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PART I. FINANCIAL INFORMATION

ITEM 1.

INTEGRATED DEFENSE TECHNOLOGIES, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

(Unaudited)
JUNE 30,
2002
(In thousands except share and per share amounts)
ASSETS
Current assets:
Cash $ 17,885
Restricted cash 375
Accounts receivable, net 118,019
Income tax receivable 647
Inventories, net 12,826
Prepaild expenses and other current assets 3,021
Deferred income taxes 6,437
Total current assets 159,210
Property and equipment, net 44,049
Goodwill, net 83,734
Other assets 7,525
Deferred income taxes 1,320

5 - 11

12 - 22

23

24

25

25

DECEMBER 31,
2001

$ 3,893
769
113,863
13,567
2,028
6,645

140,765
45,548
83,734

7,828
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LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:

Revolving credit loan

Current portion of long-term debt

Accounts payable

Accrued compensation

Other accrued expenses

Derivative liabilities

Income taxes payable

Billings in excess of costs and earnings

Total current liabilities
Long-term debt
Deferred income taxes
Pension and other postretirement employee benefits

Contingencies (Note 11)

Stockholders' equity:

Preferred stock, $.01 par value per share,
20,000,000 shares authorized, none issued

Common stock, $.01 par value per share,
200,000,000 shares authorized, 19,800,992
issued at June 30, 2002 and 13,565,243
issued at December 31, 2001

Additional paid-in capital

Accumulated other comprehensive loss

Retained earnings (deficit)

Total stockholders' equity

Total Liabilities and Stockholders' Equity

198

170,970
(2,186)
(4,269)

66,124
153,561
245
6,675

The accompanying notes are an integral part of these consolidated

financial statements.

INTEGRATED DEFENSE TECHNOLOGIES,
CONSOLIDATED STATEMENTS OF OPERATIONS
(Unaudited)

INC. AND SUBSIDIARIES

QUARTER ENDED JUNE 30,

2002

2001

2002

SIX MONTHS ENDED

(In thousands except per share amounts)

Revenue
Cost of revenue

$72,099
49,768

$62,618
44,713

98,046

Gross profit

Selling, general and administrative expenses

Research and development and bid and proposal expenses

Amortization of debt issuance costs

9,772
4,493
192
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Amortization of patents and goodwill 9 1,532 19
Income from operations 7,865 3,812 14,220
Interest expense (1,027) (4,825) (4,858)
Refinancing costs - - (7,571)
Other income 231 - 252
Income (loss) before income taxes and extraordinary loss 7,069 (1,013) 2,043
Income tax expense (2,579) (229) (619)
Income (loss) before extraordinary loss 4,490 (1,242) 1,424

Extraordinary loss on early extinguishment of debt
(net of income tax benefit of $5,119) - - (8,0006)

Net income (loss) S 4,490 $(1,242) S (6,582) S

Basic income (loss) per share:

Income (loss) before extraordinary loss $.23 $(.09) S .08
Extraordinary loss - - (.45)
Net income (loss) $.23 $(.09) S (.37)

Diluted income (loss) per share:

Income (loss) before extraordinary loss $.21 $(.09) S .07
Extraordinary loss - - (.44)

Net income (loss) $.21 $(.09) $(.37)
Weighted-average shares outstanding - Basic 19,801 13,565 17,837
Diluted 21,328 13,565 19,438

The accompanying notes are an integral part of these consolidated
financial statements.

INTEGRATED DEFENSE TECHNOLOGIES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited)

(In thousands)

OPERATING ACTIVITIES:
Net loss S( 6,582) $(1,882)
Adjustments to reconcile net loss to net cash
provided by operating activities:
Depreciation expense 5,393 5,243
Amortization of debt issuance costs 399 443
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Amortization of goodwill and other intangible assets 110 3,059
Extraordinary loss on early extinguishment of debt, net 8,006 -
Other refinancing costs 7,571 -

Changes in current assets and liabilities:
Restricted cash 394 2,763
Accounts receivable, net ( 4,315) (8,324)
Inventories, net ( 144) 1,520
Other current assets ( 71) 1,993
Accounts payable 1,665 700
Billings in excess of costs and earnings ( 1,238) (4,128)
Other current liabilities ( 1,489) 2,184
Net cash provided by operating activities 9,699 3,571

INVESTING ACTIVITIES:

Purchases of property, plant and equipment ( 3,740) (1,653)
Capitalization of internally developed software ( 493) -
Other ( 123) (54)

Net cash used in investing activities ( 4,356) (1,707)

FINANCING ACTIVITIES:

Proceeds from sale of common stock, net of issuance costs 116,688 ——
Issuance of long-term debt 85,000 -
Repayment of long-term debt (169,823) (3,728)
Payment of debt issuance and other refinancing costs ( 14,716) -
Net borrowings (repayments) under revolving credit loans ( 8,500) 2,450
Net cash provided by (used in) financing activities 8,649 (1,278)

Net increase in cash 13,992 586
Cash at beginning of period 3,893 4,938
Cash at end of period $ 17,885 $ 5,524

Supplemental disclosure of noncash financing activities:
Unrealized loss on derivative financial instrument S( 2,833) $(5,053)

The accompanying notes are an integral part of these consolidated

financial statements.

INTEGRATED DEFENSE TECHNOLOGIES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1: BASIS OF PRESENTATION

The accompanying unaudited condensed consolidated financial

statements of Integrated Defense Technologies, 1Inc. and
subsidiaries (the "Company") have been prepared on
substantially the same basis as the Company's annual

consolidated financial statements and should be read in
conjunction with the Company's Prospectus dated February 26,
2002 filed with the Securities and Exchange Commission on
February 27, 2002 pursuant to Rule 424 (b) (1) of the Securities
Act of 1933. In the opinion of management, the accompanying
unaudited condensed consolidated financial statements contain



Edgar Filing: INTEGRATED DEFENSE TECHNOLOGIES INC - Form 10-Q

all adjustments (consisting of normal recurring items)
necessary for a fair presentation of results for the interim
periods presented. The consolidated results for interim
periods are not necessarily indicative of the results that may
be expected for the full year. Certain prior year amounts
have Dbeen reclassified to provide comparability with the
current year presentation.

NOTE 2: REFINANCING

On February 27, 2002, the Company completed an initial public
offering of 6,000,000 shares of common stock at $22 per share,
generating net cash proceeds of $116,688,000. The majority of
these proceeds were used for debt retirement and refinancing.
Concurrent with the closing of the offering, the Company
repaid the outstanding balances on its revolving credit and
term loan agreement and 1its senior subordinated notes
($125,836,000 and $51,250,000, respectively) and replaced the
previous revolving credit and term loan facility with a new
facility provided by a syndicate of financial institutions.
This new facility provides financing of up to $125,000,000,
consisting of a $40,000,000 five-year revolving credit
facility, a $40,000,000 five-year term loan, and a $45,000,000
six-year term loan. At June 30, 2002, the Company had
outstanding borrowings of $83,763,000 wunder the facility,
consisting of $38,875,000 under the five-year term loan and

$44,888,000 wunder the six-year term loan. The current
interest rates on these loans are 4.105% and 4.355%,
respectively. As of the date of this Form 10-Q filing, the

Company has not utilized the revolving credit facility.

Borrowings under the facility are secured by a pledge of
substantially all of the Company's assets and bear interest at
a base rate or LIBOR plus an applicable margin ranging from 2%
to 2.75%. Available borrowings under the revolving credit
facility are determined by the Company's borrowing base, as
defined in the agreement, which is calculated based upon
eligible accounts receivable and inventories.

The revolving credit and term loan agreement contains certain
financial covenants of the Company, including, among other

things, limitations on capital expenditures, investments, and
asset sales, and maintenance of certain financial ratios. The
Company was 1in compliance with these covenants at June 30,
2002.

In connection with its early retirement and refinancing of its
prior credit facility, the Company incurred one-time charges
totaling $20,696,000, including prepayment penalties, write-—
offs of capitalized debt issuance costs, a write-off of the

unamortized discount on the senior subordinated notes, and
payments to terminate interest rate swap agreements associated
with the debt. The swap termination payments totaled
$7,571,000 and are reflected as "Refinancing costs" in the
Company's consolidated statement of operations for the six
months ended June 30, 2002. The remaining charges are
reflected, net of the associated tax benefit of $5,119,000, as
an "Extraordinary loss on early extinguishment of debt" in

that statement of operations.

The Company capitalized $4,589,000 of debt issuance costs
associated with the new revolving credit and term loan
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agreement, consisting primarily of legal fees and a facility
fee paid to the new lenders. These costs are being amortized
on a straight-line basis over the six-year term of the
agreement . The unamortized balance at June 30, 2002 of

$4,334,000 1is included in "Other assets" in the Company's
consolidated balance sheet as of that date.
NOTE 3: INVENTORIES

Inventories consist of the following:

JUNE 30, DECEMBER 31,
2002 2001
(In thousands)
Stock materials $10,562 $15,034
Work—-in-process 3,458 2,397
Finished goods 281 458
Contracts—-in-progress 5,870 3,126
20,171 21,015
Less reserve for excess and obsolescence 7,345 7,448
Inventories, net $12,826 $13,567

Stock materials, work-in-process and finished goods are stated
primarily at the lower of first-in, first-out ("FIFO") cost or
market.

Work—-in-process and finished goods inventory consist primarily
of standard electronic components for use in fulfilling future
contracts.

Contracts—in-progress inventory relates to work 1in process
under fixed-price contracts, primarily certain contracts that
were entered into prior to August 6, 1999 for which revenue
and costs have been recognized as units have been delivered.
Accumulated contract costs include direct production and

engineering costs, factory and material handling overhead,
research and development, and general and administrative
expenses estimated to be recoverable, less the estimated

portion of such costs allocated to delivered units.

To the extent total contract costs are expected to exceed the
total estimated contract price, charges are made to current
operations to reduce contracts-in-progress inventory to
estimated realizable value.

In accordance with industry practice, contracts-in-progress
inventory includes amounts relating to programs and contracts
with long production cycles, a portion of which 1is not
expected to be realized within one year.

NOTE 4: PROPERTY AND EQUIPMENT
Property and equipment, net 1includes allowances for

depreciation of $64,484,000 and $59,832,000 at June 30, 2002
and December 31, 2001, respectively.
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NOTE 5: DERIVATIVE FINANCIAL INSTRUMENTS

The Company has from time to time used interest rate swap
agreements to manage the risk associated with interest rate
fluctuations on its variable rate debt. In October 2000, the
Company entered into three such agreements with notional
amounts of $25,000,000, $10,000,000, and $60,000,000, wunder
which the Company paid fixed interest rates ranging from 6.39%
to 6.75% and received a variable LIBOR-based rate of interest
from the holders of the agreements. The difference in the pay
and receive rates of interest was charged or credited to
interest expense as incurred. These swap agreements increased
interest expense by $497,000 and $830,000 in the first six
months of 2001 and 2002, respectively.

On January 1, 2001, the Company adopted Financial Accounting

Standards Board ("FASB") Statement of Financial Accounting
Standards No. 133, Accounting for Derivative Instruments and
Hedging Activities, as amended, ("SFAS 133") which establishes

accounting and reporting standards for derivative financial
instruments, including certain derivative instruments embedded
in other contracts and for hedging activities. Upon adoption
of SFAS 133, the Company's interest rate swaps were designated
as highly effective cash flow hedges. Accordingly, the
Company recognized a one-time transition adjustment to
increase other comprehensive loss by $2,863,000 ($1,775,000
net of income tax benefit), the fair wvalue of the interest
rate swaps at January 1, 2001, representing the approximate
cost to the Company of terminating the agreements as of that
date. In accordance with SFAS 133, this transition adjustment
was reflected as the cumulative effect of a change 1in
accounting principle, net of 1income taxes, in the Company's
other comprehensive loss for the six months ended June 30,
2001 (see Note 7). At June 30, 2001, the swap agreements had
a fair wvalue of $4,556,000 ($2,825,000 net of tax benefit),
resulting in a component of other comprehensive loss for the
first six months of 2001 of $1,693,000 ($1,050,000 net of
income tax benefit). The approximate cost to terminate the
swaps at December 31, 2001 of $5,568,000 ($3,452,000 net of
tax Dbenefit) is reflected as "Derivative liabilities"™ in the
Company's consolidated balance sheet as of that date.

On March 4, 2002, in connection with its debt retirement and
refinancing (see Note 2), the Company paid $7,571,000 to
terminate its interest rate swaps. The after tax expense for
the swap termination of $4,618,000, along with the after tax
expense of $506,000 associated with payments made during the
first quarter of 2002 prior to the termination, is reflected
in the Company's consolidated statement of operations for the
six months ended June 30, 2002.

The Company has not entered into interest rate swap agreements
in conjunction with its new revolving credit and term loan
facility.

There was no impact to earnings due to hedge ineffectiveness
during the six month periods ended June 30, 2002 or 2001. The
Company does not use derivative financial instruments for
speculative or trading purposes.

NOTE 6: INCOME (LOSS) PER SHARE
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Basic income or loss per share is computed using the weighted
average number of common shares outstanding. Diluted income
or loss per share 1is computed using the weighted average
number of common and equivalent common shares outstanding.
Common stock warrants are the Company's only common stock
equivalent and are included in the <calculation only if
dilutive.

On February 5, 2002, the Company's Board of Directors approved
a 198.6359 to 1 common stock split. All share and per share
amounts for the quarter and six months ended June 30, 2001
have been restated to reflect this stock split.

On February 27, 2002, in connection with its initial public
stock offering, the Company issued 6,000,000 additional shares
of common stock and warrant holders converted outstanding
warrants into 235,749 shares of Company common stock.

The computations of basic and diluted weighted-average shares
outstanding for the quarters and six month periods ended June
30, 2002 and 2001 are as follows.

QUARTER ENDED JUNE 30, SIX MC
2002 2001 2
Weighted-average shares outstanding —-- basic 19,800,992 13,565,243 17,8
Dilutive effect of warrants 1,526,946 - 1,6
Weighted-average shares outstanding —-- diluted 21,327,938 13,565,243 19,4
Anti-dilutive shares were 1,762,695 for the quarter and for
the six months ended June 30, 2001.
COMPREHENSIVE INCOME (LOSS)
Comprehensive income (loss) includes net income (loss) as well
as all other nonowner changes in equity. The components of the
Company's comprehensive income (loss) for the quarters and six
month periods ended June 30, 2002 and 2001 are presented
below, net of related income tax effects. See ©Note 5 for
further information regarding the derivative financial
instruments used by the Company and the impact of those
derivatives on the Company's consolidated financial position
and results of operations.
QUARTER ENDED JUNE 30, SIX VM
2002 2001 2
(In thousands)
Net income (loss) $4,490 $(1,242) S (6

Other comprehensive income (loss):
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Cumulative effect of change in accounting principle
with respect to derivative financial instruments - -

Unrealized gain (loss) on derivative financial instruments ——— 156 (1
Realized (gain) loss on derivative financial instruments
charged to net income (loss) - 311 5
Minimum pension liability adjustment (46) - (
Comprehensive income (loss) $4,444 S( 775) S (3

NOTE 8: SEGMENT INFORMATION

The Company's business consists of three operating
segments: Electronic Combat Systems, Diagnostics & Power
Systems, and Communications & Surveillance Systems. These
reportable segments are defined primarily by their economic
characteristics, the nature of their products and services,
and by their class of customer.

The Electronic Combat Systems segment designs, integrates,
manufactures, and sells electronics and avionics equipment
primarily to the U.S. Government for military, civil and
governmental wuses, and designs, manufactures and supports
advanced test and evaluation systems, rangeless air combat
training systems, threat simulation equipment, high power

transmitters, and control subsystems for both guided bombs and
missile launching systems for the U.S. Department of Defense,
major defense prime contractors and foreign government defense
agencies.

The Diagnostics & Power Systems segment 1s a contractor
primarily to the U.S. Government and foreign governments, and
designs, manufactures and supports test equipment, vehicle
electronics systems and energy management systems primarily
for military combat vehicle applications.

The Communications & Surveillance Systems segment designs and
manufactures meteorological surveillance and analysis systems,
more commonly known as Doppler weather radar systems, and
designs and produces advanced electronics systems, subsystems,
components and radio transmission products for the defense,
aerospace and communications industries for U.S. and foreign
government agencies and commercial customers.

The Company evaluates performance of the operating segments

based on revenue and earnings Dbefore interest, taxes,
depreciation, and amortization ("EBITDA"), calculated as
income from operations plus depreciation and amortization.
The accounting policies of the operating segments are

consistent across segments and are the same as those wused in
preparation of the consolidated financial statements of the
Company . (See Note 2 of Notes to Consolidated Financial
Statements included in the Company's Prospectus dated February
26, 2002 filed with the Securities and Exchange Commission on
February 27, 2002 pursuant to Rule 424 (b) (1) of the Securities
Act of 1933.) Sales among the operating segments are
insignificant. With the exception of debt issuance cost
amortization related to the Company's new revolving credit and
term loan facility, the Company's corporate expenses are
allocated in full to the segments on the basis of relative

10
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employment, revenue, and selected assets. Corporate assets
and expenses are included in "All other" in the following
tables.

The following table sets forth revenue and EBITDA by operating
segment for the quarters and six month periods ended June 30,
2002 and 2001.

QUARTER ENDED JUNE 30,

SIX MONTHS ENDE

2002 2001 2002
(In thousands)
REVENUES FROM UNAFFILIATED CUSTOMERS:
Electronic Combat Systems $35,904 $30,911 $ 68,125 S
Diagnostics & Power Systems 19,902 15,250 41,587
Communications & Surveillance Systems 16,253 16,218 30,485
All other 40 239 295
Total $72,099 $62,618 $140,492 S
OTHER FINANCIAL INFORMATION:
EBITDA:
Electronic Combat Systems S 6,408 $ 6,391 $ 11,630 S
Diagnostics & Power Systems 2,110 1,240 4,287
Communications & Surveillance Systems 2,455 505 4,524
All other (134) 12 (318)
Total $10,839 $ 8,148 $ 20,123 S

EBITDA is not a presentation made in accordance with
accounting principles generally accepted in the United States,
and as such, it should not be considered in isolation or as a
substitute for net income (loss), cash flows from operating
activities or other income or <cash flow statement data
prepared 1in accordance with accounting principles generally
accepted in the United States or as a measure of profitability
or liquidity. The Company monitors EBITDA Dby segment to
determine each segment's ability to satisfy its debt service,
capital expenditures and working capital requirements and
because certain covenants in the Company's revolving credit

and term loan facility are based upon similar measures. The
Company's EBITDA 1is not necessarily comparable to other
similarly titled captions used Dby other companies. A

reconciliation of the Company's EBITDA to income (loss) before
income taxes and extraordinary loss i1s presented in the table
below.

RECONCILIATION OF EBITDA TO INCOME (LOSS) BEFORE INCOME TAXES
AND EXTRAORDINARY LOSS:

QUARTER ENDED JUNE 30,

SIX MONTHS ENDE

11
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2002 2001 2002
(In thousands)
EBITDA $10,839 $ 8,148 $20,123 S
Less: Depreciation and amortization expense 2,974 4,336 5,903
Interest expense 1,027 4,825 4,858
Refinancing costs - - 7,571
Add back other income 231 - 252
Income (loss) before income taxes and
extraordinary loss $ 7,069 $(1,013) $ 2,043 S

The following table presents total assets for each of the
Company's operating segments as of June 30, 2002 and
December 31, 2001.

JUNE 30, DECEMBER 31,
2002 2001
(In thousands)
Total assets:
Electronic Combat Systems $145,971 $156,896
Diagnostics & Power Systems 54,815 52,056
Communications & Surveillance Systems 71,110 70,497
All other 23,942 (1,574)
Total $295,838 $277,875
The increase in "All other" assets (essentially corporate) is
due primarily to the Company's first quarter 2002 refinancing
activities (see Note 2). Corporate assets have been

increased by the net cash generated from the Company's public
offering, by cash generated from the Company's operations
during the first six months of 2002, by capitalized debt

issuance costs, and by an increase in deferred tax assets
associated with the extraordinary loss and other refinancing
costs incurred in first quarter 2002. Prior to the first

quarter 2002 refinancing, capitalized debt issuance costs had
been allocated to the segments on a similar basis as corporate

expenses. The write-off of capitalized debt issuance costs
associated with the debt that was retired in first quarter
2002 reduced the assets of Electronic Combat Systems,

Diagnostics & Power Systems, and Communications & Surveillance
Systems by $3,100,000, $600,000, and $1,300,000, respectively.

NOTE 9: GOODWILL AND OTHER INTANGIBLE ASSETS

Effective January 1, 2002, the Company adopted the
provisions of FASB Statement of Financial Accounting Standards
No. 142, Goodwill and Other Intangible Assets ("SFAS 142"),
under which the Company's goodwill is no longer amortized and
is instead subject to annual impairment tests using a new fair
value based approach. The Company's other recorded intangible
assets, which are immaterial with respect to its consolidated
financial position and results of operations, continue to be
amortized over their estimated useful lives.

12
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With the adoption of SFAS 142, on January 1, 2002, the
Company ceased amortization of its goodwill. The following
table presents the pro forma results of the Company for the
quarters and six month periods ended June 30, 2002 and 2001 on
a comparable basis:

QUARTER ENDED JUNE 30, SIX M
2002 2001

(In thousands except per share amounts)

Reported income (loss) before extraordinary loss $4,490 $(1,242) $
Add back: Goodwill amortization, net of tax - 1,258

Adjusted income before extraordinary loss $4,490 S 16 S
Reported net income (loss) $4,490 $(1,242) S (
Add back: Goodwill amortization, net of tax - 1,258

Adjusted net income (loss) $4,490 S 16 S (
Basic income (loss) per share:

Reported income (loss) before extraordinary loss $.23 $(.09)

Goodwill amortization, net of tax - .09

Adjusted income before extraordinary loss $.23 S ——=

Reported net income (loss) $.23 $(.09)

Goodwill amortization, net of tax - .09

Adjusted net income (loss) $.23 S ——
Diluted income (loss) per share:

Reported income (loss) before extraordinary loss $.21 $(.09)

Goodwill amortization, net of tax - .09

Adjusted income before extraordinary loss $.21 S ——=

Reported net income (loss) $.21 $(.09)

Goodwill amortization, net of tax - .09

Adjusted net income (loss) $.21 S ——

For impairment testing purposes, the Company determined the
value of its individual business units wusing a discounted
cash flow model, a guideline company model, and a transaction
model, and by observation of demonstrable fair values of
comparable entities. The Company has determined that there

13
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is no impairment of its goodwill as of the January 1, 2002
implementation date of SFAS 142.

NOTE 10: RECENT ACCOUNTING PRONOUNCEMENTS

Effective January 1, 2002, the Company adopted FASB Statement
of Financial Accounting Standards No. 144, Accounting for the
Impairment or Disposal of Long-Lived Assets ("SFAS 144"™).
SFAS 144 establishes a single accounting model for long-lived
assets to be disposed of by sale. The adoption of SFAS 144 did
not have a material effect on the Company's consolidated
operating results or financial position.

In June 2001, the FASB issued Statement of Financial
Accounting Standards No. 143, Accounting for Asset Retirement
Obligations ("SFAS 143"), which addresses financial accounting
and reporting for obligations associated with the retirement
of tangible long-lived assets and associated asset retirement
costs and requires that the fair value of a liability for an
asset retirement obligation be recorded in the period in which
it is incurred. SFAS 143 will become effective for the Company
in 2003, and management is currently evaluating the impact, if
any, that SFAS 143 will have on its consolidated financial
statements.

NOTE 11: CONTINGENCIES

As further described in the Company's Prospectus dated
February 26, 2002 filed with the Securities and Exchange
Commission on February 27, 2002 pursuant to Rule 424 (b) (1) of
the Securities Act of 1933, the Company is involved in various
legal actions arising in the normal course of its Dbusiness,
including a National Park Service investigation regarding the
presence of residual radiocactive materials and contamination
at a uranium mine previously owned by a predecessor of one of
the Company's subsidiaries. Although the ultimate costs of
these matters cannot be predicted with certainty, the outcomes
of such legal actions are not expected, either individually or
in the aggregate, to result in a material adverse effect on
the Company's business, results of operations, or financial
condition. There were no material developments with respect
to these matters during the first six months of 2002.

ITEM 2.

MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

GENERAL

Integrated Defense Technologies, Inc. (the "Company") 1is a
designer and developer of advanced electronics and technology
products to the defense and intelligence industries. The Company's
products are installed on or used in support of a broad array of
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military platforms in order to enhance their operational performance

or extend their useful life. The Company's customers include all
branches of the military services, major domestic prime defense
contractors such as The Boeing Company, General Dynamics
Corporation, Lockheed Martin Corporation, Northrop Grumman
Corporation, Raytheon Company and United Defense Industries, Inc.,

foreign defense contractors, foreign governments and U.S. Government
agencies.

The Company's contracts typically fall into two categories:

cost-plus and fixed-price contracts. Contracts for research,
engineering, ©prototypes, and repair and maintenance are typically
cost-plus arrangements. Customer-funded research and development

costs are typically included in the Company's contracts and booked
as revenue and cost of revenue.

In a fixed-price contract, the price 1is not subject to
adjustment based on cost incurred to perform the required work under
the contract. In a cost-plus contract, the Company is reimbursed for
allowable incurred costs plus a fee, which may be fixed or variable.
The price on a cost-plus contract is Dbased on allowable cost
incurred, but generally is subject to contract funding limitations.
Under fixed-price contracts the Company agrees to perform for a
predetermined contract price. Although fixed-price contracts
generally permit the Company to keep profits if costs are less than
projected, the Company bears the risk that increased or unexpected
costs may reduce profit or cause the Company to sustain losses on
the contracts. Generally, fixed-price contracts offer higher margins
than cost-plus type contracts.

All of the Company's domestic U.S. Government contracts and
subcontracts are subject to audit and various cost controls and
include standard provisions for termination at the convenience of
the U.S. Government. The Department of Defense generally has the
right to object to the costs as not allowable or as wunreasonable,
which can increase the level of costs the Company bears. Multi-year
U.S. Government contracts and related orders are subject to
cancellation if funds for contract performance for any subsequent
year are not available. Foreign government contracts generally
include comparable provisions relating to termination at the
convenience of the foreign government.

The Company uses the percentage-of-completion method of
accounting for fixed-price and cost-plus contracts and, therefore,
matches revenue with the cost incurred on each unit produced at the
time the Company recognizes its sale based on the estimate of gross
profit margin the Company expects to receive over the life of the
contract. The Company currently evaluates its estimates of gross
margin on a monthly Dbasis. In addition, the Company uses the
cumulative catch-up method to recognize its changes in estimates of
sales and gross margins during the period in which those changes are
determined. The Company charges any anticipated losses on a contract
to operations as soon as those losses are determined. The principal
components of the Company's contract cost of revenue are materials,
subcontractor costs, labor and overhead. The Company charges all of
these costs to the respective contracts as incurred.

The Company expenses operating costs such as selling, general
and administrative, independent research and development costs and
bid and proposal costs in the period incurred. The major components
of these <costs are compensation and overhead. Capitalized debt
issuance costs, software development costs and patents are amortized
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over their wuseful 1lives, with the amortization of capitalized
software development costs included as a component of the Company's
cost of revenue. Since January 1, 2002, the Company has been subject
to a new accounting standard under which it no longer amortizes
goodwill, although it must test its goodwill periodically for
impairment.

The Company's results of operations, particularly its revenue
and gross profits, and its cash flows may vary significantly from
period to period depending upon the timing of delivery of finished
products, the terms of contracts and the level of export sales. As a
result, ©period-to-period comparisons may show substantial changes
disproportionate to the Company's underlying business activity.
Accordingly, the Company does not believe that its quarterly results
of operations are necessarily indicative of results for future
periods.

FORWARD LOOKING STATEMENTS

The information contained in this report, other than historical
information, 1includes forward-looking statements, including in
particular statements about plans, strategies and prospects under
the heading "Management's Discussion and Analysis of Financial

Condition and Results of Operations." Words such as "may," "will,"
"expect," "anticipate," "believe," "estimate," "plan," "intend" and
similar expressions in this report identify forward-looking
statements. These forward-looking statements are based on current

views with respect to future events and financial performance.
Actual results could differ materially from those projected in the
forward-looking statements.

The Company's forward-looking statements are subject to risks
and uncertainties, including:

o the Company's dependence on the defense industry and
the business risks peculiar to that industry,
including changing priorities or reductions in the
U.S. Government defense budget;

o the Company's ability to obtain future government
contracts on a timely basis;

o the availability of government funding and customer
requirements;
o the potential development of new and competing

technologies and the Company's ability to compete
technologically; and

o general economic conditions, the competitive
environment of the defense industry, international
business and political conditions and timing of
awards and contracts.

As for the forward-looking statements that relate to future
financial results and other projections, actual results could be
different due to the inherent uncertainty of estimates, forecasts
and projections and may be better or worse than anticipated. Given
these uncertainties, you should not place any reliance on forward-
looking statements. Forward-looking statements represent the
Company's estimates and assumptions only as of the date they were
made. The Company expressly disclaims any duty to provide updates to
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forward-looking statements and the estimates and assumptions
associated with them, except to the extent required Dby applicable
securities laws.

RESULTS OF OPERATIONS
The following tables summarize the Company's operating

information as a percentage of revenue and its segment data for the
quarters and six month periods ended June 30, 2002 and 2001:

QUARTER ENDED JUNE 30, SIX MONTHS EN

2002 2001 2002

STATEMENT OF OPERATIONS AND OTHER FINANCIAL INFORMATION:
Revenue 100.0% 100.0% 100.0%
Cost of revenue 69.0 71.4 69.8

Gross profit 31.0 28.6 30.2
Selling, general and administrative expenses 13.6 14.7 14.1
Research and development and bid and proposal expenses 6.2 5.0 5.7
Amortization of patents, debt issuance costs and goodwill 3 2.8 3

Income from operations 10.9% 6.1% 10.1%
EBITDA (1) 15.0% 13.0% 14.3%

OPERATIONS INFORMATION BY SEGMENT AND OTHER FINANCIAL INFORMATION:
(In millions)

Revenue:
Electronic Combat Systems $35.9 $30.9 $ 68.1
Diagnostics & Power Systems 19.9 15.3 41.6
Communications & Surveillance Systems 16.3 16.2 30.5
Other - 2 .3
Total revenue $72.1 $62.6 $140.5
Gross profit:
Electronic Combat Systems $12.1 $ 9.5 $22.2
Diagnostics & Power Systems 4.7 3.1 9.1
Communications & Surveillance Systems 5.5 5.1 11.0
Other .2 1
Total gross profit $22.3 $17.9 $42.4
EBITDA (1)
Electronic Combat Systems $ 6.4 $6.4 $11.6
Diagnostics & Power Systems 2.1 1.2 4.3
Communications & Surveillance Systems 2.5 .5 4.5
Other (.2) - (.3)
Total EBITDA $10.8 $8.1 $20.1
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(1) The Company's EBITDA represents income from operations plus
depreciation and amortization. EBITDA is not a presentation
made in accordance with accounting principles generally accepted
in the United States, and as such, it should not be considered
in isolation or as a substitute for net income (loss), cash
flows from operating activities or other income or cash flow
statement data prepared in accordance with accounting principles
generally accepted 1in the United States or as a measure of
profitability or 1liquidity. The Company monitors EBITDA by
segment to determine each segment's ability to satisfy its
debt service, capital expenditure and working capital
requirements and because certain covenants in the Company's
revolving credit and term loan facility are based upon similar
measures. The Company's EBITDA 1is not necessarily comparable
to other similarly titled captions wused by other companies.

RESULTS OF OPERATIONS. In second quarter 2002, the Company
earned net income of $4.5 million on revenues of $72.1 million,
compared to a first quarter 2002 net loss of $11.1 million on
revenues of $68.4 million and a second quarter 2001 net loss of $1.2
million on revenues of $62.6 million. For the first half of 2002,
the Company incurred a net loss of $6.6 million on revenues of
$140.5 million, compared to a first half 2001 net loss of $1.9
million on revenues of $121.4 million.

On February 27, 2002, the Company completed an initial public
offering of 6 million shares of common stock at $22 per share,

generating net cash proceeds of approximately $116.7 million. The
majority of these proceeds were used for debt retirement and
refinancing. Concurrent with the closing of the offering, the

Company repaid the outstanding balances on its revolving credit and
term loan agreement and its senior subordinated notes, and replaced
the previous revolving credit and term loan facility with a new
facility provided by a syndicate of financial institutions. See
"Liquidity and Capital Resources" following for further discussion
of the debt refinancing, as well as of terms and covenants
associated with the new revolving credit and term loan facility.

The Company incurred charges related to 1its early debt
retirement and refinancing totaling $20.7 million, including
prepayment penalties, write-offs of capitalized debt issuance costs,
a write-off of unamortized discount on its senior subordinated
notes, and payments to terminate interest rate swaps associated with
its revolving credit and term loan facility. The swap termination
payments totaled approximately $7.6 million and are reflected as
"Refinancing costs" in the Company's consolidated statement of
operations for the first six months of 2002. The remaining costs
are reflected, net of the associated tax benefit of $5.1 million, as
an "Extraordinary loss on early extinguishment of debt" in the
consolidated statement of operations for that period. The Company's
net losses for the first quarter and first half of 2002 were
primarily the result of these charges, which totaled approximately
$12.6 million net of the associated tax benefits.

PRO FORMA RESULTS OF OPERATIONS. Excluding the impact on
earnings of these debt retirement and refinancing charges, the
Company earned a pro forma net income in the first six months of
2002 of $6 million, compared to a net loss of $1.9 million in the
same prior vyear ©period. Approximately $2.5 million of the
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improvement from the prior year period was the result of adoption of
the goodwill amortization provisions of SFAS 142 effective January
1, 2002. (See Note 9 of Notes to Consolidated Financial Statements
contained in this Form 10-Q.) The remainder of the improvement was
due primarily to a 16% revenue increase and a decline 1in interest
expense as the result of the Company's debt refinancing, partially
offset by a 16% increase in operating expenses.

REVENUE. Revenue for second quarter 2002 was $72.1 million,
up 5% from the first quarter 2002 level and up 15% from the same
prior year period. Year to date revenues are $140.5 million, up 16%
from the first six months of 2001.

The Company's Electronic Combat Systems segment earned revenues
of $35.9 million in second quarter 2002, up 11% and 16%,

respectively, from the first quarter 2002 and second quarter 2001
levels. Year to date revenues were $68.1 million, up 10% from the

first half 2001 level. The increase in revenue from the prior vyear
periods was primarily the result of strong bookings in fourth
quarter 2001 and in the first half of 2002, including a large fourth
quarter 2001 order from the U.S. Navy Fiber Optics Data Management
System program. A delay 1in an order from the Air Force P4RC
programs shifted revenues from the first quarter of 2002 into the
current quarter.

Revenues for the Company's Diagnostics & Power Systems segment
were $19.9 million for the quarter, down 8% from the first quarter
2002 level but up 31% from the same prior year period. Year to date
revenues were $41.6 million, up 40% from the first half 2001 level.
The Diagnostics & Power Systems segment had a very strong first
quarter due to strong fourth quarter 2001 orders for embedded
diagnostics, additions to the scope of the Abrams Systems Technical
Support program, and earlier than expected booking of the Common
Support Function Module program. Revenues for this segment continue
to Dbe strong as the result of these programs and as a result of an
early contract award for the 10th Year Power Supplies and Displays
program. The decline in revenue from the first quarter 2002 level
was due to lower revenue for embedded diagnostics programs.

Revenues for the Company's Communications & Surveillance
Systems segment were $16.3 million, flat with the same prior vyear
period, Dbut up 14% from the first quarter 2002 level. Year to date
revenues were $30.5 million, up 3% from the first half 2001 level.
Current year revenues have been less than expected due to the first
quarter loss of a weather radar system booking in Turkey. However,
bookings for the segment improved toward the end of the first
quarter, and 1in second quarter the first phase of the segment's
largest program was completed and shipped.

GROSS PROFIT. The Company's gross profit for second quarter
was $22.3 million, up from $20.1 million in first quarter 2002 and
$17.9 million in second quarter 2001. The dollar increase in gross
profit resulted primarily from the Company's 1increased revenues,
primarily in its Electronic Combat Systems segment. As a percentage
of revenue, gross profit for the quarter was 31%, up from 29.4% in
first quarter 2002 and 28.6% in the same prior year period. Margin
improvements were realized in all of the Company's operating
segments, due primarily to improved program performance and to the
Company's ongoing efforts to reduce costs.

The Company's gross profit for first half 2002 was $42.4
million, up from $36.1 million in first half 2001, due to across the
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board revenue increases in the Company's operating segments. As a
percentage of revenue, gross profit increased from 29.7% 1in first
half 2001 to 30.2% in the current year period. The largest revenue
increase from the prior year occurred in the Company's Diagnostics &
Power Systems segment, which has a higher proportion of cost-plus
business than the other segments. As such, 1its margins will
generally be lower, and may limit improvement in the consolidated
margin percentage in periods of 1increased Diagnostics revenue
relative to total revenue. Other factors impacting first half 2002
margin included start-up production costs resulting from continued
investment 1in the hybrid electric business and 1in the Sidecar
program by Diagnostics & Power Systems, and temporary cost and
volume issues 1in the Electronic Combat Systems