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Mercury Computer Systems, Inc. - Where Challenges Drive Innovation™

Mercury Computer Systems (www.mc.com, NASDAQ: MRCY) provides embedded computing
systems and software that combine image, signal, and sensor processing with information
management for data-intensive applications. With deep expertise in optimizing algorithms and
software and in leveraging industry-standard technologies, we work closely with customers to
architect comprehensive, purpose-built solutions that capture, process, and present data for defense
electronics, homeland security, and other computationally challenging commercial markets.

Our dedication to performance excellence and collaborative innovation continues a 25-year history

in enabling customers to gain the competitive advantage they need to stay at the forefront of the
markets they serve.

Mercury is based in Chelmsford, Massachusetts and serves customers worldwide through a
broad network of direct sales offices, subsidiaries, and distributors.

This annual report contains certain forward-looking statements including those dealing with the overall business
and segments growth, and the Company’s markets. These forward-looking statements involve risks and
uncertainties that could cause actual results to differ materially from those projected or anticipated. Factors that
could contribute to such risks and uncertainties include, but are not limited to, general economic and business
conditions, including unforeseen economic weakness in the Company’s markets, effects of continued geo-political
unrest and regional conflicts, competition, changes in technology and methods of marketing, delays in completing
various engineering and manufacturing programs, changes in customer order patterns, changes in product mix,
continued success in technological advances and delivering technological innovations, continued funding of
defense programs, timing of such funding, changes in the U.S. Government’s interpretation of federal
procurement rules and regulations, market acceptance of the Company's products, shortages of components,
production delays due to performance quality issues with outsourced components, inability to fully realize the
expected benefits from acquisitions or delays in realizing such benefits, challenges in integrating acquired
businesses and achieving anticipated synergies, difficulties in retaining key customers, and those listed in the
section entitled “Risk Factors” in the Company’s Annual Report on Form 10-K accompanying this report.

The Company cautions readers not to place undue reliance upon these forward-looking statements, which speak
only as of the date made. The Company undertakes no obligation to update any forward-looking statement to
reflect events or circumstances after the date on which such statement is made.



To Our Shareholders,

Fiscal 2008 was a year of mixed performance for Mercury as we continued to execute on the Company’s
strategic turnaround. Our Advanced Computing Solutions (ACS) defense business performed well, posting
double-digit revenue growth and significantly improved profits. But we continued to see substantial revenue
declines in the ACS commercial space and material operating losses in several of our non-core businesses.

These declines and losses have obscured the tremendous value at the heart of Mercury’s enterprise. With a
legacy of 25 years at the leading edge in embedded high-performance computing and signal processing, our
defense business has a global reputation for its technology, strong customer relationships, and solid position in a
growing niche market within the defense electronics space. Our mission today is to unlock more of this
fundamental value so that Mercury can flourish for the next 25 years.

This requires a new vision for the role that Mercury can play in the marketplace, and a realistic strategy for
getting us there. In fiscal 2008 we laid the foundation and began work in four key areas of this strategy:

e Rationalize our portfolio of unprofitable and non-core businesses;
e Redirect our resources toward strengthening our defense business;
e Develop the new products to drive future design wins; and

e Expand our addressable market and position the business for long-term profitable growth.

Rationalize Our Portfolio of Unprofitable and Non-Core Businesses

The business must be sustained while this continues to take place, which demands that we take costs out,
improve operations, and drive stronger cash flow in the near term as well as over the long run. We made
measurable progress on these objectives in fiscal 2008: while revenues decreased 3% from fiscal 2007 to $209.9
million, Mercury’s GAAP losses from continuing operations improved for fiscal 2008 to $1.64 per diluted share,
compared with a loss of $1.89 per share in fiscal 2007. Mercury’s non-GAAP earnings from continuing
operations for fiscal 2008 were $0.15 per diluted share, compared with a loss of $0.37 per share in fiscal 2007*.
Operating cash flow improved by $24 million from fiscal 2007 to $13.7 million in fiscal 2008, and our overall
cash and marketable securities balance increased by $9.4 million. We also delivered a stronger book-to-bill,
which at 1.04 was the first time this ratio has been above 1.0 since fiscal 2005.

Mercury went through a major restructuring in the fourth quarter of fiscal 2007. The goal was not only to
significantly reduce operating costs, but also to simplify our business structure, to recreate technology leverage
across our product lines, and reduce our time to market. During the fourth quarter of fiscal 2008, we executed on
another cost reduction in ACS and certain corporate functions, which should further reduce our expenses in fiscal
2009. We expect these initiatives to enhance our profitability and cash flow in the near term.

To improve in these areas on a longer-term basis, we need to rationalize and optimize the return from our
portfolio of non-core businesses. During 2008 we began to make progress in this regard, effectively shutting
down the unprofitable business of AUSG, our commercial avionics and unmanned aerial systems group. We also
completed the sale of Embedded Systems and Professional Services (ES/PS), a small legacy professional services
unit within Visage Imaging® (Visage), our life sciences visualization software business. Selling ES/PS cleared
the way for us to take additional costs out of this business for fiscal 2009. We can now focus our efforts on
growing sales of Visage’s new CS software product line, albeit in a tough market environment.

Redirect Our Resources Toward Strengthening Our Defense Business

While working to improve Mercury’s underlying operations and rationalize our portfolio of non-core
businesses this year, we also began laying the groundwork for continued growth and improved performance in

*See Reconciliation of GAAP to Non-GAAP Measures table at the end of the letter.
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our defense business. As a result, ACS defense continued to perform well. For fiscal 2008, defense revenues
increased 17% to $130.2 million from $111.2 million in fiscal 2007, and defense bookings grew 33% from the
prior year. Operating income in ACS as a whole grew by $21 million from fiscal 2007.

ACS improved on both the top and bottom lines in fiscal 2008 despite continued weakness in our
commercial business. Our legacy medical business is winding down, and we continue to see challenges in the
semiconductor space, which is a cyclical industry in the midst of a downturn. In commercial telecommunications,
we are also likely to continue facing headwinds in the single-board computing part of that business.

Recognizing these challenges, our plan for the commercial business in ACS is to retain existing customers
through current design win cycles, and to remain engaged in highly selective new business pursuits where we can
leverage our existing products or planned product road map. At the same time, we will continue to redirect our
efforts toward defense, where there are opportunities for higher margins and growth going forward on a more
sustainable basis.

The areas of the defense electronics business where Mercury has participated historically are high-end radar
and signals intelligence in airborne platforms, as well as naval radar and sonar. For the past few years, the
Department of Defense has focused on supporting our forces in Iraq and Afghanistan, which has led to greater
emphasis on upgrading and adding electronic content to both existing and new platforms. Our improved revenues
and bookings performance in defense in fiscal 2008 resulted from an extensive redirection of resources and
efforts. I believe we have demonstrated that we are soundly positioned and capitalizing on the near-term growth
opportunities in these markets.

Develop New Products to Drive Future Design Wins

Mercury is a leading provider of high-end, commercial off-the-shelf (COTS) modular digital signal
processing boards for military and aerospace applications — a market we currently estimate to be approximately
$1 billion. We expect that COTS as a percentage of total defense electronics spending will continue to grow in
the years ahead, due to increased outsourcing by prime contractors and existing platform refurbishments and
upgrades, as well as the addition of greater electronic content into new platforms.

We have an outstanding sales force and rewarding relationships with our customers in the prime defense
contractor community. There are clearly opportunities for us to leverage these relationships to expand our
footprint in existing and emerging platforms. We continue to enjoy success in realizing this potential, largely
driven by products introduced in prior years. However, to achieve sustained growth in a market driven by design
wins, we need to introduce new products and bring them to market faster with better R&D leverage. As such, a
key objective for fiscal 2009 is to refresh important elements of our embedded multicomputing and signal
processing product lines.

Expand Our Addressable Market and Position the Business for Long-Term Profitable Growth

In the long term, our success will depend on positioning our defense business to penetrate growth
opportunities that are more strategic in nature. We are pursuing two courses of action in this regard. Mercury’s
current focus is primarily on embedded signal processing and high-performance multicomputing, and we are still
largely a hardware-based business in terms of revenue dollars. Our challenge is to grow the software and services
part of our business and to exploit adjacent market growth opportunities around our defense core.

Mercury Federal Systems, Inc. (MFS), our wholly owned subsidiary headquartered in Arlington, Virginia,
was launched in fiscal 2007 as the focus of this latter initiative. MFS made good progress in building its
operational structure during 2008, including the capability to secure and execute classified defense projects. It
has begun to expand its new business pipeline. However, MFS remains in an early stage of development and is
not likely to be material to our fiscal 2009 financial results.
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Our second course of action — and the one most crucial for the long run — focuses on ACS, where our goal is
to expand our total addressable market and provide more value within the embedded defense computing and
signal processing market. We believe that the next generation of commercial imaging and defense intelligence,
surveillance and reconnaissance (ISR) platform architectures will be designed around cohesively networked
sensor processing, multicomputing, storage and communications assets that can provide multi-sensor capabilities
on a scalable common architecture.

Our long-term vision is to position Mercury as the world leader in this critical ISR and imaging space by
evolving our technology, product road map, and business around a converged sensor networking architecture. We
are now in the process of laying the groundwork for developing this architecture, not only in terms of our
technology and road map, but also our team dynamic and employee base.

Realizing this new vision for Mercury will require intensive effort over the longer term at every level of the
Company. For this reason, initiatives to improve our organizational focus and alignment are key to our strategy.
These initiatives extend from the bottom to the top, and during the second half of fiscal 2008 we recruited four
exceptional executives who have greatly strengthened our management team and have had immediate impact on
our Company performance.

In addition, as announced in July 2008, Mercury’s founder, Jay Bertelli, stepped down as the Executive
Chairman of the Board of Directors, and retired his employee status at Mercury. Jay has assumed the role of
Non-Executive Chairman until the annual shareholders’ meeting later this year, at which time he will retire from
that role. Since I joined the Company as President and CEO in November 2007, Jay’s support and dedication to
Mercury have been essential as we worked to position ourselves for renewed profitable growth. We are pleased
that Jay has agreed to support us on a consultative basis going forward in order to maintain an orderly transition.

Fiscal 2009 will be a pivotal transition year for Mercury. We are driving to achieve greater profitability
during the year by continuing to tighten processes and improve operations. Our goal is to divest or shut down all
of our non-core businesses and exit fiscal 2009 as a much more focused enterprise. At the same time, to drive
future design wins, we will be working to refresh important elements of our embedded signal processing and
multicomputing product lines, while building the foundation for a new converged sensor networking architecture.
Our strategy is centered on penetrating new application areas as well as new platforms within defense, coupled
with exploiting adjacent market growth opportunities. We believe these initiatives will improve Mercury’s
profitability and reposition us for renewed and sustained growth in fiscal 2010 and beyond.

As we’ve evolved our strategy, the critical reasons why customers choose Mercury remain the same — we
deliver competitive advantage through industry-leading performance. With the renewed focus on our core
strengths, it is fitting that we embark on the next 25 years with a renewed outlook that builds on this legacy.
Thus, on the cover of this report I'm pleased to introduce to you the new Mercury logo, which we believe aptly
signifies our ability to process and transform massive streams of real-time data. The logo is symbolic of the
unique value-add we deliver to the embedded high-performance computing industry as well as the role that
Mercury will play in converged sensor networks going forward.

On behalf of everyone at Mercury Computer Systems, I thank you for placing your trust in us this past year.
We are fully committed to rewarding your confidence and support with improved performance in the year ahead.

Gt

Mark Aslett
President and Chief Executive Officer



* RECONCILIATION OF GAAP TO NON-GAAP MEASURES
(in thousands, except per share data)

The Company provides non-GAAP net income (losses) from continuing operations, and non-GAAP basic
and diluted earnings (losses) from continuing operations per share as supplemental measures to GAAP regarding
the Company’s operational performance. These financial measures exclude the impact of certain items and,
therefore, have not been calculated in accordance with GAAP. The following table reconciles the non-GAAP
financial measures to their most directly comparable GAAP financial measures.

Year ended June 30,
2008 2007
Net loss from continuing OPerations . . . . ... ...ttt et e e $(35,399) $(40,120)
Stock-based COMPENSAtION . . . ..ttt t ittt e et e 10,362 10,586
Amortization of acquired intangible assets . ............ ... 7,289 7,223
In-process research and development . . ........... .. ... .. .. i — 3,060
Impairment of goodwill . ........ .. . . 17,983 —
Impairment of non-compete agreement . .. ............oouiitnennennennenn..n — 79
Restructuring . . ... o 5,194 5,482
Sale of long-lived assets . .. ... ..ottt (3,151) —
Inventory WritedoWn . . .. ... ot 792 —
Tax valuation allowance and tax impact of excluding the above items ............. 257 5,900
Non-GAAP net income (loss) from continuing operations . ......................... $ 3,327 $ (7,790)
Non-GAAP net income (loss) from continuing operations per share:
BaSIC . vttt $ 015 $ (0.37)
Diluted . ... $ 015 $ (0.37)
Non-GAAP weighted average shares outstanding:
BaSiC .« i 21,639 21,221
Diluted . ... 22,001 21,221
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PARTI

This Annual Report on Form 10-K contains forward-looking statements within the meaning of
Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of
1934, as amended. Actual results could differ materially from those set forth in the forward-looking
statements. Certain factors that might cause such a difference are discussed in this annual report on
Form 10-K, including in the section entitled ‘“Risk Factors.”

9 9% 9

When used in this report, the terms “Mercury,” “we,” “our,” “us,” and “the Company” refer to Mercury
Computer Systems, Inc. and its consolidated subsidiaries, except where the context otherwise requires or as
otherwise indicated.

ITEM 1. BUSINESS
OVERVIEW

Mercury was incorporated in Massachusetts in 1981. We design, manufacture and market high-performance
computer, signal and image processing systems and software for embedded and other specialized computing
markets. Our primary market segments are aerospace and defense—which includes systems for radar, electronic
warfare, sonar, C4I (Command, Control, Communications, Computers, and Intelligence) and electro-optical; life
sciences—which includes systems for medical diagnostic imaging and advanced visualization; semiconductor—
which includes systems for semiconductor wafer inspection, reticle inspection and mask writing; geosciences—
which includes software for oil and gas exploration; and telecommunications systems.

Effective July 1, 2007, we restructured our operations to achieve greater efficiencies and productivity.
Consequently, the five operating business units from fiscal 2007 are no longer managed as separate segments.
For fiscal 2008, the Company was organized in four business units as follows:

e Advanced Computing Solutions (“ACS”)—This business unit was formed by consolidating operations
of Defense, Advanced Solutions, Modular Products and Services, and elements of Commercial
Imaging and Visualization business units. This business unit is focused on specialized high
performance computing solutions with key market segments including aerospace and defense,
semiconductor, telecommunications, and life sciences.

e Visage Imaging (“Visage”)—This business unit is focused on development and distribution of
advanced visualization solutions and other three dimensional (“3D”) software solutions for the life
sciences market. In the fourth quarter of fiscal 2008, we sold the Embedded Systems and Professional
Services (“ES/PS”) component of the Visage business unit (see Note N of the consolidated financial
statements).

e Visualization Sciences Group (“VSG”)—This business unit focuses on the development and
distribution of software developer toolkits and applications for geosciences, engineering &
manufacturing, material sciences, and other industrial and scientific domains.

* Emerging Businesses Unit (“EBU”)—This business unit focuses on the cultivation of new business
opportunities that benefit from Mercury’s capabilities across markets. The EBU is comprised of three
reporting units: Biotech Group, Mercury Federal Systems and Avionics and Unmanned Systems Group
(AUSQG). In the fourth quarter of fiscal 2008, we sold a significant portion of the assets of the AUSG
reporting unit (see Note R of the consolidated financial statements).

For more information regarding these operating segments, see Note H to our consolidated financial
statements included in this report.

Advanced Computing Solutions

In the fiscal years ended June 30, 2008, 2007 and 2006, ACS accounted for 90%, 92% and 94%,
respectively, of our total net revenues. The ACS unit’s products consist of high-performance embedded
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computer signal processing systems and software solutions which are integrated into our customers’ intelligence,
surveillance and reconnaissance (“ISR”) gathering systems, including commercial groundstation radar, airborne
radar, signals intelligence (“SIGINT”), and applications such as smart weapons, data exploitation, sonar,
photomask generation, reticle inspection and wafer inspection. Our open system architecture Commercial
Off-The-Shelf (“COTS”) computing solutions span the full range of embedded computing technologies from
board level products, including single board computers (“SBC”) digital signal processors (“DSP”), to fully
integrated subsystems. Our products utilize leading-edge processor technologies architected to address
data-intensive applications that include signal, sensor, and image processing within constrained military and
commercial environments. Customized design and integration services extend our capabilities to tailor solutions
to meet specialized requirements of military and commercial applications. Our primary ACS customers include
Argon ST, Inc., KLA-Tencor Corporation, Lockheed Martin, Northrop Grumman Corporation and Raytheon as
well as other prime defense contractors and commercial companies.

ACS is headquartered in Chelmsford, MA and leverages its core technology across two markets: Defense
Electronics and Commercial.

e Defense Electronics markets include Radar, Electronic Warfare, Sonar, C4I (Command, Control,
Communications, Computers, and Intelligence), and Electro-Optical. Defense Electronics activities are
primarily focused on selling our products and services through prime defense contractor customers into
United States and international aerospace and defense programs during the proof-of-concept,
development, and deployment phases of these advanced applications. We work closely with prime
defense contractors to complete a customized design that matches customer or program specified
requirements. Once selected for design into a program, the design effort frequently precedes the first
production orders by approximately nine to eighteen months. However, once selected, the production
contracts typically continue for the life of the program that can last many years. Strong, long-term
relationships with major customers like Argon ST, Lockheed Martin, Northrop Grumman Corporation,
and Raytheon have resulted in ACS’s position as one of the defense industry’s top subsystem suppliers.

e Commercial markets include Semiconductor Equipment, Commercial Communications, Medical
Imaging, and EDA (Electronic Design Automation). Commercial activities are primarily focused on
selling our products and services to OEM manufacturers where we believe we are one of a few
suppliers of off-the-shelf computers with solutions capable of meeting demanding processing and I/O
bandwidth requirements. Our business and support model fits well with the customers’ needs for faster
time to market. We believe the principal reason for our design wins is our experienced team of systems
and applications engineers who work closely with the customers and with our product development
engineers to ensure the optimum configuration for the customer. We focus on establishing strong
relationships with our customers by maintaining frequent, in-depth communications and working
closely with their engineering groups.

In August 2005, we acquired Echotek Corporation (“Echotek™). Echotek is a market leader in the
development of data acquisition products. The total purchase price of $50.3 million consisted of $44.7 million of
cash, 177,132 shares of common stock and $0.4 million of transaction costs directly related to the acquisition.
The results of Echotek’s operations have been included in our consolidated financial statements since
September 1, 2005. Echotek is now an integral part of our ACS business unit.

Visage Imaging

In the fiscal years ended June 30, 2008, 2007 and 2006, Visage accounted for 4%, 4% and 3%, respectively,
of our total net revenues. During fiscal 2008, the Visage business started its transition to focus on end-user sales
of advanced visualization client-server solutions. In addition, Visage also develops and markets visualization
software to OEMs. Primary Visage customers include Siemens AG and FEI Company.

Visage has established relationships with customers, the equipment manufacturers and software providers.
Our broad array of products, based on open hardware and software standards, provide our customers with
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increased performance at lower costs and an architecture that accommodates performance upgrades as new
technology becomes available. Our scalable system architecture allows customers to expand as the enterprise
needs dictate.

The Visage group is composed of an experienced team of sales specialists, as well as systems and
applications engineers who work closely with the market to develop solutions with our research and development
organization to meet specific market requirements.

In July 2005, we acquired SoHard AG (“SoHard”). SoHard is a global market leader in the development of
advanced software solutions for medical imaging systems, PACS, hardware and firmware for commercial
embedded systems and software intelligence applications delivered via professional services. The total purchase
price of $23.3 million consisted of $22.3 million of cash and $1.0 million of transaction costs directly related to
the acquisition. The results of SoHard’s operations have been included in our consolidated financial statements
since July 1, 2005.

Visualization Sciences Group

In the fiscal years ended June 30, 2008, 2007 and 2006, VSG accounted for 5%, 4% and 3%, respectively,
of our total net revenues. VSG is a provider of software middleware for visualizing and understanding scientific
and industrial data in 3D. VSG sells toolkits and application frameworks, primarily in the oil & gas market and
primarily to Integrated Solutions Vendors (ISV) whose applications are enabled by VSG. Users are engineers and
scientists who seek to understand their data through applications that include visual analytics presented by VSG.
Significant VSG customers include Schlumberger Limited, Seismic Micro-Technology, Inc. and Autodesk.

VSG focuses on establishing strong relationships with customers and software providers. Our broad array of
products, based on open hardware and software standards, provide our visualization customers with increased
performance at lower costs and an architecture that accommodates performance upgrades as new technology
becomes available. Our scalable system architecture allows equipment suppliers to design systems that can
satisfy a broad range of price/performance requirements that meet the needs of global markets.

The VSG group is composed of an experienced team of sales specialists, as well as systems and applications
engineers who work closely with customers to develop solutions with VSG research and development
organization that meet their specific requirements. The VSG sales and technical support personnel are distributed
among offices in the United States, United Kingdom and France. At VSG’s headquarters in Bordeaux, France,
systems engineers specializing in visualization applications provide support on an as-needed basis to the remote
offices to assist in the pursuit of new customers.

Emerging Businesses Unit

In the fiscal year ended June 30, 2008, EBU accounted for 1% of our total net revenues and in fiscal years
2007 and 2006, EBU accounted for less than 1% of our total net revenues. EBU is focused on new business
opportunities across various markets and is comprised of two businesses as of June 30, 2008:

e Mercury Federal Systems (“MFS”)—MEFS is part of our long-term strategy to expand our software and
services presence and pursue growth in markets adjacent to defense computing. MFS offers a wide
range of engineering architecture and design services that enable clients to deploy edge computational
capabilities for C4ISR (Command, Control, Communications, Computers, Intelligence, Surveillance
and Reconnaissance) systems on an accelerated time cycle.

e Biotech Group (“Biotech” )—Biotech is a drug discovery and design venture founded to develop novel
and enhance existing small molecule drugs in a wide range of therapeutic areas by leveraging the
unique capabilities of computational and experimental fragment-based drug design.
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CUSTOMERS

To support our global customer base, we maintain a significant presence throughout the United States,
Europe and Japan, staffed with local applications engineers and sales and customer support staff. In fiscal 2008,
Argon ST, Inc. accounted for 12% of our total net revenues and Northrop Grumman Corporation accounted for
11% of our total net revenues. In fiscal 2007, KLA Tencor Corporation accounted for 12% of our total net
revenues and Argon ST, Inc. accounted for 10% of our total net revenues. In fiscal 2006, Argon ST, Inc.
accounted for 15% of our total net revenues, Northrop Grumman Corporation accounted for 12% of our total net
revenues, KLA Tencor Corporation accounted for 11% of our total net revenues and GE Healthcare accounted
for 10% of our total net revenues.

International revenues represented approximately 15%, 12% and 11% of our total net revenues during fiscal
years 2008, 2007 and 2006, respectively. International revenue is designated based on the country in which our
legal subsidiary generating the revenue is domiciled.

KEY TECHNOLOGY COMPETENCIES

Many of our customers share a common requirement: the need to process high-volume, real-time digital
data streams. The computer must have the ability to process incoming data as quickly as it is received, whether
from an antenna in a radar application or from a medical scanner. In addition, the user of the system must have
the ability to quickly interpret the data. Data rates can range from a few to several hundred megabytes per second
(or several billion bits per second), and the total data to be interpreted might be captured on hundreds or
thousands of 2D images. The ability to acquire, process, and visualize this continuous flow of high-bandwidth
data is a fundamental difference between the majority of computing systems in the world (such as personal
computers, workstations and servers) and the integrated systems we typically offer.

Due to the nature of the applications in which many of our computer systems are deployed, they are
frequently confined in limited spaces and therefore are designed to generate a minimum amount of heat. We
employ switched fabric interconnects, often developed by us, which allow for high speed interprocessor
communication, data processing bandwidth and I/O capacity. We often use proprietary application-specific
integrated circuits (ASICs) to integrate microprocessors, memory and related components into the interconnect
fabrics to provide optimum system performance. We often use multiple industry-standard processors, such as the
Cell Broadband Engine™ (BE), PowerPC®, x86, digital signal processor (DSP), and field programmable gate
array (FPGA) in the same system. We believe that our approach of selecting the best assortment of processors,
ASICs and switch fabrics and optimizing applications using our tools, middleware and optimized libraries
working together with a group of mixed microprocessors in the same system, allows for the most efficient use of
space and power with an optimal price/performance ratio.

Mercury must constantly evolve its technology portfolio to meet our customers’ demands. Generally, our
significant revenue streams are based upon past design wins that include both hardware and system software.
Currently, we are focusing our technology investments more towards domain software and IP deployed within
ASICs or FPGAs. Nevertheless, many key corporate strengths remain stable over time. We have developed a set
of core technical strengths specifically targeted to, and defined by, the application areas of visual computing and
signal processing. These technical strengths are pivotal to our success in our target markets. These technical
strengths have resulted in the following developments and capabilities:

Heterogeneous Processor Integration. We have developed intellectual property, implemented in several
ASICs, that integrates standard microprocessors, digital signal processors, graphics processing units (GPUs), and
FPGAs into a single heterogeneous environment. We develop systems consisting of different microprocessor
types with a single-system software model. Our processor-independent software offers a consistent set of
software development tools and runtime libraries that can drive a heterogeneous mix of microprocessor types. In
particular, we have modified our legacy software assets to assist our customers with what had become an
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industry-wide problem of programming multicore processors. The advent of multicore processors like the Cell
BE processor from IBM, GPUs from AMD and Nvidia, and others has introduced a new layer of complexity in
application programming. It is especially difficult to extract optimal performance from these processors without
the kinds of software tools and expertise offered by Mercury for many years.

3D Visualization. We have developed leading tools and domain area specific applications which enable the
visualization of very large data sets. These software assets are built on industry standard platforms, yet are
difficult to replicate due to the many years of R&D which have been invested as well as our large base of users
which provides us with significant insight and advantages when we are prioritizing product enhancements.

Performance Density. Our thermal analysis expertise enables us to design products that optimize the
dissipation of heat from the system to meet the environmental constraints imposed by many of our customers’
applications. Our modular hardware and software building blocks allow us to design systems that best meet the
application’s specific data profiles. Altogether, these attributes combine to deliver the maximum performance in
processing, reliability and bandwidth in the smallest possible space.

Scalable Software. Our middleware has been designed to scale to hundreds of processors used in real-time
environments while maintaining a high-bandwidth capability. Regardless of the number of processors, our
software provides the same programming environment for a software developer working with our computer
systems, allowing faster time to market and lower life-cycle maintenance costs for our customers.

Optimized Algorithm Development. We specialize in algorithm development for single- and multi-processor
implementations. We believe that using the mathematical algorithms in our scientific algorithm library (SAL)
significantly increases the performance of customers’ applications, reduces development time and minimizes
life-cycle support costs. As we evolve to further embrace domain software, we are combining these algorithm
implementation skills with our ever increasing understanding of the application domains in which we participate.

Systems Engineering Expertise. We have established a core competency in providing image and signal
processing subsystem solutions to our customers. Partnering with our customers, we combine our understanding
of the application with our deep knowledge of the system hardware and software to develop solutions for some of
the world’s most demanding real-time, signal-processing applications.

PRODUCTS
Hardware Products

We offer a broad family of products designed to meet the full range of requirements in compute-intensive,
signal processing, and image processing applications. To maintain competitive advantage, Mercury seeks to
leverage technology investments across multiple product lines.

PowerStream® and Race++ Product Line. PowerStream and Race++ systems together are our largest source
of revenue and are designed to address the requirements of the most demanding electronics applications, which
are typically compute-intensive and require very high interprocessor bandwidth and I/O capacity. These systems
often must also fit within the limited space available in aircraft, ships and vehicles. The PowerStream and
Race++ family of products includes both RACE++ and RapidlO-based solutions in multiple form factors
including VME, VPX, VXS, and others. They are used in both commercial ground station radar and advanced
radar applications such as space-time adaptive processing (STAP), synthetic aperture radar (SAR), airborne early
warning (AEW), and multifunctional naval applications incorporating surveillance, tracking, and weapons
control. PowerStream systems transform the massive streams of digital data created in these applications into
usable information in real time. PowerStream systems can scale to hundreds of processors. Current systems
utilize PowerPC microprocessors and Xilinx FPGA chips. RACE++ VME systems contribute significant
revenue. However, recent design wins in markets that previously picked RACE++ VME have leveraged newer
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technologies. The RapidIO fabric has started to displace RACE. The VXS and VPX REDI form factors have
started to displace traditional VME. However, given the long life cycles in defense markets, we anticipate that
significant time will pass before these newer products push RACE++ VME into retirement.

Other Product Lines. We have many other hardware product lines including:

e Echotek™ Radio Frequency (RF) acquisition and mixed-signal products. Echotek™ mixed-signal
products are built on open standards and designed to provide high levels of signal integrity. Echotek
Series products are differentiated by offering superior levels of signal to noise ratio (SNR) or spurious
free dynamic range (SFDR).

e Cell BE Processor family of products. We have a partnership with IBM that gives us access to the Cell
BE processor. Our initial Cell BE processor family of products are in industrial and data center
packaging. We are leveraging IBM’s market leading BladeCenter®, developing 1U and 2U packaging,
and building Cell BE processor boards that plug into standard, high-end Workstations. Our Cell BE
processor family of products are targeted toward volume customer product development opportunities
in medical imaging, aerospace & defense, semiconductor, geosciences, video, and financial services.

e Ensemble and Single Board Computer (SBC) products. Ensemble and certain SBC products use the
AdvancedTCA form factor with DSPs from Texas Instruments, Incorporated, PPC processors from
Freescale Inc., FPGA chips from Xilinx, Inc. and x86 processors from Intel Corporation.

e ImpactRT™ Systems. The ImpactRT™ 3100 and Impact RT 3200 systems are based on the cPCI
standard and are the first systems to utilize the next-generation RapidIO switch interconnect.

Software Products

We actively market and sell software tools, middleware, libraries, and specialized applications. In some
cases, these software products are bundled together with broader solutions including hardware and/or services,
while in other cases software is licensed separately.

We have developed a comprehensive line of software products that enable accelerated development and
execution of digital signal and image processing applications. Our multicomputer software development
environment “MultiCore plus®” is used to develop complex applications and its runtime components are
embedded in most digital signal processing systems we sell. We separately license software products and license
a development software package called the MultiCore plus® software suite. These software products are a key
differentiator for our hardware business and represent only a modest amount of stand-alone revenue. We
generally charge a per-seat development license and we bundle a software run-time license with our hardware.
The following are software products we offer:

Base Software Development Environment for Multicomputing. The base development environment includes
the software necessary to develop a multiprocessor application on our system. This includes the development
versions of our Scientific Algorithm Library (SAL), Inter Communication System (ICS) for inter-processor
communications and the Parallel Acceleration System (PAS™) library for multiprocessor data movements, and a
compiler tool chain. In particular, both SAL and PAS are heavily optimized for the processor, system, and
software architectures we deliver. We believe that the implementation and use of these software offerings result
in high productivity and higher performance than alternative solutions.

Extended Software Development Products for Multicomputing. We offer additional software development
tools and libraries to provide enhanced capabilities, promote standard interfaces, and increase multicomputer
programming productivity. The Trace Analysis Tool and Library (TATL™) is a system-level performance
analyzer and debugger for offline analysis of the dynamic communications, control, and dependencies in the
multiprocessor system. Each of these optional tools and libraries can significantly increase the productivity of the
application developer and result in higher performance at the application level.
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Version 7 of Open Inventor™ by Mercury Computer Systems . This software is used for object-oriented,
cross-platform 3D graphics API (application programming interface) for C++ and Java developers. Its cross-
platform capability makes Version 7 of Open Inventor™ by Mercury Computer Systems a fast, flexible, and high
performing API for developing interactive, object-oriented 3D applications. This capability allows developers to
increase productivity by reducing time to market and optimizing their development costs and resources.

Avizo.™ This software is a powerful, multifaceted tool for visualizing, manipulating, and understanding
scientific and industrial data. Wherever three-dimensional datasets need to be processed, in material sciences,
geosciences or engineering applications, Avizo offers abundant state-of-the-art features within an intuitive
workflow and easy-to-use graphical user interface.

Amira®. This software allows physicians, scientists and engineers to visualize and analyze multi
dimensional imagery obtained from a multitude of data acquisition sources, including: CT, MRI or ultrasound
scanning, confocal or wide-field microscopy, or similar sources.

Visage™ RT Image Reconstruction. This software provides embedded components for accelerated
reconstruction of image volumes from scanning devices used in medical, life sciences, and other application
areas. The world’s first GPU-based reconstruction solution, Visage RT, reduces reconstruction times by 40x to
60x, helping to ensure that the reconstruction process does not become the throughput bottleneck in the
diagnostic workflow. It supports a broad range of scanning modalities including CT, MR, digital X-ray, SPECT,
PET, ultrasound, electron tomography (SEM/TEM), and digital breast tomosynthesis (DBT). Visage RT
represents a breakthrough innovation in the field of medical imaging by leveraging commodity graphics
processors to accelerate the image reconstruction process by orders of magnitude.

Visage CS Thin Client/Server. This software offers full 3D and 4D medical workstation capabilities on thin
clients anytime, anywhere in the hospital enterprise. Visage CS enables thin clients to act as fully functional
medical workstations. All medical image data processing and visualization are done on the server, and only the
resulting screen content is streamed to the thin client via a standard network connection. The application server
and thin client capabilities are continuously adapted to the latest server and interconnect technologies, as well as
to newly emerging client devices.

Visage VR Volume Rendering. This software provides embedded software libraries for accelerated
visualization of medical image data. Visualization techniques include multi-planar reconstruction (MPR),
maximum intensity projection (MIP), shaded and classical volume rendering (SVRT), shaded-surface display
(SSD), and digitally reconstructed radiograph (DRR).

Visage PACS. This software provides fast and accurate access to all patient data and images over the Web or
intranet, and assists medical evaluations by providing doctors with image viewing and manipulation functions,
resulting in shorter treatment times and higher patient circulation. Visage PACS also archives and distributes
digital images, ensuring secure and timely information distribution within and outside the hospital.

RESEARCH AND PRODUCT DEVELOPMENT

Our research and development efforts are focused on developing new products as well as enhancing existing
hardware and software products in signal processing, image processing and visualization. Our research and
development goal is to fully exploit and maintain our technological lead in the high-performance, real-time,
signal processing industry.

Our funds expended for R&D amounted to $54.8 million in fiscal 2008, $58.5 million in fiscal 2007 and
$60.7 million in fiscal 2006. As of June 30, 2008, we had 252 employees, including hardware and software
architects and design engineers, primarily engaged in engineering and research and product development
activities. These individuals, in conjunction with our sales team, also devote a portion of their time to assisting
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customers in utilizing our products, developing new uses for these products, and anticipating customer
requirements for new products.

Our single largest product investment for fiscal year 2008 was the VITA 41 VXS (“VME Switched Serial”)
product line. The VITA 41 VXS standard brings high-speed switch fabrics to the VME ecosystem with
backward-compatibility at the slot level. Our single largest product investment in fiscal years 2007 and 2006 was
for board and system level products based on the Cell BE processor and related software. The Cell BE processor
silicon technology was developed jointly by IBM, Sony, and Toshiba.

CUSTOMER SUPPORT, TRAINING AND INTEGRATION
Advanced Computing Solutions

Customer services are provided via a full range of support offerings, including maintenance and support
services, technical program management, integration and design services, and training. We have invested in a
range of tools, analyzers, simulators, instruments and workstations to provide a rapid response to both
development and customer support requirements. In addition, we have developed many custom interfaces,
reviewed customers’ designs, developed special hardware and software components and provided program
management on behalf of ACS customers. These capabilities enable us to respond to the demanding individuality
of many programs and have resulted in our being selected for both development, high-volume production and
deployed programs.

Visage Imaging Markets

Support services are available worldwide and primarily consist of product maintenance support (downloads
of maintenance releases) and online and telephone support (support for product problem resolution) to customers
currently under maintenance. Customers sometimes request specialized training when they purchase our solution;
in addition, we believe that customer training helps maximize the potential productivity gains from our products.
We provide instructor-led training at various locations including on-site at customer locations.

Visualization Sciences Group

Support services are available worldwide and primarily consist of product maintenance support (downloads
of maintenance releases) and online and telephone support (support for product problem resolution) to customers
currently under maintenance. Customers sometimes request specialized training when they purchase our solution;
in addition, we believe that customer training helps maximize the potential productivity gains from our products.
We provide instructor-led training at various locations including on-site at customer locations.

Emerging Businesses Unit

Customer services are provided via a range of support offerings, including maintenance and support
services, technical program management, integration and design services, and training. Our customer services
personnel are engaged in a full range of support functions, including training, technical program management,
integration and design services, maintenance and support services.

MANUFACTURING
Advanced Computing Solutions

The majority of our sales are produced in International Organization for Standardization (ISO) 9001:2000
quality system certified facilities. The current scope of delivered hardware products includes commercial and
industrial class printed circuit board assemblies (modules) and complex chassis systems. Our manufacturing
operations consist primarily of materials planning and procurement, final assembly and test, and logistics
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(inventory and traffic management). We subcontract the assembly and test of most modules to contract
manufacturers in the U.S. to build to our specifications. We currently rely primarily on two contract
manufacturers. We have a comprehensive quality and process control plan for each of our products, which
include an effective supply chain management program and the use of automated inspection and test equipment
to assure the quality and reliability of our products. We currently perform most post sales service obligations
(both warranty and other lifecycle support) in-house through a dedicated service and repair operation.

Although we generally use standard parts and components for our products, certain components, including
custom designed ASICs, static random access memory (SRAM), FPGAs, microprocessors and other third-party
chassis peripherals (single board computers, power supplies, blowers, etc.), are presently available only from a
single source or from limited sources. With the exception of certain components that have gone “end of life,” we
have minimal supply commitments from our vendors and generally purchase components on a purchase order
basis as opposed to entering into long-term procurement agreements with vendors. We have generally been able
to obtain adequate supplies of components in a timely manner from current vendors or, when necessary to meet
production needs, from alternate vendors. We believe that, in most cases, alternate vendors can be identified if
current vendors are unable to fulfill needs. However, delays or failure to identify alternate vendors, if required, or
a reduction or interruption in supply or a significant increase in the price of components could adversely affect
our revenues and financial results and could impact customer satisfaction.

Visage Imaging Markets

Our manufacturing efforts for our 3D software and systems products are limited to the production, quality
assurance and distribution of our software, which is distributed either electronically or in hardcopy (e.g. DVD or
CD-ROM) or it may be pre-installed on hardware purchased by the customer. We primarily obtain hardware (e.g.
computers and computer peripherals) from third-party suppliers. Installation and integration into the customers’
network may be performed by our staff, by an authorized reseller, or by our customer. We provide training
services for our customers, both in connection with their purchase of our software and as independent purchases.
Additionally, we offer standalone training programs, which are separately purchased by our customers.

We have a comprehensive quality process. We currently perform most post sales service obligations (both
warranty and other support) in-house through a dedicated support organization.

Visualization Sciences Group

Our manufacturing efforts for our 3D software and systems products are limited to the production, quality
assurance and distribution of our software, which is distributed either electronically or in hardcopy (e.g. DVD or
CD-ROM) or it may be pre-installed on hardware purchased by the customer. We primarily obtain hardware (e.g.
computers and computer peripherals) from third party suppliers. Installation and integration into the customers’
network may be performed by our staff, an authorized reseller, or by our customer. We provide training services
for our customers, both in connection with their purchase of our software and as independent purchases.
Additionally, we offer standalone training programs, which are separately purchased by our customers.

Emerging Businesses Unit

As of June 30, 2008, the EBU does not manufacture hardware. All hardware (e.g. computers and computer
peripherals) are generally procured from other Mercury subsidiaries or third party suppliers.

COMPETITION
Advanced Computing Systems Markets

The markets for our products are highly competitive and are characterized by rapidly changing technology,
frequent product performance improvements and evolving industry standards. Competition typically occurs at the
design stage of a prospective customer’s product, where the customer evaluates alternative design approaches.

11



A design win usually ensures, but does not always guarantee, that a customer will purchase our product until
the next-generation system is developed. We believe that our future ability to compete effectively will depend, in
part, upon our ability to improve product and process technologies, to develop new technologies, to maintain the
performance advantages of products and processes relative to competitors, to adapt products and processes to
technological changes, to identify and adopt emerging industry standards, and to adapt to customer needs.

Our ACS business unit experiences strong competition from a large number of domestic and foreign
sources. Competition occurs on the basis of technical expertise, price, delivery, contractual terms, previous
installation history, and quality.

Visage Imaging Markets

The advanced visualization and analysis market is developing and growing rapidly. It is intensely
competitive, subject to rapid change and significantly affected by new product introductions and other market
activities of industry participants.

Our primary competitors for our life sciences imaging products are original equipment manufacturers
(OEMs), which are typically large multinational companies with far greater financial and technical resources.
These companies develop and market medical imaging systems, such as CT and MRI equipment and PACS
systems. To win business against equipment and/or PACS manufacturers, we must convince customers to buy
our solution independently and separately from their purchase of imaging equipment or PACS, or to add on our
systems to already installed PACS with modalities. We also face competition from PACS vendors and other
suppliers of medical imaging systems and advanced visualization software. PACS companies sometimes provide
medical imaging advanced visualization capability in addition to their image archiving and networking products.
Vendors of hospital, clinical and radiology information systems have also diversified into the PACS and medical
imaging product lines, either through internal development or business development and partnership channels.
These companies, which may be large or small, attempt to offer an integrated system covering a full range of
administrative, clinical and radiology information management capabilities to healthcare providers. Other
suppliers of medical imaging advanced visualization systems and software, such as Vital Images, Inc. and
TeraRecon, Inc., compete on the basis of volume rendering or other visualization technologies, clinical
applications or market niches.

Visualization Sciences Group Markets

The advanced visualization and analysis market is developing and growing rapidly. Our primary
competitors for our three-dimensional graphics products (e.g. geosciences, material sciences, non-destructive
testing and computer aided engineering) are mainly coming from customers’ internal developments using low
level graphic Application Programming Interface (“API”); examples including OpenGL, DirectX and Open
Source solutions. To win business against these competitors we compete based upon high value product offerings
in terms of visualization capabilities, quality, performance and unique innovative solution to interact with very
large data sets. We do not believe that any direct competitors cover the same spectrum of visualization
capabilities; however, we compete against several competitors in various application areas; for example Coin3D
by Kongsberg SIM competes against our Scenegraph API technology and HueSpace by Hue AS competes
against our Volume rendering technology.

Emerging Businesses Unit

The markets for our products and services are highly competitive and primarily focus on providing services
to two distinct markets: federal contracting markets and biotechnology markets.

Our federal systems group is focused on developing advanced solutions for emerging C4ISR system
processing challenges in the federal space. Our targets are existing programs that are confronting modernization
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challenges and planned programs yet to be fielded. Our goal is to produce open, COT-based solutions that are
platform agnostic. Indeed, the market is increasingly competitive, especially in research development and
advance application solutions. Price and past performance are becoming as important as technical quality in most
awards. Our primary competitors for our federal services are other small to large service-based companies that
have long-standing customer relations and program insights. We will also face additional competition from
platform and sensor developers that will continue to offer the government custom solutions packaged to support
individual platform designs and point solution concepts. These companies, large and small, will want to maintain
configuration control of compute processing architectures across their platforms in order to control systems
upgrade and out-year modernization efforts. To win business, we will continue to offer program managers an
alternative path to achieving interoperability and advanced processing dominant solutions.

Our biotech group competes with other providers of computational drug discovery software tools, including
Accelrys and Schrodinger.

INTELLECTUAL PROPERTY AND PROPRIETARY RIGHTS

We hold 34 patents of varying duration issued in the United States. We regularly file U.S. patent
applications and, where appropriate, foreign patent applications. We also file continuations to cover both new
and improved designs and products. At present, we have several U.S. and foreign patent applications in process.

We also rely on a combination of trade secret, copyright, and trademark laws, as well as contractual
agreements, to safeguard our proprietary rights in technology and products. In seeking to limit access to sensitive
information to the greatest practical extent, we routinely enter into confidentiality and assignment of invention
agreements with each of our employees and consultants and nondisclosure agreements with our key customers
and vendors.

BACKLOG

As of June 30, 2008, we had a backlog of orders aggregating approximately $87.1 million, of which $80.6
million is expected to be delivered within the next twelve months. As of June 30, 2007, the backlog was $78.6
million. We include in our backlog customer orders for products and services for which we have accepted signed
purchase orders. Orders included in backlog may be canceled or rescheduled by customers without penalty. A
variety of conditions, both specific to the individual customer and generally affecting the customer’s industry,
may cause customers to cancel, reduce or delay orders that were previously made or anticipated. We cannot
assure the timely replacement of canceled, delayed or reduced orders. Significant or numerous cancellations,
reductions or delays in orders by a customer or group of customers could materially and adversely affect our
results of operations or our ability to predict future revenues. Backlog should not be relied upon as indicative of
our revenues for any future period.

EMPLOYEES

At June 30, 2008, we employed a total of 670 persons, including 252 in research and development, 147 in
sales and marketing, 142 in manufacturing and customer support and 129 in general and administrative functions.
We have 105 employees located in Europe, six located in Japan, and 559 located in the United States. We do not
have any employees represented by a labor organization, and we believe that our relations with our employees
are good.

WEBSITE

We maintain a website on the World Wide Web at www.mc.com. We make available on our website, free of
charge, our annual report on Form 10-K, quarterly reports on Form 10-Q, and current reports on Form 8-K,
including exhibits, and amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the
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Securities Exchange Act of 1934, as soon as reasonably practicable after such reports are electronically filed
with, or furnished to, the Securities and Exchange Commission (SEC). Our code of business conduct and ethics
is also available on our website. Information contained on our website does not constitute part of this report. Our
reports filed with, or furnished to, the SEC are also available on the SEC’s website at www.sec.gov.

OTHER INFORMATION

Amira, Avizo, Powerstream and RACE++ are registered trademarks, and Echotek, ImpactRT, MCOE and
Visage are trademarks of Mercury Computer Systems, Inc. Cell Broadband Engine is a trademark of Sony
Computer Entertainment, Inc. Bladecenter and PowerPC are registered trademarks of International Business
Machine Corporation. Open Inventor is a trademark of Silicon Graphics, Inc. in the U.S. and/or other countries
worldwide, used under license from Silicon Graphics, Inc. All other trademarks and registered trademarks are the
property of their respective holders, and are hereby acknowledged.

ITEM 1A. RISK FACTORS

We depend heavily on defense electronics programs that incorporate our products, which may be only
partially funded and are subject to potential termination and reductions and delays in government
spending.

Sales of our computer systems, primarily as an indirect subcontractor or team member with prime defense
contractors and in some cases directly, to the U.S. Government and its agencies, as well as foreign governments
and agencies, accounted for approximately 70%, 50% and 55% of our total net revenues in fiscal 2008, 2007 and
2006, respectively. Our computer systems are included in many different domestic and international programs.
Over the lifetime of a program, the award of many different individual contracts and subcontracts may impact
our products’ requirements. The funding of U.S. Government programs is subject to Congressional
appropriations. Although multiple-year contracts may be planned in connection with major procurements,
Congress generally appropriates funds on a fiscal year basis even though a program may continue for many
years. Consequently, programs are often only partially funded initially, and additional funds are committed only
as Congress makes further appropriations and prime contracts receive such funding. The reduction or delay in
funding or termination of a government program in which we are involved would result in a loss of or delay in
receiving anticipated future revenues attributable to that program and contracts or orders received. The U.S.
Government could reduce or terminate a prime contract under which we are a subcontractor or team member
irrespective of the quality of our products or services. The termination of a program or the reduction in or failure
to commit additional funds to a program in which we are involved could negatively impact our revenues and
have a material adverse effect on our financial condition and results of operations. In addition, delays in funding
of a program, or of the defense appropriation generally, could negatively impact our revenues and have a
material adverse effect on our financial condition and results of operations for the period in which such revenues
were originally anticipated.

We face other risks and uncertainties associated with defense-related contracts, which may have a
material adverse effect on our business.

Whether our contracts are directly with the U.S. Government, a foreign government or one of its respective
agencies, or indirectly as a subcontractor or team member, our contracts and subcontracts are subject to special
risks, including:

e Changes in government administration and national and international priorities, including
developments in the geo-political environment such as the current “War on Terrorism,” “Operation
Enduring Freedom,” “Operation Iraqi Freedom,” and the threat of nuclear proliferation in North Korea
and Iran, could have a significant impact on national or international defense spending priorities and
the efficient handling of routine contractual matters. These changes could have a negative impact on
our business in the future.
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Our contracts with the U.S. and foreign governments and their prime defense contractors and
subcontractors are subject to termination either upon default by us or at the convenience of the
government or contractor if, among other reasons, the program itself has been terminated. Termination
for convenience provisions generally entitle us to recover costs incurred, settlement expenses and profit
on work completed prior to termination, but there can be no assurance in this regard.

Because we contract to supply goods and services to the U.S. and foreign governments and their prime
and subcontractors, we compete for contracts in a competitive bidding process and, in the event we are
awarded a contract, we are subject to protests by disappointed bidders of contract awards that can result
in the reopening of the bidding process and changes in governmental policies or regulations and other
political factors.

Consolidation among defense industry contractors has resulted in a few large contractors with
increased bargaining power relative to us. The increased bargaining power of these contractors may
adversely affect our ability to compete for contracts and, as a result, may adversely affect our business
or results of operations in the future.

Our customers include U.S. Government contractors who must comply with and are affected by laws
and regulations relating to the formation, administration and performance of U.S. Government
contracts. A violation of these laws and regulations could result in the imposition of fines and penalties
to our customer or the termination of its contract with the U.S. Government. As a result, there could be
a delay in our receipt of orders from our customer or a termination of such orders.

We sell products to U.S. and international defense contractors and also directly to the U.S. Government
as a commercial supplier such that cost data is not supplied. To the extent that there are interpretations
or changes in the Federal Acquisition Regulations (FARs) regarding the qualifications necessary to be
a commercial supplier, there could be a material adverse effect on our business and operating results.

We are subject to various U.S. federal export control statutes and regulations which affect our business
with, among others, international defense customers. In certain cases the export of our products and
technical data to foreign persons, and the provision of technical services to foreign persons related to
such products and technical data, may require licenses from the U.S. Department of Commerce or the
U.S. Department of State. The time required to obtain these licenses, and the restrictions that may be
contained in these licenses, may put us at a competitive disadvantage with respect to competing with
international suppliers who are not subject to U.S. federal export control statutes and regulations. In
addition, violations of these statutes and regulations can result in civil and, under certain
circumstances, criminal liability as well as administrative penalties which could have a material
adverse effect on our business and operating results.

We significantly increased our leverage as a result of the sale of convertible senior notes, which may be put
to us for repurchase by the holders in fiscal 2009.

In connection with our sale of convertible senior notes in April 2004, we incurred additional indebtedness of
$125 million. The degree to which we are leveraged could, among other things:

make it difficult for us to make payments on the convertible notes;

make it difficult for us to obtain financing for working capital, acquisitions or other purposes on
favorable terms, if at all;

make us more vulnerable to industry downturns and competitive pressures; and

limit our flexibility in planning for, or reacting to changes in, our business.

The holders of the convertible senior notes may also require us to repurchase the notes in whole or in part on
May 1, 2009, 2014 or 2019. While we currently do not have adequate cash and liquid marketable securities to

15



meet the May 1, 2009 repurchase date, based on the availability of a margin loan facility we believe we will be
able to meet this obligation in the event the holders require us to repurchase the entire amount. Future operating
performance, future availability of the margin loan facility and our ability to arrange for additional financing to
pay the notes if needed are subject to financial, business and other factors, many of which are beyond our control.
Failure to repurchase the notes when tendered in accordance with their terms would constitute an event of default
under the related indenture, which could have a material adverse effect on our financial condition.

The loss of one or more of our largest customers could adversely affect our results of operations.

We are dependent on a small number of customers for a large portion of our revenues. A significant
decrease in the sales to or loss of any of our major customers would have a material adverse effect on our
business and results of operations. In fiscal 2008, Argon ST, Inc. accounted for 12% of our total net revenues and
Northrop Grumman Corporation accounted for 11% of our total net revenues. In fiscal 2007, KLA-Tencor
Corporation accounted for 12% of our total net revenues and Argon ST, Inc. accounted for 10% of our total net
revenues. In fiscal 2006, Argon ST, Inc. accounted for 15% of our total net revenues, Northrop Grumman
Corporation accounted for 12% of our total net revenues, KLA-Tencor Corporation accounted for 11% of our
total net revenues and GE Healthcare (formerly GE Medical Systems) accounted for 10% of our total net
revenues. Customers in the ACS defense market generally purchase our products in connection with government
programs that have a limited duration, leading to fluctuating sales to any particular customer in this market from
year to year. In addition, our revenues are largely dependent upon the ability of customers to develop and sell
products that incorporate our products. No assurance can be given that our customers will not experience
financial, technical or other difficulties that could adversely affect their operations and, in turn, our results of
operations.

Our sales to the ACS or Visage market could be adversely affected by changes in technology, strength of
the economy, and health care reforms.

The economic and technological conditions affecting our industry in general or any major ACS or Visage
customer in particular, may adversely affect our operating results. ACS and Visage customers provide products
to markets that are subject to both economic and technological cycles. Any change in the demand for products
that renders any of our products unnecessary or obsolete, or any change in the technology in these products,
could result in a decrease in our revenues. In addition to ACS and Visage customers, end users of their products
in the health care industry generally are subject to extensive federal, state and local regulation in the United
States, as well as in other countries. Changes in applicable health care laws and regulations or new interpretations
of existing laws and regulations could cause these customers or end users to demand fewer Visage products.
There can be no assurance that future health care regulation or budgetary legislation or other changes in the
administration or interpretation of governmental health care programs both in the United States and abroad will
not have a material adverse effect on our business.

Competition from existing or new companies in the ACS business could cause us to experience downward
pressure on prices, fewer customer orders, reduced margins, the inability to take advantage of new
business opportunities and the loss of market share.

ACS competes in highly competitive industries and our ACS OEM customers generally extend the
competitive pressures they face throughout their respective supply chains. Additionally the ACS markets are
facing increasing industry consolidation, resulting in larger competitors who have more market share to put more
downward pressure on prices and offer a more robust portfolio of products and services. We are subject to
competition based upon product design, performance, pricing, quality and services. Our product performance,
embedded systems engineering expertise and product quality have been important factors in our growth. While
we try to maintain competitive pricing on those products that are directly comparable to products manufactured
by others, in many instances our products will conform to more exacting specifications and carry a higher price
than analogous products. Many of our ACS OEM customers and potential ACS OEM customers have the
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capacity to design and internally manufacture products that are similar to our products. We face competition
from research and product development groups and the manufacturing operations of current and potential
customers, who continually evaluate the benefits of internal research and product development and
manufacturing versus outsourcing. This competition could result in fewer customer orders and a loss of market
share.

Our sales in the defense market could be adversely affected by the emergence of commodity-type products
as acceptable substitutes for certain of our products and by uncertainty created by emerging changes in
standards that may cause customers to delay purchases or seek alternative solutions.

Our computing products for the defense market are designed for operating under physical constraints such
as limited volume, weight, and electrical power. Furthermore, these products are often designed to be “rugged,”
that is, to withstand enhanced environmental stress such as extended temperature range, shock, vibration, and
exposure to sand or salt spray. Historically these requirements have often precluded the use of less expensive,
readily available commodity-type systems typically found in more benign non-military settings. Factors that may
increase the acceptability of commodity-type products in some defense platforms that we serve include
improvements in the physical properties and durability of such alternative products, combined with the relaxation
of physical and ruggedness requirements by the military due to either a reevaluation of those requirements or the
installation of computing products in a more highly environmentally isolated setting. In addition, recent proposed
changes in the VMEbus computer infrastructure standard, to which a majority of our defense products adhere,
may cause program managers with the U.S. Government and prime contractors to delay decisions on new
program implementations in order to determine which emerging standards and configurations will be the
dominant design in the market, and may result in program managers selecting new standards or configurations in
which we have not chosen to invest. These developments could negatively impact our revenues and have a
material adverse effect on our business and operating results.

If we fail to respond to commercial industry cycles in terms of our cost structure, manufacturing capacity
and/or personnel need, our business could be seriously harmed.

The timing, length and severity of the up-and-down cycles in the semiconductor, telecommunications and
other commercial industries are difficult to predict. This cyclical nature of the industries in which we operate
affects our ability to accurately predict future revenue, and in some cases, future expense levels. In the current
environment, our ability to accurately predict our future operating results is particularly low. During down cycles
in our industry, the financial results of our customers may be negatively impacted, which could result not only in
a decrease in orders but also a weakening of their financial condition that could impair our ability to recognize
revenue from certain customers. Furthermore, in the current credit environment, it may be more difficult for our
customers to raise capital, whether debt or equity, to finance their purchases of capital equipment, including the
products we sell. If our customers experience persistent difficulties in raising capital for equipment financing, we
could experience a decrease in orders for our products. When cyclical fluctuations result in lower than expected
revenue levels, operating results may be adversely affected and cost reduction measures may be necessary in
order for us to remain competitive and financially sound. During periods of declining revenues, such as in the
current environment, we must be in a position to adjust our cost and expense structure to prevailing market
conditions and to continue to motivate and retain our key employees. If we fail to respond, then our business
could be seriously harmed. In addition, during periods of rapid growth, we must be able to increase
manufacturing capacity and personnel to meet customer demand. We can provide no assurance that these
objectives can be met in a timely manner in response to industry cycles. Each of these factors could adversely
impact our operating results and financial condition.

If we are unable to respond adequately to our competition, we may lose existing customers and fail to win
future business opportunities.

The markets for our products are highly competitive and are characterized by rapidly changing technology,
frequent product performance improvements and evolving industry standards. Competitors may be able to offer
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more attractive pricing or develop products that could offer performance features that are superior to our
products, resulting in reduced demand for our products. Due to the rapidly changing nature of technology, we
may not become aware in advance of the emergence of new competitors into our markets. The emergence of new
competitors into markets historically targeted by us could result in the loss of existing customers and may have a
negative impact on our ability to win future business opportunities. With continued microprocessor evolution,
low-end systems could become adequate to meet the requirements of an increased number of the lesser-
demanding applications within our target markets. Workstation manufacturers and other low-end single-board
computer or merchant board computer companies, or new competitors, may attempt to penetrate the high-
performance market for defense electronics systems, which could have a material adverse effect on our business.

Implementation of our growth strategy may not be successful, which could affect our ability to increase
revenues.

Our growth strategy includes developing new products and entering new markets, as well as identifying and
integrating acquisitions. Our ability to compete in new markets will depend upon a number of factors including,
among others:

e our ability to create demand for products in new markets;
e our ability to manage growth effectively;

e our ability to respond to changes in our customers’ businesses by updating existing products and
introducing, in a timely fashion, new products which meet the needs of our customers;

e the quality of our new products;
e our ability to respond rapidly to technological change; and
e our ability to successfully integrate any acquisitions that we make.
The failure to do any of the foregoing could have a material adverse effect on our business, financial
condition and results of operations. In addition, we may face competition in these new markets from various

companies that may have substantially greater research and development resources, marketing and financial
resources, manufacturing capability and customer support organizations.

Future acquisitions or divestitures may adversely affect our financial condition.

We have grown partly through the acquisition of other businesses including two acquisitions completed in
fiscal 2007 and two acquisitions completed in fiscal 2006. As part of our strategy for growth, we may continue to
make acquisitions, divestitures or strategic alliances, which may not be completed or may not be ultimately
beneficial to our company.

Acquisitions and/or divestitures may pose risks to our operations, including:

e problems and increased costs in connection with the integration or divestiture of the personnel,
operations, technologies or products of the acquired or divested businesses;

e unanticipated costs;
e diversion of management’s attention from our core business;
e inability to make planned divestitures of businesses on favorable terms, in a timely manner or at all;

e adverse effects on business relationships with suppliers and customers and those of the acquired
company;

e acquired assets becoming impaired as a result of technical advancements or worse-than-expected
performance by the acquired company;
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e entering markets in which we have no, or limited, prior experience; and

e potential loss of key employees.

In addition, in connection with any acquisitions or investments we could:
e issue stock that would dilute our existing shareholders’ percentage ownership;
¢ incur debt and assume liabilities;
e obtain financing on unfavorable terms;

* incur amortization expenses related to acquired intangible assets or incur large and immediate write-
offs;

e incur large expenditures related to office closures of the acquired companies, including costs relating to
termination of employees and facility and leasehold improvement charges relating to vacating the
acquired companies’ premises; and

e reduce the cash that would otherwise be available to fund operations or to use for other purposes.

The failure to successfully integrate any acquisitions, or or to make planned divestitures in an efficient or
timely manner, may negatively impact our financial condition and operating results.

Our Visage and VSG revenues currently come from a small number of major customers and modalities,
and any significant decrease in revenue from one of these customers or modalities could adversely impact
our operating results.

If a major Visage or VSG customer significantly reduces the amount of business it does with us, there would
likely be an adverse impact on our operating results. Although we are seeking to broaden our commercial
customer base, we expect to continue to depend on sales to a relatively small number of major customers in the
Visage and VSG markets. Because it often takes significant time and added cost to replace lost business, it is
likely that our operating results would be adversely affected if one or more of our major customers were to
cancel, delay or reduce significant orders in the future. Our customer agreements typically permit the customer to
discontinue future purchases without cause after timely notice.

We may be unable to obtain critical components from suppliers, which could disrupt or delay our ability
to deliver products to our customers.

Several components used in our products are currently obtained from sole-source suppliers. We are
dependent on key vendors like LSI Logic, Xilinx and Toshiba for custom-designed ASICs and FPGAs; Freescale
and IBM for PowerPC microprocessors; IBM for a specific SRAM; and Arrow, Hybricon, and Motorola for
chassis and chassis components. Generally, suppliers may terminate their contracts with us without cause upon
30 days’ notice and may cease offering their products upon 180 days’ notice. If any of our sole-source suppliers
limits or reduces the sale of these components, we may be unable to fulfill customer orders in a timely manner or
at all. In addition, if these or other component suppliers, some of which are small companies, experienced
financial difficulties or other problems that prevented them from supplying us with the necessary components,
we could experience a loss of revenues due to our inability to fulfill orders. These sole-source and other suppliers
are each subject to quality and performance issues, materials shortages, excess demand, reduction in capacity and
other factors that may disrupt the flow of goods to us or to our customers, which would adversely affect our
business and customer relationships. We have no guaranteed supply arrangements with our suppliers and there
can be no assurance that these suppliers will continue to meet our requirements. If supply arrangements are
interrupted, we may not be able to find another supplier on a timely or satisfactory basis. We may incur
significant set-up costs and delays in manufacturing should it become necessary to replace any key vendors due
to work stoppages, shipping delays, financial difficulties or other factors.
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We may not be able to effectively manage our relationships with contract manufacturers.

We may not be able to effectively manage our relationship with contract manufacturers, and the contract
manufacturers may not meet future requirements for timely delivery. We rely on contract manufacturers to build
hardware sub-assemblies for our products in accordance with our specifications. During the normal course of
business, we may provide demand forecasts to contract manufacturers up to five months prior to scheduled
delivery of our products to customers. If we overestimate requirements, the contract manufacturers may assess
cancellation penalties or we may be left with excess inventory, which may negatively impact our earnings. If we
underestimate requirements, the contract manufacturers may have inadequate inventory, which could interrupt
manufacturing of our products and result in delays in shipment to customers and revenue recognition. Contract
manufacturers also build products for other companies, and they may not have sufficient quantities of inventory
available or sufficient internal resources to fill our orders on a timely basis or at all.

In addition, there have been a number of major acquisitions within the contract manufacturing industry in
recent periods. While there has been no significant impact on our contract manufacturers to date, future
acquisitions could potentially have an adverse effect on our working relationships with contract manufacturers.
Moreover, we currently rely primarily on three contract manufacturers. The failure of these contract
manufacturers to fill our orders on a timely basis or in accordance with our customers’ specifications could result
in a loss of revenues and damage to our reputation. We may not be able to replace these contract manufacturers
in a timely manner or without significantly increasing our costs if such contract manufacturers were to
experience financial difficulties or other problems that prevented them from fulfilling our order requirements.

We are exposed to risks associated with international operations and markets.

We market and sell products in international markets, and have established offices and subsidiaries in the
United Kingdom, Japan, France and Germany. Revenues from international operations accounted for 15% of our
total net revenues in fiscal 2008, 12% of our total net revenues in fiscal 2007 and 11% of out total net revenues
2006. From our U.S. operations, we also ship directly to international customers. There are inherent risks in
transacting business internationally, including:

e changes in applicable laws and regulatory requirements;
e export and import restrictions;

e export controls relating to technology;

e tariffs and other trade barriers;

e less favorable intellectual property laws;

e difficulties in staffing and managing foreign operations;
e longer payment cycles;

e problems in collecting accounts receivable;

e political instability;

e fluctuations in currency exchange rates;

e expatriation controls; and

e potential adverse tax consequences.

There can be no assurance that one or more of these factors will not have a material adverse effect on our
future international activities and, consequently, on our business and results of operations.
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We may be exposed to unfavorable currency exchange rate fluctuations, which may lead to lower
operating margins, or may cause us to raise prices which could result in reduced revenues.

Currency exchange rate fluctuations could have an adverse effect on our net revenues and results of
operations. Unfavorable currency fluctuations could require us to increase prices to foreign customers, which
could result in lower net revenues by us to such customers. Alternatively, if we do not adjust the prices for our
products in response to unfavorable currency fluctuations, our results of operations could be adversely affected.
In addition, most sales made by our foreign subsidiaries are denominated in the currency of the country in which
these products are sold, and the currency they receive in payment for such sales could be less valuable at the time
of receipt as a result of exchange rate fluctuations. We do not currently hedge our foreign currency exchange rate
exposure.

If we are unable to respond to technological developments and changing customer needs on a timely and
cost-effective basis, our results of operations may be adversely affected.

Our future success will depend in part on our ability to enhance current products and to develop new
products on a timely and cost-effective basis in order to respond to technological developments and changing
customer needs. Defense customers, in particular, demand frequent technological improvements as a means of
gaining military advantage. Military planners have historically funded significantly more design projects than
actual deployments of new equipment, and those systems that are deployed tend to contain the components of the
subcontractors selected to participate in the design process. In order to participate in the design of new defense
electronics systems, we must demonstrate the ability to deliver superior technological performance on a timely
and cost-effective basis. There can be no assurance that we will secure an adequate number of defense design
wins in the future, that the equipment in which our products are intended to function will eventually be deployed
in the field, or that our products will be included in such equipment if it eventually is deployed.

Customers in our ACS market, including the semiconductor imaging market, and Visage market also seek
technological improvements through product enhancements and new generations of products. OEMs historically
have selected certain suppliers whose products have been included in the OEMs’ machines for a significant
portion of the products’ life cycles. We may not be selected to participate in the future design of any medical or
semiconductor imaging equipment, or if selected, we may not generate any revenues for such design work.

The design-in process is typically lengthy and expensive, and there can be no assurance that we will be able
to continue to meet the product specifications of OEM customers in a timely and adequate manner. In addition,
any failure to anticipate or respond adequately to changes in technology and customer preferences, or any
significant delay in product developments or introductions, could negatively impact our financial condition and
results of operations, including the risk of inventory obsolescence. Because of the complexity of our products, we
have experienced delays from time to time in completing products on a timely basis. If we are unable to design,
develop or introduce competitive new products on a timely basis, our future operating results may be adversely
affected.

Our products are complex, and undetected defects may increase our costs, harm our reputation with
customers or lead to costly litigation.

Our products are extremely complex and must operate successfully with complex products of other vendors.
Our products may contain undetected errors when first introduced or as we introduce product upgrades. The
pressures we face to be the first to market new products or functionality increases the possibility that we will
offer products in which we or our customers later discover problems. We have experienced new product and
product upgrade errors in the past and expect similar problems in the future. These problems may cause us to
incur significant costs to support our service contracts and other costs and divert the attention of personnel from
our product development efforts. If we are unable to repair these problems in a timely manner, we may
experience a loss of or delay in revenue and significant damage to our reputation and business prospects. Many
of our customers rely upon our products for business-critical applications. Because of this reliance, errors, defects
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or other performance problems in our products could result in significant financial and other damage to our
customers. Our customers could attempt to recover those losses by pursuing products liability claims against us
which, even if unsuccessful, would likely be time-consuming and costly to defend and could adversely affect our
reputation.

We may be unsuccessful in protecting our intellectual property rights which could result in the loss of a
competitive advantage.

Our ability to compete effectively against other companies in our industry depends, in part, on our ability to
protect our current and future proprietary technology under patent, copyright, trademark, trade secret and unfair
competition laws. We cannot assure that our means of protecting our proprietary rights in the United States or
abroad will be adequate, or that others will not develop technologies similar or superior to our technology or
design around the proprietary rights we own. In addition, we may incur substantial costs in attempting to protect
our proprietary rights.

Also, despite the steps taken by us to protect our proprietary rights, it may be possible for unauthorized third
parties to copy or reverse-engineer aspects of our products, develop similar technology independently or
otherwise obtain and use information that we regard as proprietary and we may be unable to successfully identify
or prosecute unauthorized uses of our technology. Furthermore, with respect to our issued patents and patent
applications, we cannot assure you that any patents from any pending patent applications (or from any future
patent applications) will be issued, that the scope of any patent protection will exclude competitors or provide
competitive advantages to us, that any of our patents will be held valid if subsequently challenged or that others
will not claim rights in or ownership of the patents (and patent applications) and other proprietary rights held
by us.

If we become subject to intellectual property infringement claims, we could incur significant expenses and
could be prevented from selling specific products.

We may become subject to claims that we infringe the intellectual property rights of others in the future. We
cannot assure that, if made, these claims will not be successful. Any claim of infringement could cause us to
incur substantial costs defending against the claim even if the claim is invalid, and could distract management
from other business. Any judgment against us could require substantial payment in damages and could also
include an injunction or other court order that could prevent us from offering certain products. For a description
of certain pending litigation in which we are involved, see Part I-Item 3 of this Annual Report on Form 10-K.

Our need for continued investment in research and development may increase expenses and reduce our
profitability.

Our industry is characterized by the need for continued investment in research and development. If we fail
to invest sufficiently in research and development, our products could become less attractive to potential
customers and our business and financial condition could be materially and adversely affected. As a result of the
need to maintain or increase spending levels in this area and the difficulty in reducing costs associated with
research and development, our operating results could be materially harmed if our research and development
efforts fail to result in new products or if revenues fall below expectations. In addition, as a result of our
commitment to invest in research and development, spending levels of research and development expenses as a
percentage of revenues may fluctuate in the future.

Our results of operations are subject to fluctuation from period to period and may not be an accurate
indication of future performance.

We have experienced fluctuations in operating results in large part due to the sale of computer systems in
relatively large dollar amounts to a relatively small number of customers. Customers specify delivery date
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requirements that coincide with their need for our products. Because these customers may use our products in
connection with a variety of defense programs or other projects with different sizes and durations, a customer’s
orders for one quarter generally do not indicate a trend for future orders by that customer. As such, we have not
been able in the past to consistently predict when our customers will place orders and request shipments so that
we cannot always accurately plan our manufacturing requirements. As a result, if orders and shipments differ
from what we predict, we may incur additional expenses and build excess inventory, which may require
additional reserves and allowances. Any significant change in our customers’ purchasing patterns could have a
material adverse effect on our operating results and reported earnings per share for a particular quarter. Thus,
results of operations in any period should not be considered indicative of the results to be expected for any future
period.

Our quarterly results may be subject to fluctuations resulting from a number of other factors, including:
e delays in completion of internal product development projects;
e delays in shipping computer systems and software programs;
e delays in acceptance testing by customers;
e achange in the mix of products sold to our served markets;
e production delays due to quality problems with outsourced components;
e shortages and costs of components;
e the timing of product line transitions; and

e declines in quarterly revenues from previous generations of products following announcement of
replacement products containing more advanced technology.

In addition, from time to time, we have entered into contracts, referred to as development contracts, to
engineer a specific solution based on modifications to standard products. Gross margins from development
contract revenues are typically lower than gross margins from standard product revenues. We intend to continue
to enter into development contracts and anticipate that the gross margins associated with development contract
revenues will continue to be lower than gross margins from standard product sales.

Another factor contributing to fluctuations in our quarterly results is the fixed nature of expenditures on
personnel, facilities and marketing programs. Expense levels for these programs are based, in significant part, on
expectations of future revenues. If actual quarterly revenues are below management’s expectations, our results of
operations will likely be adversely affected.

The trading price of our common stock may continue to be volatile, which may adversely affect our
business, and investors in our common stock may experience substantial losses.

Our stock price, like that of other technology companies, has been volatile. The stock market in general and
technology companies in particular may continue to experience volatility in their stock prices. This volatility may
or may not be related to our operating performance. Our operating results, from time to time, may be below the
expectations of public market analysts and investors, which could have a material adverse effect on the market
price of our common stock. In addition, the continued threat of terrorism in the United States and abroad, the
resulting military action and heightened security measures undertaken in response to that threat may cause
continued volatility in securities markets. When the market price of a stock has been volatile, holders of that
stock will sometimes institute securities class action litigation against the company that issued the stock. If any
shareholders were to institute a lawsuit, we could incur substantial costs defending the lawsuit. Also, the lawsuit
could divert the time and attention of management.
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The continued failure of auction rate securities to sell at their reset dates could impact the liquidity of our
investment, could negatively impact the carrying value of our investment and could impact our liquidity
requirements.

Our non-current investments totaling $50.3 million par value consist mainly of student loan auction rate
securities that are generally rated AAA/Aaa. Auction rate securities are generally debt instruments that provide
liquidity through a Dutch auction process that resets the applicable interest rate at pre-determined calendar
intervals, generally seven to 30 days. This auction mechanism generally allows existing investors to roll over
their holdings and continue to own their securities or liquidate their holdings by selling their securities at par
value. If auctions were to fail for securities in which we have invested, those investments will not be liquid. In
the event that we need to access our investments in these securities, we will not be able to do so until a future
auction is successful, the issuer redeems the outstanding securities, a buyer is found outside the auction process,
or the securities mature, which in almost all cases is more than one year and as many as 40 years in the future.

Beginning in mid-February 2008, all of our auction rate securities experienced failed auctions. Since then,
the continued uncertainty in the credit markets has caused auctions with respect to our auction rate securities to
continue to fail, thus preventing us from liquidating any of our holdings of auction rate securities. If the auctions
continue to fail, secondary markets do not develop or the auction rate securities are not redeemed, we may
determine that the value of auction rate securities are other than temporarily impaired and we would recognize a
loss in our consolidated statement of operations, which could be material. Further, continued inability to liquidate
our investments may in turn negatively impact the liquidity requirements of our company.

Provisions in our organizational documents and Massachusetts law and other actions we have taken could
make it more difficult for a third party to acquire us.

Provisions of our charter and by-laws could have the effect of discouraging a third party from making a
proposal to acquire our company and could prevent certain changes in control, even if some shareholders might
consider the proposal to be in their best interest. These provisions include a classified board of directors, advance
notice to our board of directors of shareholder proposals and director nominations, and limitations on the ability
of shareholders to remove directors and to call shareholder meetings. In addition, we may issue shares of any
class or series of preferred stock in the future without shareholder approval upon such terms as our board of
directors may determine. The rights of holders of common stock will be subject to, and may be adversely
affected by, the rights of the holders of any such class or series of preferred stock that may be issued.

We also are subject to the Massachusetts General Laws which, subject to certain exceptions, prohibit a
Massachusetts corporation from engaging in a broad range of business combinations with any “interested
shareholder” for a period of three years following the date that such shareholder becomes an interested
shareholder. These provisions could discourage a third party from pursuing an acquisition of our company at a
price considered attractive by many shareholders.

We have adopted a Shareholder Rights Plan that could make it more difficult for a third party to acquire, or
could discourage a third party from acquiring, our company or a large block of our common stock. A third party
that acquires 15% or more of our common stock (an “acquiring person’) could suffer substantial dilution of its
ownership interest under the terms of the Shareholder Rights Plan through the issuance of common stock or
common stock equivalents to all shareholders other than the acquiring person.

ITEM 1B. UNRESOLVED STAFF COMMENTS

None.
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ITEM 2. PROPERTIES

The following table sets forth our significant properties:

Size in

Location Segment(s) served Sq. Feet Commitment
Chelmsford, MA ............... All (Corporate HQ) 185,327 Leased, expiring 2017
2 buildings
Huntsville, AL ................. ACS Business Unit 17,687 Leased, expiring 2011
Carlsbad, CA .................. ACS Business Unit 13,255 Leased, expiring 2008
Visage Business Unit 3 offices
Reston, VA ...... .. ... .. ..... ACS Business Unit 12,811 Leased, expiring 2012
Cambridge, MA ................ Emerging Business Unit 4,602 Leased, expiring 2009
Fuerth, Germany ............... Visage Business Unit 4,562 Leased, expiring 2008
Bramley, United Kingdom . ....... ACS Business Unit 3,970 Leased, expiring 2010
VSG Business Unit 2 offices
Crystal City, VA ............... Emerging Business Unit 3,931 Leased, expiring 2013
Bordeaux, France ............... VSG Business Unit 3,661 Leased, expiring 2016
Berlin, Germany ................ Visage Business Unit 3,648 Leased, expiring 2008
Campbel,L, CA.................. ACS Business Unit 2,437 L