
SOUTHWALL TECHNOLOGIES INC /DE/
Form 10-Q
May 17, 2004

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

(Mark One)

[X] QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934 [NO FEE REQUIRED]

For the Quarterly Period Ended March 28, 2004

OR

[  ] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934

For the transition period from ________to _________

Commission file number 0-15930

Southwall Technologies Inc.

 (Exact name of Registrant as specified in its Charter)

Delaware 94-2551470
  (State or Other Jurisdiction of Incorporation or Organization) (I.R.S. Employer Identification Number)

3975 East Bayshore Road
 Palo Alto, California    94304

 (Address of Principal Executive Offices including Zip Code)

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

1



(650) 962-9111

 (Registrant's Telephone Number, Including Area Code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file reports), and (2) has been subject to such filing requirements for the past 90 days. Yes  

ý    No  o

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Act).   Yes  

o   No  ý

As of May 4, 2004 there were 12,548,192 shares of the Registrant's Common Stock outstanding.

Southwall Technologies Inc.
QUARTERLY REPORT ON FORM 10-Q FOR THE PERIOD ENDED MARCH 28, 2004

TABLE OF CONTENTS

PART I. FINANCIAL INFORMATION Page No.

Item 1. Financial Statements

           Condensed Consolidated Balance Sheets
             March 28, 2004 (unaudited) and December 31, 2003

3

           Unaudited Condensed Consolidated Statements of Operations
             Three months ended March 28, 2004 and March 30, 2003

4

           Unaudited Condensed Consolidated Statements of Cash Flows
             Three months ended March 28, 2004 and March 30, 2003

5

           Notes to Unaudited Condensed Consolidated Financial Statements 6

Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations 19

Item 3. Quantitative and Qualitative Disclosures About Market Risk 33

Item 4. Controls and Procedures 41

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

2



PART II. OTHER INFORMATION

Item 1. Legal Proceedings 42

Item 2: Changes in Securities, Use of Proceeds, and Issuer Purchases of Equity Securities 42

Item 3: Defaults Upon Senior Securities 43

Item 4: Submission of Matters to a Vote of Security Holders 43

Item 5: Other Information 43

Item 6. Exhibits and Reports on Form 8-K 43

Signatures 45

PART I. FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

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

3



SOUTHWALL TECHNOLOGIES INC.
UNAUDITED CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands, except per share data)

                                                                                       March 28,   December 31,
                                                                                         2004         2003
                                                                                      -----------  -----------
                                       ASSETS
Current assets:
  Cash and cash equivalents......................................................... $     1,468  $     1,152
  Restricted cash...................................................................         704          739
  Accounts receivable, net of allowance for bad debts of
      $836 at March 28, 2004 and $778 at December 31, 2003..........................       4,657        7,096
  Inventories, net..................................................................       6,880        6,830
  Other current assets..............................................................       4,128        2,617
                                                                                      -----------  -----------
          Total current assets......................................................      17,837       18,434
Property, plant and equipment, net..................................................      20,468       21,787
Restricted loan proceeds............................................................       1,027        1,066
Other assets........................................................................       1,365          434
                                                                                      -----------  -----------
          Total assets.............................................................. $    40,697  $    41,721
                                                                                      ===========  ===========
                   LIABILITIES AND STOCKHOLDERS' EQUITY (DEFICIT)
Current liabilities:
  Current portion of term debt and capital leases................................... $     1,520  $     2,042
  Line of credit....................................................................       5,546        6,844
  Accounts payable..................................................................       4,373        6,315
  Accrued compensation..............................................................         910        1,392
  Other accrued liabilities.........................................................       7,815        6,051
                                                                                      -----------  -----------
          Total current liabilities.................................................      20,164       22,644
Term debt and capital leases........................................................      12,182       13,658
Convertible promissory notes..........................................................     3,309           --
Government grants advanced..........................................................         592          614
Other...............................................................................      11,029        3,084
                                                                                      -----------  -----------
          Total liabilities.........................................................      47,276       40,000
                                                                                      -----------  -----------
Contingencies (Note 10)
Stockholders' equity (deficit):
  Common stock, $0.001 par value; 20,000 shares authorized, and 12,528 and
    12,548 shares outstanding at March 28, 2004 and December 31, 2003, respectively.          13           13
  Capital in excess of par value....................................................      69,796       70,861
  Accumulated other comprehensive income:
       Translation gain on subsidiary...............................................       2,695        3,240
  Accumulated deficit...............................................................     (79,083)     (72,393)
                                                                                      -----------  -----------
          Total stockholders' equity (deficit)......................................      (6,579)       1,721
                                                                                      -----------  -----------
          Total liabilities and stockholders' equity (deficit)...................... $    40,697  $    41,721
                                                                                      ===========  ===========
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See accompanying notes to condensed consolidated financial statements.
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SOUTHWALL TECHNOLOGIES INC.
UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(in thousands, except per share data)

                                                                    Three Months Ended
                                                                   ----------------------
                                                                   March 28,   March 30,
                                                                      2004        2003
                                                                   ----------  ----------

Net revenues..................................................... $   11,067  $   15,221
Cost of sales....................................................      8,466      12,183
                                                                   ----------  ----------
Gross profit ....................................................      2,601       3,038
                                                                   ----------  ----------
Operating expenses:
  Research and development.......................................        810       1,668
  Selling, general and administrative............................      3,063       2,876
  Restructuring expenses.........................................         --         (65)
                                                                   ----------  ----------
          Total operating expenses...............................      3,873       4,479
                                                                   ----------  ----------
Loss from operations.............................................     (1,272)     (1,441)
  Interest expense...............................................       (675)       (292)
  Costs of warrants issued.......................................     (4,818)         --
  Other income, net..............................................        430          89
                                                                   ----------  ----------
Loss before provision for income taxes...........................     (6,335)     (1,644)
Provision for income taxes.......................................        355          15
                                                                   ----------  ----------
Net loss......................................................... $   (6,690) $   (1,659)
                                                                   ==========  ==========

Net loss per share:
Basic............................................................ $    (0.53) $    (0.13)
Diluted.......................................................... $    (0.53) $    (0.13)

Weighted average shares of common stock and dilutive
  potential common stock:
Shares used in computation, basic and diluted....................     12,548      12,527
Shares used in computation, basic and diluted....................     12,548      12,527

See accompanying notes to condensed consolidated financial statements.
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SOUTHWALL TECHNOLOGIES INC.
UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

                                                                                 Three Months Ended
                                                                             ----------------------------
                                                                            March 28, 2004  March 30, 2003
                                                                             -------------  -------------
Cash flows provided by or (used in) operating activities:
  Net income (loss)........................................................ $      (6,690) $      (1,659)
  Adjustments to reconcile net income (loss) to net cash provided by or
    (used in) operating activities:
    Depreciation and amortization..........................................           615          1,716
    Loss on disposal of capital equipment..................................            --            133
    Stock-based compensation charge........................................            --             33
    Amortization of debt issuance costs....................................            59             --
    Warrants issued to investors and creditors.............................         4,818             --
    Interest on notes receivable...........................................            --             (2)
    Changes in operating assets and liabilities:
      Accounts receivable..................................................         2,439           (868)
      Inventories..........................................................           (50)           682
      Other current and non-current assets.................................        (2,501)           482
      Accounts payable and accrued liabilities.............................          (660)           179
                                                                             -------------  -------------
        Net cash provided by (used in) operating activities................        (1,970)           696
                                                                             -------------  -------------
Cash flows used in investing activities:
  Restricted cash..........................................................            --            (77)
  Expenditures for property, plant  and equipment and other assets.........          (347)          (597)
                                                                             -------------  -------------
        Net cash used in investing activities..............................          (347)          (674)
                                                                             -------------  -------------
Cash flows provided by (used in) financing activities:
  Proceeds from borrowings.................................................            --           (344)
  Principal payments on borrowings.........................................          (837)            --
  Repayments on line of credit.............................................        (1,298)            --
  Proceeds from sale of sale of convertible promissory notes...............         4,500             --
                                                                             -------------  -------------
        Net cash provided by  (used in) financing activities...............         2,365           (344)
                                                                             -------------  -------------
Effect of foreign exchange rate changes on cash............................           268             12
                                                                             -------------  -------------
Net increase (decrease) in cash and cash equivalents.......................           316           (310)
Cash and cash equivalents, beginning of year...............................         1,152          1,998
                                                                             -------------  -------------
Cash and cash equivalents, end of year..................................... $       1,468  $       1,688
                                                                             =============  =============
Supplemental cash flow disclosures:
  Interest paid............................................................ $         337  $         208
                                                                             =============  =============
  Income taxes paid........................................................ $          90  $          50
                                                                             =============  =============
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See accompanying notes to condensed consolidated financial statements.
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Southwall Technologies Inc.
Notes to Unaudited Condensed Consolidated Financial Statements

(in thousands)

Note 1-Interim Period Reporting:

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

      Certain information and footnote disclosures normally contained in financial statements prepared in accordance
with generally accepted accounting principles have been condensed or omitted. The Company suggests that these
consolidated financial statements be read in conjunction with the consolidated financial statements and notes thereto
contained in the Company's Form 10-K for the year ended December 31, 2003 filed with the Securities and Exchange
Commission on April 14, 2004 (as amended by the Company's Form 10-K/A filed on May 7, 2004). The results of
operations for the interim periods presented are not necessarily indicative of the operating results of the full year.

      Due to the structure of the transactions resulting from the investment agreement with Needham & Company and
Dolphin Capital Partners, LP, which were entered into by the Company on December 18, 2003, and later amended and
restated on February 20, 2004, the Company was not in compliance with certain Nasdaq listing requirements. On
March 26, 2004, the Company voluntarily delisted from the Nasdaq National Market and on May 6, 2004, began
trading on the Over-the-Counter Bulletin Board Market. Management believes that a voluntary delisting from Nasdaq
and a move to the pink sheets provided the best option to our shareholders by retaining liquidity in the Company's
common stock.

      On April 29, 2004, the Company amended its credit agreements with its senior lender, Pacific Business Funding,
or PBF, to extend the agreements to May 5, 2005. The new agreements provide for a maximum borrowing capacity of
$9.0 million for the Company. The credit agreement consists of a $3.0 million credit facility, which is guaranteed by
Needham & Company, and a $6.0 million receivables line of credit. The $3.0 million facility bears an annual interest
rate of 2% above PBF's Base Rate (which was 4.0% at March 28, 2004), and the annual interest is calculated based on
the borrowings outstanding under the line. The $6.0 million facility bears an annual interest rate of 7% above PBF's
Base Rate and the annual interest is calculated based on the average daily accounts receivable against which the
Company has borrowed. Availability under the $6.0 million line is limited to 75% of accounts receivables acceptable
to PBF. PBF continues to reserve the right to lower the 75% of eligible receivable standards for borrowings under the
credit agreement or to terminate the credit agreement at any time. The amendment also deleted the requirements that
we maintain a listing on the Nasdaq National Market and comply with financial covenants to maintain minimum net
tangible net worth of $33.0 million, a current ratio of at least 0.70, and revenues equal to or greater than 80% of
revenues projected. (See Note 14 - Subsequent Events.)

      Cumulative operating losses, negative working capital, negative cash flows, and defaults with respect to our debt
obligations, and our current cash balance raise substantial doubt about our ability to continue as a going concern. We
incurred a net loss and negative cash flows from operations in 2003 and expect to incur net losses and negative cash
flows through at least the third quarter of 2004. As of December 31, 2003 and March 28, 2004, our cash and cash
equivalents and restricted cash were $1.9 million and $2.2 million, respectively. If we are unable to maintain our
existing financing sources, or procure new sources of financing we may be unable to satisfactorily meet all of the cash
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commitments required to fund our operations or to continue as a going concern.

      The Company uses a 52-week fiscal year ending on December 31. The quarters ended March 28, 2004 and March
30, 2003 each included 13 weeks.

Note 2-Balance Sheet:

Restricted cash

      Restricted cash consists of the unexpended portion of grants received from the Saxony government in Germany to
co-finance the costs of the construction of the Company's Dresden facility. In the event the Company fails to meet
certain conditions related to the grants, the Saxony government has the right to demand repayment of the grants (see
Note 7 - Government Grants and Investment Allowances).

Inventories, net

      Inventories are stated at the lower of cost (determined by the first-in, first-out method) or market. Cost includes
materials, labor and manufacturing overhead. The Company establishes provisions for excess and obsolete inventories
to reduce such inventories to their estimated net realizable value. Such provisions are charged to cost of sales. At
March 28, 2004 and December 31, 2003, inventories consisted of the following:

                                               March 28,   December 31,
                                                  2004         2003
                                               ----------  ------------
Inventory, net                                      (in thousands)
Raw materials................................ $    3,615  $      2,677
Work-in-process .............................      2,115         3,148
Finished goods ..............................      1,150         1,005
                                               ----------  ------------
                                              $    6,880  $      6,830
                                               ==========  ============

Government grants advanced and investment allowances

      Government grants advanced and investment allowances consist of monies received by the Company from the
Saxony government in Germany. Upon approval and receipt of the grants and investment allowances from the Saxony
government, the funds are applied as a reduction of the costs of the Dresden facility. In the event the Company fails to
meet certain conditions related to the grants and investment allowances, the Saxony government has the right to
reclaim the grants and allowances. (see Note 7 - Government Grants and Investment Allowances.)

Other long-term liabilities

      Other long-term liabilities consisted of the following at March 28, 2004 and December 31, 2003:

                                                             Balance at    Balance at
                                                             March 28,    December 31,
Description                                                     2004          2003
----------------------------------------------------------  ------------  ------------
Warrants.................................................. $      6,305  $         --
Liabilities associated with Settlement Agreement (Note 5).        2,374         1,591
Deferred tax liability....................................        1,348         1,177
Embedded derivative (Note 9)..............................          782            --
Long-term restructuring costs (Note 12)...................          220           293
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Other.....................................................           --            22
                                                            ------------  ------------
Total other long-term liabilities......................... $     11,029  $      3,084
                                                            ============  ============

      Other long-term liabilities consist of warrants issued in connection with the Investment Agreement (see Note 9 -
Warrants and Other Financial Instruments.), liabilities associated with a settlement agreement (see Note 5 - Term
Debt), deferred tax liabilities, embedded derivatives (see Note 9) and accrued restructuring costs.

Note 3-Net Income (Loss) Per Share:

      Basic net income (loss) per share is computed by dividing income available to common stockholders (numerator)
by the weighted average number of common shares outstanding (denominator) for the period. Diluted net income
(loss) per share gives effect to all dilutive common shares potentially outstanding during the period. In net loss
periods, the basic and diluted weighted average shares of common stock and common stock equivalents are the same
because inclusion of stock options would not be dilutive. Accordingly, for the quarters ended March 28, 2004, and
March 30, 2003, there was no difference between the denominators used for the calculation of basic and diluted net
(loss) per share, and the number of shares used in the calculation was 12,548,192 and 12,527,460, respectively.

      There were 2,693,947 options outstanding at March 28, 2004, which were excluded from the diluted net (loss) per
share calculations as reported because they were anti-dilutive in view of the loss incurred by the Company in that
period.

Note 4-Line of Credit:

      On May 16, 2003, the Company entered into credit agreements for a $10.0 million receivables financing line of
credit (which were amended on June 16, 2003 and December 18, 2003) with a financial institution, Pacific Business
Funding, or PBF, that were due to expire on May 5, 2004, subject to automatic one-year renewals unless terminated at
any time by either party. The line of credit bears an annual interest rate of 7% above the financial institution's Base
Rate (which was 4.0% at March 28, 2004), and is calculated based on the average daily accounts receivable against
which the Company has borrowed. Half of the $10.0 million line of credit is represented by a $5.0 million credit line,
guaranteed by the United States Export-Import Bank ("EXIM"). Availability under the EXIM line is limited to 80% of
eligible foreign receivables acceptable to the lender. The remaining $5.0 million portion of the $10.0 million credit
line is supported by domestic receivables. Availability under the domestic line of credit is limited to 70% of eligible
domestic receivable acceptable to the lender. PBF reserves the right to lower the 70% and 80% of eligible receivable
standards for borrowings under the credit agreements. In connection with the line of credit, the Company granted to
the bank a lien upon and security interest in, and right of set off with respect to all of the Company's right, title and
interest in all personal property and other assets, other than certain of the Company's Germany property or assets. The
borrowing arrangements required the Company to comply with financial covenants to maintain minimum net tangible
net worth of $33.0 million, a current ratio of at least 0.70, and revenues equal to or greater than 80% of revenues
projected. As part of the agreements, the Company incurred and paid a one-time commitment fee of $0.1 million in
the second quarter of 2003, which will be amortized over the term of the agreements.

      As a result of the impairment charge recorded at the end of the third quarter and a deterioration in our working
capital position during the fourth quarter of 2003, the Company was in violation of the minimum net tangible net
worth covenant and current ratio covenant set forth in each of the credit agreements, and, therefore, in default
thereunder. On December 18, 2003, the Company entered into a Forbearance Agreement with PBF to forbear from
exercising the rights and remedies available to it owing to the default condition. The forbearance will remain in effect
until the expiration date of the credit agreement subject to the Company's achievement of certain operational and
financial milestones. Concurrent with the Forbearance Agreement, the credit agreement was amended to reduce the
facility to $7.0 million, subject to the same restrictions in borrowing capacity. The amendment to the credit facility
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was made following an agreement reached with Needham to guarantee an additional $3.0 million facility with PBF.
The guarantee was provided in two separate allotments of $2.25 million on December 18, 2003 and $0.75 million on
January 15, 2004. In exchange for the guarantees, the Company issued two separate allotments of warrants for
941,115 shares of common stock each to Needham. (See Note -9 - Warrants and Other Financial Instruments). In
connection with the forbearance and amended credit facility, the Company also issued warrants exercisable for
360,000 shares of common stock to PBF. As of March 28, 2004, the Company had approximately $5.5 million of
borrowings outstanding and no availability to borrow under the credit agreements.

      On April 29, 2004, the Company amended its credit agreements with PBF to extend the agreements to May 5,
2005. The new agreements provide for a maximum borrowing capacity of $9.0 million for the Company. The credit
agreement consists of a $3.0 million credit facility, which is guaranteed by Needham & Company, and a $6.0 million
receivables line of credit. The $3.0 million facility bears an annual interest rate of 2% above PBF's Base Rate (which
was 4.0% at March 28, 2004), and the annual interest is calculated based on the borrowings outstanding under the line.
The $6.0 million facility bears an annual interest rate of 7% above PBF's Base Rate and the annual interest is
calculated based on the average daily accounts receivable against which the Company has borrowed. Availability
under the $6.0 million line is limited to 75% of accounts receivables acceptable to PBF. PBF continues to reserve the
right to lower the 75% of eligible receivable standards for borrowings under the credit agreement or to terminate the
credit agreement at any time. The amendment also deleted the requirements that we maintain a listing on the Nasdaq
National Market and comply with financial covenants to maintain minimum net tangible net worth of $33.0 million, a
current ratio of at least 0.70, and revenues equal to or greater than 80% of revenues projected. (See Note 14 -
Subsequent Events.)

Note 5-Term Debt:

      The Company's term debt and capital leases consisted of the following at March 28, 2004:

                                                                         Remaining
                                                            Balance at   Principal
                                                            March 28,      Due in
Description                                       Rate         2004         2004
---------------------------------------------  ----------  ------------  ----------
Term debt:
 Teijin loan dated January 19, 2004..........         --  $      1,269  $      254
 German bank loan dated May 12, 1999.........    6.13%(1)        2,386         311
 German bank loan dated May 28, 1999.........    7.10%(2)        3,043          --
 German bank loan dated May 28, 1999.........       3.75%          869         174
 German bank loan dated July 25, 2000........    7.15%(3)        1,865         215
 German bank loan dated
   August 14, 1999 (due June 30, 2009).......       5.75%        2,054          --
 German bank loan dated December 18, 2000....       7.50%           78          78
 German bank loan dated December 19, 2000....        8.0%           69          69
 Settlement agreement dated February 20, 2004         (4)        2,000          --
                                                           ------------  ----------
   Total term debt...........................                   13,633       1,101
Capital leases:
 Other equipment financings..................                       69          69
                                                           ------------  ----------
   Total capital leases......................                       69          69
                                                           ------------  ----------
   Total term debt and capital leases........                   13,702  $    1,170
                                                           ------------  ==========
   Less current portion......................                    1,520
                                                           ------------
Term debt, non currrent......................             $     12,182
                                                           ============
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(1)    Interest rate will remain fixed until December 31, 2004 and will be reset to the then prevailing market rate.

(2)    Interest rate will be reset to the then prevailing market rate in 2009.

(3)    Interest rate will be reset to the then prevailing market rate in 2005.

(4)    Stepped interest rate starting at 3% for 2004, which will increase by one percentage point per year until 2010.

      The Teijin loan represents the unpaid principal and accrued interest owed by the Company on a loan with a
Japanese bank, dated May 6, 1997, which had been guaranteed by Teijin Limited (Teijin), a Japanese company. Teijin
is a stockholder of and supplier of substrate materials to the Company. The Teijin guarantee was collateralized by
certain equipment located in Southwall's Tempe manufacturing facility and inventory, to the extent necessary to
provide 120% net book value coverage of the outstanding loan balance. The Company was also subject to certain
financial covenants under the guarantee. The Company paid Teijin semi-annually a loan guarantee service fee equal to
0.5625% of the outstanding balance. The loan required semi-annual payments of interest only during the first four
years, followed by semi-annual principal installments plus interest, beginning in May 2001, for the remaining three
and one half year term. The Company had made each of its scheduled principal and interest payments to the Japanese
bank through May 2003, representing principal payments of $8.8 million. However, the Company did not make the
scheduled payment of $1.25 million due on November 5, 2003 thereby defaulting on the debt. Teijin honored its
guarantee by satisfying the obligation. Under the terms of Teijin's guarantee, the Company was obligated to
immediately repay the amounts paid by Teijin. As a result of the restructuring plan implemented by the Company in
the fourth quarter of 2003, the Company entered into a guaranteed Loan Agreement with Teijin on January 19, 2004
to satisfy Teijin's claim. The agreement includes a payment schedule that spreads the payments over a period of four
years through 2008. The obligations owed to Teijin will not accrue interest if paid according to the payment schedule.
The Company's obligations to Teijin are guaranteed by its subsidiary, Southwall Europe GmbH.

      The Company performed an assessment under SFAS No.15, Accounting by Debtors and Creditors for Troubled
Debt Restructurings and EITF 02-04, Debtors Accounting for a Modification or an Exchange of Debt Instruments in
accordance with SFAS 15, to assess whether the debt restructuring constituted a troubled debt restructuring. The
Company concluded that the debt restructuring was in fact a troubled debt restructuring as the Company was in
financial difficulty and Teijin had granted a concession to the Company, under the definitions of such conditions in
the EITF 02-04 guidance. The concession resulted from the non-interest bearing nature of the debt. As the carrying
value of the original debt approximates to the new debt and bears no interest, SFAS 15, requires no accounting as of
the date of the restructuring. The carrying value of the debt will be reduced as payments are made.

      During 1999, Southwall entered into a master equipment sale-leaseback agreement with a leasing company,
Matrix Funding Corporation ("lessor"). The Company was in dispute with the lessor over interpretation of certain
terms of the lease agreement and withheld lease payments due since March 2001. The lessor notified the Company
that it considered the Company to be in default and in January 2002 drew down on a letter of credit in the amount of
$0.5 million that collateralized the Company's obligations. In May 2002, a suit was filed against the Company by an
agent of the successor to the lease demanding payment of unpaid lease payments and alleged residual values. (See
Note 10- Contingencies.) In February 2004, we reached a settlement agreement with the agents for $2.0 million
bearing interest at a stepped rate. The settlement requires the Company to make an interest payment in 2004, and
beginning in 2005, to make quarterly principal and interest payments until 2010. At March 28, 2004, the carrying
value of the liability was $4.4 million ($2.8 million of principal, plus $1.6 million of accrued interest and tax). As a
result of the settlement the Company is obligated to pay a lesser amount of $2.0 million over five years at a stepped
rate of interest. The agreement included a confession of judgment, whereby the Company acknowledges that it owes
damages of $5.9 million in the event of payment defaults under the settlement agreement.

      The Company performed an assessment under SFAS 15 and EITF 02-04 to assess whether the debt restructuring
constituted a troubled debt restructuring. The Company concluded that the debt restructuring was in fact a troubled
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debt restructuring as the Company was in financial difficulty and the lessors had granted a concession to the
Company, under the definitions of such conditions as set forth in EITF 02-04. The reduction in the amount of the debt
indicated that a concession had been granted. SFAS 15, requires an assessment of the total future cash payments
specified by the new terms of the debt, including, principal, interest and contingent payments. If the payments are less
than the carrying amount of the payable, the Company should reduce the carrying amount to an amount equal to the
total future cash payments specified by the new terms and should recognize a gain on restructuring of payables equal
to the amount of the reduction. In its assessment, management factored in the $5.9 million confession of judgment as a
contingent payment, thereby eliminating any potential gain on restructuring. The carrying value of the debt remains on
the balance sheet and the liability will be reduced as payments are made, with a potential gain to be recorded at the
date of the final payment and the expiry of the confession of judgment. Based on a SFAS 5 determination, at the time
the Company considers default probable, the liability would be increased to the $5.9 million confession of judgment
value. The excess of the carrying value over the $2.0 million is recorded in Other Long-Term Liabilities on the
balance sheet.

      On May 12, 1999, the Company entered into a loan agreement with a German bank that provides for borrowings
up to euros 3.1 million ($3.7 million). Under the terms of this agreement, the funds were used solely for the purpose of
capital investment by Southwall's German subsidiary. The term of the loan is for a period of 10 years and the principal
is repayable in euros after the end of one year in 36 quarterly payments. The loan bears interest at 6.125% per annum
for the first five years, and will be revised to the prevailing rate at the end of the fifth year. Of the borrowings
outstanding of $2.4 million under this bank loan at March 28, 2004, $2.1 million was classified as noncurrent in the
accompanying balance sheet.

      On May 28, 1999, the Company entered into a general loan agreement with a German bank. Under the terms of
the loan agreement, funds were made available in three tranches, and were used solely for the purpose of capital
investment by the Company's German subsidiary. The agreement contains various covenants with which the Company
was in compliance at March 28, 2004; the Company is current with respect to all principal and interest payments due
under the loan agreement. Under the first tranche, the Company borrowed euro 2.5 million ($3.0 million) for a term of
twenty years beginning on May 28, 1999. The principal is repayable in euros beginning after ten years in ten equal,
semi-annual payments. The loan bears fixed interest of 7.1% per annum for the first ten years, after which time the
rate will be adjusted to a current prevailing rate. Of the borrowings outstanding under this tranche of $3.0 million at
March 28, 2004, $3.0 million was classified as noncurrent in the accompanying balance sheet. Under the second
tranche, the Company borrowed euro 1.7 million ($2.1 million) for a term of seven years beginning May 28, 1999 and
the principal is repayable after one year in twelve equal, semi-annual payments. The loan bears fixed interest at 3.75%
per annum for the period of seven years. At March 28, 2004, the amount due under this second tranche was $0.9
million, and $0.7 million was classified as a noncurrent liability. Under the third tranche, the Company borrowed euro
2.1 million ($2.5 million) for a term of ten years beginning on July 25, 2000, and the principal is repayable after one
year, in thirty-six equal quarterly payments. The loan bears fixed interest of 7.15% per annum for the first five years,
after which time the rate will be adjusted to a current prevailing market rate. At March 28, 2004, the amount due was
$1.9 million; of this amount, $1.7 million was classified as noncurrent.

      On August 14, 1999, the Company entered into a loan agreement with a German bank that provides for
borrowings up to euros 1.7 million ($2.1 million). As required by this agreement, the funds were used solely for the
purpose of capital investment by the Company's German subsidiary. The principal balance is due in a single payment
on June 30, 2009 and bears interest at a rate of 5.75% per annum. The interest is payable quarterly in euros. Fifty
percent of the loan proceeds are restricted in an escrow account for the duration of the loan period and are classified as
non-current "Restricted loan proceeds." The amount due under this bank loan at March 28, 2004 was $2.1 million,
which was classified as noncurrent.

      On December 18, 2000, the Company entered into a loan agreement with a German bank that provides for
borrowings up to euros 0.2 million ($0.2 million). As required by this agreement, the funds were used solely for the
purpose of capital investment by the Company's German subsidiary. The principal balance is repayable in nine
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quarterly payments beginning March 2002 and bears interest at a rate of 7.5% per annum. The interest is payable
quarterly in euros. At March 28, 2004, the amount outstanding under this bank loan was $0.1 million, which was
classified as current.

      On December 19, 2000, the Company entered into a loan agreement with a German bank that provides for
borrowings up to euros 0.3 million ($0.4 million). As required by this agreement, the funds were used solely for the
purpose of capital investment by the Company's German subsidiary. The principal balance is repayable in 12 quarterly
payments beginning March 2002 and bears interest at a rate of 7.5% per annum. The interest is payable quarterly in
euros. At March 28, 2004, the amount outstanding under this bank loan $0.1 million, which was classified as current.

      The preceding German bank loans are collateralized by the production equipment, building and land owned by the
Company's German subsidiary. The dollar equivalent value for the preceding German bank loans has been calculated
using the euro exchange rate as of March 28, 2004.

      Other term debt consists of capitalized leases related primarily to certain computer equipment used by the
Company.

      Scheduled principal reductions of term debt as of March 28, 2004 for the balance of 2004, and for the next four
years and thereafter, are as follows:

                                                                           Amount
                                                                         ----------

2004................................................................... $    1,170
2005...................................................................      1,530
2006...................................................................      1,561
2007...................................................................      1,213
2008...................................................................      1,213
Thereafter.............................................................      7,015
                                                                         ----------
          Total........................................................ $   13,702
                                                                         ==========

      The Company incurred total interest expense of $0.7 million and $0.3 million in first quarters of 2004 and 2003,
respectively.

Note 6 - Convertible Promissory Notes:

      The Company's convertible promissory notes as of March 28, 2004 consist of the following:

                                                                              Balance at
Description                                                                 March 28, 2004
--------------------------------------------------------------------------  --------------
Needham Capital Partners and affiliates................................... $        3,000
Dolphin Direct Equity Partners............................................          1,500
                                                                            --------------
Total face value of convertible promissory notes..........................          4,500
Less:
      Discount associated with Embedded derivative                                   (820)
      Discount on promissory notes due to warrants issued with the notes..           (414)
      Amortization of debt discount.......................................             42
                                                                            --------------
Total convertible promissory notes........................................ $        3,309
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                                                                            ==============

      On February 20, 2004, the Company entered into an agreement with Needham & Company, Inc., certain of its
affiliates, and Dolphin Direct Equity Partners, LP (the "Holders") and issued $3.0 million and $1.5 million of
convertible notes to them, respectively. The notes are convertible, at the Holders' option, into the Company's Series A
preferred stock at a conversion price of $1.00 per share (subject to adjustment). The notes accrue interest at an annual
rate of 10%, compounded daily, which interest is payable each December 31st. The notes are collateralized by a
pledge of a portion of the stock of Southwall Europe GmbH. The notes are due and payable on the earlier of: i) 45
days after failure of the stockholders to approve the increase in the number of the Company's authorized shares, or ii)
February 20, 2009. In addition, so long as any of the convertible notes are outstanding, the approval of the Holders of
a majority of the convertible notes will be required to effect certain corporate actions. In connection with the issuance
of the convertible notes the Company issued warrants for 1,694,007 shares of common stock. In addition, the
Company bifurcated the conversion feature of the notes and recorded an embedded derivative. (See Note 9 - Warrants
and Other Financial Instruments.)

Note 7-Government Grant and Investment Allowances:

      The Company has an agreement to receive cash grant awards ("the Grant"), which was approved by the Saxony
government in May 1999. As of March 28, 2004, the Company had received approximately euros 5.6 million ($6.8
million) under this Grant and accounted for the Grant by applying the proceeds received to reduce the cost of fixed
assets of the Dresden manufacturing facility. Additionally, as of March 28, 2004, the Company has a balance
remaining from the government grants received in May 1999 of euros 0.5 million ($0.6 million) which has been
recorded as an advance and held as restricted cash until the Company receives approval from the Saxony government
to apply the funds to reduce its capital expenditures.

      Giving effect to an amendment of the terms of the Grant in 2002, the Grant is subject to the following
requirements:

a)    The Grant was earmarked to co-finance the costs of the construction of a facility to manufacture XIRr
film for the automotive glass industry;

b)    The construction period for the project is from March 15, 1999 to June 30, 2006;

c)    The total investment during the construction period should be at least euros 47.0 million ($56.8 million);

d)    The project must create at least 143 permanent jobs and 7 apprenticeships by June 30, 2006.

      If the Company fails to meet the above requirements, the Saxony government has the right to demand repayment
of the Grant.

      In addition to the Grant, the Company is eligible for cash investment allowances from the Saxony government
calculated based on the total projected capital investment by the Company in its Dresden facility of euros 47.0 million
($56.8 million). The investment allowances are also subject to European Union regulatory approval. During 2000,
2001, 2002 and 2003, the Company received euros 1.2 million ($1.5 million), euros 2.5 million ($3.0 million), euros
1.2 million ($1.5 million), and euros 1.3 million ($1.6 million), respectively, in investment allowances from the
Saxony government, and those proceeds were applied to reduce the capitalized construction cost of the Dresden
facility. These investment allowances are subject to the following requirements:

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

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

      If the Company fails to meet the above requirements, the Saxony government has the right to demand repayment
of the allowances.

      The Grants and investment allowances, if any, that the Company is entitled to seek from the Saxony government
varies from year to year based upon the amount of capital expenditures that meet the above requirements. Generally,
Southwall is not eligible to seek total investment grants for any year in excess of 33% of its eligible capital
expenditures for that year. The Company cannot guarantee that it will be eligible for or receive additional grants or
allowances in the future.

Note 8-Segment Reporting:

      Southwall reports segment information using the management approach to determine segment information. The
management approach designates the internal organization that is used by management for making operating decisions
and assessing performance as the source of its reportable segments. The Company is organized on the basis of
products and services. The total net revenues for the automotive glass, electronic display, window film and
architectural product lines for the first quarters of 2004 and 2003 were as follows:

                                  March 28,   March 30,
                                     2004        2003
                                  ----------  ----------
                                     (in thousands)

Automotive glass................ $    4,401  $    5,209
Electronic display..............      3,419       6,602
Window film.....................      1,844       2,010
Architectural...................      1,403       1,400
                                  ----------  ----------
        Total net revenues...... $   11,067  $   15,221
                                  ==========  ==========

      The following is a summary of net revenues by geographic area (based on the location of the Company's
customers) for the first of quarters of 2004 and 2003.

                                    March 28,   March 30,
                                       2004        2003
                                    ----------  ----------
                                       (in thousands)
United States..................... $    1,481  $    1,514
Japan.............................      2,974       5,823
France............................      2,248       3,075
Pacific Rim.......................      1,670       2,136
Rest of world.....................      1,271         810
Germany...........................      1,423       1,863
                                    ----------  ----------
   Total net revenues............. $   11,067  $   15,221
                                    ==========  ==========
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Note 9-Warrants and Other Financial Instruments:

      The warrants described below are for common stock at an exercise price of $0.01. With the exception of the
warrants issued in connection with the letter of intent, the term of the warrants is five years from the date of issuance.
As a result of the nominal exercise price of the warrants, the warrant value is based on the value of the common stock
on the date of issuance.

      The quoted market price of the Company's common stock was not regarded as an appropriate basis for warrant
values, on account of the dilution of the stock and the thin trading of the stock. The fair value of the common stock
was based on a Company valuation performed by management using accepted valuation methodologies.

Balance Sheet Classification of Warrants:

      EITF 00-19 identifies conditions necessary for equity classification for warrants. One condition is that a sufficient
number of authorized and unissued shares exist at the classification assessment date to control settlement by
delivering shares. In that evaluation, a company must compare (a) the number of currently authorized but unissued
shares, less the maximum number of shares that could be required to be delivered during the contract period under
existing commitments with (b) the maximum number of shares that could be required to be delivered under share
settlement (either net-share or physical) of the contract. If the amount in (b) exceeds the amount in (a), share
settlement is not within the control of the company and asset or liability classification is required.

      As of December 31, 2003, the Company satisfied the conditions necessary for equity classification of its warrants,
including the availability of sufficient authorized and unissued shares to satisfy existing commitments.

      On January 19, 2004, in addition to issuing warrants to PBF, the Company obligated itself to issue 1,568,000 of
warrants to Needham and Dolphin, the Investors, as a result of entering into a debt agreement with Teijin, as detailed
below. As a result, as of January 19, 2004, the Company had insufficient authorized and unissued shares to satisfy
existing commitments, thereby triggering liability classification for all outstanding warrants.

      The Company was required to re-measure all outstanding warrants as of January 19, 2004 and to transfer the fair
value warrant value to liabilities with the difference between the equity carrying value and the re-measured fair value
of the liability recorded as non-operating expense. The charge recorded on January 19, 2004 totaled $151,000. The
warrants will continue to be classified as liabilities until shareholder approval for the increase in authorized shares
occurs, at which point they will be re-measured and reclassified to equity, assuming all other conditions for equity
classification are satisfied. The warrants were re-measured as of the end of the first quarter, resulting in a charge of
$23,000, which was recorded as non-operating expense on March 28, 2004.

Warrants issued in connection with the Letter of Intent:

      In connection with the November 11, 2003 Letter of Intent signed between Needham and the Company outlining
the proposed debt guarantee and equity financing the Company issued warrants for 1,254,235 shares of common
stock, representing 10% of the outstanding common stock of the Company, at an exercise price of $0.01 per share.
The warrants expired on November 11, 2008 or execution of definitive investment agreements, whichever was earlier.
The warrants expired on December 18, 2003, the date of the signing of the definitive investment agreements.

      The warrants included anti-dilution protection whereby the number of warrants would be increased to 10% of the
fully diluted number of shares of the Company in the event that the Company entered into a financing agreement with
an alternate investor before the end of the first quarter of 2004.

      Needham did not seek exclusive negotiations with the Company and the warrants were considered as
compensation for Needham investing time in negotiating and structuring the potential transaction.

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

18



      The warrants were valued by the Company at $100,000 and reflected the relative probabilities of an agreement
being reached and the anti-dilution feature being triggered. The fair value of the warrant was recorded as a
non-operating expense in the fourth quarter of 2003.

Warrants issued in connection with the investment agreement:

      In accordance with the investment agreement, warrants were to be issued to the Investors on the closing of each
guarantee and equity tranche. However, the investment agreement provided that the Investors were entitled to receive
warrants to purchase 752,892 shares of common stock associated with the second tranche of equity regardless of
whether the second equity closing occurred. This term was included in the agreements as further incentive for the
Investors to enter into definitive agreements. As the Company had an enforceable obligation to issue the warrants and
as the terms of the warrants were known as of the date of the investor agreement, the warrants were considered issued
for accounting purposes as of December 18, 2003. As issued as an incentive to enter into definitive agreements for
transactions that the Investors were not necessarily committed to consumate, the Company determined that the value
of the warrants should be recorded as a non-operating expense, which was recorded in the fourth quarter of 2003. The
Company considered that the Investors were not necessarily committed to the contemplated transactions because of
the arguably subjective nature of determining whether certain conditions to closing were satisfied. Management
determined the value of the warrants to be $309,000.

      The investment agreement also included terms that required the Company to issue additional warrants to the
Investors if, as part of its restructuring plan, the Company issued any equity instruments, notes or other debt
instruments to any creditor, landlord, employee, director, agent or consultant.

      Following the issuance of equity instruments as part of its restructuring plans the Company is required to issue to
each of the Investors warrants in such amounts as would allow the Investors to maintain their aggregate ownership
percentage (on a fully-diluted basis) as if such issuance had not occurred. Such warrants represent anti-dilution
protection for the investor and are therefore not valued as stand-alone instruments.

      Following note or debt issuances to creditors as part of its restructuring plan the Company is required to issue
additional warrants to each of the Investors representing the right to purchase that number of shares of common stock
equal to the product of (x) 1.25 and (y) the original principal amount of such note or debt instrument. Such warrants
represent penalties for the Company failing to eliminate obligations to creditors, and are regarded as issued for
accounting purposes as of the date of the agreement triggering legal entitlement.

      In December 2003, the issuance to the Investors of additional warrants exercisable for 409,246 shares of common
stock was required by note or debt issuances under the restructuring plan. The Company determined the value of the
warrants to be $168,000. The fair value of the warrants was recorded as non-operating expense in the fourth quarter of
2003. In the first quarter of 2004, the Company issued 9,848,750 additional warrants to the Investors as a result of
note or debt issuances under the restructuring plan. The Company determined the fair value of the warrants to be
$4,277,000, which was recorded as a non-operating expense in the first quarter of 2004.

Warrants issued in connection with the guarantee from Needham and line of credit from PBF:

      In connection with the first guarantee from Needham and as additional incentive to complete the financing
closings, as contemplated in the investment agreement, the Company issued warrants for 941,115 shares of common
stock in the fourth quarter of 2003. Management determined the value of the guarantee and warrants at $98,000 and
$386,000, respectively.

      The Company recorded the amount of the warrant value equal to the fair value of the guarantee, $98,000, as debt
issuance costs to be amortized over the life of the line of credit. The residual value of the warrants, $288,000, was
recorded as a non-operating expense in the fourth quarter of 2003, as representing an incentive to enter into definitive
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agreements for transactions to which Needham was not committed.

      In connection with the second guarantee from Needham and as additional incentive to complete the financing
closings, as contemplated in the investment agreement, the Company issued warrants for 941,115 shares of common
stock in the first quarter of 2004. Management determined the value of the guarantee and warrants at $33,000 and
$367,000, respectively.

      The Company recorded the amount of the warrant value equal to the fair value of the guarantee, $33,000, as debt
issuance costs to be amortized over the life of the line of credit. The residual value of the warrants, $334,000, was
recorded as a non-operating expense in the first quarter of 2004, as representing an incentive to enter into definitive
agreements for transactions to which Needham was not committed.

      In November 2003, and continuing thereafter, the Company defaulted under its Factoring Agreements with PBF.
On account of the default, PBF was entitled to demand immediate repayment of all outstanding obligations, or to
foreclose its security interest in the Company's collateral. In consideration of PBF's forbearance from exercising its
rights and as incentive to provide $3.0 million of borrowings under the line credit, the Company agreed to issue
warrants for 250,000 shares of the Company's common stock. In addition, the Company paid a forbearance fee of
$70,000 and reimbursed PBF for $31,000 of legal fees. The Company determined that the fair value of the warrants
was $102,500. The Company has recorded the fair value of the warrants and the fees to debt issuance costs and is
amortizing the amount over the life of the line of credit.

      On January 19, 2004, the Company issued 75,000 warrants to PBF in consideration of PBF's consent to the
execution by Southwall Europe GmbH ("Southwall Europe") of a written Guaranty Agreement in favor of Teijin
Limited ("Teijin"). The Guaranty by Southwall Europe was to guarantee the Company's obligations to pay Teijin $1.3
million in full settlement of the Company's debts and obligations to Teijin. The Company's obligation to Teijin
stemmed from the Company's default on a Japanese bank loan for which Teijin was the guarantor. The Company
determined the fair value of the warrants was $34,000, and has recorded the cost as a non-operating expense in the
first quarter of 2004.

      On January 30, 2004, the Company issued 35,000 warrants to PBF in exchange for PBF granting a two-week
extension of its forbearance to enable the Company to execute the investment agreement. The Company determined
the fair value of the warrants to be $15,000. The Company has recorded the fair value of the warrants to debt issuance
costs and is amortizing the amount over the life of the line of credit.

Issuance Of Warrants In Connection With The Convertible Debt:

      In connection with the issuance of the convertible notes the Company issued warrants for 1,694,007 shares of
common stock.

      As discussed above, the terms of the original investment agreement were such that the Investors were entitled to
receive the 752,892 warrants associated with the second tranche of equity regardless of whether the second equity
closing occurred. As the Company has an enforceable obligation to issue the warrants and because the terms of the
warrant were known as of the date of the investor agreement, the warrants were considered issued for accounting
purposes as of December 18, 2003. As discussed above, the Company valued the 752,892 warrants at $309,000 and
recorded the amount as non-operating expense in the fourth quarter of 2003. As a result, the number of warrants
issued for accounting purposes on February 20, 2004, in connection with the issuance of convertible debt, is reduced
by 752,892, from 1,694,007 to 941,115.

      The fair value of the 941,115 warrants was determined by management at $414,000 and is recorded as discount on
the convertible notes in the final quarter of 2004 and is being expensed as interest expense over the life of the debt
instrument using the effective interest rate method.
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Embedded Derivatives:

      The features of the Convertible Notes included the right to convert the Notes into Series A preferred stock
("Conversion Right"). This right was evaluated by the Company to determine if it gave rise to an embedded derivative
instrument that would need to be accounted for separately in accordance with SFAS 133 and EITF 00-19.

      The Company concluded that the Conversion Right qualified as an embedded derivative and did not meet the
SFAS 133 scope exceptions. Therefore, the Company bifurcated and fair valued the conversion feature. The fair value
of the Conversion Right was determined by management to be $820,000 and is recorded in the first quarter of 2004 as
a discount on the convertible notes and will be amortized as interest expense over the life of the debt instrument using
the effective interest rate method.

      The embedded derivative will be classified as a liability and will be re-measured at the end of the first quarter of
2004 and at subsequent period ends until shareholder approval for the increase in authorized shares occurs, at which
point the Company will cease accounting for the Conversion Right at fair value separate from the debt. The
re-measurement at the end of the first quarter resulted in a gain of $39,000 to non-operating expense recorded in the
first quarter of 2004.

      The following table summarizes the warrants issued above in thousands:

                                                               Number of
                                                              Shares Issued  Value of
                                                                 Under       Warrants
Description                                                     Warrant       Issued
                                                              ------------  ----------
Warrants issued in connection with investment agreement.....       11,010  $    4,754
Warrants issued for Needham loan guarantees.................        1,882         720
Warrants issued in connection with promissory notes.........          941         414
Warrants issued to PBF......................................          360         152
Warrants issued in association with letter of intent........           --         100
Discount associated with embedded derivative................           --         820
Remeasurement of financial instruments in the first quarter.           --         135
                                                              ------------  ----------
Total.......................................................       14,193  $    7,095
                                                              ============  ==========

Note 10-Contingencies:

      The Company was a defendant in an action entitled "Portfolio Financial Servicing Company v. Southwall
Technologies Inc.," which was filed in state court in Utah on May 22, 2002. This action arose out of sale-leaseback
agreements, which the Company entered into with an entity formerly known as Matrix Funding Corporation, or
Matrix, in 1999 in connection with the acquisition of two of the Company's production machines. Matrix thereafter
filed bankruptcy proceedings. Plaintiffs in the action were Bank of America, which alleged that it was the successor in
interest to Matrix, and Portfolio Financial Servicing Company, which claimed to be an agent of the successor to
Matrix. The plaintiffs demanded payment of $6.5 million, which they alleged constituted unpaid lease payments, plus
the alleged residual value of the equipment, less monies that Matrix owed to Southwall. The Company asserted that
Matrix violated certain material terms of the lease. The Company entered into a settlement agreement on February 20,
2004. Pursuant to the settlement agreement, the Company agreed to pay the plaintiffs a total of $2.0 million plus
interest over a period of 6 years from December 31, 2004 until December 31, 2010. The Company also agreed to
return to the plaintiffs the equipment in question. If the Company fails to make the required payments, the plaintiffs
may enter a confession of judgment against it in the amount of $5.9 million.
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      The insurance carriers in some of the litigation related to alleged product failures and defects in window products
manufactured by others in which the Company was a defendant in the past paid the defense and settlement costs
related to such litigation. Those insurance carriers reserved their rights to recover a portion or all of such payments
from the Company. As a result, those insurance carriers could seek from the Company up to an aggregate of $12.9
million plus defense costs, although any such recovery would be restricted to claims that were not covered by the
Company's insurance policies. The Company intends to vigorously defend any attempts by these insurance carriers to
seek reimbursement. The Company is not able to estimate the likelihood that these insurance carriers will seek to
recover any such payments, the amount, if any, they might seek, or the outcome of such attempts.

      In addition, the Company is involved in certain other legal actions arising in the ordinary course of business. The
Company believes, however, that none of these actions, either individually or in the aggregate, will have a material
adverse effect on its business, its consolidated financial position, results of operations or cash flows.

Note 11-Stock-Based Compensation:

      SFAS No. 148, "Accounting for Stock-Based Compensation - Transition and Disclosure, an Amendment of FASB
Statement No. 123" amends the disclosure requirements of SFAS No. 123, "Accounting for Stock-Based
Compensation," to require more prominent disclosures in both annual and interim financial standards regarding the
method of accounting for stock-based employee compensation and the effect of the method used on reported results.

      The Company accounts for stock-based employee compensation arrangements in accordance with provisions of
Accounting Principles Board ("APB") Opinion No. 25, "Accounting for Stock Issued to Employees" and related
interpretations. Under APB 25, compensation expense is based on the difference, if any, on the date of the grant,
between the fair value of the Company's stock and the exercise price.

      The following table illustrates the effect on net income and earnings per share if the Company had applied the fair
value recognition provisions of SFAS 123 and SFAS 148 to stock-based employee compensation:

                                                                                    Three Months Ended
                                                                                  ------------------------
                                                                                   March 28,    March 30,
                                                                                     2004         2003
                                                                                  -----------  -----------
                                                                           (in thousands except per share amounts)

Net income (loss)
   As reported.................................................................. $    (6,690) $    (1,659)
   Add: Stock-based employee compensation expense included
         in reported net income (loss), net of related tax effects..............          --           --
   Deduct: Total stock-based employee compensation determined under fair value
            based method for all awards, net of related tax effects.............          (9)        (232)
                                                                                  -----------  -----------
   Pro forma.................................................................... $    (6,699) $    (1,891)
                                                                                  ===========  ===========
Net income (loss) per share:
   As reported - basic.......................................................... $     (0.53) $     (0.13)
   Pro forma - basic............................................................ $     (0.53) $     (0.15)

   As reported - diluted........................................................ $     (0.53) $     (0.13)
   Pro forma - diluted.......................................................... $     (0.53) $     (0.15)

      For the stock option plans, the fair value of each option grant is estimated on the date of grant using the
Black-Scholes option pricing model, for the multiple option approach, with the following weighted average
assumptions used for grants in the first quarter of 2004 and 2003, respectively: expected volatility of 99%, and 96%;
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risk-free interest rate of 2.3% and 2.4%; and expected lives from vesting date of 1.89 and 2.95 years. Southwall has
not paid dividends and assumed no dividend yield. The weighted average fair value of stock options granted in the
first quarter of 2004 and 2003 was $1.81 and $2.19 per share, respectively. The Company granted 856,001 options and
259,279 options during the first quarter of 2004 and 2003, respectively.

Note 12 - Restructuring:

      The Company implemented a reduction in force at its Palo Alto location in December 2002, and elected to vacate
certain buildings in Palo Alto. As result of these actions, the Company incurred a restructuring charge of $2.6 million
in 2002 relating to employee severance packages and the remaining rents due on excess facilities in Palo Alto no
longer occupied. During the first quarter of 2003, the Company recorded an accounting adjustment in the amount of
$65,000 as a reduction to its restructuring accrual. The adjustment was the result of modifications to the severance
packages of certain employees. As part of the restructuring plan commenced in the fourth quarter of 2003, the
Company implemented a reduction in force at its Palo Alto facility and closed its Tempe facility. However, there were
no restructuring charges incurred, or to be incurred as a result of these actions.

      The following tables set forth the beginning and ending liability balances relating to the above described
restructuring activities as well as activity during the fiscal quarters ended March 28, 2004 and March 30, 2003:

                                           Workforce      Excess
                                           Reduction    Facilities       Total
                                         -------------  -----------  -------------
                                                        (in thousands)
Balance at January 1, 2003............. $         125  $     2,281  $       2,406
Provisions.............................            --           --             --
Adjustment to reserve..................           (65)          --            (65)
Cash payments..........................           (41)          --            (41)
                                         -------------  -----------  -------------
     Balance at March 30, 2003......... $          19  $     2,281  $       2,300
                                         =============  ===========  =============

                                           Workforce      Excess
                                           Reduction    Facilities       Total
                                         -------------  -----------  -------------
                                                        (in thousands)
Balance at January 1, 2004............. $          --  $     1,569  $       1,569
Provisions.............................            --           --             --
Adjustment to reserve..................            --           --             --
Cash payments..........................            --         (244)          (244)
                                         -------------  -----------  -------------
     Balance at March 28, 2004......... $          --  $     1,325  $       1,325
                                         =============  ===========  =============

Note 13 - Guarantees:

      The Company establishes a reserve for warranties and sales returns for specifically identified, as well as
anticipated warranty claims based on warranty experience. The reserve for warranty and sales returns at March 28,
2004 and March 30, 2003 were as follows:

                                  Balance at                          Balance at
                                 December 31,                         March 28,
                                     2003      Provision  Utilized       2004
                                 ------------  ---------  ---------  ------------
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                                                 (in thousands)
Accrued warranty............... $      1,850  $     578  $    (434) $      1,994
                                 ============  =========  =========  ============

                                  Balance at                          Balance at
                                 December 31,                         March 30,
                                     2002      Provision  Utilized       2003
                                 ------------  ---------  ---------  ------------
                                                 (in thousands)
Accrued warranty............... $      2,069  $     570  $    (586) $      2,053
                                 ============  =========  =========  ============

Note 14 - Subsequent Events:

      On April 29, 2004, we entered into an amendment to our receivables financing line of credit with Pacific Business
Funding, or PBF, that was due to expire on May 5, 2004. The amendment waived the events of default set forth in the
Forbearance Agreement between PBF and us and terminated the portion of the line of credit guaranteed by the United
States Export-Import Bank. The remaining portion of the line of credit, which is supported by domestic receivables,
was increased to $6.0 million and the maturity date was extended until May 5, 2005. Availability under the domestic
line of credit is limited to 75% of eligible domestic receivable acceptable to PBF. This facility bears an annual interest
rate of 7% above PBF's Base Rate (which was 4.0% at March 28, 2004), and the annual interest is calculated based on
the average daily accounts receivable against which the Company has borrowed. PBF continues to reserve the right to
lower the 75% of eligible receivable standards for borrowings under the credit agreement or to terminate the credit
agreement at any time. The amendment also deleted the requirements that we maintain a listing on the Nasdaq
National Market and comply with financial covenants to maintain minimum net tangible net worth of $33.0 million, a
current ratio of at least 0.70, and revenues equal to or greater than 80% of revenues projected. On April 29, 2004, we
also entered into an amendment to our $3.0 million credit facility with PBF that is guaranteed by Needham to extend
the maturity date until May 5, 2005. The $3.0 million facility bears an annual interest rate of 2% above PBF's Base
Rate, and the annual interest is calculated based on the borrowings outstanding under the line.

Item 2-Management's Discussion and Analysis of Financial Condition and Results of Operations:

      The following discussion and analysis of our financial condition and results of operations should be read in
conjunction with our consolidated financial statements and notes thereto appearing elsewhere in this report. This
discussion and analysis contains forward-looking statements that involve risks and uncertainties, including those
discussed below under "Forward-Looking Statements" and "Risk Factors" and in our Annual Report on Form 10-K/A
for the year ended December 31, 2003. You should not place undue reliance on these forward-looking statements.
Actual results may differ materially from those anticipated in the forward-looking statements. These forward-looking
statements represent our judgment as of the date of the filing of this Form 10-Q.

Overview

      We are a global developer, manufacturer and marketer of thin film coatings on flexible substrates for the
automotive glass, electronic display and architectural glass markets. We have developed a variety of products that
control sunlight in automotive glass, reduce light reflection, reduce electromagnetic radiation and improve image
quality in electronic display products and conserve energy in architectural products. Our products consist of
transparent solar-control films for automotive glass; anti-reflective films for computer screens, including flat panel
displays, plasma displays, and transparent conductive films for use in touch screen and liquid crystal displays; energy
control films for architectural glass; and various other coatings.
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      We have experienced a significant reduction in our annual revenues since 2000, and we anticipate a further decline
in our revenues in 2004. Demand for our customers' products has changed rapidly from time to time in the past and
may do so in the future. For example, as a result of changing demand in the personal computer industry from 1999
through 2003, our electronic display revenues rose from $16.0 million in 1999 to $47.7 million in 2000 then declined
to $29.6 million, $26.6 million and $19.0 million in 2001, 2002, and 2003, respectively. Similarly, our revenues from
our automotive segment rose from $20.2 million in 2000, to $37.4 million in 2001, and declined to $25.7 million and
$23.2 million in 2002 and 2003, respectively, because of competition from alternative technology solutions. Demand
for our products can also be affected when the markets for the products in which our films are used evolve to new
technologies, such as the evolution from cathode ray tubes, or CRTs, to flat panel displays.

      Cumulative operating losses, negative working capital, negative cash flows, and defaults with respect to our debt
obligations, and our current cash balance raise substantial doubt about our ability to continue as a going concern. We
incurred a net loss and negative cash flows from operations in 2003 and expect to incur net losses and negative cash
flows through at least the third quarter of 2004. As of December 31, 2003 and March 28, 2004, our cash and cash
equivalents and restricted cash were $1.9 million and $2.2 million, respectively. If we are unable to maintain our
existing financing sources, or procure new sources of financing we may be unable to satisfactorily meet all of the cash
commitments required to fund our operations or to continue as a going concern.

Recent Developments:

      On April 29, 2004, we entered into an amendment to our receivables financing line of credit with Pacific Business
Funding, or PBF, that was due to expire on May 5, 2004. The amendment waived the events of default set forth in the
Forbearance Agreement between PBF and us and terminated the portion of the line of credit guaranteed by the United
States Export-Import Bank. The remaining portion of the line of credit, which is supported by domestic receivables,
was increased to $6.0 million and the maturity date was extended until May 5, 2005. Availability under the domestic
line of credit is limited to 75% of eligible domestic receivable acceptable to PBF. PBF continues to reserve the right to
lower the 75% of eligible receivable standards for borrowings under the credit agreement or to terminate the credit
agreement at any time. The amendment also deleted the requirements that we maintain a listing on the Nasdaq
National Market and comply with financial covenants to maintain minimum net tangible net worth of $33.0 million, a
current ratio of at least 0.70, and revenues equal to or greater than 80% of revenues projected. On April 29, 2004, we
also entered into an amendment to our $3.0 million credit facility with PBF that is guaranteed by Needham to extend
the maturity date until May 5, 2005.

      Effective March 26, 2004, we voluntarily de-listed from the Nasdaq National Market and on March 29, 2004, our
common stock began trading on the Pink Sheets. On May 6, 2004 our common stock began trading on the
Over-the-Counter Bulletin Board Market under the symbol SWTX.OB.

Recent Financing and Related Transactions

      Overview.

On December 18, 2003, in order to raise cash to continue operations, we entered into an investment agreement with Needham & Company, Inc.,
Needham Capital Partners II, L.P., Needham Capital Partners II (Bermuda), L.P., Needham Capital Partners III, L.P., Needham Capital Partners
IIIA, L.P., Needham Capital Partners III (Bermuda), L.P., and Dolphin Direct Equity Partners, LP, collectively, the Investors. On February 20,
2004, we amended and restated that agreement. Under the terms of the amended and restated agreement, we agreed to issue and sell $4.5 million
of Secured Convertible Promissory Notes that are convertible into our Series A 10% Cumulative Convertible Preferred Stock, par value $.001
per share, or the Series A shares, at a conversion price of $1.00 per share, together with warrants initially exercisable for 13,881,501 shares of
our common stock. If the Investors were to exercise all warrants and convert all Series A shares issuable to them pursuant to the terms of the
investment agreement, if our senior lender, Pacific Business Funding, or PBF, were to exercise all warrants currently issued to it, and if our
option holders were to exercise all options currently outstanding, we would have 33,850,231 shares of common stock outstanding. We currently
have 20,000,000 shares of common stock authorized under our certificate of incorporation. We expect to call a special meeting of our
stockholders for the purpose of seeking approval of an amendment to our certificate of incorporation increasing the number of authorized shares
available for issuance to a number that would allow us to meet fully our obligations to issue shares of capital stock under the investment
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agreement. If an amendment to our certificate of incorporation is not approved, the amounts due under the convertible notes will accelerate 45
days after the shareholder vote, and we will not be able meet our obligations under the investment agreement. The resulting lack of capital will
prevent us from funding our operations and continuing as a going concern. The form of the amended and restated Certificate of Designation
describing the preferences and rights of the Series A shares and the Amended and Restated Investment Agreement and related documents are
included as exhibits to our Current Report on Form 8-K/A, dated and filed with the SEC on March 3, 2004.

      Background.

As described above, during 2003, we experienced a significant decline in sales which led to a significant deterioration in our working capital
position, which has raised concerns about our ability to fund our operations and continue as a going concern in the short term and our ability to
meet obligations coming due over the next few years.

      On October 8, 2003, our management reviewed the revenue forecast for the fourth quarter of 2003 and determined
the anticipated sales for the quarter would not generate enough cash flow to continue operations through the end of the
quarter. Management presented its findings to our Board of Directors on October 10, 2003 and the directors instructed
our management team to develop an emergency restructuring plan to improve our cash flow and to obtain new
financing.

      The primary elements of management's restructuring plan included:

Shutting down a majority of our domestic manufacturing and transferring that production to our Dresden, Germany facility;• 
Undertaking a series of staggered layoffs;• 
Arranging new payment terms with all major creditors and vendors to extend or reduce our payment obligations;• 
Accelerating our cash collections;• 
Reducing our operating expenses and inventory levels;• 
Minimizing our capital expenditures; and• 
Seeking new sources of financing.• 

      We also began to solicit and receive proposals from potential investors and lenders. We evaluated a variety of
public and private market alternatives to raise additional capital, as well as alternatives to restructure our upcoming
payment obligations without raising additional capital. Our access to the traditional capital markets was, and continues
to be, constrained, however, by a number of factors, including the risks described in our filings with the SEC. As a
result, we concluded that a private equity investment was the most attractive alternative to continue as a going
concern.

      We received and evaluated three financing proposals, including the Needham proposal, which is described in
further detail below. One proposal consisted of an initial offer to purchase up to $3.0 million of our common stock, in
two tranches, at a price equal to 70% of the average closing price of our common stock on the Nasdaq National
Market during the 10 days preceding the closing dates. The initial tranches would have consisted of $2.0 million of
our common stock, with the additional $1.0 million of common stock to have been purchased at the option of the
investor within 18 months of the closing of the initial tranche. In addition, the investor would have received warrants
for approximately 6,000,000 shares of our common stock, exercisable for five years at a per share exercise price equal
to 110% of the closing price of our common stock on the Nasdaq National Market as of the business day prior the
closing of the initial equity tranche. Another proposal contemplated the issuance of a $2.0 million letter of credit to
PBF, against which we would have been able to borrow under our existing domestic factoring agreement with PBF.

      All three proposals, including the Needham proposal, were presented to our Board of Directors. After reviewing
and seeking to negotiate revisions to all of the proposals submitted, the Board unanimously determined on November
10, 2003 to proceed with the Needham & Company, Inc. offer, primarily because the Board believed that the amount
of cash that we would have received under each of the two other proposals would have been insufficient to meet our
short-term operational cash flow requirements. We entered into a non-binding letter of intent with Needham on
November 11, 2003 to sell $3.0 million of Series A shares at a price of $1.00 per share. Needham also agreed to
guarantee up to $2.0 million of additional borrowing under our existing Domestic Factoring Agreement with our
senior lender, PBF. In connection with the guarantee and the sale of the Series A shares, we agreed to issue warrants
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to Needham exercisable for a number of shares of our common stock equal to 10% of the total shares outstanding, at a
nominal exercise price, which warrants terminated by their terms upon the execution of the investment agreement
described below. During the negotiations of the investment agreement, the parties agreed to increase the aggregate
number of Series A shares to be sold to 4.5 million. The parties also increased the guarantee to $3.0 million and
determined that it would apply to a new line of credit facility with PBF.

      On December 18, 2003, we entered into the investment agreement with the Investors. Under the terms of the
investment agreement, Needham agreed to issue the guarantees of our new line of credit facility in two separate
tranches of $2.25 million and $750,000, respectively, and the Investors agreed to purchase the Series A shares in two
separate tranches of $1.5 million and $3.0 million, respectively. The new borrowings and the purchase of each equity
tranche were subject to certain conditions, including, among other things, the receipt of concessions by us from
creditors and landlords, the completion by us of certain restructuring actions and the achievement of cash flow
break-even at quarterly revenue levels below those of the third quarter 2003. Needham executed a guarantee of up to
$2.25 million under the new line of credit facility on December 18, 2003, and received a warrant to purchase 941,115
shares of our common stock, approximately 7.5% of our total shares currently outstanding at an exercise price of
$0.01 per share. On January 15, 2004, Needham executed a guarantee with respect to an additional $750,000 under the
new line of credit and received an additional warrant to purchase 941,115 shares of common stock at an exercise price
of $0.01 per share. A further description of the terms of all warrants is set forth below.

      On February 20, 2004, the parties amended and restated the investment agreement to provide that we would issue
and sell to the Investors an aggregate of $4.5 million of our convertible notes in one tranche instead of Series A shares
in two separate tranches. A further description of the convertible notes is set forth below. Under the investment
agreement, and as further described in the "Anti-Dilution Protection" section below, we were also required to issue
additional common stock warrants to the Investors as anti- dilution protection for the issuance of debt and equity by us
as part of the restructuring of our obligations to creditors. In connection with the sale of the convertible notes and
honoring the Investors' anti-dilution protection, on February 20, 2004 we issued warrants to the Investors to purchase
a total of 10,305,264 shares of our common stock, at an exercise price of $0.01 per share, approximately 82.1% of our
total shares currently outstanding.

Summary of Current Ownership by Investors.

      Following completion of the financing, based on securities outstanding as of March 28, 2004, the following
convertible securities and warrants are held by the Investors:

if Needham and its affiliated entities were to exercise all of their warrants and convert all of their Series A shares (issuable upon
conversion of its convertible notes), while maintaining their current ownership of approximately 2,200,067 shares of common stock,
then Needham and its affiliated entities would own approximately 15,166,764 shares of our common stock, or about 59.4% of the total
shares outstanding, including such issuances to Needham and its affiliates but excluding outstanding warrants and Series A shares held
by other Investors.

• 

if Dolphin Direct Equity Partners, LP were to exercise all warrants and convert all of its Series A shares (issuable upon conversion of
its convertible notes), then Dolphin would own approximately 5,498,141 shares of our common stock, or about 30.5% of the total
shares outstanding, including such issuances to Dolphin but excluding outstanding warrants and Series A shares held by other
Investors. In addition, the convertible notes held by the Investors accrue interest 10% per year, compounded daily, payable each
December 31st, which interest is also convertible into Series A shares, and the Series A shares are entitled to a cumulative dividend of
10% per year, accruing daily, payable at the discretion of the Board, which dividends are convertible into common stock. Material
Terms of the Secured Convertible Promissory Notes In connection with the investment agreement, we issued convertible notes in an
aggregate principal amount of $4.5 million to the Investors. The convertible notes:

• 

are convertible, at each holder's option, into our Series A shares at a conversion price of $1.00 per share;• 
accrue interest at an annual rate of 10%, compounded daily, payable each December 31, which interest if accrued but unpaid is also
convertible into Series A shares;

• 

are secured by a pledge of a portion of the stock of our subsidiary, Southwall Europe GmbH; and• 
are due and payable on February 20, 2009 or earlier under certain circumstances. For instance, the failure of our stockholders to
approve Proposal 1 (the amendment of our charter) will result in the acceleration of the convertible notes.

• 
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      In addition, so long as any of the convertible notes are outstanding, the approval of the holders of a majority of the
convertible notes will be required to effect the corporate actions set forth below under "-Material Terms of the Series
A Shares-General Voting Rights" of the Series A shares. The convertible notes are subordinate to the credit facilities
with our senior lender, PBF.

Material Terms of the Series A Shares:

Dividends on Series A Shares

      Each of the Series A shares will have a stated value of $1.00 and will be entitled to a cumulative dividend of 10%
per year, payable at the discretion of the Board of Directors. Dividends on the Series A shares shall accrue daily
commencing on the date of issuance and shall be deemed to accrue whether or not earned or declared and whether or
not there are profits, surplus or other funds legally available for the payment of dividends. Accumulated dividends,
when and if declared by the Board, will be paid in cash.

Restrictions

      So long as any Series A shares are outstanding, unless all accrued dividends on all Series A shares have been paid,
we are prohibited from:

redeeming or purchasing any shares of our common stock (or any other capital stock ranking junior to the Series A shares in respect of
dividends or liquidation preference), except the repurchase of shares of common stock held by officers, directors or employees, upon
death, disability, or termination of employment;

• 

paying or declaring any cash dividend or making any cash distribution upon any shares of our common stock (or any other capital
stock ranking junior to the Series A shares in respect of dividends or liquidation preference); and

• 

setting aside any monies for the purchase or redemption of any shares of our common stock (or any other capital stock ranking junior
to the Series A shares in respect of dividends or liquidation preference), except as described above.

• 

General Voting Rights

      Except as described below or as otherwise provided by law, the holders of Series A shares have no voting rights.
The approval of the holders of a majority of the Series A shares voting separately as a class will be required to effect
certain corporate actions, including:

the authorization or issuance of shares of any class or series of stock having any preference or priority as to dividends or redemption
rights, liquidation preferences, conversion rights, or voting rights, superior to or on a parity with any rights of the Series A shares;

• 

the reclassification of any shares of capital stock into shares having any preference or priority as to dividends or redemption rights,
liquidation preferences, conversion rights, or voting rights, superior to or on a parity with any rights of the Series A shares;

• 

the authorization or issuance of any debt or other obligations convertible into or exchangeable for any shares of stock having any
preference or priority as to dividends or redemption rights, liquidation preferences, conversion rights, or voting rights, superior to or
on a parity with any rights of the Series A shares;

• 

declaring or paying dividends on or making any distributions with respect to our common stock;• 
increasing or decreasing the authorized number of Series A shares;• 
amending or repealing any provision of, or adding any provision to, our certificate of incorporation or bylaws if such action would
alter or change the preferences, rights, privileges or powers of, or the restrictions provided for the benefit of, any Series A shares;

• 

increasing the number of shares of common stock reserved for issuance under our stock option plans, other than the annual increase
currently provided in such plans and other than a further increase of not more than 1,000,000 shares;

• 

engaging in any transaction or series of related transactions constituting a liquidation or dissolution of Southwall, the sale of all or
substantially all of our assets, or the acquisition of Southwall by another entity; or

• 

making any material change to our line of business.• 

Liquidation Preference

      Upon a liquidation or dissolution of Southwall, the holders of Series A shares are entitled to be paid a liquidation
preference out of assets legally available for distribution to our stockholders before any payment may be made to the
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holders of common stock. The liquidation preference is equal to the stated value of the Series A shares, which is $1.00
per share, plus any accumulated but unpaid dividends. Mergers, the sale of all or substantially all of our assets, or the
acquisition of Southwall by another entity and certain other similar transactions may be deemed to be liquidation
events for these purposes.

Conversion

      Each of the Series A shares is convertible into common stock at any time at the option of the holder. Each of the
Series A shares is convertible into a number of shares of common stock equal to the sum of its stated value plus any
accumulated but unpaid dividends, divided by the conversion price of the Series A shares. The conversion price of the
Series A shares is $1.00 per share and is subject to adjustment in the event of any stock dividend, stock split, reverse
stock split or combination affecting such shares. The Series A shares also have anti-dilution protection that adjusts the
conversion price downwards using a weighted-average calculation in the event we issue certain additional securities at
a price per share less than the closing price per share of our common stock on the Nasdaq National Market or any
other stock exchange on which our common stock is listed. Each Series A share is initially convertible into one share
of common stock.

      If the closing price of our common stock on the Nasdaq National Market or any other stock exchange on which
our common stock is listed is $4.00 or more per share (subject to appropriate adjustment if a stock split, reverse split
or similar transaction is effected) for 30 consecutive days, all outstanding Series A shares shall automatically be
converted. The closing price of our common stock on the Over-the-Counter Bulletin Board on May 7, 2004, was
$0.70 per share.

Redemption

      The Series A shares are not redeemable.

Material Terms of the Warrants

Investor Warrants

      In connection with the investment agreement, we issued warrants to the Investors that may be exercised to acquire
up to 13,964,838 shares of common stock (including warrants issued to the Investors as anti-dilution protection for the
issuance of debt and equity by us as part of the restructuring of our obligations to creditors) at an initial exercise price
of $0.01 per share. The number of shares and the exercise price are both subject to appropriate adjustment in the event
of stock splits, reverse stock splits and the granting of a stock dividend on our outstanding common stock. These
warrants will be exercisable for cash or through a "cashless exercise" feature. The warrants are exercisable
immediately and have a term of approximately five years.

      Upon the reclassification of our common stock or a capital reorganization, each holder of these warrants has the
right to receive the same amount and kind of securities, cash or property upon exercise as it would have been entitled
to receive had it been the owner of the shares of common stock underlying the warrants at the time of such
transaction. Upon a merger or consolidation, a transfer of all or substantially all of our voting securities, or the sale of
all or substantially all of our assets, the warrants will terminate if they have not been previously exercised. The holders
of the warrants have registration rights under the registration rights agreement described below.

PBF Warrants

      In connection with the credit facilities with our senior lender, PBF, we issued warrants to PBF that may be
exercised to acquire up to 360,000 shares of common stock at an initial exercise price of $0.01 per share. All other
terms of these warrants mirrored the terms of the warrants issued to the Investors.
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Other Agreements with the Investors

Issuance of Equity

      Other than certain issuances of equity in connection with our option plan and as part of the restructuring of our
obligations to creditors, the investment agreement contains provisions that prohibit us from issuing any equity or
warrants, options, rights or other instruments exercisable or convertible into equity of Southwall to any creditor,
landlord, employee, director, agent or consultant until such time as we have received the approval of our stockholders
to increase the number of authorized shares of our common stock issuable under our certificate of incorporation.

Anti-Dilution Protection

      If, as part of our restructuring efforts, we issue any equity or warrants, options, rights or other instruments
exercisable or convertible into equity, to any creditor, landlord, employee, director, agent or consultant, then we are
required to issue additional warrants to each of the Investors in such amounts as would allow the investors to maintain
their aggregate ownership percentage (on a fully-diluted basis) as if such issuance had not occurred. Likewise, as part
of our restructuring efforts, if we issue notes or other debt instruments to any of our creditors, then we are required to
issue additional warrants to each of the Investors representing the right to purchase that number of shares of common
stock equal to the product of (x) 1.25 and (y) the original principal amount of such note or debt instrument.

Stockholder Meeting

      The investment agreement requires us to hold a stockholder meeting for the purpose of seeking approval of an
amendment to our certificate of incorporation increasing the number of authorized shares available for issuance to a
number that would allow us to meet fully our obligations to issue shares of capital stock under the investment
agreement.

Agreements with Major Creditors

Teijin Limited

      Teijin Limited, or Teijin, previously guaranteed our outstanding debt owed to UFJ Bank Limited (formerly known
as "Sanwa Bank Limited"). On November 5, 2003, we defaulted on this debt and Teijin honored its guarantee by
satisfying the obligation. Under the terms of Teijin's guarantee, we were obligated to immediately repay the amounts
paid by Teijin. As part of the restructuring plan, we entered into an agreement with Teijin to satisfy Teijin's claim. The
agreement included a payment schedule that spread the payments out over a period of four years until 2008. The
obligations owed to Teijin will not accrue interest if paid according to the payment schedule. Teijin previously held a
security interest in one of our production machines, which they have released. We may dispose of the machine
provided that we pay to Teijin the net proceeds of any disposition. Our obligations to Teijin are guaranteed by our
subsidiary, Southwall Europe GmbH.

Judd Properties, LLC

      We reached an agreement with Judd Properties, LLC, or Judd, to restructure our obligations under the lease for our
executive offices and Palo Alto manufacturing facilities. We agreed to a payment schedule that extends our
obligations and provides us with options to extend the lease. We further agreed to issue a warrant issuable for 4% of
our capital stock on a fully diluted basis to be held in an escrow account pending our departure from the premises.
Upon our departure, if we fail to restore the property in accordance with the original lease the warrant will be released
to Judd. The warrant is exercisable for 1,437,396 shares of our common stock at a nominal exercise price. The other
terms of the warrant mirror the terms of the warrants issued to the Investors. Judd will be a party to the registration
rights agreement described above and hold certain other registration rights with respect to the warrant shares. Because
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we did not have available enough authorized shares of common stock to issue upon exercise of the warrant, we were
required to issue a letter of credit in the amount of $1.0 million to be held by Judd as security for our obligations until
such time as the requisite number of authorized shares are approved by our stockholders.

Portfolio Financial Servicing Company, Bank of America and Lehman Brothers

      On February 20, 2004, we entered into a settlement agreement with Portfolio Financial Servicing Company, Bank
of America and Lehman Brothers, which extinguished a claim arising out of sale-leaseback agreements that we had
entered into in connection with the acquisition of two of our production machines. As part of the settlement, we
agreed to pay an aggregate of $2.0 million plus interest over a period of six years. The settlement requires us to make
an interest payment in 2004 and, beginning in 2005, to make quarterly principal and interest payments until 2010.

Richard A. Christina and Diane L. Christina Trust

      On December 1, 2003, we reached an agreement with the Richard A. Christina and the Diane L. Christina Trust to
modify the lease agreement for a building that we rent from the Trust in Palo Alto, California. Under the terms of the
agreement, we agreed to pay the Trust $0.3 million.

      Greenwood and Son Real Estate Investments. On January 29, 2004, we reached an agreement with Greenwood
and Son Real Estate Investments to restructure the remaining scheduled lease payments for our Tempe facility
following our decision to discontinue operations in our Tempe facility as of December 31, 2003. Under the terms of
the settlement agreement, we agreed to pay the regular monthly rent of $40,000 for the months of February and March
2004, and agreed to pay a cash buy-out of $368,000 for the remaining obligations under the existing lease agreement.
The first payment under the settlement agreement was $50,000, which was paid in April 2004. The remaining cash
payments will be paid ratably over a twelve-month starting on April 1, 2004. As a result of the settlement agreement,
we recorded a charge of $296,000 net of certain accounting credits, in the first quarter of 2004.

Other Factors Affecting Our Financial Condition and Results of Operations

      Restructuring activities.

As a consequence of the decline in our revenues and negative cash flows, we implemented several cost cutting and business restructuring
activities during 2003. These activities, which included employee layoffs and the closure of several facilities (including the closure of our Tempe
manufacturing facility in the fourth quarter of 2003), were designed to improve our cash flow from operations to allow us to continue as a going
concern. During the fourth quarter of 2003 and the first quarter of 2004, we agreed to new payment terms with all of our major creditors and
vendors, which extended or reduced our payment obligations. We also entered into the investment agreement described above pursuant to which
we issued $4.5 million of convertible promissory notes and warrants to investors. If our stockholders do not approve an amendment to our
certificate of incorporation increasing the number of our authorized shares available for issuance so that we can meet our obligations under the
investment agreement, the amounts due under the notes will accelerate and we will be required to find further financing to continue operations.

      Voluntary Delisting from Nasdaq.

Effective March 26, 2004, we voluntarily delisted from the Nasdaq National Market and on May 6, 2004, began trading on the Over-the-Counter
Bulletin Board Market. Due to the structure of the transaction contemplated by the investment agreement, we were no longer in compliance with
certain Nasdaq listing requirements. We felt that a voluntary delisting from Nasdaq and a move to the pink sheets would provide the best option
to our shareholders by retaining liquidity in our common stock.

      Demand for our customers' products.

We derive significant benefits from our relationships with a few large customers and suppliers. Our revenues and gross profit can increase or
decrease rapidly reflecting underlying demand for the products of one or a small number of our customers. We may also be unable to replace a
customer when a relationship ends or demand for our product declines as a result of evolution of our customer's products. In 1999, we began our
relationship with Mitsubishi Electric Company, or Mitsubishi, which accounted for 18%, 9%, and 0.4% of our total revenues in 2002, 2003, and
the first three months of 2004, respectively. The decrease in revenues from Mitsubishi was a significant contributing factor in the decline in our
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revenues in 2003 as compared to 2002. In 1999, we expanded our relationship with customers in the automotive glass market, including
Pilkington PLC, Saint Gobain Sekurit and Globamatrix Holdings Pte. Ltd., or Globamatrix, which collectively accounted for approximately
37%, 45%, and 43% of our total revenues in 2002, 2003, and the first three months of 2004, respectively.

      Our customer and supplier relationships.

In September 2003, we entered into an amendment of the agreement with Globamatrix to materially reduce the quantity of product they are
required to purchase from us. The adjustment was due to certain events beyond the control of the parties, including the Asian SARs epidemic,
which affected the demand for our film products distributed by Globamatrix. The Amendment provided that Globamatrix was required to
purchase at least $7.6 million of product in 2003 (rather than $13.25 million as required in the original distribution agreement); through
December 31, 2003, Globamatrix placed orders to purchase $7.8 million of product. In December 2003, the distribution agreement was further
amended to set Globamatrix's 2004 minimum purchase commitments at $9.0 million. Under the original distribution agreement, Globamatrix
had been required to purchase at least $15.25 million of product in 2004. For each year after 2004 through and including 2011, Globamatrix is
required to purchase an amount of product equal to 110% of the amount of product it was required to purchase in the prior year.

      Product warranty claims. Our gross margins and profitability have been adversely affected from time to time by
product quality claims. From 2000 to 2003, our warranty provision has averaged approximately 3.5% to 4% of net
revenues. In 1998, our gross profit was reduced by $4.0 million, which was related to product we produced for Sony.
In 2002, we had certain quality claims with respect to products produced for Globamatrix, which reduced our gross
profit by approximately $1.5 million.

      Restructuring costs. Based on lower revenue expectations, in December 2002, we transferred more of our product
manufacturing from our Palo Alto manufacturing site to our Tempe and Dresden manufacturing facilities, which have
lower cost structures. In addition, we implemented a reduction in force at our Palo Alto location in December 2002,
and consolidated our Palo Alto facilities. As a result, we incurred a restructuring charge of $2.6 million in 2002
relating to employee severance packages and the remaining rents due on excess facilities in Palo Alto that would no
longer be occupied. Of the $2.6 million, approximately $0.2 million of the restructuring costs were paid in fiscal 2002.
During the first quarter of 2003, we recorded a $65,000 reduction to our restructuring accrual as a result of
modifications to the severance packages of certain employees. In the second quarter of 2003, we implemented a
reduction in force in our Tempe and Palo Alto locations. As a result, we incurred a charge and made cash payments of
$0.1 million relating to employee severance packages, which is recorded in cost of sales. During the fourth quarter of
fiscal 2003, we implemented another reduction-in-force as well as closed our Tempe manufacturing facility; however,
no restructuring charges were incurred in the fourth quarter.

      Impairment charge for long-lived assets. During 2003, we experienced shortfalls in revenue compared to our
budgeted and forecasted revenues. In addition, in the third quarter of 2003, we determined that due to reduced demand
for our products, anticipated revenues through the remainder of 2003 and 2004 would be substantially below historical
levels. As our U.S. operations have a higher operating cash break-even point compared to our Dresden operations, we
believed that the lower than anticipated revenues indicated that an impairment analysis of the long-lived assets of our
U.S. operations was necessary at March 28, 2004. Subsequently, in the fourth quarter of 2003, as a result of our
decision to close the Tempe operation, we concluded that a further impairment analysis of the long-lived assets of the
U.S. operation was necessary at December 31, 2003. Our evaluation concluded that an impairment charge was
required to write down the carrying amount of our long-lived assets to their fair market values, of $19.4 million and
$8.6 million for the periods ended March 28, 2004 and December 31, 2003, respectively.

Three Months Ended March 28, 2004 compared with Three Months Ended March 30, 2003

Net revenues.

Our net revenues for the three months ended March 28, 2004 and March 30, 2003 were $11.1 million and $15.2 million, respectively. Net
revenues for the first quarter of 2004 decreased by $4.1 million, or 27.0% from the first quarter of 2003.

Revenues by segment:
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Automotive:

                                                        Three Months Ended
                                               ------------------------------------
                                               March 28,    Percent       March 30,
                                                 2004        Change         2003
                                               ---------    --------      ---------
                                                (in thousands, except percentages)
Net revenue                                  $    4,401       (15.5) %  $    5,209
As a percentage of total net revenues              39.8  %                    34.2  %

      The decline in our automotive sales from the 2003 to the 2004 period was due primarily as a result of a decline in
orders from one of our principal OEM automotive glass customers. We believe the decline was the result of the
customer's use of direct-to-glass coating as an alternative solution to our sputtered film. For the foreseeable future, we
expect to have on-going competition from glass manufacturers that utilize the direct-to-glass sputtering process as an
alternative solution to our coated film products.

Electronic Displays:

                                                          Three Months Ended
                                               ------------------------------------
                                               March 28,    Percent       March 30,
                                                 2004        Change         2003
                                               ---------    --------      ---------
                                                (in thousands, except percentages)
Net revenue                                  $    3,419       (48.2) %  $    6,603
As a percentage of total net revenues              30.9  %                    43.4  %

      Our sales to the electronic display market declined from the first quarter 2003 to the first quarter 2004, primarily
due to lower demand for cathode ray tube, or "CRT", monitors as a result of technological changes in the market.
Mitsubishi Electric is the primary CRT manufacturer that buys our anti-reflective, or "AR" film, and it ceased
production of the 17-inch AR product in the third quarter of 2003. Sales of our 17-inch AR product to Mitsubishi
Electric in the first quarter of 2003 represented $0.8 million in revenue, as compared to zero revenue in the first
quarter of 2004. We expect to continue production of AR product in the 22-inch and 19-inch sizes for Mitsubishi
Electric. However, we expect the combined unit volumes of our 22-inch and 19-inch film products to be significantly
less than the volumes previously sold for the 17-inch product. A decline in orders from the 2003 quarter, to the 2004
quarter for our reflective film products used in liquid crystal displays, or "LCDs", which provide backlighting for
laptop computers also contributed to the decline in our revenues to the display market. In the first quarter of 2004,
sales of our reflective film products to Mitsui Chemicals were approximately $0.7 million lower than the first quarter
of 2003 due to decreased demand from Mitsui's customers.

Window Film:

                                                          Three Months Ended
                                               ------------------------------------
                                               March 28,    Percent       March 30,
                                                 2004        Change         2003
                                               ---------    --------      ---------
                                                (in thousands, except percentages)
Net revenue                                  $    1,844        (8.3) %  $    2,010
As a percentage of total net revenues              16.7  %                    13.2  %
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      Our window film products consist primarily of solar control film, which we sell to distributors. These distributors
install our film product onto automotive or architectural windows as an "after market" installation. We distribute this
product through an exclusive agreement with Globamatrix Holdings. The decline in revenue from the 2003 quarter to
the 2004 quarter was primarily the result of a customer order that was not shipped prior to quarter due to a
manufacturing delay. The order, however, was later shipped in the first week of the second quarter.

Architectural:

                                                          Three Months Ended
                                               ------------------------------------
                                               March 28,    Percent       March 30,
                                                 2004        Change         2003
                                               ---------    --------      ---------
                                                (in thousands, except percentages)
Net revenue                                  $    1,403         0.2  %  $    1,400
As a percentage of total net revenues              12.7  %                     9.2  %

      Net revenues from sales of our architectural film products was flat year over year.

Cost of sales. Cost of sales consists primarily of materials and subcontractor services, labor and manufacturing
overhead.

                                                               Three Months Ended
                                                    -------------------------------------
                                                    March 28,     Percent       March 30,
                                                      2004        Change          2003
                                                    ---------    ---------      ---------
                                                     (in thousands, except percentages)
Total cost of goods sold                          $    8,466        (30.5) %  $   12,183
As a percentage of total net revenues                     76  %                       80  %

      Facility costs, depreciation expense and labor costs have historically comprised the majority of our manufacturing
expenses, and these costs are relatively fixed and do not fluctuate proportionately with net revenues. The reduction in
costs of goods sold was primarily the result of lower revenues year over year, the increased production from our
Dresden facility and the effect of restructuring actions taken in 2003. As a result of certain impairment and
restructuring charges taken in 2003, we have lowered our depreciation expense on all of our assets located in the
United States. These cost savings were partially offset by a one-time settlement charge of $0.3 million incurred in
connection with our termination of the lease on our Tempe facility. Furthermore, as a result of migrating most of our
manufacturing production to our Dresden facility, we have reduced our headcount in the U.S., thereby lowering our
labor costs. Our Dresden plant generally has had lower manufacturing costs than the Company's United States
facilities as a result of lower payroll and operating expenses, as well as lower depreciation charges. Depreciation
charges are lower for Germany due to the grants and investment allowances for plant and equipment provided to us by
the Saxony government; the grants and incentives are recorded as reductions of property and equipment costs,
carrying a lower depreciable base.

Gross profit and gross margin.

                                                               Three Months Ended
                                                    -------------------------------------
                                                    March 28,     Percent       March 30,
                                                      2004        Change          2003
                                                    ---------    ---------      ---------
                                                     (in thousands, except percentages)
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Gross profit                                      $    2,601        (14.4) %  $    3,038
As a percentage of total net revenues                     24  %                       20  %

      Our gross profit declined year over year primarily as a result of lower revenue in the first quarter of 2004, as
compared with the first quarter of 2003. However, our gross margin, as a percentage of revenue, increased in the first
quarter of 2004 from 2003, primarily as a result of lower U.S. manufacturing costs resulting from certain impairment
and restructuring charges taken during the third and fourth quarters of 2003, and a higher percentage of revenue
generated by our Dresden plant with its lower cost base. These cost savings were partially offset by a one-time
settlement charge of $0.3 million incurred in connection with our termination of the lease on our Tempe facility.

Operating expenses

Research and development.

                                                               Three Months Ended
                                                    -------------------------------------
                                                    March 28,     Percent       March 30,
                                                      2004        Change          2003
                                                    ---------    ---------      ---------
                                                     (in thousands, except percentages)
Research and development                          $      810        (51.4) %  $    1,668
As a percentage of total net revenues                      7  %                       11  %

      Our research and development spending decreased in the first quarter of 2004 from the first quarter of 2003
primarily due to lower labor and occupancy costs, as a result of restructuring and cost control measures taken during
the third and fourth quarters of 2003. As a result of the reduction in headcount, we have reduced the number of
projects under development from a year ago, which has lowered our cost of materials used for development purposes.

      Selling, general and administrative. Selling, general and administrative expenses consist primarily of corporate
and administrative overhead, selling commissions, advertising costs and occupancy costs.

                                                               Three Months Ended
                                                    -------------------------------------
                                                    March 28,     Percent       March 30,
                                                      2004        Change          2003
                                                    ---------    ---------      ---------
                                                     (in thousands, except percentages)
Selling, general and administrative               $    3,063          6.5  %  $    2,876
As a percentage of total net revenues                     28  %                       19  %

      Our selling, general and administrative expenses increased in the first quarter of 2004 from the first quarter of
2003, primarily due to an increase in legal, accounting and consulting fees, incurred in connection with our financing
and debt restructuring activities.

Restructuring.

                                                               Three Months Ended
                                                    -------------------------------------
                                                    March 28,     Percent       March 30,
                                                      2004        Change          2003
                                                    ---------    ---------      ---------
                                                     (in thousands, except percentages)
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Restructuring costs                               $     -            -     %  $      (65)
As a percentage of total net revenues                   -     %                     -     %

      During the first quarter of 2003, we reduced the restructuring accrual by $65,000 as a result of changes to
severance packages of certain employees, which had been granted when the restructuring activity was publicly
announced in the fourth quarter of 2002. There were no restructuring charges incurred during the first quarter of 2004.

Income (loss) from operations.

                                                               Three Months Ended
                                                    -------------------------------------
                                                    March 28,     Percent       March 30,
                                                      2004        Change          2003
                                                    ---------    ---------      ---------
                                                     (in thousands, except percentages)
Income (loss) from operations                     $   (1,272)       (11.7) %  $   (1,441)
As a percentage of total net revenues                    (11) %                       (9) %

      Loss from operations in the first quarter of 2004 decreased over the loss from operations in the first quarter of
2003 primarily as a result of lower U.S. manufacturing costs resulting from certain impairment and restructuring
charges taken during the third and fourth quarters of 2003, and a higher percentage of revenue generated by our
Dresden plant with its lower cost base; a reduction in our research and development costs due to lower headcount and
material costs, which was partially offset by a one-time settlement charge of $0.3 million incurred in connection with
our termination of the lease on our Tempe facility; and an increase in our selling, general and administrative costs
primarily due to an increase in professional fees.

Interest expense, net.

                                                               Three Months Ended
                                                    -------------------------------------
                                                    March 28,     Percent       March 30,
                                                      2004        Change          2003
                                                    ---------    ---------      ---------
                                                     (in thousands, except percentages)
Interest expense, net                             $     (675)       131.2  %  $     (292)
As a percentage of total net revenues                     (6) %                       (2) %

      The increase in interest expense in the first quarter of 2004 as compared to 2003 was primarily attributable to the
amortization of debt issuance costs and interest incurred on our line of credit balance. The line of credit balance at the
end of the first quarter of 2004 was $5.5 million as compared to a zero balance at the end of the first quarter of 2003.

Costs of warrants issued.

                                                               Three Months Ended
                                                    -------------------------------------
                                                    March 28,     Percent       March 30,
                                                      2004        Change          2003
                                                    ---------    ---------      ---------
                                                     (in thousands, except percentages)
Costs of warrants issued                          $  (4,818)         -     %  $     -
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As a percentage of total net revenues                   -     %                     -     %

Warrants issued in connection with the investment agreement

      The investment agreement included terms that required the Company to issue additional warrants to the Investors
if, as part of the restructuring efforts, the Company issued any equity instruments, notes or other debt instruments to
any creditor, landlord, employee, director, agent or consultant.

      Following the issuance of equity instruments the Company is required to issue to each of the Investors warrants in
such amounts as would allow the investors to maintain their aggregate ownership percentage (on a fully-diluted basis)
as if such issuance had not occurred. Such warrants represent anti-dilution protection for the investor and are therefore
not valued as a stand-alone instrument.

      Following note or debt issuances to creditors the Company is required to issue additional warrants to each of the
Investors representing the right to purchase that number of shares of common stock equal to the product of (x) 1.25
and (y) the original principal amount of such note or debt instrument. Such warrants represent penalties for the
Company failing to eliminate obligations to creditors, and are regarded as issued for accounting purposes as of the
date of the agreement triggering legal entitlement.

      In the first quarter of 2004, the Company issued 9,848,750 additional warrants to the Investors as a result of
settlement agreements reached with certain creditors as part of the Company's restructuring plan. The Company
determined the fair value of the warrants to be $4,277,000, which was recorded as a non-operating expense.

Warrants issued in connection with the guarantee from Needham and line of credit from PBF

      In connection with a second guarantee from Needham and as additional incentive to complete the financing
closings, as contemplated in the investment agreement, the Company issued warrants for 941,115 shares of common
stock in the first quarter of 2004. Management determined the value of the guarantee and warrants at $33,000 and
$367,000, respectively.

      The Company recorded the amount of the warrant value equal to the fair value of the guarantee, $33,000, as debt
issuance costs to be amortized over the life of the line of credit. The residual value of the warrants, $334,000, was
recorded as a non-operating expense, as representing an incentive to enter into definitive agreements for transactions
to which Needham was not committed. On January 19, 2004, the Company issued 75,000 warrants to PBF in
consideration of PBF's consent to the execution by Southwall Europe GmbH ("Southwall Europe") of a written
Guaranty Agreement in favor of Teijin Limited ("Teijin"). The Guaranty by Southwall Europe was to guarantee the
Company's obligations to pay Teijin $1.3 million in full settlement of the Company's debts and obligations to Teijin.
The Company's obligation to Teijin stemmed from the Company's default on a Japanese bank loan for which Teijin
was the guarantor. The Company determined the fair value of the warrants was $34,000, and has recorded the cost as a
non-operating expense.

      In addition to the above, charges of $173,000 were also recorded as a result of the remeasurement of all
outstanding warrants in the first quarter of 2004.

Other income, net.

      Other income, net, includes interest income, sublease income and foreign exchange transaction gains and losses.

                                                               Three Months Ended
                                                    -------------------------------------
                                                    March 28,     Percent       March 30,
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                                                      2004        Change          2003
                                                    ---------    ---------      ---------
                                                     (in thousands, except percentages)
Other income, net                                 $      430        383.1  %  $       89
As a percentage of total net revenues                      4  %                        1  %

      Some of our transactions with foreign suppliers are denominated in foreign currencies, principally the Japanese
yen. As exchange rates fluctuate relative to the U.S. dollar, exchange gains and losses occur. In the fourth quarter of
2003, an accounting error resulted in an overstatement of our cost of sales by $0.2 million for the year ended
December 31, 2003. We identified the error in the first quarter of 2004 and deemed the error was immaterial to our
2003 gross profit, results of operations, and net income and, therefore, did not require a restatement of our 10-K/A for
the year ended December 31, 2003. We corrected the error in the first quarter of 2004, and recorded it as a gain to
other income. We determined that the correction of the error was immaterial to net income and elected to record the
adjustment to other income rather than to cost of goods sold in order to better present the operating results for the
quarter. In addition to the effect of the correction of an accounting error, the increase in other income in the first
quarter of 2004 as compared to the first quarter of 2003 was also the result of foreign currency gains of $0.2 million
recognized in the first quarter of 2004, compared to a gain of $0.1 million in the first quarter of 2003.

Income (loss) before provision for income taxes.

                                                               Three Months Ended
                                                    -------------------------------------
                                                    March 28,     Percent       March 30,
                                                      2004        Change          2003
                                                    ---------    ---------      ---------
                                                     (in thousands, except percentages)
Income (loss) before provision for income taxes   $   (6,335)       285.3  %  $   (1,644)
As a percentage of total net revenues                    (57) %                      (11) %

      The increase in the pre-tax loss for the first quarter of 2004 as compared to the first quarter of 2003, was primarily
the result of $4.8 million of warrant costs incurred in 2004, a one-time settlement charge of $0.3 million incurred in
connection with our termination of the lease on our Tempe facility, an increase in selling, general and administrative
costs due primarily to an increase in professional fees, and higher interest expense, which were partially offset by
lower U.S. manufacturing costs resulting from certain impairment and restructuring charges taken during the third and
fourth quarters of 2003 and a higher percentage of revenue generated by our Dresden plant with its lower cost base, a
reduction in our research and development costs due to lower headcount and material costs, and an increase other
income.

Provision for income taxes.

                                                               Three Months Ended
                                                    -------------------------------------
                                                    March 28,     Percent       March 30,
                                                      2004        Change          2003
                                                    ---------    ---------      ---------
                                                     (in thousands, except percentages)
Provision for income taxes                        $      355      2,266.7  %  $       15
As a percentage of total net revenues                      3  %                        0  %

      The increase in the provision for income taxes in the first quarter of 2004 from the first quarter of 2003 was
primarily due to a provision to accrue foreign income tax of $0.3 million in the first quarter of 2004 for our German
operation. In 2003, we fully utilized our operating loss carryforward for German statutory taxes purposes, and as a
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result, we expect to incur tax obligations related to our Dresden plant for the foreseeable future based on expected
continuing profitability of our German operations on a stand-alone basis.

Liquidity and capital resources

Liquidity

      Our principal liquidity requirements are for working capital, consisting primarily of accounts receivable and
inventories. We believe that because of the relatively long production cycle of certain of our products, our inventories
will continue to represent a significant portion of our working capital.

      We have prepared our consolidated financial statements assuming we will continue as a going concern and meet
our obligations as they become due. We incurred a net loss and negative cash flows from operations in 2003 and the
first quarter of 2004, and we expect to incur net losses through at least the third quarter of 2004. In the second quarter
of 2003, we entered into factoring agreements with PBF that provide for a credit facility up to $10.0 million, subject to
certain restrictions in the borrowing base based on eligibility of receivables. In the fourth quarter of 2003, we
amended the factoring agreements to provide for a credit facility of up to $7.0 million, subject to the same restrictions
in borrowing capacity. The amendment to our credit facility was made following an agreement among Needham &
Company, Inc., PBF, and ourselves that enabled us to borrow up to $3.0 million for working capital purposes pursuant
to a separate credit facility, in addition to the $7.0 million credit facility. At December 31, 2003, we were not in
compliance with the minimum tangible net worth covenant and the current ratio covenants set forth in the factoring
agreements, and, therefore, were in default under these agreements. In December 2003, we reached an agreement with
our senior lender wherein they have agreed to forbear until May 5, 2004 from exercising the rights and remedies
available to them as a result of the default condition. The current factoring agreements and separate $3.0 million credit
facility were to expire on May 5, 2004. As of March 28, 2004, the Company had approximately $5.5 million of
borrowings outstanding and no availability to borrow under the credit agreement. On April 29, 2004, the Company
amended its credit agreements with PBF to extend the agreements to May 5, 2005. The new agreements provide for a
maximum borrowing capacity of $9.0 million for the Company. The credit agreement consists of a $3.0 million credit
facility, which is guaranteed by Needham & Company, and a $6.0 million receivables line of credit. The $3.0 million
facility bears an annual interest rate of 2% above PBF's Base Rate (which was 4.0% at March 28, 2004), and the
annual interest is calculated based on the borrowings outstanding under the line. The $6.0 million facility bears an
annual interest rate of 7% above PBF's Base Rate and the annual interest is calculated based on the average daily
accounts receivable against which the Company has borrowed. Availability under the $6.0 million line is limited to
75% of accounts receivables acceptable to PBF. PBF continues to reserve the right to lower the 75% of eligible
receivable standards for borrowings under the credit agreement or to terminate the credit agreement at any time. The
amendment also deleted the requirements that we maintain a listing on the Nasdaq National Market and comply with
financial covenants to maintain minimum net tangible net worth of $33.0 million, a current ratio of at least 0.70, and
revenues equal to or greater than 80% of revenues projected. (See Note 14 - Subsequent Events.)

      In December 2002, we restructured our operations to reduce our cost structure by reducing our work force in Palo
Alto and vacating excess facilities after consolidating our operations in Palo Alto. These actions are expected to
continue to adversely affect our operating cash flows until our lease commitments for the excess facilities expire in
December 2004. Also, during the first quarter of 2004 we agreed to new payment terms with certain of our major
creditors and vendors, which extended or reduced our payment obligations.

      Our cash and cash equivalents increased by $0.3 million from $1.2 million at December 31, 2003 to $1.5 million
at March 28, 2004. Cash used by operating activities was $2.0 million for the first quarter of 2004, was primarily the
result of non-cash depreciation, cost of warrants issued and amortization changes offsetting the net loss. We used $0.3
million from investing activities during the three months ended March 28, 2004, all of which was used for capital
expenditures during the quarter. We increased cash from financing activities by $2.4 million during the first quarter of
2004, primarily as a result of issuing $4.5 million in convertible promissory notes during the quarter. We entered into
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an agreement with the Saxony government in May 1999 under which we receive investment grants. As of March 28,
2004, we had received $7.9 million of the grants and accounted for these grants by applying the proceeds received to
reduce the cost of our fixed assets of our Dresden manufacturing facility. If we fail to meet certain requirements in
connection with these grants, the Saxony government has the right to demand repayment of the grants. (Additionally,
we have received $0.65 million of Saxony government grants that as of March 28, 2004 were recorded as an advance
until we earn the grant through future expenditures). The total annual amount of investment grants and investment
allowances that we are entitled to seek varies from year to year based upon the amount of our capital expenditures that
meet certain requirements of the Saxony government. Generally, we are not eligible to seek total investment grants
and allowances for any year in excess of 33% of our eligible capital expenditures for that year. We expect to continue
to finance a portion of our capital expenditures in Dresden with additional grants from the Saxony government and
additional loans from German banks, some of which may be guaranteed by the Saxony government. However, we
cannot guarantee that we will be eligible for or will receive additional grants in the future from the Saxony
government.

Borrowing arrangements

      Teijin previously guaranteed our outstanding debt owed to UFJ Bank Limited (formerly known as Sanwa Bank
Limited). On November 5, 2003, we defaulted on this debt and Teijin honored its guarantee by satisfying our
obligation. Under the terms of Teijin's guarantee, we were obligated to immediately repay the amounts paid by Teijin.
As part of the restructuring plan, we entered into a guaranteed Loan Agreement with Teijin to satisfy Teijin's claim.
The agreement included a payment schedule that spreads the payments over a period of four years until 2008. The
obligations owed to Teijin will not accrue interest if paid according to the payment schedule. Our obligations to Teijin
are guaranteed by our subsidiary, Southwall Europe GmbH. (See Note 5 - Term Debt.)

      Our borrowing arrangements with various German banks as of March 28, 2004 are described in Note 5 to our
consolidated financial statements set forth herein. We are in compliance with all of the covenants of the German bank
loans, and we have classified $1.2 million and $8.3 million outstanding under the German bank loans as a short-term
liability and long-term liability, respectively, at March 28, 2004.

      As of December 31, 2003, we were in default under a master sale-leaseback agreement with respect to two of our
production machines. We had withheld lease payments in connection with a dispute with the leasing company, Matrix
Funding Corporation. An agent purporting to act on behalf of the leasing company filed suit against us to recover the
unpaid lease payments and the alleged residual value of the machines, totaling $6.5 million in the aggregate. In
February 2004, we reached a settlement agreement with the agent for $2.0 million to be repaid over six years at a
stepped rate of interest, and we returned the equipment in question to the plaintiffs (See Note 5 - Term Debt). Equity
transactions On December 18, 2003, we entered into a definitive agreement for a new bank loan guarantee and
equity-financing package of up to $7.5 million from Needham & Company and affiliates, and Dolphin Direct Equity
Partners, L.P, as further described above under "Overview - Recent Financing and Related Transactions". The
agreement enabled us to receive up to $3.0 million in new borrowings under a new line of credit facility with PBF,
supported by guarantees provided by Needham in two separate allotments of $2.25 million and $0.75 million. The
$3.0 million in new borrowings reduced the amount of availability under the factoring agreements we previously
entered into with Pacific Business Funding to $7.0 million.

      On February 20, 2004, the investors also purchased $4.5 million of convertible notes from us, which are
convertible into shares of our preferred stock. After deducting approximately $0.5 million in professional fees relating
to the financing transactions and the restructuring of creditor agreements, the net proceeds of the financing were
approximately $4.0 million. We applied the net proceeds as follows:

approximately $2.2 million was spent during February and March of 2004, in the normal course of our business for general corporate
purposes, including purchases of raw materials, payments to subcontractors and suppliers of approximately $1.0 million , payroll costs
of approximately $0.8 million, and rent and lease payments;

• 
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approximately $0.8 million was paid between February 24, 2004 and March 30, 2004, to Judd Properties, LLC, the landlord of our
Palo Alto executive offices and manufacturing facilities, in connection with the settlement and restructuring of our lease obligations to
Judd Properties, LLC; and

• 

approximately $1.0 million has been put up to support a letter of credit in favor of Judd Properties as security for our obligations to
depart from and properly restore the property pursuant to our settlement and restructuring with Judd. We have agreed with Judd that,
following stockholder approval to increase the number of available authorized shares, we may substitute a warrant exercisable for
1,437,396 shares of our common stock for the letter of credit as security for our obligations, in which event we will have access to the
$1.0 million that currently supports the letter of credit. We expect that that $1.0 million, if we were to substitute the warrant as security
for our obligations to Judd, would be used for working capital and general corporate purposes.

• 

Capital expenditures

      We anticipate spending approximately $1.0 million in capital expenditures in 2004, primarily to maintain and
upgrade our production facilities in Dresden. During the first quarter of 2004 we spent approximately $0.3 million in
capital expenditures in Germany.

Item 3-Quantitative and Qualitative Disclosures about Market Risk

      We are exposed to the impact of interest rate changes, foreign currency fluctuations, and changes in the market
values of its investments.

      Financing risk: Our exposure to market rate risk for changes in interest rates relates primarily to our line of credit
which bears an interest rate equal to 7% above the bank Base Rate (which was 4.0% at March 28, 2004) and is
calculated based on the average daily balance of the accounts receivable against which we have borrowed. In addition,
the interest rate on one of our German loans will be reset to the prevailing market rate on December 31, 2004 and
another of our German loans will have its interest rate reset to the prevailing market rate in 2009. Fluctuations or
changes in interest rates may adversely affect our expected interest expense. The effect of a 10% fluctuation in the
interest rate on our line of credit would have had an effect of less than $20,000 on our interest expense for the first
three months of 2004.

      Investment risk: We invest our excess cash in money market accounts and, by practice, limit the amount of
exposure to any one institution. Investments in both fixed rate and floating rate interest earning instruments carry a
degree of interest rate risk. Fixed rate securities may have their fair market value adversely affected due to a rise in
interest rates, while floating rate securities may produce less income than expected if interest rates fall. The effect of a
10% fluctuation in the interest rate of any floating rate securities would have had an adverse effect of less than
$10,000 for the first three months of 2004.

      Foreign currency risk: International revenues (defined as sales to customers located outside of the United States)
accounted for approximately 87% of our total sales in the first three months of 2004. Approximately 36% of our
international revenues were denominated in euros relating to sales from our Dresden operation. The other 64% of our
international sales were denominated in US dollars. In addition, certain transactions with foreign suppliers are
denominated in foreign currencies (principally Japanese Yen). The effect of a 10% fluctuation in the euro exchange
rate would have had an effect of less than $0.5 million on net revenues for the first three months of 2004 and the effect
on expenses of a 10% fluctuation in the Yen exchange rate would have been less than $0.2 million for the first three
months of 2004.

FORWARD-LOOKING STATEMENTS

      This Quarterly Report contains forward-looking statements, as that term is defined in the Private Securities
Litigation Reform Act of 1995, which are subject to a number of risks and uncertainties. All statements other than
statements of historical facts are forward-looking statements. These statements are identified by terminology such as
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"may," "will," "could," "should," "expects," "plans," "intends," "seeks," "anticipates," "believes," "estimates,"
"potential," or "continue," or the negative of such terms or other comparable terminology, although not all
forward-looking statements contain these identifying words. Forward-looking statements are only predictions and
include statements relating to:

our ability to remain as a going concern;• 
our strategy, future operations and financial plans, including, without limitation, our plans to install and commercially produce
products on new machines;

• 

the continued trading of our common stock on the Over-the-Counter Bulletin Board;• 
our projected need for, and ability to obtain, additional borrowings and our future liquidity;• 
future applications of thin-film technologies and our development of new products;• 
our competition;• 
statements about the future size of markets;• 
our expectations with respect to future grants, investment allowances and bank guarantees from the Saxony government;• 
pending and threatened litigation and its outcome; and• 
our projected capital expenditures.• 

      You should not place undue reliance on our forward-looking statements. Actual events or results may differ
materially. In evaluating these statements, you should specifically consider various factors, including the risks
outlined below under "Risk Factors." These factors may cause our actual results to differ materially from any
forward-looking statement. Although we believe the expectations reflected in our forward-looking statements are
reasonable as of the date they are being made, we cannot guarantee our future results, levels of activity, performance,
or achievements. Moreover, neither we, nor any other person, assumes responsibility for the future accuracy and
completeness of these forward-looking statements.

RISK FACTORS

Financial Risks

Our working capital position, financial commitments and historical performance raise substantial doubt about our
ability to continue as a going concern.

      We have prepared our consolidated financial statements assuming we will continue as a going concern and meet
our obligations as they become due. We incurred a net loss and negative cash flows from operations in 2002, 2003 and
the first quarter of 2004, and we expect to incur net losses through at least the third quarter of 2004. These factors
together with our working capital position and our significant debt service and other contractual obligations at March
28, 2004, raise substantial doubt about our ability to continue as a going concern without restoring profitable
operations, generating cash flow from operating activities and obtaining additional financing. These and other factors
related to our business during recent years, including the restatement in 2000 of our financial statements for prior
periods, operating losses in 1998, 1999, 2000, 2002 and 2003, our past failure to comply with covenants in our
financing agreements and our voluntary delisting from Nasdaq in March 2004 may make it difficult for us to secure
the required additional borrowings on favorable terms or at all. We intend to seek additional borrowings or alternative
sources of financing; however, difficulties in borrowing money or raising financing could have a material adverse
effect on our operations, planned capital expenditures, ability to comply with the terms of government grants and our
ability to continue as a going concern.

If we do not obtain stockholder approval of the proposed amendment to increase the number of shares that we have
authorized for issuance, the amounts due under our outstanding convertible notes will accelerate, and we will likely
not be able to repay the notes.

      If we do not obtain stockholder approval of a proposed amendment to increase the number of shares that we are
authorized to issue under our charter, we may be unable to meet our obligations to issue shares of capital stock under
the investment agreement and amounts due under the convertible notes will accelerate. The approval of our
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stockholders is required to amend our charter, and we intend to seek such approval at a special meeting of our
stockholders. There can be no assurance, however, that our stockholders will approve such amendment. Without the
proceeds from the convertible notes, the amount of capital available to us for general working capital purposes will be
severely limited and we will not be able to fund our operations, service our existing debt obligations or continue as a
going concern. In the likely event we are unable to secure an alternative financing plan, we will become insolvent and
be required to file for bankruptcy protection. Furthermore, there can be no assurances that we will not be sued by the
holders of our options, warrants or convertible notes if we do not have enough authorized shares of common stock to
make the required issuances if they seek to exercise or convert those securities, as applicable.

The transactions with Needham and Dolphin may have a negative effect on our stock price, and may not be sufficient
to allow us to continue as a going concern.

      As a result of the consummation of the financing transactions in December 2003 and February 2004 with
Needham, its affiliates and Dolphin, our shareholders suffered material dilution. As our largest stockholder and the
guarantor of our line of credit, and holder of our convertible notes, Needham could prevent us from seeking additional
borrowings or alternative sources of financing that we require for future operations or otherwise control the company
in ways that might have a material adverse effect on the company or our stock price.

Covenants or defaults under our credit agreements may prevent us from borrowing or force us to curtail our
operations.

      As of March 28, 2004, we had total outstanding obligations under our credit agreements of $17.0 million. Our
inability to make timely payments of interest or principal under these facilities could materially adversely affect our
ability to borrow money under existing credit facilities, to secure additional borrowings or to function as a going
concern. Our current credit facilities contain financial covenants that will require us to meet certain financial
performance targets and operating covenants that limit our discretion with respect to business matters. Among other
things, these covenants restrict our ability to borrow additional money, create liens or other encumbrances, and make
certain payments including dividends and capital expenditures. Many of these loans contain provisions that permit the
lender to declare the loans immediately due if there is a material adverse change in our business. These credit facilities
also contain events of default that could require us to pay off indebtedness before its maturity. In addition, our
convertible notes issued to Needham and affiliates and Dolphin provide that they will accelerate to become due in 45
days if we fail to obtain approval of our stockholders to amend our charter to increase the number of shares that we are
authorized to issue. At March 28, 2004, we were not in compliance with the minimum tangible net worth covenant
and current ratio covenant set forth in the credit agreements in our factoring line of credit facility and therefore were in
default. The restrictions imposed by these credit facilities or the failure of lenders to advance funds under these
facilities could force us to curtail our operations or have a material adverse effect on our liquidity.

Our ability to borrow is limited by the nature of our equipment and some of our accounts receivable.

      Our equipment is custom designed for a special purpose. In addition, a large portion of our accounts receivable are
from foreign sales, which are often more difficult to collect than domestic accounts receivable. As a result of the
nature of our equipment and accounts receivable, lenders will generally allow us to borrow less against these items as
collateral than they would for other types of equipment or domestic accounts receivable, or require us to provide
additional credit enhancements.

If we default under our secured credit facilities and financing arrangements, the lenders could foreclose on the assets
we have pledged to them requiring us to significantly curtail or even cease our operations.

      In connection with our current borrowing facilities and financing arrangements, we have granted security interests
in and liens on substantially all of our assets, including our production machines and our Dresden facility, to secure
the loans. If our senior lenders were to repossess one or more of those machines, our ability to produce product would
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be materially impaired. Our revenues, gross margins and operating efficiency would also be materially adversely
affected. At March 28, 2004, we were not in compliance with the minimum tangible net worth covenant and current
ratio covenant set forth in the credit agreements in our factoring line of credit facility governing our factoring line of
credit facility. Our obligations under our secured credit facilities contain cross-default and cross-acceleration
provisions and provisions that allow the lenders to declare the loans immediately due if there is a material adverse
change in our business. If we default under the credit facilities or financing arrangements the lenders could declare all
of the funds borrowed there under, together with all accrued interest, immediately due and payable. If we are unable to
repay such indebtedness, the lenders could foreclose on the pledged assets. If the lenders foreclose on our assets, we
would be forced to significantly curtail or even cease our operations.

Our quarterly revenue and operating results are volatile and difficult to predict. If we fail to meet the expectations of
public market analysts or investors, the market price of our common stock may decrease significantly.

      Our quarterly revenue and operating results have varied significantly in the past and will likely vary significantly
in the future. Our revenue and operating results may fall below the expectations of securities analysts or investors in
future periods. Our failure to meet these expectations would likely adversely affect the market price of our common
stock.

Our quarterly revenue and operating results may vary depending on a number of factors, including:

fluctuating customer demand, which is influenced by a number of factors, including market acceptance of our products and the
products of our customers and end-users, changes in product mix, and the timing, cancellation or delay of customer orders and
shipments;

• 

the timing of shipments of our products by us and by independent subcontractors to our customers;• 
manufacturing and operational difficulties that may arise due to, among other things, quality control, capacity utilization of our
production machines, unscheduled equipment maintenance, and the hiring and training of additional staff;

• 

our ability to introduce new products on a timely basis; and• 
competition, including the introduction or announcement of new products by competitors, the adoption of competitive technologies by
our customers, the addition of new production capacity by competitors and competitive pressures on prices of our products and those
of our customers.

• 

We expect to be subject to increased foreign currency risk in our international operations.

      In 2003, and the first three months of 2004, approximately 34% and 36%respectively, of our revenues were
denominated in euros, primarily related to sales from our Dresden operation, including sales to one of our largest
customers, a European automotive glass manufacturer. In addition, other customers may request to make payments in
foreign currencies. Also, certain transactions with foreign suppliers are denominated in foreign currencies, primarily
Japanese Yen.

      A strengthening in the dollar relative to the currencies of those countries in which we do business would increase
the prices of our products as stated in those currencies and could hurt our sales in those countries. Significant
fluctuations in the exchange rates between the U.S. dollar and foreign currencies could cause us to lower our prices
and thus reduce our profitability and cash flows. These fluctuations could also cause prospective customers to cancel
or delay orders because of the increased relative cost of our products.

Our suppliers and subcontractors may impose more onerous payment terms on us.

      As a result of our financial performance and voluntary delisting from Nasdaq, our suppliers and creditors may
impose more onerous payment terms on us, which may have a material adverse effect on our financial performance
and our liquidity. For example, one of our subcontractors has required us to provide it with a security interest in all of
our inventory held by it and has limited the amount of unpaid orders we may have outstanding with it at any time.

Operational Risks
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We depend on a small number of customers for nearly all of our sales, and the loss of a large customer could
materially adversely affect our revenues or operating results.

      Our ten largest customers accounted for approximately 84%, 84% and 83% of net sales in 2002, 2003, and the first
three months of 2004, respectively. We have contracts extending past 2004 with only two of these customers. We
expect to continue to derive a significant portion of our net sales from this relatively small number of customers.
Accordingly, the loss of a large customer could materially hurt our business and the deferral or loss of anticipated
orders from a large customer or a small number of customers could materially reduce our revenue and operating
results in any period. Some of our largest automotive glass customers have used a technology-direct-to-glass
sputtering-as an alternative to our window films, which in 2002 and 2003 resulted in a decrease in orders from these
customers. The continued or expanded use of this technology by our automotive glass customers would have a
material adverse effect on our results of operations and financial position.

We must continue to develop new products or enhance existing products on a timely basis to compete successfully in
a rapidly changing marketplace.

      Our future success depends upon our ability to introduce new products, improve existing products and processes to
keep pace with technological and market developments, and to address the increasingly sophisticated and demanding
needs of our customers, especially in the electronic display and automotive markets. Technological changes, process
improvements, or operating improvements that could adversely affect us include:

the development of competing technologies to our anti-reflective and silver reflector films for liquid crystal displays in the flat panel
display industry;

• 

changes in the way coatings are applied to alternative substrates such as tri-acetate cellulose, or TAC;• 
the development of new technologies that improve the manufacturing efficiency of our competitors;• 
the development of new materials that improve the performance of products that could compete with our products; and• 
improvements in the alternatives to the sputtering technology we use to produce our products, such as plasma enhanced chemical
vapor deposition, or PECVD.

• 

      Our research and development efforts may not be successful in developing products in the time, or with the
characteristics, necessary to meet customer needs. If we do not adapt to technological changes, or process or operating
improvements, our competitive position, operations and prospects would be materially adversely affected.

Our ability to successfully identify suitable target companies and integrate acquired companies or technologies may
affect our future growth.

      A potential part of our continuing business strategy is to consider acquiring companies, products, and technologies
that complement our current products, enhance our market coverage, technical capabilities or production capacity, or
offer other growth opportunities. Our ability to successfully complete acquisitions requires that we identify suitable
target companies, agree on acceptable terms, and obtain acquisition financing on acceptable terms. In connection with
these acquisitions, we could incur debt, amortization expenses relating to identified intangibles, impairment charges
relating to goodwill, or merger related charges, or could issue stock that would dilute our current shareholders'
percentage of ownership. The success of any acquisitions will depend upon our ability to integrate acquired
operations, retain and motivate acquired personnel, and increase the customer base of the combined businesses. We
cannot assure you that we will be able to accomplish all of these goals. Any future acquisitions would involve certain
additional risks, including:

difficulty integrating the purchased operations, technologies, or products;• 
unanticipated costs, which would reduce our profitability;• 
diversion of management's attention from our core business;• 
potential entrance into markets in which we have limited or no prior experience; and• 
potential loss of key employees, particularly those of the acquired business.• 
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Failure to meet the volume requirements of our customers may result in a loss of business or contractual penalties.

      Our long-term competitive position will depend to a significant extent on our manufacturing capacity. The failure
to have sufficient capacity, to fully utilize capacity when needed or to successfully integrate and manage additional
capacity in the future could adversely affect our relationships with customers and cause customers to buy similar
products from our competitors if we are unable to meet their needs. For example, we believe that we lost substantial
potential architectural products sales in 2001 because we did not have the capacity to manufacture the required
amounts of products. Also, our failure to produce required amounts of products under some of our contracts will result
in price reductions on future sales under such contracts or penalties under which we would be required to reimburse
the customer for the full cost of any product not delivered in a timely manner, either of which would reduce our gross
margins.

We depend on our OEM customers for the sale of our products.

      We sell a substantial portion of our products to a relatively small number of original equipment manufacturers, or
OEMs. The timing and amount of sales to these customers ultimately depend on sales levels and shipping schedules
for the OEM products into which our products are incorporated. We have no control over the volume of products
shipped by our OEM customers or shipping dates, and we cannot be certain that our OEM customers will continue to
ship products that incorporate our products at current levels or at all. We currently have long-term contracts with only
three of our OEM customers. Failure of our OEM customers to achieve significant sales of products incorporating our
products and fluctuations in the timing and volume of such sales could be harmful to our business. Failure of these
customers to inform us of changes in their production needs in a timely manner could also hinder our ability to
effectively manage our business.

We rely upon our OEM customers for information relating to the development of new products so that we are able to
meet end- user demands.

      We rely on our OEM customers to inform us of opportunities to develop new products that serve end-user
demands. If our OEM customers do not present us with market opportunities early enough for us to develop products
to meet end-user needs in a timely fashion, or if the OEMs fail to anticipate end-user needs at all, we may fail to
develop new products or modify our existing products for the end- user markets for our products. In addition, if our
OEM customers fail to accurately anticipate end-user demands, we may spend resources on products that are not
commercially successful.

We depend on a distributor for the sale of our after-market products.

      We primarily use one independent distributor to sell our after-market products. We have a distribution agreement
with Globamatrix Holdings Pte. Ltd., or Globamatrix, under which we granted an exclusive worldwide license to
distribute our after-market applied film in the automotive and architectural glass markets. Failure of Globamatrix to
achieve significant sales of products incorporating our products and fluctuations in the timing and volume of such
sales could be harmful to our business. We believe that the success of our after-market products will continue to
depend upon this distributor.

We face intense competition, which could affect our ability to increase our revenue, maintain our margins and
increase our market share.

      The market for each of our products is intensely competitive and we expect competition to increase in the future.
Competitors vary in size and in the scope and breadth of the products they offer. We compete both with companies
using technology similar to ours and companies using other technologies or developing improved technologies.
Direct-to-glass sputtering represents the principal alternative technology to our sputter-coated film products.
Direct-to-glass is a mature, well-known process for applying thin film coatings directly to glass, which is used by
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some of our current and potential customers to produce products that compete with our products. This technology is
commonly used to manufacture products that conserve energy in buildings and automobiles. Many of our current and
potential competitors have significantly greater financial, technical, marketing and other resources than we have. In
addition, many of our competitors have well- established relationships with our current and potential customers and
have extensive knowledge of our industry.

We may not be able to expand our manufacturing capacity efficiently, which could lead to lower gross margins.

      Our newest production machine (PM 10) is at our Dresden manufacturing facility and began commercial
production in the first quarter of 2003. During the processes of bringing PM 10 up to commercial production levels,
we experienced decreased manufacturing yields and higher costs, which lowered our gross margins.

We are dependent on key suppliers of materials, which may prevent us from delivering product in a timely manner.

      We manufacture all of our products using materials procured from third-party suppliers. We do not have long-term
contracts with our third-party suppliers. Certain of the materials we require are obtained from a limited number of
sources. Delays or reductions in product shipments could damage our relationships with customers. Further, a
significant increase in the price of one or more of the materials used in our products could have a material adverse
effect on our cost of goods sold and operating results.

We are dependent on a few qualified subcontractors to add properties to some of our products.

      We rely on third-party subcontractors to add properties, such as adhesives, to some of our products. There are only
a limited number of qualified subcontractors that can provide some of the services we require, and we do not have
long-term contracts with any of those subcontractors. Qualifying alternative subcontractors could take a great deal of
time or cause us to change product designs. The loss of a subcontractor could adversely affect our ability to meet our
scheduled product deliveries to customers, which could damage our relationships with customers. If our
subcontractors do not produce a quality product, our yield will decrease and our margins will be lower. Further, a
significant increase in the price charged by one or more of our subcontractors could force us to raise prices on our
products or lower our margins, which could have a material adverse effect on our operating results.

We are dependent on key suppliers of production machines, which may prevent us from delivering an acceptable
product on a timely basis and limit our capacity for revenue growth.

      Our production machines are large, complex and difficult to manufacture. It can take up to a year from the time we
order a machine until it is delivered. Following delivery, it can take us, with the assistance of the manufacturer, up to
six additional months to test and prepare the machine for commercial production. There are a very limited number of
companies that are capable of manufacturing these machines. Our inability in the future to have new production
machines manufactured and prepared for commercial production in a timely manner would prevent us from delivering
product on a timely basis and limit our capacity for revenue growth.

Fluctuations or slowdowns in the overall electronic display industry have and may continue to adversely affect our
revenues.

      Our business depends in part on sales by manufacturers of products that include electronic displays. The markets
for electronic display products are highly cyclical and have experienced periods of oversupply resulting in
significantly reduced demand for our products. For example, due to the deteriorating economic environment, sales by
flat cathode ray tube manufacturers decreased in 2002 and further in 2003, contributing to our electronic display
product revenues declining by 11% 2002, and another 3% for 2003. Mitsubishi Electric is the only CRT manufacturer
that buys our anti-reflective, or "AR", film and it has decided to consolidate all of the manufacturing of this product to
Japan. In connection with that consolidation, Mitsubishi ceased production of the 17" AR product in its Mexico plant
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during the third quarter of 2003. We expect to continue to produce AR product in the 22" and 19" sizes for Mitsubishi
Electric. We expect a further reduction in revenues of the AR product in succeeding years. If the flat display and other
electronic display markets in which we sell our products do not recover or experience further slowdowns in the future,
it could cause revenues from our electronic display products to decrease further.

Performance, reliability or quality problems with our products may cause our customers to reduce or cancel their
orders.

      We manufacture our products based on specific, technical requirements of each of our customers. We believe that
future orders of our products will depend in part on our ability to maintain the performance, reliability and quality
standards required by our customers. If our products have performance, reliability or quality problems, then we may
experience:

delays in collecting accounts receivable;• 
higher manufacturing costs;• 
additional warranty and service expenses; and• 
reduced or cancelled orders.• 

      For example, in 1998, our operating results were materially adversely affected by quality problems associated with
the electronic display film produced by us for one of our largest customers.

If we fail to recruit and retain a significant number of qualified technical personnel we may not be able to develop,
enhance and introduce our products on a timely basis, and our business will be harmed.

      We require the services of a substantial number of qualified technical personnel. Intense competition and
aggressive recruiting, as well as a high-level of employee mobility characterize the market for skilled technical
personnel. These characteristics make it particularly difficult for us to attract and retain the qualified technical
personnel we require. We have experienced, and we expect to continue to experience, difficulty in hiring and retaining
highly skilled employees with appropriate technical qualifications. It is especially difficult for us to recruit qualified
personnel to move to the location of our Palo Alto, California offices because of the high-cost of living. If we are
unable to recruit and retain a sufficient number of qualified technical employees, we may not be able to complete the
development of, or enhance, our products in a timely manner. As a result, our business may be harmed and our
operating results may suffer.

We may be unable to attract or retain the other highly skilled employees that are necessary for the success of our
business.

      In addition to our dependence on our technical personnel, our success also depends on our continuing ability to
attract and retain other highly skilled employees. We depend on the continued services of our senior management,
particularly Thomas G. Hood, our President and Chief Executive Officer. We do not have employment contracts with
any of our officers or key person life insurance covering any officer or employee. Our officers have technical and
industry knowledge that cannot easily be replaced. Competition for similar personnel in our industry where we operate
is intense. We have experienced, and we expect to continue to experience, difficulty in hiring and retaining highly
skilled employees with appropriate qualifications. If we do not succeed in attracting or retaining the necessary
personnel, our business could be adversely affected.

If we are unable to adequately protect our intellectual property, third parties may be able to duplicate our products or
develop functionally equivalent or superior technology.

      Our success depends in large part upon our proprietary technology. We rely on our know-how, as well as a
combination of patent, trademark and trade secret protection, to establish and protect our intellectual property rights.
Despite our efforts to protect our proprietary rights, unauthorized parties may attempt to copy aspects of our products
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or to obtain and use information that we regard as proprietary. Policing unauthorized use of our products is difficult.
Our means of protecting our proprietary rights may not be adequate. In addition, the laws of some foreign countries do
not protect our proprietary rights to as great an extent as do the laws of the United States. In the next three years, one
of our U.S. patents relating to our architectural products will expire. Expiration of these patents or our failure to
adequately protect our proprietary rights may allow third parties to duplicate our products or develop functionally
equivalent or superior technology. In addition, our competitors may independently develop similar technology or
design around our proprietary intellectual property.

Our business is susceptible to numerous risks associated with international operations.

      International revenues amounted to approximately 87%, 85%, and 89% of our net revenues during 2001, 2002 and
2003, respectively. The distance between the two locations of our manufacturing creates logistical and
communications challenges. In addition, to achieve acceptance in international markets, our products must be
modified to handle a variety of factors specific to each international market as well as local regulations. We may also
be subject to a number of other risks associated with international business activities.

      These risks include:

unexpected changes in and the burdens and costs of compliance with a variety of foreign laws and regulatory requirements;• 
potentially adverse tax consequences; and• 
global economic turbulence and political instability.• 

If we fail to comply with environmental regulations, our operations could be suspended.

      We use hazardous chemicals in producing our products and have air and water emissions that require controls. As
a result, we are subject to a variety of local, state and federal governmental regulations relating to the storage,
discharge, handling, emission, generation, manufacture and disposal of toxic or other hazardous substances used to
manufacture our products, compliance with which is expensive. Our failure to comply with current or future
regulations could result in the imposition of substantial fines on us, suspension of production, alteration of our
manufacturing processes, increased costs or cessation of operations.

We rely on our domestic sales representatives, without whom our architectural product sales may suffer.

      We use independent sales representatives to promote our Heat Mirror products to architects in the United States. If
some or all of our sales representatives experience financial difficulties, or otherwise become unable or unwilling to
promote our products, our business could be harmed. These sales representatives could reduce or discontinue
promotion of our products. They may not devote the resources necessary to provide effective marketing support to us.
In addition, we depend upon the continued viability and financial resources of these representatives, many of which
are small organizations with limited working capital. These representatives, in turn, depend substantially on general
economic conditions and other factors affecting the markets for the products they promote. We believe that our
success in this market will continue to depend upon these sales representatives.

We may experience unanticipated warranty or other claims with respect to our products, which may lead to extensive
litigation costs and expenses.

      In the ordinary course of business, we have periodically become engaged in litigation principally as a result of
disputes with customers of our architectural products. We have settled some of these suits and others are pending. We
may become engaged in similar or other lawsuits in the future. Some of our products that have been the basis for
lawsuits against us could be the basis for future lawsuits. An adverse outcome in the defense of a warranty or other
claim could subject us to significant liabilities to third parties. Any litigation, regardless of the outcome, could be
costly and require significant time and attention of key members of our management and technical personnel.
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We may face extensive damages or litigation costs if our insurance carriers seek to have us indemnify them for
settlements of past and outstanding litigation.

      Several of our insurance carriers have reserved their rights to seek indemnification from us for substantial amounts
paid to plaintiffs by the insurance carriers as part of settlements of litigation relating to our architectural products. Our
insurance carriers in a case in which the plaintiff alleged we were responsible for defects in window products
manufactured by others have advised us that they intend to seek reimbursement for settlement and defense costs. Any
claims, with or without merit, could require significant time and attention of key members of our management and
result in costly litigation.

Item 4-Controls and Procedures

      (a) Evaluation of Disclosure Controls and Procedures. As of March 28, 2004, the Company carried out an
evaluation, under the supervision and with the participation of the Company's management, including the
Chief Executive Officer and the Chief Financial Officer of the Company, of the effectiveness of the design
and operation of the Company's disclosure controls and procedures as defined in Exchange Act Rule
13a-15(e) and 15d - 15(e). Based upon that evaluation, the Chief Executive Officer and the Chief Financial
Officer of the Company concluded that as of the date of such evaluation, the Company's disclosure controls
and procedures were adequate and effective to ensure that material information relating to the Company
(including its consolidated subsidiaries) is recorded, processed, summarized and reported within the time
periods specified by the Securities and Exchange Commission's rules and forms, particularly during the period
for which this quarterly report has been prepared. The Company notes, however, that the design of any system
of controls is based in part upon certain assumptions about the likelihood of future events, and the Company
cannot assure you that any system of internal controls will succeed in achieving its stated goals under all
potential future conditions, regardless of how remote.

      (b) Changes in internal controls over financial reporting. There have been no changes in the Company's
internal controls over financial reporting that occurred during the quarter ended March 28, 2004 that have
materially affected, or is reasonably likely to materially affect, the Company's internal control over financial
reporting subsequent to the date of their evaluation.

PART II-OTHER INFORMATION

Item 1-Legal Proceedings

      The Company was a defendant in an action entitled "Portfolio Financial Servicing Company v. Southwall
Technologies Inc.," which was filed in state court in Utah on May 22, 2002. This action arose out of sale-leaseback
agreements, which the Company entered into with an entity formerly known as Matrix Funding Corporation, or
Matrix, in 1999 in connection with the acquisition of two of its production machines. Matrix thereafter filed
bankruptcy proceedings. Plaintiffs in the action were Bank of America, which alleged that it was the successor in
interest to Matrix, and Portfolio Financial Servicing Company, which claimed to be an agent of the successor to
Matrix. The plaintiffs demanded payment of $6.5 million, which they alleged constituted unpaid lease payments, plus
the alleged residual value of the equipment, less monies that Matrix owed to Southwall. The Company asserted that
Matrix violated certain material terms of the lease. The Company entered into a settlement agreement on February 20,
2004. Pursuant to the settlement agreement, the Company agreed to pay the plaintiffs a total of $2.0 million plus
interest over a period of 6 years from December 31, 2004 until December 31, 2010. The Company also agreed to
return to the plaintiffs the equipment in question. If the Company fails to make the required payments, the plaintiffs
may enter a confession of judgment against it in the amount of $5.9 million.
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      Other litigation filed against the Company was described under Item 3 in the Company's Form 10-K filed on April
14, 2004 (as amended by the Company's Form 10-K/A filed on May 7, 2004). No other material developments have
occurred with respect to the litigation described therein.

      In addition, the Company is involved in certain other legal actions arising in the ordinary course of business. The
Company believes, however, that none of these actions, either individually or in the aggregate, will have a material
adverse effect on the Company's business, its consolidated financial position, its results of operations, or its operating
cash flows.

Item 2- Changes in Securities, Use of Proceeds, and Issuer Purchases of Equity Securities

      During the fiscal quarter ended March 28, 2004, we issued the following securities:

      1. On January 15, 2004, we issued a warrant to purchase 941,115 shares of our common stock, at an
exercise price of $0.01 per share, to Needham & Company, Inc. in consideration of a guarantee executed by
Needham & Company, Inc. of up to $750,000 under a line of credit with our senior lender, Pacific Business
Funding or PBF. The warrant was offered and issued to highly sophisticated current stockholder pursuant to
the exemption provided by Section 4(2) of the Securities Act.

      2. On February 20, 2004, we issued and sold to Needham Capital Partners II, L.P., Needham Capital
Partners II (Bermuda), L.P., Needham Capital Partners III, L.P., Needham Capital Partners IIIA, L.P.,
Needham Capital Partners III (Bermuda), L.P. and Dolphin Direct Equity Partners, LP (collectively, the
"Investors") an aggregate principal amount of $4.5 million of our Secured Convertible Promissory Notes,
which are convertible at each Investor's option into our Series A 10% Cumulative Preferred Stock, par value
$.0001 per share (the "Series A Stock"). The convertible notes were offered and issued to a small number of
highly sophisticated and knowledgeable investors pursuant the exemption provided by Section 4(2) of the
Securities Act.

      3. In connection with the issuance and sale to the Investors of the convertible notes and pursuant to
anti-dilution provisions triggered by our arrangements with our Creditors, on February 20, 2004, we issued to
the Investors warrants to purchase a total of 10,388,601 shares of our common stock, at an exercise price of
$0.01 per share. The warrants were offered and issued to a small number of highly sophisticated and
knowledgeable investors pursuant to the exemption provided by Section 4(2) of the Securities Act.

      4. On January 19, 2004, we issued a warrant to purchase 75,000 shares of our common stock, at an
exercise price of $0.01 per share, to PBF in consideration of PBF's consent to the execution by our subsidiary,
Southwall Europe GmbH, of a written Guaranty Agreement in favor of Teijin Limited. On January 30, 2004,
we issued a warrant to purchase 35,000 shares of our common stock, at an exercise price of $0.01 per share, to
PBF in exchange for PBF granting a two-week extension of its forbearance to enable us to issue the
convertible notes to the Investors. The warrants were issued to our senior creditor pursuant to the exemption
provided by Section 4(2) of the Securities Act.

      On January 30, 2004, we filed an amended and restated Certificate of Designation setting forth the terms of the
Series A Stock. Currently, no shares of Series A Stock are outstanding, but our $4.5 million in aggregate principal
amount convertible notes are convertible at the option of the holders thereof into Series A Stock. Upon a liquidation or
dissolution of Southwall, the holders of the Series A Stock are entitled to be paid a liquidation preference out of assets
legally available for distribution to our stockholders before any payment may be made to the holders of our common
stock. The liquidation preference is equal to the stated value of the Series A Stock, which is $1.00 per share, plus any
accumulated but unpaid dividends. Mergers, the sale of all or substantially all of our assets, or the acquisition of
Southwall by another entity and certain other similar transactions may be deemed to be liquidation events for these
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purposes.

      Each share of Series A Stock will have a stated value of $1.00 per share and will be entitled to a cumulative
dividend of 10% per year, accruing daily, payable at the discretion of our Board of Directors. Each share of Series A
Stock is convertible at any time at the option of the holder into that number of shares of our common stock equal to
the sum of its stated value plus any accumulated but unpaid dividends, divided by the conversion price of the Series A
Stock, which is $1.00 per share (subject to adjustment in the event of any stock dividend, stock split, reverse stock
split or combination). The Series A Stock also has anti-dilution protection that adjusts the conversion price
downwards using a weighted average calculation in the event we issue certain additional securities at a price per share
less than the closing price per share of our common stock. If the closing price of our common stock is $4.00 or more
per share for 30 consecutive days, all outstanding Series A Stock will be automatically converted into common stock.

      So long as any Series A Stock is outstanding, unless all accrued dividends on all Series A Stock have been paid,
we are generally prohibited from redeeming or purchasing (or setting aside any monies for the redemption or purchase
of) any capital stock ranking junior to the Series A Stock in respect of dividends or liquidation preference and paying
or declaring any cash dividend or making any cash distribution upon any capital stock ranking junior to the Series A
Stock in respect of dividends or liquidation preference.

      Except as described below or as otherwise provided by law, the holders of Series A Stock have no voting rights.
The approval of the holders of a majority of the Series A Stock voting separately as a class will be required to effect
certain corporate actions, including the authorization or issuance of shares having preferences or priorities superior to
or on a parity with any rights of the Series A Stock; the reclassification of any shares into shares having preferences or
priorities superior to or on a parity with any rights of the Series A Stock; the authorization or issuance of any
obligations convertible into or exchangeable for any shares having preferences or priorities superior to or on a parity
with any rights of the Series A Stock; declaring or paying dividends on or making any distributions with respect to our
common stock; increasing or decreasing the authorized number of Series A Stock; amending our certificate of
incorporation or bylaws to alter or change the preferences, rights, privileges or powers of, or the restrictions provided
for the benefit of, any Series A Stock; increasing the number of shares of common stock reserved for issuance under
our stock option plans; engaging in any transaction constituting a liquidation or dissolution of Southwall, the sale of
all or substantially all of our assets, or the acquisition of Southwall by another entity; or making any material change
to our line of business.

Item 3-Defaults upon Senior Securities

      Not applicable.

Item 4-Submission of Matters to a Vote of Stockholders

      None.

Item 5-Other Information

      None.

Item 6-Exhibits and Reports on Form 8-K

(a)    Exhibits
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Exhibit
Number Item

10.136.1

First Amendment to Loan and Security Agreement Dated as of December 18, 2003, dated April
29, 2004.

 PDF

10.139

Third Amendment to Domestic Factoring Agreement, dated April 29, 2004.

 PDF

31.1
Certification of Principal Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act
of 2002.

31.2
Certification of Principal Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of
2002.

32.1
Certification of Principal Executive Officer pursuant to 18 U.S.C. Section 1350, as adopted
pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

32.2
Certification Principal Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant
to Section 906 of the Sarbanes-Oxley Act of 2002.

PDF Also furnished in PDF format as a courtesy.

(b)    Reports on Form 8-K

      During the quarter ended March 28, 2004, the Company filed the following reports on Form 8-K:

      1. Form 8-K filed on January 9, 2004, reporting under Item 5 that the United States District Court for the
Northern District of California rendered a final judgement in the Company's favor in the matter of Wasco
Products, Inc. vs. Southwall Technologies Inc., et al.

      2. Form 8-K filed on January 29, 2004, reporting under Item 5 that the Company had entered into a new
agreement with a customer.

      3. Form 8-K filed on January 29, 2004, reporting under Item 5 that the Company's chief financial officer
had resigned.

      4. Form 8-K filed on February 10, 2004, reporting under Item 5 that the Company had appointed an
interim chief financial officer.

      5. Form 8-K filed on February 25, 2004, reporting under Item 5 that the Company had consummated a
financing transaction.

      6. Form 8-K/A filed on March 3, 2004, amending the Form 8-K filed on February 25, 2004, to provide,
under Item 5, additional information about the financing transactions.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
signed on its behalf by the undersigned thereunto duly authorized.

Dated: May 17, 2004

By: Thomas G. Hood

Thomas G. Hood
President and Chief Executive Officer

By: /s/ Maury Austin

Maury Austin
Sr. Vice President and Chief Financial Officer
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