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CAUTIONARY INFORMATION REGARDING FORWARD-LOOKING STATEMENTS

This Annual Report on Form 10-K for the year ended December 27, 2014, or “Form 10-K,” contains forward-looking
statements concerning our business, operations, and financial performance and condition as well as our plans,
objectives, and expectations for business operations and financial performance and condition. Any statements
contained herein that are not of historical facts may be deemed to be forward-looking statements. You can identify
these statements by words such as “anticipate,” “assume,” “believe,” “could,” “estimate,” “expect,” “intend,” “may,
“would,” and other similar expressions that are predictions of or indicate future events and future trends. These
forward-looking statements are based on current expectations, estimates, forecasts, and projections about our business
and the industry in which we operate and management's beliefs and assumptions and are not guarantees of future
performance or development and involve known and unknown risks, uncertainties, and other factors that are in some
cases beyond our control. As a result, any or all of our forward-looking statements in this Form 10-K may turn out to
be inaccurate. Factors that could materially affect our business operations and financial performance and condition
include, but are not limited to, those risks and uncertainties described herein under “Item 1A - Risk Factors.” You are
urged to consider these factors carefully in evaluating the forward-looking statements and are cautioned not to place
undue reliance on the forward-looking statements. The forward-looking statements are based on information available
to us as of the filing date of this Form 10-K. Unless required by law, we do not intend to publicly update or revise any
forward-looking statements to reflect new information or future events or otherwise. You should, however, review the
factors and risks we describe in the reports we will file from time to time with the Securities and Exchange
Commission, or SEC, after the date of this Form 10-K.
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PART I

ITEM 1. BUSINESS

Overview

Nanometrics Incorporated and its subsidiaries (“Nanometrics”, the “Company”, or “we”) is a leading provider of advanced,
high-performance process control metrology and inspection systems used primarily in the fabrication of integrated
circuits, high-brightness LEDs (“HB-LED”), discrete components and data storage devices. Our automated and
integrated systems address numerous process control applications, including critical dimension and film thickness
measurement, device topography, defect inspection, and analysis of various other film properties such as optical,
electrical and material characteristics. Our process control solutions are deployed throughout the fabrication process,
from front-end-of-line substrate manufacturing, to high-volume production of semiconductors and other devices, to
advanced wafer-scale packaging applications. Our systems enable device manufacturers to improve yields, increase
productivity and lower their manufacturing costs.

We were incorporated in California in 1975, and reincorporated in Delaware in 2006. We have been publicly traded
since 1984 (NASDAQ: NANO). We have been a pioneer and innovator in the field of optical metrology and have an
installed base of approximately 6,500 systems in over 150 production factories worldwide. Our major customers and
original equipment manufacturer (“OEM”) partners include Samsung Electronics Co. Ltd., Intel Corporation, SK Hynix
Semiconductor, Inc., Micron, Inc., Taiwan Semiconductor Manufacturing Company Limited, GLOBALFOUNDRIES
and Toshiba Corporation.

Additional information about us is available on our website at http://www.nanometrics.com. The information that can
be accessed through our website, however, is not part of this Annual Report. Our investor relations web page is
located at http://www.nanometrics.com/investor.html. Our Annual Reports on Form 10-K, Quarterly Reports on Form
10-Q, Current Reports on Form 8-K and any amendments to those reports are available on our web page as soon as
reasonably practicable after we electronically file or furnish such materials to the United States Securities and
Exchange Commission (“SEC”). In addition, the reports and materials that we file with the SEC are available at the
SEC's website (http://www.sec.gov) and at the SEC's Public Reference Room at 100 F Street, NE, Washington DC
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20549. Interested parties may obtain information on the operation of the Public Reference Room by calling the SEC at
1-800-SEC-0330.

Industry Background

We participate in the sale, design, manufacture, marketing and support of process control systems for optical critical
dimension metrology, thin film metrology, advanced 3-D packaging process control, and wafer defect inspection used
for semiconductor manufacturing. Semiconductors are primarily packaged as integrated circuits within electronic
devices, including consumer electronics, server and enterprise systems, mobile computing devices (including smart
phones and tablets),

1




Edgar Filing: NANOMETRICS INC - Form 10-K

Table of Contents

data storage devices, embedded automotive and control systems, LEDs, and a multitude of other electronic products
being proliferated worldwide. Integrated circuits are made up of semiconductor material layers integrating millions or
billions of transistors and other electronic components, connected through a complex wiring scheme of small copper
or aluminum wires, ultimately packaged into thin form factors to be mounted on circuit boards or other substrates. Our
core focus is the measurement and control of the structure, composition, and geometry of the devices from the
transistor layer through advanced wafer-scale packaging to improve device performance and manufacturing yields.
Our end customers manufacture many types of integrated circuits for a multitude of applications, each having unique
manufacturing challenges. This includes integrated circuits to enable information processing and management (logic
integrated circuits), memory storage (NAND, 3D-NAND, NOR, and DRAM), analog devices (e.g., Wi-Fi and 4G
radio integrated circuits, accelerometers and MEMS sensor devices), thin film head components for hard disk drives
and alternative energy devices such as LEDs, power inverters and solar cells.

Demand for our products continues to be driven by our customers' desire for higher overall chip performance, and
improvements in power efficiency, logic processing capability, data storage volume and manufacturing yield. To
achieve these goals, our customers have increased their use of more complex materials and processing methods in
their manufacturing flow. The majority of our chip customers manufacture devices in production runs defined by the
smallest printed feature and the associated circuit manufacturing methods, known as a technology node, which are
measured in nanometers ("nm"), or one-billionth of a meter. Current volume production is running at the 28nm-20nm
nodes across foundry, logic, and memory, with customers migrating toward the 16nm/14nm node and below. In some
cases our customers are implementing new materials and methods in high volume manufacturing, including materials
and device architectures to reduce power consumption including high dielectric constant (or high-k) materials, FinFET
or tri-gate transistors, stacked memory devices, and additional system on chip solutions. To shrink features, new
methods including multiple patterning lithography have been deployed. The use of these new materials and methods
requires additional process control and we believe has increased demand for our products. Next-generation devices
with features smaller than 16nm are in early production, which in turn likely will require new advancements in
metrology and inspection capabilities. DRAM memory makers have shifted to 2y node production with development
for sub 20nm node devices currently underway (where x, y and z represent successively smaller geometries).
Non-volatile memory makers of NAND and NOR devices have ramped 1x node devices into high volume
manufacturing with work extending into early 1y node production and 1z node development as well as simultaneously
developing stacked or 3D non-volatile memory structures. Current 3D NAND devices are built around a stack of
24-32 layer pairs, and are expected to migrate to 48-64 layer pairs in the next generation of devices. Foundry and logic
manufacturers are ramping production of both 28nm and 22nm node devices and beginning pilot production of
16nm/14nm node devices and development of 1y devices. Thin film head components for hard disk drives are also
being driven to smaller sizes to support next generation hard disk drives with ever increasing storage capacity
requiring continued improvements in read and write head component scaling. We also enable clean energy device
manufacturers, such as for LEDs and solar Photo-Voltaics ("PVs"), to achieve higher yields and lower manufacturing
costs.

Our Business

We offer a diverse line of process control and inspection products and technologies to address the manufacturing
requirements of the semiconductor (and other solid state device) manufacturing industry. Our metrology systems
measure and characterize the physical dimensions, material composition, optical and electrical characteristics and
other critical parameters of solid state devices, from initial wafer substrate manufacturing through final packaging. For
the photolithographic process, thin-film metrology, critical-dimension systems provide control of device dimensions
and layer alignment. Advanced packaging techniques require metrology systems to control wafer scale features for
through-silicon-via (“TSV”), copper pillar and micro-bump technologies. Our materials characterization systems
monitor the physical, optical, and electrical characteristics of materials including those on compound semiconductors,
discrete devices, LEDs, solar PVs and unpatterned silicon wafers. Our defect inspection systems locate large area and
microscopic defects on patterned and unpatterned wafers throughout the semiconductor production flow.

We are continually working to strengthen our competitive position by developing new technologies and products in
our market segment. We have expanded our product offerings to address growing applications within the
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semiconductor manufacturing and adjacent industries. In continuance of our goals, we have:
eIntroduced new products, applications, and upgrades in every core product line and primary market served;

Diversified our product line and served markets through acquisitions, such as: the 2006 acquisition of Accent Optical
Technologies, Inc., a supplier of overlay and thin film metrology and process control systems; the 2008 acquisition of
Tevet Process Control Technologies (“Tevet”), an integrated metrology supplier; the 2009
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acquisition of the UniFire™ product line from Zygo Corporation; and the 2011 acquisition of Nanda Technologies
GmbH, a supplier of high sensitivity, high throughput defect inspection systems;

*Continued development of new measurement and inspection technologies for advanced fabrication processes; and

Researched and developed innovative applications of existing technology to new market opportunities within the solar
PV, HB-LED, discrete device, and data storage industries.

Nanometrics Products

We offer a diverse line of systems to address the broad range of process control requirements of the semiconductor
manufacturing industry. In addition, we believe that our engineering expertise, strategic acquisitions, supplier
alliances and short-cycle production strategies enable us to develop and offer advanced process control solutions that,
in the future, should address industry advancement and trends.

Automated Systems

Our automated systems primarily consist of fully automated metrology systems that are employed in high-volume
semiconductor production environments, as well as in research and development ("R&D") and pilot production. The
Atlas® 11, Atlas 1T+, Atlas XP/Atlas XP+ and Atlas-M represent our line of high-performance metrology systems
providing optical critical dimension (“OCI¥}, thin film metrology and wafer stress for transistor and interconnect
metrology applications. The OCD technology is supported by our NanoCD® suite of solutions including our
NanoDiffract® software and NanoGen™ scalable computing engine that enables visualization, modeling, and analysis
of complex structures. The UniFire™ gsystem enables users to measure multiple parameters at any given process step
in the advanced packaging process flow for critical dimension, overlay, and topography applications. Our SPARK™
defect inspection system, offers ultra-fast inspection of patterned and unpatterned semiconductor wafers.

Integrated Systems

Our integrated metrology (“IM”) systems are installed directly onto wafer processing equipment to provide near
real-time measurements for improved process control and maximum throughput. Our IM systems are sold directly to
end customers and through OEM channels. The IMPULSE® system is our latest metrology platform for OCD, and
thin film metrology, and has been successfully qualified on numerous OEM platforms. Our 90x0 system is qualified
for OEM and direct sales supporting thin film and OCD applications. Our NanoCD suite of solutions is sold in
conjunction with our IMPULSE® and legacy 90x0 systems. Our Trajectory® system provides in-line measurement of
layers in thin film thickness and composition in semiconductor applications.

System Platform

The Lynx® platform enables cluster metrology factory automation for improved cost of ownership to our customers
by combining our Atlas® I+ and IMPULSE®, UniFire metrology and SPARK inspection systems in configurations to
provide high throughput, reduced footprint systems for leading 300mm wafer metrology applications including OCD
and thin film process control.

Materials Characterization

Our materials characterization products include systems that are used to monitor the physical, optical, electrical and
material characteristics of discrete electronic industry, HB-LED, solar PV, compound semiconductor, strained silicon
and silicon-on-insulator (“SOI”) devices, including composition, crystal structure, layer thickness, dopant concentration,
contamination and electron mobility.

Our Imperia™ is a photoluminescence (‘“PL”) full wafer imaging and mapping system designed for high-volume
compound semiconductor metrology applications including power control and photonics applications adding
significant inspection and substrate metrology capability to the established PL fleet. The RPMBlue™ is our latest PL
mapping system designed specifically for the HB-LED market, and is complemented by the RPMBIlue-FS, enabling a
breadth of research and development configurability. We sell Fourier-Transform Infrared (“FTIR”) automated and
manual systems in the QS2200/3300 and QS1200 respectively. The FTIR systems are spectrometers designed for
non-destructive wafer analysis for various applications. The NanoSpec® line, including the NanoSpec II, supports
thin film measurement across all applications in both low volume production and research applications.
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Our process control systems can be categorized as follows:

System

Automated Systems

Atlas II/Atlas 11+/Atlas XP/Atlas
XP+/Atlas-M

SPARK

UniFire

Integrated Systems
IMPULSE

9010 Series

9000 Series

Trajectory

System Platform

Lynx

OCD Analysis

NanoDiffract

NanoGen

Materials Characterization Systems

ECVPro

HL5500

QS1200

QS2200/3300

NanoSpec® II
RPMBlue™

Stratus

Imperia

Market

Semiconductor
Semiconductor

Semiconductor

Semiconductor
Semiconductor
Semiconductor
Semiconductor,
Solar PV

Semiconductor

Semiconductor
Semiconductor

Compound
Semiconductor,
Solar PV, HB-LED
Compound
Semiconductor,
Solar PV, HB-LED
Substrate
Semiconductor,
Solar PV

Substrate
Semiconductor
Semiconductor
HB-LED

Semiconductor

Compound
Semiconductor,
Solar PV, HB-LED

Applications

Film Thickness, Film Stress, CD

Defect Inspection and Advanced Packaging
Applications

Film Thickness, Overlay, CD, and Advanced
Packaging Applications

Film Thickness, CD
Film Thickness, CD
Film Thickness

Film Thickness, Composition

Platform

OCD
OCD

Electrical Properties

Electrical Properties

Substrate Properties, Film Composition and
Thickness

Substrate Properties, Film Composition

Film Thickness (Tabletop)

Epitaxial Layer Properties

Substrate Properties,

Film Composition and Thickness (Tabletop)

Epitaxial Layer Properties, Defectivity,
Bow/Wrap

See Note 16 of our consolidated financial statements in Item 8, "Financial Statements and Supplementary Data," for

sales by product type.

Customers

We sell our metrology and inspection systems worldwide to semiconductor manufacturers and equipment suppliers,
and producers of HB-LEDs, data storage devices, silicon wafers, solar PVs, and photomasks. The majority of our

systems are sold to customers located in Asia and the United States.
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The following customers accounted for 10% or more of our total net revenues:

2014 2013 2012
Samsung Electronics Co. Ltd. 27% 14% 28%
Intel Corporation 13% 30% 22%
SK Hynix 12% 18% 17%
Micron 10% o o
**%* The customer accounted for less than 10% of total net revenues during the period.

Sales and Marketing

We believe that the capability for direct sales and support is beneficial for developing and maintaining close customer
relationships and for rapidly responding to changing customer requirements. We provide local direct sales, service and
application support through our worldwide offices located in the United States, South Korea, Japan, Taiwan, China,
Singapore, Israel, the United Kingdom, France and Germany, and work with selected dealers and sales representatives
in Asia and in the United States and other countries. Our employees include our technical applications team, which
comprises technically experienced sales engineers who are knowledgeable in the use of metrology systems generally
and the unique features and advantages of our specific products. Supported by our technical applications team, our
sales and support teams work closely with our customers to offer cost-effective solutions to complex measurement
and process problems.

Direct exports of our metrology systems to our foreign customers and shipments to our foreign subsidiaries
international offices require general export licenses.

Net revenues from customers located in the United States and in foreign countries, as a percentage of total net
revenues were as follows:

2014 2013 2012
United States 22% 33% 25%
South Korea 25% 24% 44%
China 17% 9% 3%
Taiwan 12% 7% 9%
All other countries 24% 27% 19%

See Note 16 of our consolidated financial statements in Item 8, "Financial Statements and Supplementary Data," for
segment and geographical financial information.

Customer Service and Support

We believe that customer service and technical support for our systems are important factors that distinguish us from
our competitors and are essential to building and maintaining close, long-term relationships with our customers. We
provide a standard one-year warranty on parts and labor for most of our products. We provide system support to our
customers through factory technical support and globally deployed field service personnel. The factory technical
support operations provide both OEM and end-user customers with telephonic technical support access, direct training
programs, operating manuals and other technical support information to enable effective use of our metrology and
measurement instruments and systems. We coordinate warranty and post-warranty field service and spare parts
support from our corporate headquarters in Milpitas, California. We also have field service operations based in
various locations throughout the United States, the United Kingdom, Israel, France, Italy and Germany. In Asia,
service is provided by direct offices in Japan, South Korea, Taiwan, China and Singapore.

Service revenues, including sales of replacement parts, represented 20%, 26%, and 21% of total net revenues in 2014,
2013 and 2012, respectively.

Backlog

As of December 27, 2014 and December 28, 2013, our backlog was $41.5 million and $38.0 million, respectively.
Backlog includes orders, both shipped and not yet recognized in revenue, and not shipped, for products, services and
upgrades where written customer requests have been received and we expect to ship and/or recognize revenue within

12
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2014, we determined that our backlog metric should also include orders for which product has shipped but the
associated revenue has not yet been recognized. As such, we have updated the backlog amount as of December 28,
2013 to be comparable with backlog as of December 27, 2014. Orders are subject to cancellation or delay by the
customer subject to possible penalties. However, historically, order cancellations have not been significant. Because
orders presently in backlog could be cancelled or rescheduled and some orders can be received and shipped within the
same quarter, we do not believe that current backlog is an accurate indication of our future revenues or financial
performance.

Competition

We offer different products for various semiconductor manufacturing process steps, and several of our products
extend across the same process flow. However, for process control of each of these process steps, we have multiple
competitors. In every market in which we participate, the global semiconductor equipment industry is intensely
competitive, and driven by rapid technological adoption cycles. Our ability to effectively compete depends upon our
ability to continually improve our products, applications and services, and our ability to develop new products,
applications and services that meet constantly evolving customer requirements.

We believe that our competitive position in each of our markets is based on the ability of our products and services to
address customer requirements related to numerous competitive factors. Competitive selections are based on many
factors involving technological innovation, productivity, total cost of ownership of the system, including impact on
end of line yield, price, product performance and throughput capability, quality, reliability and customer support.

In automated metrology for the semiconductor industry, our principal competitors are KLA-Tencor Corporation
(“KLA-Tencor”) and Nova Measuring Instruments Ltd. ("Nova") for thin film and critical dimension metrology. Our
primary competitor in integrated metrology is Nova. The HB-LED, discrete device, bare silicon and solar PV markets
are served by numerous competitors and no single competitor or group of competitors has established a majority
position.

Manufacturing

Our manufacturing operations are in Milpitas, California and at various contract manufacturers around the world. It is
our strategy to outsource all assemblies that do not contain elements that we believe lead to a direct competitive
advantage. The majority of our automated and integrated products are currently manufactured at our Milpitas facility.
We also use contract manufacturers in China, Israel, Japan and other locations in the United States. During the
manufacturing process, we combine proprietary measurement technology produced in our facilities with components
and sub-assemblies obtained from outside suppliers. We currently do not expect our manufacturing operations to
require additional major investments in capital equipment.

We produce key parts and components and make reasonable efforts to ensure that any externally purchased parts or
raw materials are available from multiple suppliers, but this is not always possible. Certain components,
sub-assemblies and services necessary for the manufacture of our systems are obtained either from a sole supplier or
limited group of suppliers. In June 2009, we signed a supply agreement with Zygo Corporation to supply OEM
interferometer sensors for incorporation into the UniFire™ line of products as well as our family of automated
metrology systems. We also have an established long-term supply agreement for supply of our spectroscopic
ellipsometers for use in our Atlas family of products. Although we seek to reduce our dependence on sole and limited
source suppliers, partial or complete loss of these sources could disrupt production, delay scheduled deliveries to
customers and have a material adverse effect on our revenues and results of operations.

Our production processes require raw materials that meet specific standards, including some that are customized for,
or are unique to, us. We generally have multiple sources and sufficient availability of supply but only a limited
number of suppliers are capable of providing certain raw materials that meet our standards. If our supply of raw
materials is interrupted, production and results of operations or financial condition could be adversely affected.
Research and Development

We continue to invest in R&D to provide our customers with products that add value to their manufacturing processes
and that provide a better and differentiated solution than our competitors, so that our products stay in the forefront of
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current and future market demands. Whether it is for an advancement of current technology yield and manufacturing
improvement, enabling new end device technology, or the development of a new application in our core or emerging
markets, we are committed to product excellence and longevity. We have several facilities located worldwide to
support these objectives.

Our R&D efforts resulted in the successful product launch of the Atlas II+ product in the marketplace, our flagship
product for OCD. In 2014, our R&D investments were focused on new platforms and product upgrade programs, to
improve
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both capability, and cost of ownership. The Atlas II+ product provides enhanced OCD capability with a significantly
lower cost of ownership model. In our integrated markets, the IMPULSE IM system has been further developed for
inline lithography track configuration to extend our tool of record position for lithography OCD. The UniFire system
development continued with new system configurations and applications development targeted at advanced packaging
applications, including further extensions for advanced packaging applications. After the acquisition of Nanda
Technology GmbH, which was our macro defect inspection initiative, R&D investment continued on our inspection
technology for multiple use cases including enhancements for advanced lithography cluster monitoring, CMP and end
of line quality, and advanced packaging applications.

Our R&D spending is focused on appropriate products and technologies. The new products and capabilities that we
introduced to the market in 2014 were adopted by customers in key applications. Our R&D expenditures for each of
the last three fiscal years were as follows:

2014 2013 2012
Research and Development
R&D Expenditures (in millions) $34 $33 $30
R&D Expenditures (as percentage of net revenues) 20 % 23 % 16 %

Patents and Intellectual Property

Our success depends in large part on the technical innovation of our products and protecting such innovations through
a variety of methods. We actively pursue a program of filing patent applications to seek protection of technologically
sensitive features of our metrology and inspection systems. As at December 27, 2014, we had 204 patents, including
foreign patents, with expiration dates ranging from 2015 to 2033. We believe that our success will depend to a great
degree upon innovation, technological expertise and our ability to adapt our products to new technology. While we
attempt to establish our intellectual property rights through patents and trademarks and protect intellectual property
rights through non-disclosure agreements, we may not be able to fully protect our technology, and competitors may be
able to develop similar technology independently. Others may obtain patents and assert them against us. In addition,
the laws of certain foreign countries may not protect our intellectual property to the same extent as do the laws of the
United States. From time to time we receive communications from third parties asserting that our metrology systems
may contain design features that the third parties claim may infringe upon their proprietary rights.

Employees

At December 27, 2014, we employed 525 persons worldwide with sales, applications and service support in key
geographic areas aligned with our customer locations. None of our employees are represented by a union and we have
never experienced a work stoppage as a result of union actions. Many of our employees have specialized skills that are
of value to us. Our future success will depend in large part upon our ability to attract and retain highly skilled
scientific, technical and managerial personnel, who are in great demand in our industry. We consider our employee
relations to be good.

Environmental Matters

Our operations are subject to various federal, state and local environmental protection regulations governing the use,
storage, handling and disposal of hazardous materials, chemicals, and certain waste products. We believe that
compliance with federal, state and local environmental protection regulations will not have a material adverse effect
on our capital expenditures, earnings and competitive and financial position.

In the event that we fail to comply with such laws and regulations, we could be liable for damages, penalties and fines.
We further discuss the impact of environmental regulation under "Risk Factors- We are subject to various
environmental laws and regulations that could impose substantial costs upon us and may harm our business, operating
results and financial condition." in Item 1A.
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Executive Officers of the Registrant
The names of our executive officers and their ages, titles and biographies as of February 18, 2015, are set forth below:

Name Age Position
Timothy J. Stultz, Ph.D. 67 President, Chief Executive Officer and Director
Jeffrey Andreson 53 Chief Financial Officer

Dr. Timothy J. Stultz has served as President, Chief Executive Officer and director of Nanometrics Incorporated since
August 2007. Dr. Stultz has more than 30 years of executive management experience. Prior to joining Nanometrics,
Dr. Stultz was President and Chief Executive Officer of Imago Scientific Instruments Corporation, a supplier of
proprietary 3-D atom probe microscopes to the research, materials and microelectronics industries; President and
Chief Executive Officer for ThauMDx, a developer of diagnostic systems for the healthcare industry; and Vice
President and General Manager of Veeco Instruments' Metrology and Instrumentation Business. Dr. Stultz also serves
on the Board of Directors of Tessera Technologies, Inc. Dr. Stultz received his B.S., M.S. and Ph.D. in Materials
Science and Engineering from Stanford University.

Jeffrey Andreson joined Nanometrics as Chief Financial Officer in September 2014. Prior to Nanometrics, Mr.
Andreson served at Intevac Corporation from August 2007 to September 2014 most recently as Executive Vice
President, Finance and Administration, Chief Financial Officer, Treasurer and Secretary from August 2007 and in this
role was responsible for finance, information services and legal. From June to August 2007, Mr. Andreson served as
Executive Vice President, Finance at Intevac. Prior to joining Intevac, Mr. Andreson served 12 years with Applied
Materials in various controllership positions within the company most recently as Managing Director and Controller
of the $2 billion Applied Materials’ Global Services product group. Mr. Andreson joined Applied Materials in 1995
and held a number of senior financial positions, including: Managing Director, Global Financial Planning and
Analysis; Controller, Metron Subsidiary; Controller, North American Sales and Service; and Controller, Volume
Manufacturing. From 1989 through 1995, Mr. Andreson held various roles at Measurex Corporation. Mr. Andreson
holds an MBA from Santa Clara University and a B.S. degree in finance from San Jose State University.

ITEM 1A.RISK FACTORS

In addition to the other information contained in this Annual Report on Form 10-K, we have identified the following
risks and uncertainties that may have a material adverse effect on our business, financial condition or results of
operations. Investors should carefully consider the risks described below before making an investment decision. The
risks described below are not the only ones we face. Additional risks not currently known to us or that we currently
believe are immaterial may also impair our business operations. Our business could be harmed by any of these risks.
The trading price of our common stock could decline due to any of these risks and investors may lose all or part of
their investment. This section should be read in conjunction with the Consolidated Financial Statements and Notes
thereto, and Management’s Discussion and Analysis of Financial Condition and Results of Operations contained in this
Annual Report on Form 10-K.

The Global economic conditions and the cyclical nature of the semiconductor industry have reduced demand for our
products which in turn caused us to operate unprofitably in the past and caused reductions in available cash, and may,
in the future, negatively impact our financial performance.

Global economic conditions, the gradual recovery of the global economy and the cyclical nature of the semiconductor
industry have impacted and could impact future customer demand for our products and our financial performance. The
degree of this impact will depend on a number of factors, including the timing and extent of recovery of the U.S. and
global economy from the recession. Demand for our products is largely dependent on our customers' capital spending
on semiconductor equipment, which depends, in large part, on consumer spending, required manufacturing capacity,
and customer access to capital. Economic uncertainty, unemployment, higher interest rates, higher tax rates,
fluctuations in foreign currency exchange rates, and other economic factors may lead to a decrease in consumer
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spending and may cause certain customers to cancel existing orders or delay placing orders. If we are unable to timely
and appropriately adapt to changes resulting from difficult economic conditions, it may cause volatility in our
operating results, business, and financial condition, and results of operations may be adversely affected.

In addition, demand for our products is highly inelastic which means we have little ability to control product revenues
created by customer demand for more capacity. The market for our products is characterized by constant and rapid
technological change, price erosion, product obsolescence, evolving standards, short product life cycles and
significant volatility in supply and demand. Due to the inelastic nature of demand in the semiconductor industry, we
may need to take

8
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actions to reduce costs in the future, which could reduce our ability to significantly invest in research and development
at levels we believe are necessary. If we are unable to effectively align our cost structure with prevailing market
conditions, our business, financial condition and results of operations may be materially and adversely affected.

We may also experience supplier or customer issues as a result of adverse macroeconomic conditions. If our
customers have difficulties in obtaining capital or financing, this could result in lower sales. Customers with liquidity
issues could also result in an increase in bad debt expense. These conditions could also affect our key suppliers, which
could affect their ability to supply parts and result in delays of our customer shipments.

Our largest customers account for a substantial portion of our net revenues, and our net revenues would materially
decline if one or more of these customers were to purchase significantly fewer of our systems.

Historically, a significant portion of our net revenues in each quarter and each year has been derived from sales to
relatively few customers, and we expect this trend to continue. In fiscal year 2014, four customers represented 27%,
13%, 12% and 10%, respectively, or collectively 62%, of our total net revenues. There are only a limited number of
large companies operating in the semiconductor manufacturing industry and our market is characterized by continued
consolidation in the customer base. Accordingly, we expect that we will continue to depend on a small number of
large customers for a significant portion of our net revenues for the foreseeable future. If our current relationships with
our large customers are impaired, or if we are unable to develop similar collaborative relationships with important
customers in the future, our net revenues could decline significantly. In addition, because there are a limited number
of customers, customers may seek concessions related to price, terms and conditions and intellectual property. Any of
these changes could negatively impact our financial performance and results of operations.

We rely on a limited number of outside suppliers and subcontractors to manufacture certain components and
subassemblies, and on single or a limited group of outside suppliers for certain materials for our products, which could
result in a potential inability to obtain an adequate supply of required components due to the suppliers' failure or
inability to provide such components in a timely manner, or at all, and reduced control over pricing and timely
delivery of components and materials, any of which could adversely affect our results of operations.

Our manufacturing activities consist of assembling and testing components and subassemblies, which are then
integrated into finished systems. We rely on a limited number of outside suppliers and subcontractors to manufacture
certain components and subassemblies. We order one of the most critical components of our technology, the
spectroscopic ellipsometer component incorporated into our advanced measurement systems, from external suppliers.
We procure some of our other critical systems' components, subassemblies and services from single outside suppliers
or a limited group of outside suppliers in order to ensure overall quality and timeliness of delivery. Many of these
components and subassemblies have significant production lead times. To date, we have been able to obtain adequate
services and supplies of components and subassemblies for our systems in a timely manner. However, disruption or
termination of certain of these sources could have a significant adverse impact on our ability to manufacture our
systems. In addition, our failure to timely use components in our manufacturing processes due to delays or
cancellation of orders may lead to write-downs of inventory. A disruption in supply or inventory window would, in
turn, have a material adverse effect on our business, financial condition and results of operations. Our reliance on a
sole supplier or a limited group of suppliers and our reliance on subcontractors involve several risks, including:

a potential inability to obtain an adequate supply of required components due to the suppliers' failure or inability to
provide such components in a timely manner, or at all; and

reduced control over pricing and timely delivery of components.

Although the timeliness, yield and quality of deliveries to date from our subcontractors have been acceptable,
manufacture of certain of these components and subassemblies is an extremely complex process, and long lead times
are required. Any inability to obtain adequate deliveries or any other circumstance that would require us to seek
alternative sources of supply or to manufacture such components internally could delay our ability to ship our
products, which could damage relationships with current and prospective customers and have a material adverse effect
on our business, financial condition and results of operations.

19



Edgar Filing: NANOMETRICS INC - Form 10-K

Some of our current and potential competitors have significantly greater resources than we do, and increased
competition could impair sales of our products.

We operate in the highly competitive semiconductor industry and face competition from a number of companies,
many of which have greater financial, engineering, manufacturing, research and development, marketing and
customer support

9
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resources than we do. As a result, our competitors may be able to respond more quickly to new or emerging
technologies or market developments by devoting greater resources to the development, promotion and sale of
products, which could impair sales of our products. Moreover, there has been merger and acquisition activity among
our competitors and potential competitors. These transactions by our competitors and potential competitors may
provide them with a competitive advantage over us by enabling them to rapidly expand their product offerings and
service capabilities to meet a broader range of customer needs. Many of our customers and potential customers in the
semiconductor industry are large companies that require global support and service for their metrology systems. Some
of our larger or more geographically diverse competitors might be better equipped to provide this global support and
service.

Because of the high cost of switching equipment vendors in our markets, it may be difficult for us to attract customers
from our competitors even if our metrology systems are superior to theirs.

We believe that once a semiconductor customer has selected one vendor's metrology system, the customer generally
relies upon that system and, to the extent possible, subsequent generations of the same vendor's system, for the life of
the application. Once a vendor's metrology system has been installed, a customer must often make substantial
technical modifications and may experience downtime to switch to another vendor's metrology system. Accordingly,
unless our systems offer performance or cost advantages that outweigh a customer's expense of switching to our
systems; it will be difficult for us to achieve significant sales from that customer once it has selected another vendor's
system for an application.

We depend on Original Equipment Manufacturers (“OEMSs”) for sales of our integrated metrology systems, and the loss
of our OEMs as customers could harm our business.

We believe that sales of integrated metrology systems will continue to be an important source of our net revenues.
Sales of our integrated metrology systems depend upon the ability of OEMs to sell semiconductor manufacturing
equipment products that include or are compatible with our metrology systems as components. If our OEM customers
are unable to sell such products, or if they choose to focus their attention on products that do not integrate our systems,
our business could suffer. If we were to lose our OEM customers for any reason, our ability to realize sales from
integrated metrology systems would be diminished, which would harm our business.

We are subject to order and shipment uncertainties. Our profitability will decline if we fail to accurately forecast
customer demand when managing inventory.

We generally sell our products on the basis of purchase orders rather than long-term purchase commitments from our
customers. Our customers can typically cancel purchase orders or defer product shipments for some period without
incurring liabilities to us. We typically plan production and inventory levels based on internal forecasts of customer
demand, which can be highly unpredictable and can fluctuate substantially, which could lead to excess inventory
write-downs and resulting negative impacts on gross margin and net income. We have limited visibility into our
customers' inventories, future customer demand and the product mix that our customers will require, which could
adversely affect our production forecasts and operating margins. In addition, innovation in our industry could render
significant portions of our inventory obsolete. If we overestimate our customers' requirements, we may have excess
inventory, which could lead to obsolete inventory and unexpected costs. Conversely, if we underestimate our
customers' requirements, we may have inadequate inventory, which could lead to foregone revenue opportunities, loss
of potential market share and damage to customer relationships as product deliveries may not be made on a timely
basis, disrupting our customers' production schedules. In response to anticipated long lead times to obtain inventory
and materials from outside suppliers and foundries, we periodically order materials in advance of customer demand.
This advance ordering has in the past and may in the future result in excess inventory levels or unanticipated inventory
write-downs if expected orders fail to materialize, or other factors make our products less saleable. In addition, any
significant future cancellation or deferral of product orders could adversely affect our revenue and margins, increase
inventory write-downs due to obsolete inventory, and adversely affect our operating results and stock price.

I