were terminated and paid prior to theoétlde second quarter of 2003, which resulteasiructuring charges totaling
approximately $768,000 for the three months endeé B0, 2003. In addition, certain employees vélrbquired to render service beyond a
minimum retention period (generally 60 days). Inadance with SFAS No. 146, we measured the tetioimaenefits at the communication
date, but approximately $350,000 will be recogniaeexpense in the third and fourth quarters o8280these employees complete their
service requirement.

OTHER (EXPENSE) INCOME

Interest income was approximately $964,00t@first six months of 2003 and $1.7 million irtfirst sixmonths of 2002. The decreast
interest income was due to our lower level of inrent in marketable securities resulting from tee af a portion of
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our cash reserves to finance the acquisitions of AeJanuary 2002 and Dressler in March 2002epairchase approximately $15.4 million
and $3.5 million of our 5.25% and 5.00% convertgldordinated notes in the fourth quarter of 2@®®], to fund our operating losses and
capital investments.

Interest expense was $5.6 million in the igstmonths of 2003 and $6.5 million in the first ;onths of 2002. The decrease in interest
expense was primarily due to our repurchase ofraopoof our convertible subordinated notes infitnigrth quarter of 2002, partially offset by
debt assumed in our acquisition of Aera.

We recorded net foreign currency gains of 89,@ the first six months of 2003 and $4.6 milliorthe first six months of 2002. The
majority of our 2002 gain was related to an intenpany loan of Japanese yen, which was settlechimaig 2003, that we made to our wholly
owned subsidiary Advanced Energy Japan K.K., whigh a functional currency of yen, for the purpdsefiecting the acquisition of Aera.
The loan was transacted in the first quarter of22@@r approximately 5.7 billion yen, approximat&#4 million based on an exchange rate of
130:1. During the second quarter of 2002, the ddBar weakened significantly against the yen tpragimately 119:1, resulting in a gain of
approximately $4.6 million.

Miscellaneous expense was approximately $000i0 the first six months of 2003 and in the fgst months of 2002.
BENEFIT FOR INCOME TAXES

The income tax benefit for the first six mantsf 2003 was $8.4 million and represented an &ffiecate of 37%. The income tax benefit
for the first six months of 2002 was $7.5 milliomdarepresented an effective rate of 35%.

Liquidity and Capital Resources

Our financing strategy has been to raise abfsitm debt and equity markets to provide liquidit enable our investments in acquisitions
and alliances, which support our strategic visibbaing a single source provider of high value ygbEms. We maintain substantial levels of
cash and marketable securities to have fundinglyeav¢hilable for such investment opportunities whkeey arise. Since 1995, to better en
such strategic investments, we have attaineditjuglity with proceeds from underwritten public @ffngs of our common stock and, since
1999, offerings of convertible subordinated debt.

Operating activities used cash of $10.8 miliio the first six months of 2003, reflecting owt toss of $14.4 million partially offset by
non-cash items of $4.7 million, increased by netking capital changes of approximately $1.1 millibton-cash items primarily consisted of
depreciation and amortization of $12.4 million; atization of
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deferred debt issuance costs of $500,000; andsablvslisposal of property and equipment of $90Q,patially offset by a benefit from
deferred income taxes of $9.5 million. Net workoapital changes used cash of approximately $1.lioménd primarily consisted of a
$1.1 million increase in accounts receivable; 2 $illion decrease in other current assets; a B@llfbn increase in demonstration and
customer service equipment; a $2.8 million increageade accounts payable; and a $1.9 million elzse in customer deposits and other
accrued expenses.

Operating activities used cash of $16.3 miliio the first six months of 2002, reflecting owt toss of $13.9 million partially offset by
non-cash items of $10.4 million, increased by netking capital changes of $12.8 million. Noash items primarily consisted of deprecia
and amortization of $8.4 million; amortization affdrred debt issuance costs of $700,000; and aswavor deferred income taxes of
$600,000. Net working capital changes used casippfoximately $12.8 million and primarily consistafth $14.2 million increase in
accounts receivable; a $1.4 million decrease ieniory; a $1.0 million decrease in other curresetss a $1.1 million increase in
demonstration and customer service equipment;Zarfiilion increase in trade accounts payable; d $iillion increase in customer deposits
and other accrued expenses; a $3.4 million incrieaset taxes receivable; and a $4.6 million unizeal gain on an intercompany foreign
currency loan discussed above.

We expect near-term future operating actigit@continue to use cash. Any future decline @itfdustries in which we operate could
substantially affect our ability to generate nevesand collect payments from our customers, coalge us to initiate future reductions in
force requiring substantial severance paymentsp#imet cash payments to exit certain operatingiéies, among other uses of cash.
Conversely, as receivable and inventory balangeste fluctuate with net sales, any future upturthie industries we serve, primarily the
semiconductor industry, may result in an increasauir net receivables and inventory balances. Weayaically required to use our cash
reserves to finance our inventory purchases arehdxtredit to our customers to finance their pusebdrom us. We are unable to provide
assurance regarding our future cash flow from djmeTs.

Investing activities used cash of $9.7 milliarthe first six months of 2003, and primarily stsied of the purchase of property and
equipment for $8.5 million and the settlement of escrow deposit liability related to our acquisitiof Dressler in the first quarter of 2003 of
$1.7 million, partially offset by proceeds from thale of assets of $1.6 million. Investing actestused cash of $29.0 million in the first six
months of 2002 and primarily consisted of cash gerd from the sale of marketable securities of 428llion, offset by purchases of
property and equipment of $5.0 million; the acdigsi of Aera Japan Limited for $35.7 million net$8.3 million of cash acquired; the
acquisition of Dressler HF Technik GmbH for $14.4lion net of $680,000 of cash acquired; and thechase of other investments of $2.0
million.

Investing cash flows experience significantfuations from period to period as we buy andrealiketable securities, which we convert to
cash to fund strategic
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investments, acquisitions, and our operating clast, find as we transfer cash into marketable siesisvhen we attain levels of cash that are
greater than needed for current operations. How&wedo not expect to generate levels of cashatteagreater than needed for our current
operations in the near term.

Financing activities used cash of $3.7 milliorthe first six months of 2003, and consistethefrepayment of notes payable and capital
leases of $4.6 million, partially offset by procedtbm common stock transactions of $900,000. Kiimanactivities used cash of $2.2 million
in the first six months of 2002, and consistedhef tepayment of notes payable and capital leas#3.@fmillion, partially offset by proceeds
from common stock transactions of $1.5 million.

We plan to spend approximately $11 millior$i® million in 2003 for the acquisition of equipnieleasehold improvements and
furnishings, with depreciation expense for 2003gquted to be $13 million to $14 million. Our plamhlevel of capital expenditures is subject
to frequent revisions because our business expasesudden changes as we move into industry upamechslownturns and expected sales
levels change. In addition, fluctuations in fore@mrency exchange rates may significantly impactaapital expenditures and depreciation
expense recognized in a particular period.

As of June 30, 2003, we had working capite$286.4 million, a decrease of $11.6 million frormd@mber 31, 2002. Our principal sources
of liquidity consisted of $46.4 million of cash aodsh equivalents and $103.0 million of marketakleurities, and a credit facility consisting
of a $25.0 million revolving line of credit, nonéwhich was outstanding at June 30, 2003. Advanoeter the revolving line of credit bear
interest at the prime rate (4.00% at August 7, 2008us 1%. Any advances under this revolving tifieredit will be due and payable May
2004. We are subject to covenants on our lineeditthat provide certain restrictions related trking capital, net worth, acquisitions and
payment and declaration of dividends. We were mmlaance with all such covenants at June 30, 2003.

We have committed to advance up to $1.0 miltma privately held company over the next tworge@he amount and timing of this
advance is dependent upon the privately held cognaehieving certain business development milestones

To finance the facilities for our headquartnsl main U.S. manufacturing location, we leaseesecutive offices and manufacturing
facilities in Fort Collins, Colorado from two lingtl liability partnerships whose ownership includas of our directors, who is also an offit
and other individuals unrelated to us. The leaskding to these spaces expire in 2009, 2011 ahé aAd contain monthly payments of
approximately $67,000, $55,000 and $64,000, resbgt

We believe that our cash and cash equivalerdgketable securities, cash flow from operatiarnd available borrowings, will be sufficient
to meet our working capital needs for at leastibe twelve months. After that time, we may requaidelitional equity or
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debt financing to address our working capital, dpquipment or expansion needs. In addition,sgificant acquisitions we make may
require additional equity or debt financing to fuhe purchase price, if paid in cash. There candassurance that additional funding will be
available when required or that it will be avaikaloin terms acceptable to us. In 2006, when ourertible subordinated notes become due, it
is possible we may need substantial funds to repal debt, which was $187.7 million at June 30 32@ur 5.00% convertible subordinated
notes of $121.5 million are due September 1, 2866,0ur 5.25% convertible subordinated notes of366llion are due November 15, 20
Payment would be required if our common stock préceains at low levels throughout this period, ghiees at which we can effect
conversion are not met in the market in which daclsis traded, and the holders of our notes chaos¢o otherwise convert. In such a
situation there can be no assurance that we wilihe to refinance the debt. We may continue tanaase additional notes in the open
market from time to time, if market conditions amgt financial position are deemed favorable fothspgrposes.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES AB OUT MARKET RISK
Interest Rate Risk

Our exposure to market risk for changes iargdt rates relates primarily to our investmentfplio and long-term debt obligations. We
generally place our investments with high crediliy issuers and by policy are averse to principss and seek to protect and preserve our
invested funds by limiting default risk, marketkrsnd reinvestment risk. As of June 30, 2003, nuestments in marketable securities
consisted primarily of commercial paper, municipadl state bonds and notes and institutional morakets. These securities are highly
liquid. Earnings on our marketable securities gpécally invested into similar securities. In thest six months of 2003, the rates we earned
on our marketable securities approximated 1.7% loefare tax equivalent basis. Because the FedesdriRe repeatedly lowered interest r
throughout 2001 and 2002, the interest rates we @aour investments likewise decreased substhntidiis, in conjunction with using our
available cash and cash reserves for acquisitinalsiding the EMCO acquisition in January 2001, Agga acquisition in January 2002, the
Dressler acquisition in March 2002, and the repasehof a portion of our convertible subordinatettsdn the fourth quarter of 2002, has
greatly reduced our recent and anticipated inténesime. The impact on interest income of a 10%ehese in the average interest rate would
have resulted in approximately $96,000 less intéene®me in the first six months of 2003.

The interest rates on our subordinated debfieed, specifically, at 5.25% for the $66.2 naitli of our debt due November 2006, and at
5.00% for the $121.5 million of our debt that issdbeptember 2006. Our offerings of subordinated ile1®99 and 2001 increased our fixed
interest expense upon each issuance, though ineeqaesnse was
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partially reduced by the repurchase of a portiothege offerings in 2002. Because these ratesxam, fve believe there is no risk of
increased interest expense.

The interest rates on our Aera Japan subgidi&37 million credit lines are variable and curkerdange from 1.28% to 3.1%. We believ
10% increase in the average interest rate on thesements would not have a material effect onfmamcial position or results of operatio

Foreign Currency Exchange Rate Risk

We transact business in various foreign coemtOur primary foreign currency cash flows areegated in countries in Asia and Europe.
During the first six months of 2003, the U.S. dollemained relatively stable against the Japaneseand weakened approximately 9%
against the euro. It is highly uncertain how cueseaxchange rates will fluctuate in the future. Wé@e entered into various forward foreign
currency exchange contracts to mitigate currenagtdiations in the Japanese yen and the euro. Weawilinue to evaluate various methods
to minimize the effects of currency fluctuationsemhwe translate the financial statements of owifpr subsidiaries into U.S. dollars. At
June 30, 2003, our subsidiary AE-Japan held foreigrency forward contracts to purchase U.S. deleth notional amounts of $5,000,000
and market settlement amounts of approximatelyG®0 for an unrealized gain position of approxeha$100,000, and our AE-Germany
subsidiary held foreign currency forward contrdotpurchase U.S. dollars with notional amounts#®&000 and market settlement amounts
of approximately $755,000 for an unrealized lossitmmn of approximately $55,000.

Other Risk

We have invested in start-up and early-stagepanies and strategic alliances and may in theduhake additional investments in such
companies that develop products which we believe pnavide future benefits. We have written down thejority of the cost of one such
investment in 2001 and 2002, related to a strat@tjamce we started in 2000. Such current inveatmand any future investments will be
subject to all of the risks inherent in investingcompanies that are not established, or in whiak,to our level of investment, we do not
exercise significant management control.

ITEM 4. CONTROLS AND PROCEDURES

(a) Disclosure Controls and Procedurddnder the supervision and with the participatiomof chief executive officer and chief financial
officer, we have implemented controls and othecedures that are designed to ensure that we rguancess, summarize and report in a
timely manner the information required to be diseld by us in our Exchange Act reports, including Borm 10-Q (“disclosure

43




Table of Contents

controls and proceduresQur disclosure controls and procedures includerotsaind procedures designed to ensure that miatéoemation
is accumulated and communicated to our managemnehtding our chief executive officer and chiefdimcial officer, as appropriate to allow
timely decisions regarding required disclosure. €hief executive officer and chief financial offiaevaluated our disclosure controls and
procedures as of the end of the quarter coveratisyorm 10-Q and concluded that such controlsprodedures are effective.

(b) Internal Control over Financial Reportingnder the supervision and with the participatiorof chief executive officer and chief
financial officer, we have implemented controls atiger procedures that are designed to provideithsreasonable assurance as to the
reliability of our financial reporting and the paagtion of our financial statements for externaljmses in accordance with generally accepted
accounting principles (“internal control over fira reporting”). During the quarter covered bystkiorm 10-Q, there was no change in our
internal control over financial reporting that hmaterially affected, or is reasonably likely to erélly affect, our internal control over
financial reporting.
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PART Il OTHER INFORMATION
ITEM 1. LEGAL PROCEEDINGS

From time to time, we are party to variousalggroceedings related to our business. Our AnReglort on Form 10-K, filed with the
Securities and Exchange Commission on March 273 20@vides a description of an interference acfiled in November 2001 in the
United States Patent and Trademark Office by thaxi$nCorporation. During the quarter covered bg fform 10-Q the parties settled the
interference. Such settlement was not materiattdinancial position or results of operations.

In April 2003, we filed a claim in the Unit&tates District Court for the District of Colorasleeking a declaratory ruling that our new
plasma source products Xstream™ With Active Matghiletwork™ (“Xstream Products”) are not in violatiof U.S. patents held by MKS
Instruments, Inc. In May 2003, MKS filed a patarftingement suit against us in the United Statestriai Court in Wilmington Delaware,
alleging that our Xstream Products infringe fivégmais held by MKS. We believe that the Delawarecan its May 2002 judgment in prior
litigation between us and MKS, clearly defined lingts of the MKS technology. We specifically desef our Xstream Products not to
infringe MKS'’s patents, with the advice of a teahinolependent experts. We intend to pursue ouradatry ruling and defend vigorously
against the MKS complaint.

ITEM 2. CHANGES IN SECURITIES AND USE OF PROCEEDS
Not applicable.

ITEM 3. DEFAULTS UPON SENIOR SECURITIES
Not applicable.
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ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

We held our 2003 Annual Meeting of Stockhofden Wednesday, May 7, 2003, to vote on five pralso®roxy statements were sent to
all shareholders. The first proposal was for tleet@bn of the following six directors: Douglas $h&tz, Richard P. Beck, Trung T. Doan,
Arthur A. Noeth, Elwood Spedden and Gerald M. Stafdl six directors were elected with the followgivotes tabulated:

Total Vote for Total Vote Withheld

Name of Director Each Director From Each Director
Mr. Schatz 24,561,75 4,866,75:
Mr. Beck 28,780,47 648,03
Mr. Doan 28,361,09 1,067,41|
Mr. Noeth 28,329,30 1,099,20!
Mr. Spedder 28,329,22 1,099,28
Mr. Starek 28,749,28 679,22°

The second proposal was to approve the estadint of the 2003 Stock Option Plan. The 2003KS@yation Plan was ratified, with the
following votes tabulated:

For Against Abstain Non Vote

21,200,27 4,918,35. 22,25¢ 3,287,62

The third proposal was to approve the estafvlent of the 2003 Non-Employee Directors’ Stocki@pPlan. The 2003 Non-Employee
Directors’ Stock Option Plan was ratified, with tteowing votes tabulated:

For Against Abstain Non Vote

22,243,69 3,864,44i 32,744 3,287,62
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The fourth proposal was to approve an amentitoghe Employee Stock Purchase Plan to incrésseotal number of shares of common
stock issuable under the plan from 200,000 shard®®,000 shares. The amendment to the Employek Btochase Plan was ratified, with
the following votes tabulated:

For Against Abstain Non Vote

25,697,53 423,29( 20,06: 3,287,62

The fifth proposal was to approve the appoéarttrof KPMG LLP as independent auditors of Advangedrgy Industries, Inc., for 2003.
The appointment of KPMG LLP was ratified, with ttelowing votes tabulated:

For Against Abstain

29,287,70 126,74 14,05¢
ITEM 5. OTHER INFORMATION
None.
ITEM 6. EXHIBITS AND REPORTS ON FORM 8-K
(@) Exhibits:
3.1 Restated Certificate of Incorporation, as amende

3.2  By-laws(2)

10.1 Loan and Security Agreement dated May 9, 2003&rimyamong Silicon Valley Bank, as a bank and AdedrEnergy
Industries, Inc., as borrow

31.1 Certification of the Chief Executive Officer Puest to Rule 13a-14(a) under the Securities Exohdwg of 1934, as adopted
pursuant to Section 302 of the Sarbi-Oxley Act of 200z

31.z Certification of the Chief Financial Officer Puemt to Rule 13a-14(a) under the Securities Exoladug of 1934, as adopted
pursuant to Section 302 of the Sarbi-Oxley Act of 200z

32.1 Certification of the Chief Executive Officer Puest to 18 U.S.C. Section 1350, as adopted pursa&ection 906 of the
Sarbane-Oxley Act of 2002

32.z Certification of the Chief Financial Officer Puemt to 18 U.S.C. Section 1350, as adopted pursa&gection 906 of the
Sarbane-Oxley Act of 200z

(1) Incorporated by reference to the Registrant’sre@ug Report on Form 10-Q for the quarter endeatkJ80, 2001 (File No. 000-26966),
filed August 13, 2001

(2) Incorporated by reference to the Registrant’'siReggion Statement on Form S-1 (File No. 33-9718&d September 20, 1995, as
amended
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(b)

(i)

(ii)

(iii)

Reports on Form-K
We filed the following reports on Forn-K:

We filed with the Securities and Exchange @uission a Current Report on Form 8-K on April 2802 to furnish under Item 12 our
press release and conference call transcript amimegiour results of operations for the first quadg2003.

We filed a Current Report on Form 8-K withet Securities and Exchange Commission on May 1@3 2®furnish under Item 5

information relating to a patent infringement diléd in U.S. District Court in Wilmington, Del. bMKS Instruments, Inc. against
Advanced Energy Industries, Ir

We filed with the Securities and Exchange Comioisa Current Report on Form 8-K on July 24, 2a®8utnish under Item 12 our
press release announcing our results of operafiiwribe thre- and si-month periods ended June 30, 2C
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SIGNATURES

Pursuant to the requirements of the Secuitiehange Act of 1934, the registrant has duly edukis report to be signed on its behalf by
the undersigned, thereunto duly authorized.

ADVANCED ENERGY INDUSTRIES, INC

/s/ Michael E-Hillow

Michael E-Hillow

Executive Vice President, Chief Financ August 13, 200
Officer (Principal Financial Officer
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INDEX TO EXHIBITS

3.1 Restated Certificate of Incorporation, as amende
3.2  By-laws(2)

10.1 Loan and Security Agreement dated May 9, 200%rm/among Silicon Valley Bank, as a bank and AdedrEnergy
Industries, Inc., as borrow

31.1 Certification of the Chief Executive Officer Puest to rule 13a-14(a) under the Securities Exchakg of 1934, as adopted
pursuant to section 302 of the Sarb-Oxley Act of 200z

31.2 Certification of the Chief Financial Officer Puemnt to rule 13a-14(a) under the Securities Exchakay of 1934, as adopted
pursuant to section 302 of the Sarb-Oxley Act of 200z

32.1 Certification of the Chief Executive Officer Puesit to 18 U.S.C. Section 1350, as adopted pursagection 906 of the
Sarbane-Oxley Act of 200z

32.2 Certification of the Chief Financial Officer Puemnt to 18 U.S.C. Section 1350, as adopted pursagection 906 of the
Sarbane-Oxley Act of 2002

(1) Incorporated by reference to the Registrant’'srt@dg Report on Form 10-Q for the quarter endatkJ80, 2001 (File No. 000-26966),
filed August 13, 2001

(2) Incorporated by reference to the Registrant’'siReggion Statement on Form S-1 (File No. 33-9718&d September 20, 1995, as
amended
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EXHIBIT 10.1
LOAN MODIFICATION AGREEMENT

This Loan Modification Agreement is entered intaoa#lay 9, 2003, by and between SILICON VALLEY BANKBank"), whose address is
3003 Tasman Drive, Santa Clara, California 95054 wiloan production office at 4410 Arapahoe Averugte 200, Boulder, CO 80303 and
ADVANCED ENERGY INDUSTRIES, INC. ("Borrower"), whesaddress is 1625 Sharp Point Drive, Fort Coll&(3,80525.

1. DESCRIPTION OF EXISTING AGREEMENT. Among othebl@ations, which may be owing by Borrower to BaBlkorrower is or may
become indebted to Bank pursuant to, among otharrdents, a Loan and Security Agreement dated MagQ@R, as it may be amended
from time to time (the "Loan Agreement"). The Loagreement provides for, among other things, a CdtechiRevolving Line in the origin
principal amount of Twenty-Five Million and No/1@llars ($25,000,000.00). Defined terms used btbtirerwise defined herein shall
have the same meanings as set forth in the Loaeehgent.

Hereinafter, all indebtedness owing by BorroweB&mk shall be referred to as the "Obligations."
2. DESCRIPTION OF COLLATERAL. Repayment of the @jatiions is secured by the Collateral as describéldd Loan Agreement.

Hereinafter, the above-described security documésgether with all other documents securing repaynof the Obligations shall be referred
to as the "Security Documents”. Hereinafter, theuity Documents, together with all other documeniglencing or securing the Obligatic
shall be referred to as the "Existing Loan Docursient

3. DESCRIPTION OF CHANGE IN TERMS. Bank hereby ag¢o modify the Loan Agreement as follows:
1. The first sentence in subsection (a) of Sedidnl entitled "Revolving Advances" is hereby amezhtb read as follows:

Bank will make Advances not exceeding (i) the lesg€A) the Committed Revolving Line or (B) the Bowing Base, if applicable, minus
(i) the amount of all outstanding Letters of Cid@icluding drawn but unreimbursed Letters of Qednd minus (iii) the FX Reserve and
amounts for services utilized under the Cash Mamage Services Sublimit.

2. Section 2.1.4 is hereby amended entirely to asafllows:



2.1.4 LETTERS OF CREDIT SUBLIMIT.

Bank will issue or have issued Letters of CreditBorrower's account not exceeding (i) the les$éh@® Committed Revolving Line or the
Borrowing Base minus (ii) the outstanding principalance of the Advances minus the Cash Managegdsiimit, minus the FX Reserve;
however, the face amount of outstanding LetteiGreflit (including drawn but unreimbursed Letteroédit) may not exceed $1,000,000.
Each Letter of Credit will have an expiry date oflater than 180 days after the Revolving MatuiDibte, but Borrower's reimbursement
obligation will be secured by cash on terms acd#pttn Bank at any time after the Revolving Matuiitate if the term of this Agreement is
not extended by Bank. Borrower agrees to executdlather documentation in connection with the eettof Credit as Bank may reasonably
request.

3. Section 2.3 entitled "Interest Rate and PaymaemtSommitted Revolving Line" is amended by chagghe first sentence of subsection (a)
thereof to read as follow



(a) Interest Rate. Advances accrue interest oouks&anding principal balance at a per annum riaté@e percent (1.00%) below the Prime
Rate; provided, however, such interest rate slulbe less than three percent (3.0%) per annumydtirae.

4. Section 6.7 entitled "Financial Covenants" ikebg amended entirely to read as follows:
Borrower will maintain on a consolidated basis fithe last day of each fiscal quarter of Borroweless otherwise noted:
(i) QUICK RATIO. A ratio of Quick Assets to Currehtabilities of at least 2.00 to 1.00; and

(i) TANGIBLE NET WORTH. A Tangible Net Worth pluSubordinated Debt plus the outstanding principadam of Borrower's 5.25%
Convertible Notes due November 15, 2006 and 5.0@%v€xtible Notes due September 1, 2006, of at kbassum of $220,000,000 plus 5!
of the net profit for such quarter.

5. Section 13.1 entitled "Definitions" is herebyended as follows:

(i) to change subpart (g) of the definition of "PMARTED INDEBTEDNESS" to read:
(9) Indebtedness of AE-Japan up to an aggregateipal amount of $25,000,000.

(i) to change subpart (d) of the definition of REITTED INVESTMENTS" to read :

(d) Investments of Subsidiaries in or to other $dibsges or Borrower and Investments by BorroweSiurbsidiaries not to exceed $10,000,000
in the aggregate in any fiscal year.

(iii) to change the definition of "REVOLVING MATURIY DATE" to read:
"REVOLVING MATURITY DATE" is May 8, 2004.
and (iv) to change the definition of "TANGIBLE NBVORTH" to read:

"TANGIBLE NET WORTH" is, on any date, the consolidd total assets of Borrower and its Subsidiarigsig) (i) any amounts attributable
to (a) goodwill, (b) intangible items such as unamed debt discount and expense, Patents, tradleemwice marks and names, Copyrights
and research and development expenses exceptgpexpanses, and (c) reserves not already deductadassets, and minus (ii) Total
Liabilities.

6. Exhibit D attached hereto shall be substitutedtat attached to the Loan Agreement.
4. CONSISTENT CHANGES. The Existing Loan Documearts hereby amended wherever necessary to refiechtinges described above.
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5. PAYMENT OF LOAN FEE AND EXPENSES. Borrower shplly to Bank a fee in the amount of Two Thousawé Hundred and No/1(
Dollars ($2,500.00) (the "Loan Fee") plus all offB& reasonable out-of-pocket expenses in conmestith this Loan Modification
Agreement.

6. NO DEFENSES OF BORROWER. Borrower (and eachajuar and pledgor signing below) agrees that, aseflate hereof, it has no
defenses against the obligations to pay any amaunutsr the Obligations.

7. CONTINUING VALIDITY. Borrower (and each guaramtand pledgor signing below) understands and aghe¢$n modifying the

existing Obligations, Bank is relying upon Borrolseepresentations, warranties, and agreemensgsf &srth in the Existing Loan
Documents. Except as expressly modified pursuattisd_oan Modification Agreement, the terms of Exsting Loan Documents remain
unchanged and in full force and effect. Bank's agrent to modifications to the existing Obligatignssuant to this Loan Modification
Agreement in no way shall obligate Bank to make fayre modifications to the Obligations. Nothimgthis Loan Modification Agreement
shall constitute a satisfaction of the Obligatidbss the intention of Bank and Borrower to retailiable parties all makers and endorsers of
Existing Loan Documents, unless the party is exglyagleased by Bank in writing. Unless expresslgased herein, no maker, endorser, or
guarantor will be released by virtue of this Loand¥ication Agreement. The terms of this paragrapply not only to this Loan Maodificatic
Agreement, but also to all subsequent loan modifinaagreements.

8. CONDITIONS. The effectiveness of this Loan Machition Agreement is conditioned upon receipt bylBaf the Loan Fee and a fully
executed counterpart hereof.

This Loan Modification Agreement is executed athefdate first written above.

BORROWER: BANK:

ADVANCED ENERGY INDUSTRIES, INC. SILICON VALLEY BANK
By:/s/ Thomas K. Werning By: /s/ Frank J. Amoroso
Name: Thomas;(Wemmg Name: Frank J-Amoroso ——————
Title: VP - Fina-r;;:-e_: ---------------- Tide:ve




EXHIBIT D
COMPLIANCE CERTIFICATE

TO: SILICON VALLEY BANK
3003 Tasman Drive
Santa Clara, CA 95054

FROM: ADVANCED ENERGY INDUSTRIES, INC.

The undersigned authorized officer of Adva nced Energy Industries, Inc.

("Borrower") certifies that under the terms andditions of the Loan and Security Agreement betwerrower and Bank (the "Agreemen

(i) Borrower is in complete compliance for the periending with all required covenarcept as noted below and (i) all
representations and warranties in the Agreemerttaeeand correct in all material respects on daie. Attached are the required documents
supporting the certification. The Officer certifitwat these are prepared in accordance with Gépéatepted Accounting Principles (GAA
consistently applied from one period to the nextegat as explained in an accompanying letter omfmtess. The Officer acknowledges that no
borrowings may be requested at any time or dateetgfrmination that Borrower is not in compliancéwany of the terms of the Agreement,
and that compliance is determined not just at tite this certificate is delivered.

PLEASE INDICATE COMPLIANCE STATUS BY CIRCLING YES/N O UNDER
"COMPLIES" COLUMN.

REPORTING COVENANT REQUIRE D COMPL IES
Annual (Audited) FYE wit hin 90 days Yes No
10-Q, 10-K and 8-Ks Within 5 days after filing with SEC Yes No
A/R & A/P Agings Monthly within 30 days* Yes No
Borrowing Base Certificate Monthly within 30 days* Yes No
Collateral Audit Initial and Annual** Yes No
Financial Covenant Require d Actual Compl ies

Maintain on a Quarterly Basis:

Minimum Quick Ratio 2.00:1. 0 :1.00 Yes No
Minimum Tangible Net Worth + SD + $220, 0 00,000 plus $ Yes No
CNs 50% of quarterly profit

*Only after outstandings exceed $10,000,000
**After outstandings exceed $10,000,000 for 30 days

COMMENTS REGARDING EXCEPTIONS: See Attached. BANK USE ONLY
Sincerely,
Received by:
Advanced Energy Industries, Inc. e e
AUTHORIZED SIGNER

SIGNATURE Date:
TITLE Verified:
-- AUTHORIZED SIGNER
DATE
Date:
Compliance Status: Y es No

D-1



(SILICON VALLEY BANK LOGO)
SILICON VALLEY BANK
PRO FORMA INVOICE FOR LOAN CHARGES

BORROWER: ADVANCED ENERGY INDUSTRIES, INC.

LOAN OFFICER: FRANK AMOROSO

DATE: MAY 19, 2003
DOCUMENTATION FEE 1,500.0 0
LOAN FEE 2,500.0 0
TOTAL FEE DUE $ 4,000.0 0

PLEASE INDICATE THE METHOD OF PAYMENT:
{} A CHECK FOR THE TOTAL AMOUNT IS ATTACHED.

{} DEBIT DDA # FOR THE TOTAL AMDUNT.

{} LOAN PROCEEDS

BORROWER (DATE)

SILICON VALLEY BANK (DATE)
ACCOUNT OFFICER'S SIGNATURE



EXHIBIT 31.1
I, Douglas S. Schatz, certify that:
1. | have reviewed this quarterly report on FormQ@0f Advanced Energy Industries, Inc.;

2. Based on my knowledge, this report does notaioriny untrue statement of a material fact or dmnéttate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nistatdisg with respect to the period
covered by this report;

3. Based on my knowledge, the financial statememid,other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this report;

4. The registrant's other certifying officer anar¢ responsible for establishing and maintainisgldsure controls and procedures (as defined
in Exchange Act Rules 13a-15(e) and 15d-15(e)jHeregistrant and have:

a. designed such disclosure controls and procedaresused such disclosure controls and procedoifes designed under our supervisior
ensure that material information relating to thgiserant, including its consolidated subsidiariesnade known to us by others within those
entities, particularly during the period in whidtig report is being prepared;

b. evaluated the effectiveness of the registraiEosure controls and procedures and presentidsineport our conclusions about the
effectiveness of the disclosure controls and pros] as of the end of the period covered by #psnt based on such evaluation; and

c. disclosed in this report any change in the teig's internal control over financial reportitngit occurred during the registrant's most recent
fiscal quarter that has materially affected, aei@sonably likely to materially affect, the regastt's internal control over financial reporting;
and

5. The registrant's other certifying officer anablve disclosed, based on our most recent evaluatiioiernal control over financial reporting,
to the registrant's auditors and the audit committeregistrant's board of directors:

a. all significant deficiencies and material weases in the design or operation of internal corttvelr financial reporting which are
reasonably likely to adversely affect the regigtsaability to record, process, summarize and rtefraincial information; and

b. any fraud, whether or not material, that invelweanagement or other employees who have a signifiole in the registrant's internal
control over financial reporting



Date: August 13, 2003

/'s/ Douglas S. Schatz

Dougl as S. Schatz
Chi ef Executive Oficer, President
and Chai rman of the Board



EXHIBIT 31.2
I, Michael El-Hillow, certify that:
1. | have reviewed this quarterly report on Form@0f Advanced Energy Industries, Inc.;

2. Based on my knowledge, this report does notaioriny untrue statement of a material fact or dmnéttate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nistatdisg with respect to the period
covered by this report;

3. Based on my knowledge, the financial statememid,other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this report;

4. The registrant's other certifying officer anar¢ responsible for establishing and maintainisgldsure controls and procedures (as defined
in Exchange Act Rules 13a-15(e) and 15d-15(e)jHeregistrant and have:

a. designed such disclosure controls and procedaresused such disclosure controls and procedoifes designed under our supervisior
ensure that material information relating to thgiserant, including its consolidated subsidiariesnade known to us by others within those
entities, particularly during the period in whidtig report is being prepared;

b. evaluated the effectiveness of the registraiEosure controls and procedures and presentidsineport our conclusions about the
effectiveness of the disclosure controls and pros] as of the end of the period covered by #psnt based on such evaluation; and

c. disclosed in this report any change in the teig's internal control over financial reportitngit occurred during the registrant's most recent
fiscal quarter that has materially affected, aei@sonably likely to materially affect, the regastt's internal control over financial reporting;
and

5. The registrant's other certifying officer anablve disclosed, based on our most recent evaluatiioiernal control over financial reporting,
to the registrant's auditors and the audit committeregistrant's board of directors:

a. all significant deficiencies and material weases in the design or operation of internal corttvelr financial reporting which are
reasonably likely to adversely affect the regigtsaability to record, process, summarize and rtefraincial information; and

b. any fraud, whether or not material, that invelweanagement or other employees who have a signifiole in the registrant's internal
control over financial reporting



Date: August 13, 2003

/sl Mchael El-HIIlow

M chael El-H Il ow
Executive Vice President, Chief Financial
O ficer (Principal Financial Oficer)



EXHIBIT 32.1

Certification of the Chief Executive Officer Pursiiao 18 U.S.C. Section 1350, as Adopted Pursue8tttion 906 of the Sarbanes-Oxley
Act of 2002

In connection with the accompanying Form 10-Q of/&ated Energy Industries, Inc. (the "Company")tfier quarter ended June 30, 2003
(the "Report"), |, Douglas S. Schatz, Chief ExeiDfficer and President of the Company, certifyrspiant to 18 U.S.C. Section 1350, as
adopted pursuant to

Section 906 of the Sarbanes-Oxley Act of 2002, that

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

(2) The information contained in the Report faplgsents, in all material respects, the finana@aldition and results of operations of the
Company.
Date: August 13, 2003

/'s/ Douglas S. Schatz

Dougl as S. Schatz
Chi ef Executive Oficer and President

A signed original of this written statement reqdit®y Section 906 has been provided to the Compady| be retained by the Company
and furnished to the Securities and Exchange Cosioni®r its staff upon reque:



EXHIBIT 32.2

Certification of the Chief Financial Officer Pursiido 18 U.S.C. Section 1350, as Adopted Pursue8tttion 906 of the Sarbanes-Oxley Act
of 2002

In connection with the accompanying Form 10-Q of/&ated Energy Industries, Inc. (the "Company")tfier quarter ended June 30, 2003
(the "Report"), I, Michael El-Hillow, Chief Finarali Officer of the Company, certify, pursuant tol&.C. Section 1350, as adopted pursuant
to Section 906 of the Sarbanes-Oxley Act of 200at:t

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

(2) The information contained in the Report faplgsents, in all material respects, the finanaaldition and results of operations of the
Company.

Date: August 13, 2003
/sl Mchael El-HIlow

M chael El-H Il ow
Chi ef Financial Oficer

A signed original of this written statement reqdit®y Section 906 has been provided to the Compadyl be retained by the Company
and furnished to the Securities and Exchange Cosioni®r its staff upon request.

End of Filing
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