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PART I FINANCIAL INFORMATION

Item 1-Financial Statements:

SOUTHWALL TECHNOLOGIES INC.

CONSOLIDATED BALANCE SHEETS

(in thousands, except per share data)

ASSETS

Current Assets

Cash and cash equivalents

Restricted cash

Accounts receivable, net of allowance for bad debts of $584 and $640
Inventories, net

Other current assets

Total current assets

Property, plant and equipment, net
Other assets

Total assets

LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:

Bank line of credit

Accounts payable

Accrued compensation

Other accrued liabilities

Government grants advanced

Current portion long-term debt

Long-term debt reclassified to current

September 30,
2001

(Unaudited)

3,145
1,195
12,118
5,716
1,606
23,780

48,026
3,226
75,032

5,498
11,643
2,029
5,220
976
8,204
17,022

December 31,
2000

61
1,849
13,317
10,174
2,008
27,409

49,884
3,169
80,462

8,719
16,857
1,915
4,551
1,085
5,806
20,624
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Total current liabilities 50,592 59,557
Other 744 767
Total liabilities 51,336 60,324

Stockholders' equity:

Common stock, $0.001 par value, 20,000 shares authorized; issued and

outstanding 8,311 and 7,889 8 8
Capital in excess of par value 52,549 51,764
Less cost of treasury stock, 123 and 166 shares outstanding (312) (839)
Notes receivable 107) 99)
Cumulative translation adjustment (359) (151)
Accumulated deficit (28,083 ) (30,545 )
Total stockholders' equity 23,696 20,138
Total liabilities and stockholders' equity $ 75,032 $ 80,462

See accompanying notes to consolidated financial statements.



Edgar Filing: SOUTHWALL TECHNOLOGIES INC /DE/ - Form 10-Q

SOUTHWALL TECHNOLOGIES INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

(in thousands, except per share data)

(Unaudited)
Three Months Ended Nine Months Ended
September 30, October 1, September 30, October 1,
2001 2000 2001 2000
Net revenues 22,777 $ 26,361 62,436 $ 64,398
Costs and expenses
Cost of sales 15,629 19,399 46,798 51,104
Research and development 1,386 1,921 3,995 5,010
Selling, general and administrative 2,688 5,621 8,401 10,715
Legal settlement - 0 - 402
Total costs and expenses 19,703 26,941 59,194 67,231
Income (loss) from operations 3,074 (580 ) 3,242 (2,833)
Interest (expense), net 618 ) (946 ) (2,156 ) (1,966 )
Other income (expense), net (36) “4) 1,328 16
Income (loss) before provision for income taxes 2,420 (1,530 ) 2,414 (4,783 )
Provision for income taxes 11 (18) (48) 95)
Net income (loss) 2,409 $ (1,548 ) $ 2,462 $ (4,878 )
Net income (loss) per share:
Basic 0.29 $ 020) $ 0.31 $ (0.64)
Diluted 0.28 $ 020) $ 0.30 $ (0.64)
Weighted average shares of common stock and
dilutive common stock equivalents:
Basic 8,220 7,680 8,010 7,614
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Diluted 8,466 7,680 8,084 7,614

See accompanying notes to consolidated financial statements.
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SOUTHWALL TECHNOLOGIES INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

(Unaudited)

Increase (Decrease) in cash

Nine Months Ended,
September 30, October 1,
2001 2000
Cash flows (used in) or provided by operating activities:
Net income (loss) 2,462 (4,878 )
Adjustments to reconcile net income (loss) to net cash provided by operating
activities:
Depreciation and amortization 4,359 3,836
Change in assets and liabilities:
Accounts receivable, net 1,199 (4,547)
Inventories, net 4,459 (3,969 )
Other current and non-current assets 310 479
Accounts payable, and accrued liabilities (4,454 ) 9,257
Cash provided by operating activities 8,335 178
Cash flows from investing activities:
Restricted cash 654 (898 )
Expenditures for property, plant and equipment and other assets (4,679 ) (10,499 )
Net cash used in investing activities (4,025 ) (11,397 )
Cash flows from financing activities:
Proceeds from foreign government grants - 945
Proceeds from investment allowances 2,101 -
Proceeds from borrowings 1,055 8,521
Proceeds from sale of stock 970 -
Principal payments on borrowings (5,480 ) (1,413)
Repayment of stockholder's note receivable ) 805
Issuance (purchase) of treasury stock, net 342 721
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Net cash provided by (used in) financing activities (1,019) 9,579
Effect of foreign exchange rate changes on cash (208 ) -
Net increase (decrease) in cash and cash equivalents 3,083 (1,640 )
Cash and cash equivalents, beginning of year 61 1,772
Cash and cash equivalents, end of period $ 3,144 $ 132

See accompanying notes to consolidated financial statements.
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SOUTHWALL TECHNOLOGIES INC. NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (in thousands)

(Unaudited)

Note 1 Interim Period Reporting:

While the information presented in the accompanying consolidated financial statements is unaudited, it includes all adjustments
(consisting only of normal recurring adjustments) which, in the opinion of management, are necessary to present fairly the Company's financial
position and results of operations, and changes in financial position as of the dates and for the periods indicated.

Certain information and footnote disclosures normally contained in financial statements prepared in accordance with generally
accepted accounting principles have been condensed or omitted. It is suggested that these consolidated financial statements be read in
conjunction with the financial statements contained in the Company's Form 10-K/A for the year ended December 31, 2000 filed on April 11,
2001. The results of operations for the interim periods presented are not necessarily indicative of the operating results of the full year.

Note 2 Balance Sheet:

Restricted Cash

Restricted cash consists of the unapplied portion of grants received from the German government to co-finance the costs of the
construction of the Company's German facility. In the event the Company fails to meet certain conditions related to the grants, the German
government has the right to reclaim the grant. (See Note 6)

Inventories, net

Inventories are stated at the lower of cost (determined by the first-in- first-out method) or market. Inventories consisted of the
following:

September 30, 2001 December 31, 2000
Raw Materials $ 3573 $ 4,394
Work-in-progress 1,645 4,799
Finished goods 489 981
Total inventories $ 5707 $ 10,174

10
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Government Grants Advanced

Government grants advanced consists of grant monies received from the German government that are subject to certain conditions (see
Note 5 Government Grant). Upon approval and receipt of the grants from the government, the funds are applied as a reduction of the costs of
the German manufacturing facility. In the event the Company fails to meet these conditions, the grants the government has the right to reclaim
the grants.

Note 3 Net income (loss) per share:

Basic net income (loss) per share is computed by dividing income available to common shareholders (numerator) by the weighted
average number of common shares outstanding (denominator) for the period. Diluted net income (loss) per share gives effect to all dilutive
potential common shares outstanding during the period. The computation of diluted earnings per share uses the average market prices during the
period. During each of the periods presented there were no differences between the numerators used for calculation of basic and diluted net
income (loss) per share. The total amount of the difference in the basic and diluted weighted average shares of common stock and common stock
equivalents in the periods where there is net income is attributable to the effect of dilutive stock options. In net loss periods, the basic and diluted
weighted average shares of common stock and common stock equivalents are the same because inclusion of stock options would be
anti-dilutive.

Note 4 Financing Line of Credit:

The Company has a $10 million receivable financing line of credit with a bank. Availability under the line of credit is based on 80% of
the approved accounts receivable balance and bears a finance fee of 0.088% per month of the average daily account balance outstanding during
the settlement period. In connection with the line of credit, the Company has granted the bank a continuing lien upon and security interest in, and
right of set off with respect to all of the Company's rights, title and interest in all accounts receivable, inventory, monies, remittances and fixed
assets. There were $5.5 million of borrowings outstanding under this line of credit at September 30, 2001. (See Note 9-Going Concern and Loan
Covenants)

11
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Note S Long-term debt:

The Company's long-term debt consisted of the following at September 30, 2001:

Scheduled

Principal Payments

Balance at Remaining for
Description Rate September 30, 2001 2001
Financing Line of Credit $ 5,498
Long-term debt
Promissory note dated May 6, 1997 LIBOR +.4375 8,750 $ 1,250
Sales-leaseback agreement dated July 19, 1999 13.0 % 2,321 711
Sales-leaseback agreement dated October 19, 1999 13.0 % 2,446 1,374
German bank loan dated May 12, 1999 6.1 % 2,568 78
German bank loan dated May 28, 1999 71 % 2,284 -
German bank loan dated May 28, 1999 3.8 % 1,303 =
German bank loan dated December 1, 1999 72 9 1,937 54
German bank loan dated August 14, 1999 5.8 % 1,541 =
German bank loan dated June 29, 2000 58 % 552 52
German bank loan dated July 20, 2000 71 % 389 39
German bank loan dated December 19, 2000 75 % 236 -
Note Payable dated September 21, 2001 - 820 150
Other equipment financings 79 8
Total long-term debt - 25,226 3,716
Less current portion 8,204
Less long-term portion-reclassified to current 17,022
Long-Term Debt $ 0

The promissory note dated May 6, 1997 is payable to Sanwa Bank. The note payments are guaranteed by Teijin Limited in Japan
(Teijin), a stockholder and supplier of the Company. The Teijin guarantee is collateralized by certain equipment located in the Company's
Tempe manufacturing facility and inventory, to the extent necessary to provide 120% net book value coverage of the outstanding loan balance.
The interest rate on the loan is re-set semi-annually at LIBOR plus 0.4375% (5.25% and 7.45% at September 30, 2001 and October 1, 2000
respectively). The Company is also subject to certain financial covenants. A loan guarantee service fee is payable to Teijin semi-annually on the
outstanding balance at the rate of 0.5625%. The note provides for semi-annual payments of interest only during the first four years, followed by
semi-annual installments, plus interest for the four year term beginning in May, 2001. The remaining scheduled principal payments for 2001 are
$1.25 million. Teijin also received warrants in 1997 to purchase 158,000 shares of the Company's common stock at $9 per share. These warrants
were not exercised and expired on May 30, 2000. At September 30, 2001 the Company was not in compliance with certain of the financial
covenants with Teijin, the guarantor, pertaining to this promissory note. The Company received a waiver from Teijin through October 1, 2001.

Description 12
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Teijin did not agree to extend the waiver beyond this date. Accordingly, the Company has reclassified the balance of the note from long-term
debt to current liabilities in the balance sheet. (See Note 9 GOING CONCERN AND LOAN COVENANTS) The Company has begun
discussions with the guarantor regarding amending the financial covenants of this loan agreement, or waiving the financial covenants of this loan
agreement as of December 31, 2000. However, the Company can make no assurances regarding the successful outcome of those discussions

Description 13
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During 1999, the Company entered into two equipment sale-leaseback agreements with a leasing company ("Lessor"). Because the
Company has an option to purchase the equipment at a price to be determined between the Company and the Lessor at the end of the lease
period, the sale-leaseback agreements have been treated as financing. One lease agreement has a lease term of three years and the other lease
agreement has an initial lease term of two years with an option to extend it for an additional year. At September 30, 2001, the Company had a
total of $4.8 million outstanding under these leases. The leases are collateralized by the leased equipment and certain other production
equipment of the Company. The effective interest rate of both leases is approximately 13% per annum and they are repayable over their lease
term commencing in May 2000. Additionally, the Company has provided the Lessor an irrevocable standby letter of credit in the amount of
$0.5 million to collateralize all of the Company's obligations under these agreements. The letter of credit shall not expire before January 1, 2002.
In addition, $1 million of the amounts due from the Lessor was not funded, but will be released upon the Company satisfying certain financial
conditions. Due to the uncertainty of compliance with these financial conditions, the Company has classified this amount under non-current
"Other Assets." However, the amount payable to the Lessor under the capitalized leases includes the unfunded amount of $1.0 million. (See
Note 9 GOING CONCERN AND LOAN COVENANTS)

On May 12, 1999, the Company entered into a loan agreement with a German bank that provides for borrowings up to $2.9 million
(DM 6.0 million). Under the terms of this agreement, the funds were used solely for the purpose of capital investment by the Company s German
subsidiary. The term of the loan is 10 years and the principal is repayable in Deutschemarks after the end of one year in 36 quarterly payments.
The loan bears interest at 6.1% per annum for the first five years, and will be adjusted to the prevailing rate at the end of the fifth year. At
September 30, 2001, the amount outstanding under this bank loan was $2.6 million. (See Note 9 GOING CONCERN AND LOAN
COVENANTS)

On May 28, 1999, the Company entered into a general loan agreement with a German bank. Under the terms of the loan agreement,
funds are available in three tranches, and shall be used solely for the purpose of capital investment by the German subsidiary. The first tranche
provides for borrowings of $2.2 million (DM 4.89 million) for a term of twenty years. The principal is repayable after ten years in twenty equal,
semi-annual payments. The loan bears fixed interest of 7.1% per annum for the first ten years. At September 30, 2001, the amount outstanding
was $2.3 million. The second tranche provides for borrowings of $1.5 million (DM 3.35 million) for a term of seven years and the principal is
repayable after one year in twelve equal, semi-annual payments. The loan bears fixed interest at 3.8% per annum for the period of seven years.
At September 30, 2001, the amount outstanding was $1.3 million. The third tranche, dated December 1, 1999, provides for borrowings of
$1.87 million (EURO 2.121 million) for a term of ten years, and the principal is repayable after one year, in thirty six equal quarterly payments.
The loan bears fixed interest of 7.15% per annum for the first five years. At September 30, 2001, the amount outstanding was $1.9 million. All
of the proceeds from the loans were received during 1999. (See Note 9 GOING CONCERN AND LOAN COVENANTS)

On August 14, 1999, the Company entered into a loan agreement with a German bank that provides for borrowings up to $1.7 million
(DM 3.3 million). Under the terms of this agreement, the funds will be used solely for the purpose of capital investment by the German
subsidiary. The principal balance is due in a single payment on June 30, 2009 and bears interest at a rate of 5.8% per annum. The interest is
payable quarterly in Deutschemarks. 50% of the loan proceeds are restricted in an escrow account for the duration of the loan period and are
classified as non-current "Other Assets." At September 30, 2001, the amount outstanding under this bank loan was $1.5 million. (See
Note 9 GOING CONCERN AND LOAN COVENANTS)

On June 29, 2000, the Company entered into a loan agreement with a German bank that provides for borrowings up to $0.5 million
(DM 1.0 million). Under the terms of this agreement, the funds will be used solely for the purpose of capital investment by the German
subsidiary. The principal balance is repayable in 12 equal quarterly payments beginning June 2001 and bears interest at a rate of 5.8% per
annum. The interest is payable quarterly in Deutschemarks. At September 30, 2001, the amount outstanding under this bank loan was $0.5
million. (See Note 9 GOING CONCERN AND LOAN COVENANTS)

On July 20, 2000, the Company entered into a loan agreement with a German bank that provides for borrowings up to $0.5 million
(EURO 0.5 million). Under the terms of this agreement, the funds will be used solely for the purpose of capital investment by the German
subsidiary. The principal balance is repayable in 12 quarterly payments beginning June 2001 and bears interest at a rate of 7.1% per annum. The
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interest is payable quarterly in EURO dollars. At September 30, 2001, the amount outstanding under this bank loan was $0.4 million. (See
Note 9 GOING CONCERN AND LOAN COVENANTY)

On December 19, 2000 the Company entered into a loan agreement with a German bank that provides for borrowings up to $0.2
million (EURO 0.3 million). Under the terms of this agreement, the funds will be used solely for the purpose of capital investment by the
German subsidiary. The principal balance is repayable in 12 quarterly payments beginning March 2002 and bears interest at a rate of 7.5% per
annum. The interest is payable quarterly in EURO dollars. At September 30, 2001, the amount outstanding under this bank loan was
$0.2 million. (See Note 9 GOING CONCERN AND LOAN COVENANTS)

The preceding German bank loans are collateralized by the production equipment, building and land owned by the German subsidiary.

On September 21, 2001, the Company entered into a note payable agreement with the manufacturer of the Company s PM7, located at
its Tempe facility, for the remaining balance owed on the machine, in the amount of $0.96 million. The first installment on the note was paid on
September 26, 2001 in the amount of $0.14 million. The remaining balance of the note will be paid in 16 monthly installments.

Other long-term debt consists of capitalized leases related primarily to certain computer equipment used by the Company.
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Scheduled principal reductions of long-term debt for the balance of 2001 and the fours years following and thereafter, are as follows:

Year Amount
2001 - fourth quarter $ 3,715
2002 - annual 6,394
2003 - annual 4,479
2004 - annual 3,512
2005 - annual 787
Thereafter 6,339
Total $ 25,226

The Company incurred total interest expense of $0.6 million and $1.2 million in third quarter of 2001 and 2000, respectively, and $2.2
million and $3.6 million for the first nine months of 2001 and 2000 respectively. Of these amounts, the Company capitalized $0.0 million and
$0.2 million in the third quarter of 2001 and 2000, respectively, and $0.04 million and $1.67 million for the first nine months of 2001 and 2000
respectively as part of the costs related to the construction of new production machines and facilities.

Note 6 Government Grant:

The Company received a grant award (the "Grant"), from the State Government of Saxony in Germany (the "Grantor") in May 1999.
The Grant provides for investment grants to a maximum amount of $9.9 million (DM 20.3 million). As of September 30, 2001, the Company
had received approximately $4.9 million (DM 9.7 million) under this Grant and accounted for the Grant by applying the proceeds received
against the cost of the German manufacturing facility. Additionally, the Company has received $0.9 million of government grants that have been
recorded as an advance until the Company earns the grant through future expenditures. In addition, during 2000, the Company also received
$1.0 million (DM 2.1 million) in investment allowances from the German government and those proceeds were applied as a reduction of the cost
of the German manufacturing facility. The Company has received an additional $2.1 million (DM 4.4 million) in investment allowances from
the German government in 2001. Those funds were applied as a reduction of the cost of the German manufacturing facility. The Company's total
investment in the German operations at September 30, 2001 was $24.8 million (DM 52.2 million).

The Grant is subject to the following requirements:

a) The grant is earmarked to co finance the costs of the construction of a facility to manufacture XIR® film for the automotive
glass industry, located at Grossroehrsdorf, Germany.

b) The construction period for the project is from March 15, 1999 to March 14, 2002.

c) The total investment should be at least $39.2 million (DM 80.3 million) excluding grants received.
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d) The project must create at least 143 permanent jobs and 7 apprenticeships by March 15, 2002.

In the event that the Company fails to meet the above requirements, the Grantor has the right to reclaim the Grant. Presently, the
Company cannot determine the total investment that will be made in the German facility and is in the process of reviewing the total investment
and timing thereof with the Grantor. The Company believes that it will not meet all of the conditions of the Grant due to the inability of the
equipment manufacturer to provide the equipment in time to meet the mandated schedule, and the availability of financing to the Company. The
Company has begun informal discussions with the Saxony government regarding amending the grant conditions, but is unable to predict the
outcome and the impact, if any, on the Company's obligations under the grant.

The Company is eligible for additional investment allowances from the German government amounting to $3.7 million (DM
7.7 million) calculated based on a capital investment of $39.2 million (DM 80.3 million), subject to European Union regulatory approval.

The investment allowance is subject to the following requirements:

a) The movable and immovable assets which acquisition costs are taken into account in determining the investment allowance
shall be employed within the subsidized territory for a period of at least five years following the acquisition or production.

b) The movable assets which acquisition costs are taken into account in determining the increased investment allowance shall
remain in a business that is engaged in the processing industry, or in a similar production industry for a period of at least five years following the
acquisition or production.

In the event that the Company fails to meet the above requirements, the investment allowance must be paid back, with interest.
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Note 7 Segment Reporting:

The Company operates in one segment, the advanced film coatings segment, and is organized for operating decision-making and
performance assessment on the basis of products and services. It derives revenues from three product lines  Electronic Display, Automotive
Glass and Architectural Products, as follows:

Three Months Ended Nine Months Ended
September 30, October 1, September 30, October 1,
2001 2000 2001 2000
Electronic display $ 7,318 $ 15343 § 22,824 $ 36,017
Automotive glass 10,817 5,866 28,191 15,639
Architectural 4,642 5,152 11,421 12,742
Total net revenues $ 22,777 $ 26,361 $ 62,436 $ 64,398

The following is a summary of net revenues by geographic area for the third quarter of 2001 and 2000, and the first nine months of
2001 and 2000 respectively.

Three Months Ended Nine Months Ended
September 30, October 1, September 30, October 1,
2001 2000 2001 2000
United States $ 4,643 $ 4607 $ 10,070 $ 9,987
South America 137 149 454 452
Pacific Rim 2,429 5,448 7,873 11,543
Japan 5,526 10,291 17,897 25,943
Europe 9,971 5,605 25,834 15,633
Canada 71 261 308 840
Total net revenues g 22,777 $ 26361 $ 62,436 $ 64,398

Four customers accounted for 23.8%, 23.4%, 13.4% and 0.0%, respectively, of net sales in the nine months ended September 30, 2001, and
14.3%, 40.4%, 5.7% and 13.3%, respectively, in the comparable period ended October 1, 2000.
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Note 8 Contingencies:

The company is a defendant in an action filed on April 5, 1996, Four Seasons Solar Products Corp vs. Black & Decker, Bostik, Inc. and
Southwall Technologies, Inc., No. 5 CV 1695, pending in the United States District Court for the Eastern District of New York. Plaintiff is a
manufacturer of insulated glass units which incorporate the Company's Heat Mirror® film. Plaintiff alleges that a sealant provided by
co-defendant is defective, asserts causes of action for breach of contract, unfair competition, and fraudulent concealment, and seeks monetary
damages of approximately $36.0 million for past and future replacement costs, loss of customer goodwill, and punitive damages against all
defendants. The Company has filed a motion to dismiss. The Court has dismissed the unfair competition and fraudulent concealment claims
against the Company. It still has under advisement the Company's motion to dismiss the breach of contract claim. The Company believes the
claim to be without merit and will vigorously defend the action, should the breach of contract claim survive the motion to dismiss.

The Company was named a defendant in a class action lawsuit filed on March 9, 1998 by Richard McKernan in the Superior Court of
California, County of Santa Clara. The Company has reached a settlement with plaintiffs in the amount of $3.75 million, which will be funded
by the Company s insurance carrierThe insurance carrier has not indicated whether it intends to pursue the Company for reimbursement of the
settlement amount. The cost of the defense of the McKernan action is being paid by the Company's insurer.

The Company's German subsidiary is a defendant in a lawsuit filed by one of its suppliers on March 21, 2000 in a German court to
seek payment of $0.9 million for engineering services rendered in connection with developing the initial plans for the German facility. The
Company issued letters of award to the plaintiff amounting to $0.3 million prior to terminating plaintiff's services for not meeting the Company's
expectations. The plaintiff claims fees for services rendered, including the costs of significant modifications and revisions requested by the
Company calculated in accordance with the German Federal Schedule of Architects' fees. The plaintiff further alleges that the Company utilized
plaintiff's planning work in further developing the plant. The Company believes that the suit is without merit and intends to vigorously defend its
position. The Company has accrued $0.8 million as a liability on the balance sheet at September 30, 2001 in the event this amount will be
awarded to the plaintiff.

In August 2000, the Company, its Chief Executive Officer, Thomas G. Hood, and former Chief Financial Officer, Bill R. Finley, were
named as defendants in seven lawsuits, all filed in the United States District Court for the Northern District of California (Docket Nos:
C-00-2792-MMC; C-00-2795-BZ; C-00-2834-SC; C-00-20856-EAI; C-00-3007-EDL; C-00-3027-JCS; and C-00-3079-MMC) (the "Actions")
all alleging violations of the federal securities laws. Each of the plaintiffs in the Actions alleges that he purchased shares of the Company's
common stock and seeks to represent a class of shareholders who purchased shares during the period July 26, 2000 through August 1, 2000, such
dates constituting the period from the Company's release of its financial results for the first quarter of FY 2000, to the date that it issued its press
release announcing that it would be restating its financial statements for that quarter. The substantive allegations in each of the Actions are
essentially the same, i.e., that the defendants knew, or were reckless in not knowing, that the Company's first quarter financial statements were in
error and violated generally accepted accounting principles, and that as a result the putative class members purchased stock at artificially inflated
prices and were damaged. In the third quarter of 2001, the parties reached agreement on a settlement, in the amount of $4.2 million, which has
received final approval from the court. The negotiated settlement was paid entirely by the Company's insurers.

In October 2000, the Company was served with a complaint entitled Hurd Millwork, Inc. v. Southwall Technologies, Inc., et. al.,
United States District Court, Northern District of California, Case No. C00-3820 (CRB). Hurd is a manufacturer of insulated glass units which
incorporate Heat Mirror® film. Hurd alleges that various failures and deficiencies associated with the insulated glass units give rise to warranty
and other consumer claims. Hurd is seeking monetary damages for past and future replacement costs, litigation expenses, and punitive damages.
The complaint alleges $32 million in damages and $25 million in restitution. The Company believes Hurd's action to be without merit and
intends to strenuously defend against it. The Hurd action is still in the early discovery phase and the Company is awaiting receipt of Hurd's
production of relevant documents to support the suit. The Court has scheduled the trial for March 4, 2002. The defense of the Hurd action is
being paid, in part, by the Company's insurers. The Company has agreed to pay the difference between its legal fees and the insurance
company's legal fees. The Company believes the difference in legal fees is immaterial, therefore no amount has been accrued at September 30,
2001.
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In addition, the Company is involved in certain other legal actions arising in the ordinary course of business. The Company believes,
however, that none of these actions, either individually or in the aggregate, will have a material adverse effect on the Company's business or its
consolidated financial position or results of operations.
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Note 9 Going Concern and Loan Covenants

Loan Covenants

Pursuant to the Teijin guaranty, the German bank loans, and lease agreements described in Note 5, and related terms, conditions and
covenants, the Company requested waivers from Teijin Limited, the German banks and the leasing company as discussed below, related to the
Company's default, or event of default pursuant to these respective agreements or otherwise arising in connection with the Company's
requirement to restate prior financial periods, the financial position of the Company reflected in such restated financial statements, the
Company's failure to file its Form 10-Q for the second quarter of 2000 in a timely manner and trading halts or other actions taken or threatened
to be taken by NASDAQ, or any law suits filed or threatened to be filed in connection with such restatements or late filings.

On September 7, 2000, Teijin provided Southwall with a letter waiving any defaults through October 1, 2001 arising out of the
Company's failure to comply with the Minimum Quick Ratio and Maximum Debt-To-Tangible Net Worth financial covenants. Further, Teijin
waived any event of default related to the Company's requirement to restate prior financial periods, the financial position of the Company to be
reflected in such restated financial statements, the Company's failure to file its Form 10-Q for the second quarter of 2000 in a timely manner, any
trading halts or other actions taken or threatened by NASDAQ, or any lawsuits filed or threatened in connection with such restatements or late
filings or otherwise. Teijin has not agreed to extend this waiver beyond the October 1, 2001 date. As a result, the Company has reclassified the
Sanwa Loan, to which this guaranty applies, from long-term to current liabilities in the September 30, 2001 balance sheet. The Company has
begun discussions with Teijin regarding amending, or waiving the financial covenants as of December 31, 2000. However, the Company can
make no assurances regarding the successful outcome of those discussions.

The Company received in October, 2000 from the German banks a waiver of the events of default pursuant to the German bank
agreements but the German banks did not provide a waiver of the events of default or any rights it may have with respect to any further material
adverse change in the financial condition of the Company resulting from the events of default and the German banks have reserved the right to
terminate the loan agreements if the expectations relating to turnover and profit as provided by the Company do not occur and provide a cause
for termination. The Company cannot currently determine with reasonable certainty whether it will be able to comply with these provisions and
accordingly has reclassified these loans from long-term to current liabilities in the balance sheet.

In November, 2000, the Company received from the leasing company for the sale-leaseback agreements dated July 19, 1999 and
October 19, 1999 a partial waiver of the events of default pursuant to the agreements. However it reserved its right to declare an event of default
based on the Company's financial condition. Accordingly, the Company has reclassified these agreements from long-term to current liabilities in
the balance sheet.

Going Concern

These consolidated financial statements have been prepared assuming that the Company will continue as a going concern. The
Company has significant current and long-term debt containing certain covenants, with which the Company has not complied, requiring the
Company to obtain waivers and to classify, as a current liability, the debt for which waivers have not been obtained. The Company must meet
certain commitments for debt service payments that raise substantial doubt about its ability to continue as a going concern. The financial
statements do not include any adjustments that might result from the outcome of this uncertainty. As a result of this uncertainty, the Company
may not be able to meet its debt service obligations without additional financing. However, the Company can give no assurances it will be
successful in obtaining the required additional financing on favorable terms, or upon any terms.
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Item 2 Management's Discussion and Analysis of Financial Condition and Results of Operations:

Except for the historical information contained herein, certain matters discussed in this Form 10-Q Report are forward looking
statements that involve risks and uncertainties, including those discussed below under "Risk Factors" and in the Company's Annual Report on
Form 10-K/A. Actual results may differ materially from those projected. These forward looking statements represent the Company's judgment as
of the date of the filing of this Form 10-Q Report. The Company disclaims, however, any intent or obligation to update these forward looking
statements.

General

We are a designer and manufacturer of technologically advanced thin-film coatings that selectively absorb, reflect or transmit light and
electromagnetic and infrared emissions. Our products are used in a number of electronic, automotive and building products to enhance optical
and thermal performance characteristics, improve user comfort and reduce energy costs. From our founding in 1979 through the early 1990's, we
developed and produced thin-film coated substrates primarily for residential and commercial buildings, and for military applications. In the early
1990's, we began to develop products for the electronic display and automotive markets.

In 1996, we realized our first material revenue from the electronic display and automotive markets. For the nine months ended
September 30, 2001 the automotive sector accounted for 45.2% of our revenues, with the electronic display products contributing 36.6% of our
revenues and the architectural market accounting for the balance.

Several factors affect our gross margins, including manufacturing efficiencies, product mix, product differentiation, inventory
management, volume pricing, and the start-up of equipment and new plants. Over the past several years, each of these factors has contributed to
margin volatility as we have added new capacity to meet the demand of our electronics and automotive markets.
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Three Months Ended September 30, 2001 Compared with Three Months Ended October 1, 2000

Net revenues

Net revenues decreased by $3.6 million, or 13.6%, to $22.8 million for the third quarter of 2001, from $26.4 million for the third
quarter of 2000. Sales to the automotive market increased by $4.9 million, or 83.1%, to $10.8 million for third quarter of 2001, from $5.9 million
for the third quarter of 2000. This increase was primarily attributable to increased production from the Company s German operations. Sales to
the electronic display market decreased by $8.0 million, or 52.3%, to $7.3 million for the third quarter of 2001, from $15.3 million for the third
quarter of 2000. The decrease was the result of an on-going, worldwide slowdown in the sale and manufacture of personal computers. Sales to
the architectural market decreased $0.6 million, or 11.5%, to $4.6 million for the third quarter of 2001, from $5.2 million for the third quarter of
2000. The decrease was primarily the result of the diversion of manufacturing capacity, previously used to produce products for the architectural
market, to manufacture products for the automotive market.

Cost and expenses

Cost of sales. Cost of sales expense consists primarily of materials, production labor and machine overhead.
Cost of sales decreased $3.8 million, or 19.6%, to $15.6 million for the third quarter of 2001, from $19.4 million in
the third quarter of 2000. As a percentage of net revenues, cost of sales decreased to 68.4% of net revenues for the
third quarter of 2001, from 73.5% of net revenues in the third quarter of 2000. The higher costs in 2000, as a
percentage of revenues, was due to greater start-up costs in the Company's Tempe and German operations, higher
Electronic Display product revenues, which have higher costs. Additionally, cost savings resulting from the reduction
in force of the Tempe and Palo Alto operations effected during the first quarter of 2001, and manufacturing yield
improvements realized during the third quarter of 2001 further contributed to the improvement in margin.

Research and development expenses. Research and development spending decreased $0.5 million, or 26.3%, to
$1.4 million in the third quarter of 2001, from $1.9 million in the third quarter of 2000. Research and development
expenses decreased to 6.1% of net revenues for the third quarter of 2001, from 7.2% of net revenues for the third
quarter of 2000. The reduction was the result of cost containment measures taken by the Company.

Selling, general and administrative expenses. Selling, general and administrative expenses normally consist primarily
of corporate and administrative overhead, selling commissions, advertising costs and occupancy costs. These expenses
decreased $2.9 million, or 51.8%, to $2.7 million in the third quarter of 2001, from $5.6 million for the same period in
2000. Selling, general and administrative expenses decreased to 11.8% of net revenues for the third quarter of 2001,
from 21.2% of net revenues for the third quarter of 2000. The higher costs in 2000 were the result of accounting, legal
and consulting costs incurred relating to the restatement of the Company s financial results for 1999 and the first
quarter of 2000.

Income (loss) from operations
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The Company realized a profit of $3.1 million for the third quarter of 2001, compared to a loss of $0.6 million for the third quarter of
2000. The increase in the Company s profitability in the third quarter of 2001, compared to the same period last year, was attributable to
professional fees incurred during the third quarter of 2000 related to the restatement of the Company s financial results, and, during the third
quarter of 2001, improved manufacturing efficiency, revenue from the Company's German operations, in addition to cost savings resulting from
the reduction in force of the Tempe and Palo Alto operations effected during the first quarter of 2001.

Interest (expense), net

The Company incurred interest expense on borrowings of $0.6 million and $0.9 million in the third quarter of 2001 and 2000,
respectively. The decrease in interest expense principally results from a reduction in borrowings under the Company s revolving line of credit,
and lower interest rates on bank debt.

Other income (expense), net

Other income (expense), net includes rental income, interest income and foreign exchange transaction gains and losses. The Company
recorded other expense of $35,800in the third quarter of 2001 compared with other expense of $3,800 in the corresponding 2000 period. Certain
transactions with foreign suppliers are denominated in foreign currencies rather than U.S. dollars. As exchange rates fluctuate relative to the U.S.
dollar, exchange gains and losses occur.

Income (loss) before provision for income taxes

The Company reported a pre-tax profit of $2.4 million for the third quarter of 2001, compared to a pre-tax loss of $1.5 million for the
third quarter of 2000. The improvement in performance was primarily due to additional revenue generated by the Company's German
operations, tighter cost controls and improved manufacturing efficiency.
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Nine Months Ended September 30, 2001 Compared with Nine Months Ended October 1, 2000

Net revenues

Net revenues decreased $2.0 million, or 3.1%, to $62.4 million for the first nine months of 2001, from $64.4 million for the first nine
months of 2000. Sales to the Automotive market increased by $12.6 million, or 80.8%;, to $28.2 million for the first nine months of 2001, from
$15.6 million for the first nine months of 2000. This increase is primarily attributable to the increased revenue in the first nine months of 2001,
from the Company s German operations, which began limited production of commercial automotive product in December 2000. Sales to the
Electronic Display market decreased by $13.2 million, or 36.7%, to $22.8 million for the first nine months of 2001, from $36.0 million for the
first nine months of 2000. The decrease was the result of the worldwide slowdown in the sale and manufacture of personal computers. Sales to
the Architectural market decreased $1.3 million, or 10.2%, to $11.4 million for the first nine months of 2001, from $12.7 million for the first
nine months of 2000. The decrease was primarily the result of the loss of a North American manufacturer that represented approximately 6% of
the Company's Heat Mirror sales, and the diversion of manufacturing capacity previously used to produce products for the Architectural market,
to manufacture products for the Automotive market.

Cost and Expenses

Cost of sales. Cost of sales decreased $4.3 million, or 8.4%, to $46.8 million for the first nine months of 2001,
from $51.1 million in the first nine months of 2000. As a percentage of net revenues, cost of sales decreased to 75.0%
of net revenues for the first nine months of 2001, from 79.3% of net revenues in the first nine months of 2000. The
higher costs in 2000, as a percentage of revenues, were due to greater start-up costs in the Company's Tempe and
German operations, and higher Electronic Display revenues during 2000, which generally yield lower margins as a
result of outside processing costs. Additionally, cost savings resulting from the reduction in force of the Tempe and
Palo Alto operations effected during the first quarter of 2001 and manufacturing yield improvements realized in the
first nine months of 2001 further contributed to the improvement in margin.

Research and development expenses. Our research and development spending decreased $1.0 million, or 20.0%, to
$4.0 million in the first nine months of 2001, from $5.0 million in the first nine months of 2000. Research and
development expenses decreased to 6.4% of net revenues for the first nine months of 2001, from 7.8% of net revenues
for the first nine months of 2000. The decrease in the first nine months of 2001 was primarily attributable to reduced
headcount and cost control measures introduced by the Company.

Selling, general and administrative expenses. These expenses decreased $2.3 million, or 21.5%, to $8.4 million in the
first nine months of 2001, from $10.7 million in the first nine months of 2000. Selling, general and administrative
expenses, as percentage of revenue, decreased to 13.5% for the first nine months of 2001, from 16.6% for the first
nine months of 2000. The higher costs in 2000 were the result of accounting, legal and consulting costs incurred
relating to the Company s restated financial results.

Legal Settlement.
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In the second quarter of 2000, the Company accrued $0.4 million in settlement of a legal matter.

Income (loss) from operations

Income from operations was $3.2 million for the first nine months of 2001 compared to a loss of $2.8 million for the first nine months
of 2000. The improvement was due to improved manufacturing efficiency cost reduction programs put in place in the Palo Alto and Tempe
operations, and a reduction in professional fees incurred during the third quarter of 2000.

Interest (expense), net

The Company incurred net interest expense on borrowings of $2.2 million and $2.0 million for the first nine months of 2001 and 2000,
respectively, and capitalized interest incurred in connection with construction in process of $0.04 million and $2.6 million for the first nine
months of 2001 and 2000, respectively. The increase in net interest expense principally results from the completion of construction in process
related to the German and Tempe plants in late 2000.

Other income (expense), net

Other income (expense), net includes rental income, interest income and foreign exchange transaction gains and losses. The Company
recorded other income of $1.3 million for the first nine months of 2001, compared with $0.02 million in the corresponding 2000 period. Certain
transactions with foreign suppliers are denominated in foreign currencies (principally Japanese Yen) rather than U.S. dollars. As exchange rates
fluctuate relative to the U.S. dollar, exchange gains and losses occur.

Income (Loss) before provision for income taxes

The Company recorded a pre-tax profit of $2.4 million for the first nine months of 2001, compared to a pre-tax loss of $4.8 million for
the first nine months of 2000, due to additional revenue generated by the Company's German operations, and higher revenues from the
Automotive market, partially offset by a decrease in revenue from the Electronic Display market.
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Liquidity and Capital Resources

Capital expenditures

Since 1998, we have used borrowings, German government grants and cash from operations to fund our capital expenditures. During
1999, we invested approximately $24.0 million in capital expenditures, including approximately $13.5 million of progress payments for our new
manufacturing facility and first production machine (PM8) in Germany, approximately $7.5 million for two new production machines (PM6 and
PM?7) and leasehold improvements for our Tempe facility, and approximately $2.5 million for the upgrade of two production machines (PM1
and PM2) in Palo Alto. These investments were financed by $13.6 million of short and long-term debt, $4.9 million in German government
grants, $4.5 million of cash from operations, and cash on hand. The German government grants subject us to a number of covenants. (See Note 5
to Notes to Consolidated Financial Statements.)

We spent approximately $12.9 million for capital expenditures in 2000, including $9.8 million in our German facility, of which
$7.0 million represented final progress payments on our two new production machines (PM8 and PM9) in Germany and the completion of our
German facility. We financed our capital expenditures in Germany primarily through the receipt of $4.0 million of additional bank loans and
$1.0 million of subsidies from the German government and the release of $2.6 million of cash restricted by the German government to use in
financing the completion of our German facility. The German government may reclaim the grants if we fail to meet any of the covenants. (See
Note 6 to Notes of the Consolidated Financial Statements.) We invested an additional $3.1 million in our Tempe and Palo Alto operations for
leasehold improvements, computer equipment and improvements on our production machines.

In the first quarter of 2000, our second machine at Tempe (PM6) began to produce limited amounts of film for commercial use. An
additional machine (PM7) was delivered to Tempe in the third quarter of 2000, and it has been partially funded by a note payable to the
manufacturer of the machine . Additionally, we took possession of our new facility in Germany in May 2000, where PM8 was installed in the
third quarter and PM9 was installed in 2001. PM8 commenced production of commercial product in December of 2000, and PM9 began limited
commercial production in the second quarter of 2001. The Company expects that the remaining installments on the machines will be paid from
committed German bank loans. Presently, the Company can not predict the total investment that will be made in the German facility and is in the
process of reviewing the total investment and timing thereof. The Company believes that it will not meet all of the conditions to the Grant. The
Company has begun discussions with the Saxony government regarding amending the conditions associated with the grants, however, the
Company is unable to predict the outcome of these discussions, and the impact, if any, on the Company's obligations under the grant. See "Risk
Factors Our ability to meet future cash requirements may depend on our ability to retain grants received to date from the German Government."

In the first nine months of 2001, the Company spent approximately $2.6 million in capital expenditures, primarily in its German
operations on PM9. The $2.6 million in capital expenditures made during the first nine months of 2001, is net of $2.1 million in investment
allowances received during the third quarter of 2001, which relates to capital expenditures made by the Company during 2000. (See Note 6 -
Government Grant) The Company's total capital expenditures in 2001 are expected to be less than $4.0 million, and the expenditures are
expected to be used to expand production capacity, acquire personal computers for additional employees and upgrade the Company's computer
network.

Liquidity

Operating activities generated $0.2 million during the first nine months of 2000. In the first nine months of 2001, operating activities
generated $8.3 million in cash. Included in capital lease obligations on the balance sheets are $1.0 million of proceeds from a sale-leaseback
transaction in 1999. This amount was withheld by the lessor and classified in "Other Assets", and will not be released until the Company meets
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certain financial covenants. Furthermore, 50% of the proceeds from a $1.6 million loan from a German bank are restricted in an escrow account
for the duration of the loan period and are classified in "Other Assets." The Company has reclassified to "Restricted Cash" that portion of cash,
$1.2 million, which is restricted to payments for the facility in Germany.
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The following table sets forth the material terms of our short and long-term indebtedness at September 30, 2001:

Scheduled

Principal Payments

Balance at Remaining for

Description Rate Maturity September 30, 2001 2001
Financing Line of Credit $ 5,498
Long-term debt
Promissory note dated May 6, 1997 LIBOR

+.4375 1) 8,750 $ 1,250
Sales-leaseback agreement dated
July 19, 1999 13.0 % 2) 2,321 711
Sales-leaseback agreement dated
October 19, 1999 13.0 % 3) 2,446 1,374
German bank loan dated May 12, 1999 61 % ) 2,568 78
German bank loan dated May 28, 1999 7.1 % 3) 2,284 -
German bank loan dated May 28, 1999 3.8 % 6) 1,303 -
German bank loan dated December 1,
1999 7.2 % 7) 1,937 54
German bank loan dated August 14,
1999 5.8 % ®) 1,541 -
German bank loan dated June 29, 2000 5.8 % ©) 552 )
German bank loan dated July 20, 2000 71 % (10) 389 39
German bank loan dated December 19,
2000 7.5 % (11) 236 -
Note Payable dated September 21, 2001

- 12) 820 150

Other equipment financings 79 8
Total long-term debt i, - 25,226 3,716
Less current portion 8,204
Less long-term portion-reclassified to
current 17,022
Long-Term Debt $ 0
(1) We are required to make equal semi annual repayments from May 2001 through November 2004.
2) We are required to make equal monthly principal payments over the 36 month term of this financing.

Description

Start Date

May 2001

April 2000

March 2000
March 2001
December 2009
March 2001

December 2001

June 2009
June 2001
June 2001

March 2002

September
2001
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3) We are required to make equal monthly principal payments over the 24 month term of this financing.

“4) We are required to make equal quarterly principal payments over the 9 year repayment term of this financing starting
March 31, 2001.

) We are required to make equal semi annual principal payments for ten years from December 2009 through June 2019.
6) We are required to make semi annual principal payments for six years from March 2001 through September 2006.

@) We are required to make equal quarterly principal payments for nine years from December 2001 through September 2010.
®) We are required to make one principal payment on June 2009.

) We are required to make equal quarterly principal payments for three years from July 2001 through June 2005.

(10) We are required to make equal quarterly principal payments for three years from June 2001 through July 2004.

(11) We made a payment of $139.8 thousand in September 2001. We will make equal monthly payments of $50.0 thousand from October
2001 through December 2002, and a final payment of $69.8 thousand in January 2003.

(12) Represents the portion of long term debt that has been reclassified into current liabilities as a result of lenders not granting waivers for
failure to meet certain covenants.

We have granted the lender of the financing line of credit a security interest in our receivables, inventory and other assets not
otherwise collateralized. Our loans from German banks also subject us to covenants, including covenants relating to the progress of and
investment in the development of our Dresden facility and the minimum number of our employees at Dresden by 2002. We have granted the
German banks security interests in our Dresden facility and the assets located at the facility.
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