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PART I FINANCIAL INFORMATION

Item 1-Financial Statements:

SOUTHWALL TECHNOLOGIES INC.
CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands, except per share data)
(Unaudited)

March 31,
2002

December 31,
2001

ASSETS
Current assets

Cash and cash equivalents $ 2,713 $ 3,362
Restricted cash 1,120 1,602
Accounts receivable, net of allowance for bad debts of $411 and $389 10,239 9,020
Inventories, net 7,053 6,151
Other current assets 2,932 3,471

Total current assets 24,057 23,606

Property, plant and equipment, net 47,326 47,841
Restricted loan proceeds 741 738
Other assets 943 973

Total assets $ 73,067 $ 73,158

LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:

Current portion term debt $ 7,579 $ 8,315
Line of credit 4,606 2,974
Accounts payable 8,757 10,338
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March 31,
2002

December 31,
2001

Accrued compensation 2,535 2,794
Other accrued liabilities 5,567 5,656

Total current liabilities 29,044 30,077

Term debt 13,800 14,513
Government grants advanced 771 941
Other 1,166 1,175

Total liabilities 44,781 46,706

Stockholders' equity:
Common stock, $0.001 par value, 20,000 shares authorized; issued and outstanding 8,562
and 8,332 9 8
Capital in excess of par value 53,467 52,614
Notes receivable (103) (88)
Other comprehensive income

Translation loss on subsidiary (356) (172)
Accumulated deficit (24,731) (25,910)

Total stockholders' equity 28,286 26,452

Total liabilities and stockholders' equity $ 73,067 $ 73,158

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

(in thousands, except per share data)
(Unaudited)

March 31,
2002

April 1,
2001

Net revenues $ 19,269 $ 17,713

Cost of sales 12,425 14,849

Gross profit 6,844 2,864

Operating expenses
Research and development 1,777 1,425
Selling, general and administrative 3,745 2,656

Total costs and expenses 5,522 4,081
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March 31,
2002

April 1,
2001

Income (loss) from operations 1,322 (1,217)

Interest expense, net (466) (757)

Other income, net 378 864

Income (loss) before provision for income taxes 1,234 (1,110)

Provision for income taxes 53 21

Net income (loss) $ 1,181 $ (1,131)

Net income (loss) per share:
Basic $ 0.14 $ (0.15)
Diluted $ 0.13 $ (0.15)

Weighted average shares of common stock and dilutive potential common stock:
Basic 8,417 7.743
Diluted 9,277 7,743

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

(in thousands)
(Unaudited)

Increase (Decrease) in cash

Three Months Ended,

March 31,
2002

April 1,
2001

Cash flows (used in) or provided by operating activities:
Net income (loss) $ 1,181 $ (1,131)
Adjustments to reconcile net income (loss) to net cash provided by operating activities:
Depreciation and amortization 1,375 1,382

Change in assets and liabilities:
Accounts receivable, net (1,219) 3,678
Inventories, net (902) 897
Other current and non-current assets 556 (329)
Accounts payable, and accrued liabilities (1,938) (2,275)

Cash provided by (used in) operating activities (947) 2,222

Cash flows from investing activities:
Restricted cash 482 1,300
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Three Months Ended,

Expenditures for property, plant and equipment and other assets (849) (360)

Net cash provided by (used in) investing activities (367) 940

Cash flows from financing activities:
Principal payments on borrowings (1,449) (1,211)
Borrowings (payments) on line of credit 1,632 (1,413)
Proceeds from exercise of stock options 838 65

Net cash provided by (used in) financing activities 1,021 (2,559)

Effect of foreign exchange rate changes on cash (356) (446)

Net increase (decrease) in cash and cash equivalents (649) 157
Cash and cash equivalents, beginning of year 3,362 61

Cash and cash equivalents, end of period $ 2,713 $ 218

Supplemental cash flow disclosures:
Cash paid for interest $ 233 $ 501
Cash paid for income taxes $ 21 $ 22

Supplemental schedule of non-cash investing and financing activities:
Notes receivable issued to exercise stock options $ 15 $ 19

See accompanying notes to condensed consolidated financial statements.
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SOUTHWALL TECHNOLOGIES INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(in thousands)
(Unaudited)

Note 1�Interim period reporting:

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

        Certain information and footnote disclosures normally contained in financial statements prepared in accordance with generally accepted
accounting principles have been condensed or omitted. It is suggested that these consolidated financial statements be read in conjunction with
the financial statements contained in the Company's Form 10-K for the year ended December 31, 2001 filed on April 1, 2002. The results of
operations for the interim periods presented are not necessarily indicative of the operating results of the full year.

Note 2�Balance sheet:

Cash and cash equivalents

        The Company deposits its excess cash in an interest bearing bank account. The Company considers all highly liquid investments with an
original or remaining maturity of three months or less at the date of purchase to be cash equivalents. Cash equivalents consist of money-market
accounts.
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Restricted cash

        Restricted cash consists of the unapplied 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 reclaim the grants. (See Note 6).

Inventories, net

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

Inventories, net
March 31,

2002
December 31,

2001

Raw materials $ 3,033 $ 3,545
Work-in-process 3,279 2,430
Finished goods 741 176

Total Inventories $ 7,053 $ 6,151

Government grants advanced

        Government grants advanced consist of grant monies received from the Saxony government in Germany that are subject to certain
conditions. Upon receipt and approval of qualified invoices by the Saxony government, funds from the grants are applied as a reduction of the
costs of the Dresden manufacturing facility. In the event the Company fails to meet certain conditions related to the grants, the Saxony
government has the right to reclaim the grants. (See Note 6).

6

Note 3�Net income (loss) per share:

        Basic net income (loss) per share is computed by dividing income available to common shareholders (numerator) by the weighted average
number of common shares outstanding (denominator) for the period. Diluted net income (loss) per share gives effect to all dilutive potential
common shares outstanding during the period. The computation of diluted earnings per share uses the average market prices during the period.
At March 31, 2002, the dilutive stock options were 9,277 shares for dilutive earnings per share, and 8,417 shares for basic earnings for share.
The total amount of the difference in the basic and diluted weighted average shares of common stock and common stock equivalents in the
periods when there is net income is attributable to the effect of dilutive stock options. In net loss periods, the basic and diluted weighted average
shares of common stock and common stock equivalents are the same because inclusion of stock options would be anti-dilutive. For the quarter
ending April 1, 2001, there was no difference between the denominators used for the calculation of basic and dilutive net income (loss) per
share. For quarters ended March 31, 2002 and April 1, 2001, options totalling 1,117 and 2,079, respectively, were excluded from the calculation
of diluted earnings per share because they were anti-dilutive.

Note 4�Line of credit:

        The Company has a $10 million receivable financing line of credit with a financial institution that expires on June 30, 2003. Availability
under the line of credit is based upon 80% of the approved accounts receivable balances and bears a finance fee per month of 0.88% of the
average daily accounts receivable balance against which the Company is borrowing during the settlement period. The Company is required to
repay the lender the amounts borrowed when it receives payments of these accounts receivable. In connection with the line of credit, the
Company has granted the lender a continuing lien upon and security interest in, and right of set off with respect to, all of the Company's interest
in all accounts receivable, inventory, monies, remittances and fixed assets. As of March 31, 2002, the Company had approximately $7.8 million
of availability under the line of credit, of which it had borrowed $4.6 million, which is classified as current on the accompanying balance sheet.
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Note 5�Term debt:
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        The Company's indebtedness consisted of the following at March 31, 2002:

Description Rate
Balance at

March 31, 2002
Remaining
Due in 2002

Line of credit (1) $ 4,606 (1)

Term debt:
Japanese bank loan guaranteed by Teijin 3.16% $ 7,500 $ 2,500
German bank loan dated May 12, 1999 6.13%(2) 2,321 225
German bank loan dated May 28, 1999 7.10%(3) 2,196 �
German bank loan dated May 28, 1999 3.75% 1,129 188
German bank loan dated December 1, 1999 7.15% 1,761 155
German bank loan due June 30, 2009 5.75% 1,482 �
German bank loan dated June 29, 2000 5.75% 299 113
German bank loan dated July 10, 2000 7.10% 299 112
German bank loan dated December 18, 2000 7.50% 208 57
German bank loan dated December 19, 2000 7.50% 190 52
Note Payable dated September 21, 2001 8.00% 520 450
Other equipment financings 207 68

Total term debt 18,112 3,920

Capital leases:
Sales-leaseback dated July 19, 1999 13.00% 2,321 2,321
Sales-leaseback dated October 19, 1999 13.00% 946 946

Total capital leases 3,267 3,267

Total term debt and capital leases 21,379 7,187

Less current portion 7,579

Term debt, non current $ 13,800

(1)
This line of credit expires in June 2003. Under the line, the Company can borrow an amount equal to 80% of eligible accounts
receivable. The Company pays a finance fee per month equal to 0.88% of the average daily balance of the amount of accounts
receivable against which the Company has borrowed. The Company is required to repay the lender amounts borrowed when it receives
payments of these accounts receivable.

(2)
Interest rate will be reset to the then prevailing market rate in 2004.

(3)
Interest rate will be reset to the then prevailing market rate in 2009.

        The Japanese bank loan is guaranteed by a Japanese company, Teijin Limited (Teijin). Teijin is a stockholder and supplier of substrate
materials to the Company. The Teijin guarantee is collateralized by certain equipment located in Southwall's Tempe and Palo Alto
manufacturing facilities and inventory, to the extent necessary to provide 120% net book value coverage of the outstanding loan balance. The
interest rate on the loan is re-set semi-annually at LIBOR plus 1.0%, (7.41% at April 1, 2001, and 3.16% March 31, 2002). The Company is also
subject to certain financial covenants under the guarantee. A loan guarantee service fee is payable to Teijin semi-annually on the outstanding
balance at the rate of 0.5625%. The note provides for semi-annual payments of interest only during the first four years, followed by semi-annual
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installments plus interest for the remaining three and one half year term. The scheduled principal payments for 2002 are $2.5 million. Teijin also
received warrants in 1997 to purchase 158,000 shares of Southwall's common stock at $9 per share. These warrants were not exercised and
expired on May 30, 2000. At March 31, 2002, the Company was not in compliance with certain of the financial covenants with Teijin pertaining
to this promissory note. Southwall has received a waiver from Teijin and the Japanese bank of any defaults that may exist through and including
September 30, 2003 arising out of its failure to comply with the financial covenants of the guarantee agreement relating to minimum quick ratio,
tangible net worth and maximum debt/tangible net worth.

8

The waiver was conditioned on the Company's agreement to prepay $2.5 million of the debt in the event that it raises additional equity from the
sale of common stock in a public offering or to prepay an amount equal to 10% of the proceeds from a sale of stock other than in a public
offering. Accordingly, the Company has classified $5.0 million as long-term debt on the balance sheet at March 31, 2002. All payments due on
the loan have been paid when due.

        During 1999, Southwall entered into a master equipment sale-leaseback agreement with a leasing company ("lessor"). Because the
Company has an option to purchase the equipment at a price to be determined between Southwall and the lessor at the end of the lease period,
the sale-leaseback agreements have been treated as a financing. One lease has a lease term of three years and the other lease has an initial lease
term of two years with an option to extend it for an additional year. At March 31, 2002, the Company had a total of $3.3 million outstanding and
due under these leases. The leased equipment and certain other production equipment owned by the Company collateralize the sale-leaseback
agreements. The effective interest rate of both is approximately 13% per annum and the leases are repayable over the lease term commencing in
May 2000. Additionally, Southwall had provided the lessor with an irrevocable standby letter of credit in the amount of $0.5 million to
collateralize all of its obligations under these agreements. The lessor drew down the $0.5 million, which was classified as restricted cash at
December 31, 2001, on January 2, 2002. $1.0 million of the amounts due from the Lessor was not funded, but will be released upon the
Company satisfying certain financial conditions. The Company is in dispute with the lessor over interpretation of certain terms of the lease
agreement and has withheld lease payments due since March 2001. The lessor has notified the Company that it is in default and the Company is
in negotiations with the lessor to buy out the lease, reduced by the $1.0 million holdback not funded by the lessor. The Company has classified
$3.3 million due under the leases as a current liability at March 31, 2002.

        On May 12, 1999, the Company entered into a loan agreement with a German bank that provides for borrowings up to euro 3.1 million
($2.9 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. The Company is current in all principal and interest payments due under the loan; the agreement contains various covenants with which the
Company was in compliance at March 31, 2002. Of the borrowings outstanding of $2.3 million under this bank loan at March 31, 2002,
$2.0 million was classified as noncurrent in the accompanying balance sheet.
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        On May 28, 1999, the Company entered into a general loan agreement with a German bank. Under the terms of the loan agreement, funds
are available in three tranches, and shall be used solely for the purpose of capital investment by the Company's German subsidiary. The
agreement contains various covenants with which the Company was in compliance at March 31, 2002; the Company is current with respect to all
principal and interest payments due under the loan agreement. The first tranche provides for borrowings of euro 2.5 million ($2.2 million) for a
term of twenty years. The principal is repayable in euros 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 is adjusted to a current prevailing rate. Of the borrowings outstanding under this
tranche of $2.2 million at March 31, 2002, $2.2 million is classified as noncurrent in the accompanying balance sheet. The second tranche
provides for borrowings of euro 1.7 million ($1.5 million) for a term of seven years and the principal is repayable after one year in twelve equal,
semi-annual payments. The loan bears fixed interest at 3.75% per annum for the period of seven years. At March 31, 2002, the amount due was
$1.1 million, and $0.9 million is classified as a noncurrent liability. The third tranche, dated December 1, 1999, provides for borrowings of euro
2.121 million ($1.87 million) for a term of ten years, and the principal is repayable after one year, in thirty-six equal quarterly payments. The
loan bears fixed interest of 7.15% per annum for the entire loan period of ten years. At March 31, 2002, the amount due was $1.8 million; of this
amount, $1.6 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 euro 1.7 million
($1.5 million). Under the terms of this agreement, the funds will be 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. 50% 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 agreement contains various covenants with which the Company was in compliance at March 31,
2002. The amount due under this bank loan at March 31, 2002 was $1.5 million, which was classified as noncurrent.
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        On June 29, 2000, the Company entered into a loan agreement with a German bank that provides for borrowings up to euro 0.5 million
($0.481 million). Under the terms of this agreement, the funds will be used solely for the purpose of capital investment by the Company's
German subsidiary. The principal balance is repayable in 12 quarterly payments beginning June 2001 and bears interest at a rate of 5.8% per
annum. The interest is payable quarterly in euros. The agreement contains various covenants with which the Company was in compliance at
March 31, 2002. The amount due under this bank loan was $0.3 million at March 31, 2002; of this amount, $0.2 million was classified as
noncurrent.

        On July 10, 2000, the Company entered into a loan agreement with a German bank that provides for borrowings up to euros 0.511 million
($0.480 million). Under the terms of this agreement, the funds will be used solely for the purpose of capital investment by the Company's
German subsidiary. The principal balance is repayable in 12 quarterly payments beginning June 2001 and bears interest at a rate of 7.10% per
annum. The interest is payable quarterly in euros. The agreement contains various covenants with which the Company was in compliance at
March 31, 2002. The amount due under this bank loan was $0.3 million; of this amount, $0.2 million was classified as noncurrent at March 31,
2002.

        On December 18, 2000, the Company entered into a loan agreement with a German bank that provides for borrowings up to euro
0.3 million ($0.2 million). Under the terms of this agreement, the funds will be used solely for the purpose of capital investment by the
Company's German subsidiary. The principal balance is repayable in 9 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 31, 2002, the amount outstanding under this bank loan was $0.2 million; of
this amount, $0.1 million was classified as noncurrent at March 31, 2002.
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        On December 19, 2000, the Company entered into a loan agreement with a German bank that provides for borrowings up to euro
0.3 million ($0.2 million). Under the terms of this agreement, the funds will be 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 31, 2002, the amount outstanding under this bank loan was $0.2 million; of
this amount, $0.1 million was classified as noncurrent at March 31, 2002.

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

        On September 21, 2001, the Company entered into a note payable agreement with the manufacturer of the Company's production
machinery, PM 7, located at the Company's Tempe facility, for the remaining balance of $1.0 million owed on the machine. The first installment
on the note was paid on September 26, 2001 in the amount of $0.1 million. The remaining balance of the note is payable in 16 monthly
installments of $0.1 million. The note bears interest at 8.0% per annum. At March 31, 2002, the amount outstanding under this note payable was
$0.5 million; of this amount, $0.1 million was classified as noncurrent at March 31, 2002. Other term debt consists of capitalized leases related
primarily to certain computer equipment used by the Company.

        Scheduled principal reductions of total debt and capital leases for the balance of 2002 and the four years following and thereafter, are as
follows:

Year Amount

2002-remaining $ 7,187
2003-annual 3,849
2004-annual 3,537
2005-annual 758
2006-annual 695
Thereafter 5,353

Total $ 21,379

        The Company incurred total interest expense of $0.5 million and $0.8 million in the first quarters of 2002 and 2001, respectively. Of these
amounts, the Company capitalized nothing and $0.04 million in each of the first quarters of 2002 and 2001, respectively, as part of the costs
related to the construction of new production machines and facilities.

Note 6�Government grant and investment allowances:
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        The Company has an agreement to receive a grant award (the "Grant"), which was approved by the Saxony government in May 1999. As of
March 31, 2002, the Company had received approximately euros 5.6 million ($4.7 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, the Company received
euros 1.1 million ($0.9 million) of government grants that have been recorded as an advance and are held as restricted cash until the Company
earns the grant through future expenditures.

        Initially, the Grant was subject to the following requirements:

(a)
The grant was earmarked to co-finance the costs of the construction of a facility to manufacture XIR® film for the
automotive glass industry.

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

(c)
The total investment should be at least euros 47.0 million ($39.2 million).

(d)
The project must create at least 143 permanent jobs and 7 apprenticeships by December 2003.
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        However, on February 20, 2002, the Saxony government extended the date by which the Company must comply with the requirements to
June 30, 2006. In the event that the Company fails to meet the above requirements, the Saxony government has the right to reclaim the Grant.

        In addition to the Grant, the Company has received and is further eligible to receive investment allowances from the Saxony government as
partial reimbursement for the Company's capital investment of euro 47.0 million ($39.2 million) in its Dresden facility, subject to European
Union regulatory approval. During the year 2000, the Company received euro 1.2 million ($1.0 million) in investment allowances from the
Saxony government for capital expenditures made by the Company on its Dresden facility in 1999. The Company received an additional euro
2.5 million ($2.1 million) in investment allowances from the Saxony government in the year 2001 for capital expenditures made by the
Company on its Dresden facility in 2000. The proceeds from these investment allowances were applied to reduce the capitalized construction
cost of the Dresden facility by $1.0 million and $2.1 million, in 2000 and 2001, respectively. The Company has also applied for approximately
euros 1.2 million ($1.0 million) in investment allowances in 2002. 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 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.

        In the event that the Company fails to meet the above requirements, the Saxony government has the right to reclaim the allowances.

        The investment grants and investment allowances, if any, that the Company is entitled to seek 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 7�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, and architectural product lines were as follows:

March 31,
2002 April 1, 2001
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March 31,
2002 April 1, 2001

Automotive glass $ 7,003 $ 8,007
Electronic display 7,925 6,724
Architectural 4,341 2,982

Total net revenues $ 19,269 $ 17,713
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        The following is a summary of net revenues by geographic area (based on location to which product is shipped) for the first quarters of
2002 and 2001, respectively.

March 31,
2002

April 1,
2001

United States $ 2,710 $ 3,211
Japan 7,600 4,989
France 4,034 3,763
Pacific Rim 1,856 1,972
Rest of world 1,549 1,421
Germany 1,520 2,357

Total net revenues $ 19,269 $ 17,713

        Four customers accounted for net sales in the respective quarters as follows:

Customer
March 31,

2002
April 1,

2001

A 20.9% 20.9%
B 20.9% 26.0%
C 14.6% 4.9%
D 10.8% 18.5%

Total 67.2% 70.3%

Note 8�Contingencies:

        The Company is a defendant in an action filed on April 5, 1996 entitled "Four Seasons Solar Products Corp vs. Black & Decker,
Bostik, Inc. and Southwall Technologies Inc.", No. 5 CV1695 pending in the United States District Court for the Eastern District of New York.
Plaintiff is a manufacturer of insulated glass units which incorporate our Heat Mirror film. Plaintiff alleges that a sealant provided by the
co-defendant is defective, asserts causes of action for breach of contract, unfair competition, and fraudulent concealment, and seeks monetary
damages of approximately $36 million for past and future replacement costs, loss of customer goodwill, and punitive damages against all
defendants. The Company has filed a motion to dismiss. The Court has dismissed the unfair competition and fraudulent concealment claims
against the Company. It still has under advisement the Company's motion to dismiss the breach of contract claim. The Company believes the
claim to be without merit.

        The Company's German subsidiary was a defendant in a lawsuit filed by one of our suppliers on March 21, 2000 in a German court to seek
payment of $0.9 million for engineering services rendered in connection with developing the initial plans for the Dresden facility. The Company
issued letters of award to the plaintiff amounting to $0.3 million prior to terminating plaintiff's services for not meeting expectations. The
plaintiff claimed fees for services rendered, including the costs of significant modifications and revisions requested by us calculated in
accordance with the German Federal Schedule of Architects' fees. The plaintiff further alleged that the Company utilized plaintiff's planning
work in further developing the plant. In December 2001, a judgment was reached by the German court, in favor of the plaintiff, for
approximately $0.3 million. In February 2002, the plaintiff elected to accept the court's ruling in lieu of an appeal. The award for engineering
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services has been included in accrued liabilities at December 31, 2001 and March 31, 2002 as additional construction costs.

        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 cashflows.
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Note 9�Subsequent events:

        On April 24, 2002, the Company signed a ten-year supply and distribution agreement with Globamatrix Holdings Pte. Ltd (previously
known as GMX) that includes commitments by Globamatrix to purchase, and by Southwall to supply, minimum quantities of the Company's
architectural film product. Subject to Southwall meeting volume and quality standards, the contract provides that Globamatrix will purchase an
aggregate of approximately $75.0 million of Southwall film during the first five years of the agreement. At March 31, 2002, Globamatrix owned
422,119 restricted shares of the Company's common stock, equal to approximately 5% of the Company's outstanding common stock.
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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 condensed
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 "Risk Factors" and in the Company's Annual Report on
Form 10-K. Actual results may differ materially from those projected. These forward-looking statements represent the Company's judgment as
of the date of the filing of this Form 10-Q Report. We disclaim, however, any intent or obligation to update these forward-looking statements.

General

        We are a global developer, manufacturer and marketer of thin film coatings for the automotive glass, electronic display and architectural
markets. We have developed a variety of products that control sunlight in automotive glass, reduce light reflection 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.

        From our founding in 1979 through the early 1990's, we developed and produced thin film coated substances primarily for residential and
commercial building applications, and for military applications. In the early 1990's, we began to develop products for the automotive and
electronic display markets. In 1996, we realized our first material revenue from the automotive and electronic display markets. In 2001,
automotive glass products accounted for approximately 45% of our revenues, electronic display products accounted for approximately 36% of
our revenues, and architectural products accounted for approximately 19% of our revenues. Revenues from international customers accounted
for 78%, 85%, 87%, and 86% of our net revenues in 1999, 2000, 2001, and the first quarter of 2002, respectively.

Three Months Ended March 31, 2002 compared with Three Months Ended April 1, 2001

Net revenues.    Our net revenues increased $1.6 million, or 9.0%, from $17.7 million for the first quarter of 2001, to $19.3 million for the first
quarter of 2002. Our sales to the automotive market decreased by $1.0 million, or 12.5%, from $8.0 million in the first quarter of 2001, to
$7.0 million in the first quarter of 2002. The decline was due to lower sales volume as a result of a slowdown in sales by several european
automobile manufacturers. Our sales to the electronic display market increased by $1.2 million, or 17.9%, from $6.7 million in the first quarter
of 2001, to $7.9 million in the first quarter of 2002. The increase in sales was primarily the result of revenues from sales of our new plasma
display film product. Our sales to the architectural market increased $1.4 million, or 46.7%, from $3.0 million in the first quarter of 2001, to
$4.4 million in the first quarter of 2002. The increase was primarily attributable to additional available manufacturing capacity.

Cost of sales.    Cost of sales consists primarily of materials and subcontractor services, labor and manufacturing overhead. Cost of sales
decreased $2.4 million, or 16.2%, from $14.8 million in the first quarter of 2001, to $12.4 million in the first quarter of 2002. Cost of sales
decreased from 83.6% of net revenues in the first quarter of 2001, to 64.2% of net revenues for the same period in 2002. The higher costs in
2001 in dollars and as a percentage of revenues were primarily due to greater start-up costs in our Dresden operation. We also realized improved
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manufacturing yields in our Palo Alto, Tempe and Dresden facilities during the first quarter of 2002, compared to the first quarter of 2001. In
addition, we also benefited in the first quarter of 2002, compared with the same period in 2001, from producing a greater portion of our products
at our Dresden plant. The Dresden plant, which began production of significant volumes of commercial product during the first quarter of 2001,
has lower manufacturing
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costs as a result of lower payroll and operating expenses, as well as lower depreciation charges due to the grants provided for plant and
equipment by the Saxony government.

Gross profit and gross margin.    Our gross profit increased $4.0 million, or 137.9%, from $2.9 million in the first quarter of 2001, to
$6.9 million in the first quarter of 2002. Our gross margin improved from 16.4% in the first quarter of 2001, to 35.8% in the first quarter of
2002. The increase in gross profit and gross margin in 2002 was due to increased revenues from the Dresden plant with its lower cost base, and
cost savings and yield improvements in our Palo Alto, Tempe and Dresden facilities.

Operating Expenses

Research and development.    Research and development spending increased $0.4 million, or 28.6%, from $1.4 million in the first
quarter of 2001, to $1.8 million in the first quarter of 2002. Research and development expenses increased from 7.9% of net revenues
in the first quarter of 2001, to 9.3% of net revenues in the first quarter of 2002. The increase in our research and development spending
during the first quarter of 2002 was primarily attributable to the costs associated with the use of a production machine (PM1) that has
been dedicated primarily to on-going research and development activities.

Selling, general and administrative.    Selling, general and administrative expenses consist primarily of corporate and administrative
overhead, selling commissions, advertising costs and occupancy costs. These expenses increased $1.0 million, or 37.0%, from
$2.7 million in the first quarter of 2001, to $3.7 million in the first quarter of 2002. Selling, general and administrative expenses, as a
percentage of revenue, increased from 15.3% in the first quarter of 2001, to 19.4% in the first quarter of 2002. The higher expenses in
the first quarter of 2002 were mainly the result of increased outside professional fees, and accrued costs associated with
performance-based compensation as a result of our improved profitability.

Income (loss) from operations.    Income (loss) from operations increased from an operating loss of $1.2 million in the first quarter of 2001, to
an operating profit of $1.3 million for the same period in 2002. The improvement was due to higher revenues, reduced start-up costs from our
Dresden operations, and improved manufacturing yields, partially offset by increased outside professional fees, and accrued costs associated
with performance-based compensation as a result of our improved profitability.

Interest expense, net.    Net interest expense decreased $0.3 million, or 37.5%, from $0.8 million in the first quarter of 2001, to $0.5 million in
the first quarter of 2002. The reduction in interest expense was primarily attributable to lower interest rates and the reduction of our overall debt
and line of credit by $6.5 million from $32.5 million at April 1, 2001, to $26.0 million at March 31, 2002.

Other income, net.    Other income, net includes interest income, rental income and foreign exchange transaction gains and losses. We recorded
other income of $0.9 million in the first quarter of 2001, compared with $0.4 million in the first quarter of 2002. The reduction was primarily
attributable to foreign currency fluctuations. Some of our transactions with foreign suppliers are denominated in foreign currencies, principally
Japanese yen. As exchange rates fluctuate relative to the U.S. dollar, exchange gains and losses occur.

Income (loss) before provision for income taxes.    We recorded a pre-tax loss of $1.1 million in the first quarter of 2001, compared to a pre-tax
profit of $1.2 million in the first quarter of 2002. Our improvement from a loss in 2001 to profitability in 2002 was due to higher revenue,
reduced start-up costs from our Dresden operations, and improved manufacturing yields in our Palo Alto, Tempe and Dresden facilities, partially
offset by costs attributable to an increase in performance based compensation as a result of our improved profitability, outside professional fees
and a reduction in income derived from foreign currency fluctuations.
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Liquidity and Capital Resources
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        Our cash increased by $2.5 million from $0.2 million at April 1, 2001, to $2.7 million at March 31, 2002. Cash from operating activities in
the first quarter declined by $3.2 million, from $2.2 million generated during the first quarter of 2001, to $0.9 million used during the first
quarter of 2002. The decline in cash from operating activities was primarily the result of an increase in accounts receivable and inventory, and a
reduction in accounts payable, partially offset by net income in the first quarter of 2002, compared to a loss in the first quarter of 2001. We
increased the cash used in investing activities by $1.3 million, to $0.4 million in the first quarter of 2002, from cash provided by investing
activities of $0.9 million in the first quarter of 2001. The increase was primarily attributable to higher capital expenditures, offset by a reduction
in restricted cash. We increased cash from financing activities by $3.6 million, to $1.0 million during the first quarter of 2002, from $2.6 million
in cash used in financing activities during the first quarter of 2001. The increase was primarily attributable to additional borrowings on our line
of credit, and cash received through the exercise of employee stock options during the first quarter of 2002. As a result of our compliance with
various loan covenants, and obtaining a waiver from Teijin for the Sanwa debt, $13.8 million of long-term debt was classified as noncurrent at
March 31, 2002. Accordingly, our working capital deficit decreased from $32.6 million at April 1, 2001 to $5.6 million at March 31, 2002. We
reduced our total liabilities from $55.3 million at April 1, 2001 to $44.8 million at March 31, 2002, and stockholders' equity increased from
$18.7 million at April 1, 2001 to $28.3 million at March 31, 2002.

        We entered into an agreement with the Saxony government in May 1999 under which we receive investment grants and investment
allowances. Through March 31, 2002, we had received $4.7 million of the grants and accounted for these grants by applying the proceeds
received to reduce the cost of the fixed assets at our Dresden manufacturing facility. During the year 2000, we also received $1.0 million in
investment allowances, which are reimbursements for capital expenditures, from the Saxony government and those proceeds were also applied
to reduce the cost of the fixed assets at our Dresden manufacturing facility. We received an additional $2.1 million in investment allowances
from the Saxony government in the year 2001, and we applied for and expect to receive approximately $1.0 million in investment allowances in
2002, although we cannot assure you that we will receive these amounts. Those funds have been or will also be applied to reduce the cost of the
fixed assets at our Dresden manufacturing facility. Additionally, we have received $0.8 million of Saxony investment grants that have been
recorded as an advance until we earn the grant through future capital 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 receive additional grants in the future from the Saxony government.
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Borrowing arrangements:

        The following table (with dollars in thousands) sets forth the material terms of our indebtedness at March 31, 2002:

Description Rate
Balance at

March 31, 2002
Remaining
Due in 2002

Line of credit (1) $ 4,606 (1)

Term debt:
Japanese bank loan guaranteed by Teijin 3.16% $ 7,500 $ 2,500
German bank loan dated May 12, 1999 6.13%(2) 2,321 225
German bank loan dated May 28, 1999 7.10%(3) 2,196 �
German bank loan dated May 28, 1999 3.75% 1,129 188
German bank loan dated December 1, 1999 7.15% 1,761 155
German bank loan due June 30, 2009 5.75% 1,482 �
German bank loan dated June 29, 2000 5.75% 299 113
German bank loan dated July 10, 2000 7.10% 299 112
German bank loan dated December 18, 2000 7.50% 208 57
German bank loan dated December 19, 2000 7.50% 190 52
Note Payable dated September 21, 2001 8.00% 520 450
Other equipment financings 207 68
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Description Rate
Balance at

March 31, 2002
Remaining
Due in 2002

Total term debt 18,112 3,920

Capital leases:
Sales-leaseback dated July 19, 1999 13.00% 2,321 2,321
Sales-leaseback dated October 19, 1999 13.00% 946 946

Total capital leases 3,267 3,267

Total term debt and capital leases 21,379 7,187

Less current portion 7,579

Term debt, non current $ 13,800

(1)
This line of credit expires in June 2003. Under the line, we can borrow an amount equal to 80% of eligible accounts receivable. We
pay a finance fee per month equal to 0.88% of the average daily balance of the amount of accounts receivable against which we have
borrowed. We are required to repay the lender amounts borrowed when we receive payments of the accounts receivable.

(2)
Interest rate will be reset to the then prevailing market rate in 2004.

(3)
Interest rate will be reset to the then prevailing market rate in 2009.

        At March 31, 2002, we were not in compliance with certain of the covenants of the guarantee by Teijin of the Japanese bank loan.
Southwall has received a waiver from Teijin and the Japanese bank of any defaults that may exist for any measurement period through and
including September 30, 2003 arising out of our failure to comply with the minimum quick ratio, tangible net worth and maximum debt/tangible
net worth covenants. The Teijin waiver is conditioned on our agreement to prepay $2.5 million of the debt in the event we raise additional equity
from the sale of our common stock in a public offering or to repay an amount equal to 10% of the proceeds from a sale of stock other than in a
public offering. Accordingly, the non-current portion of the amount outstanding under this loan of $5.0 million has been classified as a long-term
liability at March 31, 2002.
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        We are in default under a master sale-leaseback agreement with respect to two of our production machines. We have withheld lease
payments in connection with a dispute with the leasing company. As a result, we have classified all $3.3 million outstanding under those
agreements, net of the $1.0 million holdback, as short-term capital lease liabilities, as of March 31, 2002.

        Under the original terms of our grant agreement with the Saxony government, we were required to meet investment and hiring targets by
March 31, 2002. If we failed to meet those targets, the Saxony government was permitted to require us to repay all grants and investment
allowances from the Saxony government previously received by us. In February 2002, the Saxony government extended the date by which we
must comply with these targets to June 2006.

Capital expenditures

        We anticipate spending approximately $7.0 million in capital expenditures in 2002, approximately $4.0 million of which will consist of
progress payments for PM 10 in Dresden, approximately $1.5 million to replace our current enterprise resource planning system, and
approximately $1.5 million to maintain and upgrade our production facilities in Palo Alto and Tempe. We spent approximately $0.8 million in
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capital expenditures during the first quarter of 2002.

        We believe that our existing liquidity sources, including our expected cash flows from operations, our existing cash reserves and existing
credit facilities, will satisfy our cash requirements for the next twelve months. We may need to raise additional funds if our estimates change, or
prove inaccurate, in order for us to respond to unforeseen technological, marketing or other problems, or to take advantage of unanticipated
opportunities.

Alternative financing sources

        We are in discussions with potential lenders regarding the establishment of new credit facilities to meet our projected working capital and
capital expenditure needs in 2002. Additionally, we have filed a registration statement with the Securities and Exchange Commission for the
proposed sale of 3.5 million shares of common stock in a firm commitment public offering currently expected to close in the third quarter of
2002. We cannot provide any assurance that alternative sources of financing will be available at all or on terms acceptable to us. Our ability to
raise additional funds may be adversely affected by a number of factors relating to us, as well as factors beyond our control.

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 term loans, specifically our
loan from Sanwa Bank, which is tied to the London Interbank Offered Rate ("LIBOR"), and our line of credit which bears a finance fee equal to
0.88% per month of the average daily balance of the accounts receivable against which we have borrowed. Our Dresden subsidiary also has
several fixed-rate term loans that are denominated and repayable in euros. Fluctuations in interest rates may adversely affect our expected
interest expense. The effect of a 10% fluctuation in the interest rate on our loan from Sanwa Bank would have an effect of less than $75,000 or
interest expense for the quarter ended March 31, 2002. The effect of interest rate fluctuations during the first quarter of 2002 was not material.

        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
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income than expected if interest rates fall. The effect of a 10% fluctuation in the interest rate of any floating rate securities would have an
adverse effect of less than $100,000.

        FOREIGN CURRENCY RISK.    International revenues (defined as sales to customers located outside of the United States) accounted
for approximately 86% of our total sales in the first quarter of 2002. Of this amount, approximately 15% were denominated in euros relating to
sales from our Dresden operation. The other 85% of our international sales were denominated in US dollars. We expect that approximately 10%
to 15% of our total sales in 2002 will be denominated in euros. 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 $0.3 million on net
revenues for the three months ended March 31, 2002 and the effect of a 10% fluctuation in the Yen exchange rate would have an effect of
approximately $0.1 million. Our international business operations are subject to risks typical of an international business, including, but not
limited to differing economic conditions, changes in political climate, differing tax structures, other regulations and restrictions, and foreign
exchange rate volatility.

RISK FACTORS

Financial Risks

Our negative working capital position, leverage and historical performance may prevent us from obtaining additional loans and equity.

        We have a working capital deficit, significant debt and substantial ongoing debt service obligations. 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 and
2000, our failure to comply with covenants in our financing agreements and suspension of trading of our common stock on Nasdaq in 2000, may
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make it difficult for us to raise funds through the sale of equity in the public markets, or to secure additional borrowings on favorable terms or at
all. We intend to seek additional borrowings and difficulties in borrowing money or selling equity in the public market could have a material
adverse effect on our operations, planned capital expenditures, ability to comply with the terms of government grants and future growth.

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

        As of March 31, 2002, we had total outstanding obligations under our credit agreements of $21.6 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. 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
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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.

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. 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 thereunder, 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 first quarter revenues are generally lower than revenues in the following quarters due to seasonal demand for our products.

        Our revenue from the electronic display and architectural markets are affected by seasonality patterns with the highest sales occurring
during the second, third and fourth fiscal quarters. 21% of our total sales during the past three fiscal years have occurred during the first quarter,
with 25%, 29% and 25% of our total sales occurring during the second, third and fourth quarters, respectively. Demand in the electronic display
market is generally at its highest before the holiday season, in our second and third quarters, when production of electronic goods is at its
highest. Demand for architectural glass generally increases when the weather is warmer in northern climates and construction activity increases.
Lower demand for our products during the first quarter generally result in lower sales and operating results during that quarter. We believe this
seasonality in the demand for our products affected our results for the first quarter of 2002 and will continue in the future.

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:
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�
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
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�
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 2002, we expect that 10% to 15% of our revenues will be denominated in euros, primarily related to sales from our Dresden operation,
including sales to one of our largest customers, a European automotive glass manufacturer. As a result, our operating results and cash flows may
vary based on fluctuations in the exchange rate of the euro against the dollar. In addition, other customers may also make payments in foreign
currencies. Certain transactions with foreign suppliers are also denominated in foreign currencies; primarily yen, rather than dollars.

        The majority of our international sales are currently invoiced and collected in U.S. dollars. 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. These fluctuations could also cause prospective customers to cancel or delay orders because of the
increased relative cost of our products.
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Operational Risks

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 69%, 85%, 85%, and 85% of net product sales in 1999, 2000, 2001, and the first
quarter of 2002, respectively. We have contracts extending past 2002 with only two of these customers. We expect to continue to derive a
significant portion of our net product 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.

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
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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 tetra 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.

Failure to meet the capacity demands 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
delayed product deliveries, which would reduce our gross margins.
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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 a long-term
contract with only one of our OEM customers, Saint Gobain. 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. 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.
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        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. 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. In fact, some of our current and expected future customers are capable of
creating products that compete with our products.

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

        We have ordered for our Dresden manufacturing facility a new machine (PM 10), which we anticipate will begin commercial production in
the first quarter of 2003. In addition, we anticipate that PM 7 in our Tempe facility will begin commercial production during the third quarter of
2002. During the processes of bringing PM 7 and PM 10 up to commercial production levels, we expect to have decreased manufacturing yields
and higher costs, which will lower our gross margins.
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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, except for an agreement, with a third-party supplier, to purchase Indium metal through the second quarter of 2003. Certain
of these materials 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 panel cathode ray tube manufacturers decreased in 2001, contributing to
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our electronic display product revenues declining by 38% from the previous year. If the flat panel 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.
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Labor strikes in Germany could disrupt the production schedule of automotive products that incorporate our films, which could have a
material adverse affect on our revenues.

        On May 6, 2002, German metal workers represented by IG Metal began rolling strikes against a number of companies in Germany,
including DaimlerChrysler, in connection with negotiations over a new labor contract. Our customers in the automotive glass market sell glass
incorporating our products to German automotive manufacturers including DaimlerChrysler. A prolonged strike by IG Metal or other metal
workers or a significant delay in DaimlerChrysler's production schedule or the production schedule of others as a result of labor matters could
disrupt the demand for our products, which would adversely affect our revenues.

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. The market for skilled technical personnel is characterized
by intense competition and aggressive recruiting, as well as a high-level of employee mobility. 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, Robert R. Freeman our Chief Financial Officer, Dr. Sicco W. T. Westra, our Senior Vice President, Engineering and
Chief Technology Officer, Wolfgang Heinze, our plant manager in Dresden, and other personnel. 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
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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 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. During 2001, one of our U.S.
patents relating to our architectural products expired. In the next three years, two more U.S. patents 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.

        We have expanded our operations and hired additional personnel to address international markets for the thin film coatings industry.
International revenues amounted to approximately 78%, 85%, 87% and 86% of our net revenues during 1999, 2000, 2001, and the first quarter
of 2002, respectively. The distance between Palo Alto and Dresden 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

27

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
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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 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. Also, our insurance carrier in the Hurd settlement has
advised us that it intends 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.

Recent accounting pronouncements

        In May 2002, the FASB issued SFAS 145, "Rescission of FAS Nos. 4, 44, and 64, Amendment of FAS 13, and Technical Corrections."
Among other things, SFAS 145 rescinds various pronouncements regarding early extinguishment of debt and allows extraordinary accounting
treatment for early extinguishment only when the provisions of Accounting principles Board Opinion No. 30, "Reporting the Results of
Operations? Reporting the Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring Events and
Transactions" are met. SFAS 145 provisions regarding early extinguishment of debt are generally effective for fiscal years beginning after
May 15, 2002. Management does not believe that the adoption of this statement will have a material impact on our consolidated financial
statements.
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PART II OTHER INFORMATION

Item 1�Legal Proceedings and Other Matters

        Litigation filed against the Company was described under Item 3 in the Company's Form 10-K filed on April 1, 2002. 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 cashflows.

Item 2�Changes in Securities

        None

Item 3�Defaults upon Senior Securities

        Not applicable

Item 4�Submission of Matters to a Vote of Stockholders

        No matters were submitted to a vote of security holders during the quarter ended March 31, 2002.

Item 5�Other Information

        Not applicable
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Item 6�Exhibits and Reports on Form 8-K

(a)
Exhibits

Exhibit
Number Item

10.116 Distribution agreement between Globamatrix Holdings Pte. Ltd. and the Company, dated as of January 1, 2002.
10.117 Teijin Waiver letter.
10.118 Sanwa Waiver letter.

(b)
Reports on Form 8-K

None
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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, 2002

Southwall Technologies Inc.

By: /s/ Thomas G. Hood

Thomas G. Hood
President and Chief Executive Officer

By: /s/ Robert R. Freeman

Robert R. Freeman
Sr. Vice President and Chief Financial Officer
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QuickLinks

SOUTHWALL TECHNOLOGIES INC. INDEX
PART I FINANCIAL INFORMATION

Item 1-Financial Statements
SOUTHWALL TECHNOLOGIES INC. CONDENSED CONSOLIDATED BALANCE SHEETS (in thousands, except per share data)
(Unaudited)
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SOUTHWALL TECHNOLOGIES INC. CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS (in thousands, except per share
data) (Unaudited)
SOUTHWALL TECHNOLOGIES INC. CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (in thousands) (Unaudited)
Increase (Decrease) in cash
SOUTHWALL TECHNOLOGIES INC. NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (in thousands)
(Unaudited)

Item 2�Management's Discussion and Analysis of Financial Condition and Results of Operations
Item 3�Quantitative and Qualitative Disclosures about Market Risk
RISK FACTORS
PART II OTHER INFORMATION

Item 1�Legal Proceedings and Other Matters
Item 2�Changes in Securities
Item 3�Defaults upon Senior Securities
Item 4�Submission of Matters to a Vote of Stockholders
Item 5�Other Information
Item 6�Exhibits and Reports on Form 8-K
SIGNATURES
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