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PART I. FINANCIAL STATEMENTS

Item 1. CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Unaudited)

AEHR TEST SYSTEMS
CONDENSED CONSOLIDATED BALANCE SHEETS
(in thousands, except per share data)

(Unaudited)
August 31, May 31,
2007 2007
ASSETS
Current assets:
Cash and cash equivalents . . . . . . . . . . . $ 7,674 $ 6,564
Short-term investments. . . . . . . . . . . . . 1,046 2,987
Accounts receivable, net of allowances for
doubtful accounts of $68 and $87 at
August 31, 2007 and May 31, 2007,
respectively . . . . . . . . . . ... 6,783 6,614
Inventories . . . . . . . . . . . . 000 10, 646 9,701
Prepaid expenses and other. . . . . . . . . . . 325 326
Total current assets . . . . . . . . . . . . 26,474 26,192
Property and equipment, net . . . . . . . . . . . 1,617 1,689
Goodwill. . . . . . . L Lo ..o e e e e 274 274
Other assets. . . . . . . . « . . . . . .00 525 520
Total assets . . . . . .« . .« .« . o ... .. $28,890 $28,675
LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:
Accounts payable. . . . . . . . . . . . . ... $ 1,955 $ 2,517
Accrued exXPEensesS. . . .« o« e e e e e e e e e .. 2,575 2,927
Deferred revenue. . . . . . . . .« < < .« « < . . 250 378
Total current liabilities . . . . . . . . . . 4,780 5,822
Accrued lease commitment. . . . . . . . . . . . . 163 185
Total liabilities . . . . . . . . . . . . . . 4,943 6,007

23

23

24

25



Edgar Filing: AEHR TEST SYSTEMS - Form 10-Q

Shareholders' equity:
Common stock, $0.01 par value:

Issued and outstanding: 7,834 shares and
7,820 shares at August 31, 2007 and

May 31, 2007, respectively.
Additional paid-in capital.

Accumulated other comprehensive income.

Accumulated deficit

Total shareholders' equity

Total liabilities and shareholders'

78

39,821

1,345
(17,297)

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

AEHR TEST SYSTEMS

CONDENSED CONSOLIDATED STATEMENTS OF INCOME
(in thousands, except per share data)

(Unaudited)

Net sales.
Cost of sales.

Gross profit
Operating expenses:
Selling, general and administrative.
Research and development
Total operating expenses

Income from operations

Interest income.
Other income, net

Income before income tax expense

Income tax expense

Net income

Net income per share - basic
Net income per share - diluted

Three Months Ended

August 31,

2007 2006
$7,660 $7,136
3,479 3,883
4,181 3,253
1,816 1,635
1,648 1,387
3,464 3,022
717 231
75 122
2 216
794 569
15 12
s 779 $ 557
$ 0.10 $ 0.07
$ 0.09 $ 0.07
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Shares used in per share calculations:
Basic . . . . . .o L0 0 e e 7,827 7,683
Diluted. . . . . . . . . . . L. ... 8,301 8,326

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

AEHR TEST SYSTEMS
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)
(Unaudited)

Three Months Ended
August 31,

Cash flows from operating activities:
Net INCOME. .« i i ittt ittt ettt ettt eeieeeeees S 779 $ 557
Adjustments to reconcile net income to
net cash used in operating activities:

Stock compensation expense..........c..i0.... 193 163
Provision for doubtful accounts............. (19) (2)
Loss on disposal of property and equipment.. - 41
Depreciation and amortization............... 118 69
Changes in operating assets and liabilities:
Accounts receivable..... ..ttt (74) (720)
INVeNtOriesS . ittt i et e e et e e et e e e e e (919) 956
Deferred lease commitment................. (22) (9)
Accounts payable. . ... ..ttt (584) (50)
Accrued expenses and deferred revenue..... (414) (2,068)
Prepaid expenses and other................ 2 38

Net cash used in
operating activities.............. . ... (940) (1,025)

Cash flows from investing activities:

Purchase of investments...........ciiieeon.. (200) (4,173)
Proceeds from sales and maturity

of investments. .. ...ttt 2,141 4,002
Purchase of property and equipment ......... (41) (14)
(Increase) decrease in other assets......... (1) 1

Net cash provided by (used in)
investing activities............. .. ... 1,899 (184)
Cash flows from financing activities:
Proceeds from issuance of common stock
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and exercise of stock options............. 55 373

Net cash provided by
financing activities.................. 55 373

Effect of exchange rates on cash................ 96 (19)

Net increase (decrease) 1in cash and

cash equivalents........coiiiiieenn. 1,110 (855)
Cash and cash equivalents, beginning of period.. 6,564 9,405
Cash and cash equivalents, end of period........ $7,674 $8,550

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

AEHR TEST SYSTEMS
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
THREE MONTHS ENDED AUGUST 31, 2007
(UNAUDITED)

1. BASIS OF PRESENTATION

The accompanying condensed consolidated financial information has been
prepared by Aehr Test Systems, without audit, pursuant to the rules and
regulations of the Securities and Exchange Commission ("SEC") and therefore
does not include all information and footnotes necessary for a fair
presentation of financial position, results of operations and cash flows in
accordance with accounting principles generally accepted in the United States
of America.

In the opinion of management, the unaudited condensed consolidated
financial statements for the interim periods presented reflect all
adjustments, consisting of only normal recurring adjustments, necessary for a
fair presentation of the condensed consolidated financial position and results
of operations as of and for such periods indicated. These condensed
consolidated financial statements and notes thereto should be read in
conjunction with the consolidated financial statements and notes thereto
included in the Company's Annual Report on Form 10-K for the fiscal year ended
May 31, 2007. Results for the interim periods presented herein are not
necessarily indicative of results which may be reported for any other interim
period or for the entire fiscal year.

PRINCIPLES OF CONSOLIDATION. The consolidated financial statements
include the accounts of Aehr Test Systems and its subsidiaries (collectively,
the "Company," "we," "us," and "our"). All significant intercompany balances
have been eliminated in consolidation.

ACCOUNTING ESTIMATES. The preparation of financial statements in
conformity with accounting principles generally accepted in the United States
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of America requires management to make estimates and assumptions that affect
the reported amounts of assets and liabilities and disclosure of contingent
assets and liabilities at the date of the financial statements and the
reported amounts of revenues and expenses during the reporting period. Actual
results may differ from those estimates.

RECENTLY ADOPTED ACCOUNTING PRONOUNCEMENTS. In June 2006, the
Financial Accounting Standards Board ("FASB") issued Interpretation No. 48,
"Accounting for Uncertainty in Income Taxes - an interpretation of FASB
Statement No. 109" ("FIN 48"). FIN 48 clarifies the accounting for
uncertainty in income taxes recognized in the Company's financial statements
in accordance with FASB Statement No. 109, "Accounting for Income Taxes." FIN
48 prescribes a recognition threshold and measurement attribute for the
financial statement recognition and measurement of a tax position taken or
expected to be taken in a tax return. FIN 48 also provides guidance on
derecognition, classification, interest and penalties, accounting in interim
periods, disclosure, and transition. The evaluation of a tax position in
accordance with FIN 48 is a two-step process. The first step is recognition:
the Company determines whether it is "more-likely-than-not" that a tax
position will be sustained upon examination, including resolution of any
related appeals or litigation processes, based on the technical merits of the
position. In evaluating whether a tax position has met the "more-likely-than-
not" recognition threshold, the Company presumes that the position will be
examined by the appropriate taxing authority that would have full knowledge of
all relevant information. The second step is measurement: a tax position
that meets the "more-likely-than-not" recognition threshold is measured to
determine the amount of benefit to recognize in the financial statements. The
tax position is measured at the largest amount of benefit that is greater than
50 percent likely to be realized upon ultimate settlement. FIN 48 is
effective for fiscal years beginning after December 15, 2006.

7

Upon adoption of FIN 48 on June 1, 2007, the Company recognized a
cumulative effect adjustment of $127,000, decreasing its income tax liability
for unrecognized tax benefits, and decreasing the May 31, 2007 accumulated
deficit balance. At August 31, 2007, the Company had recorded tax expenses of
$15,000. The Company does not expect any material change in its unrecognized
tax benefits over the next twelve months. The following table shows the
changes in the accumulated deficit as of August 31, 2007 (in thousands) :

Balance at May 31, 2007, as reported $(18,203)
FIN 48 adjustments to beginning balance 127
Net income during the period 779
Balance at August 31, 2007 $(17,297)

Although the Company files U.S. federal, various state, and foreign tax
returns, the Company's only major tax jurisdictions are the United States,
California, Germany and Japan. Tax years 1993 - 2007 remain subject to
examination by the appropriate governmental agencies due to tax loss
carryovers from those years.
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2. STOCK-BASED COMPENSATION

Prior to June 1, 2006, the Company's stock-based employee compensation
plans were accounted for under the recognition and measurement provisions of
Accounting Principles Board Opinion No. 25, "Accounting for Stock Issued to

Employees" ("APB 25"), and related interpretations, as permitted by FASB
Statement of Financial Accounting Standards ("SFAS") No. 123, "Accounting for
Stock-Based Compensation" ("SFAS No. 123"). The Company generally did not

recognize stock-based compensation cost in its condensed consolidated
statement of operations for periods prior to June 1, 2006 as most options
granted had an exercise price equal to or higher than the market value of the
underlying common stock on the date of the grant.

The Company adopted the provisions of SFAS No. 123 (revised 2004), "Share-
Based Payment" ("SFAS No. 123(R)"), using the modified prospective transition
method, which requires the application of the accounting standard as of June
1, 2006, the first day of the Company's fiscal year 2007. SFAS No. 123(R)
establishes accounting for stock-based awards exchanged for employee services.
Accordingly, stock-based compensation cost is measured at each grant date,
based on the fair value of the award, and is recognized as expense over the
employee's requisite service period. All of the Company's stock compensation
is accounted for as an equity instrument. The Company's condensed
consolidated financial statements for the three months ended August 31, 2007
and 2006 reflect the impact of SFAS No. 123 (R). See Notes 9 and 10 in the
Company's Annual Report on Form 10-K for fiscal 2007 filed on August 29, 2007
for further information regarding the stock option plan and the employee stock
purchase plan ("ESPP"). Under the modified prospective transition method,
stock compensation cost has been recognized in the three months ended August
31, 2007 and 2006 in the condensed consolidated statements of income for stock
awards granted or modified after May 31, 2006 and for stock awards granted
prior to, but unvested as of, June 1, 2006. As required by SFAS No. 123(R),
the Company has made an estimate of expected forfeitures and is recognizing
compensation costs only for those stock-based compensation awards expected to
vest.

The following table summarizes compensation costs related to the Company's
stock-based compensation for the three months ended August 31, 2007 and 2006
(in thousands, except per share data):

Three Months Ended Three Months Ended
August 31, 2007 August 31, 2006

Stock-based compensation in the form of employee
stock options and ESPP shares, included in:

Cost of sales . . . . . . . . . . . . . .. $ 11 S 7
Selling, general and administrative . . . . 113 92
Research and development . . . . . . . . . . 69 64
Total stock-based compensation . . . . . . . 193 163
Tax effect on stock-based compensation . . . 4 3

Net effect on net income . . . . . . . . . . $189 $160
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Effect on net income per share:
Basic . . . . ... oo e e e e e $0.02 $0.02
Diluted . . . . . . . . L. . L. .00 $0.02 $0.02

During the three months ended August 31, 2007 and 2006, the Company
recorded stock-based compensation related to stock options of $158,000 and
$126,000, respectively.

As of August 31, 2007, the total compensation cost related to unvested
stock-based awards under the Company's 1996 Stock Option Plan and 2006 Equity
Incentive Plan, but not yet recognized, was approximately $2,048,000, which is
net of estimated forfeitures of $85,000. This cost will be amortized on a
straight-line basis over a weighted average period of approximately 3.0 years.

During the three months ended August 31, 2007 and 2006, the Company
recorded stock-based compensation related to our ESPP of $35,000 and $37,000,
respectively.

As of August 31, 2007, the total compensation cost related to options to
purchase the Company's common shares under the 2006 Employee Stock Purchase
Plan but not yet recognized was approximately $115,000. This cost will be
amortized on a straight-line basis over a weighted average period of
approximately 1.3 years.

Valuation Assumptions

Valuation and Amortization Method. The Company estimates the fair value
of stock options granted using the Black-Scholes option valuation method and a
single option award approach for options granted after June 1, 2006. The
multiple option approach has been used for all options granted prior to June
1, 2006. The fair value under the single option approach is amortized on a
straight-line basis over the requisite service period of the awards, which is
generally the vesting period. The fair value under the multiple option
approach is amortized on a weighted basis over the requisite service period of
the awards, which is generally the vesting period.

Expected Term. The Company's expected term represents the period that the
Company's stock-based awards are expected to be outstanding and was determined
based on historical experience, giving consideration to the contractual terms
of the stock-based awards, vesting schedules and expectations of future
employee behavior as evidenced by changes to the terms of the Company's stock-
based awards.

Expected Volatility. Volatility is a measure of the amounts by which a
financial variable such as stock price has fluctuated (historical wvolatility)
or is expected to fluctuate (expected volatility) during a period. The
Company uses the historical volatility for the past five years, which matches
the term of most of the option grants, to estimate expected volatility.
Volatility for each of the ESPP's four time periods of six months, twelve
months, eighteen months, and twenty-four months is calculated separately and
included in the overall stock-based compensation cost recorded.

Dividends. The Company has never paid any cash dividends on its common
stock and we do not anticipate paying any cash dividends in the foreseeable
future. Consequently, we use an expected dividend yield of zero in the Black-
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Scholes option valuation method.

Risk-Free Interest Rate. The Company bases the risk-free interest rate
used in the Black-Scholes option valuation method on the implied yield in
effect at the time of option grant on U.S. Treasury zero-coupon issues with a
remaining term equivalent to the expected term of the stock awards including
the ESPP.

Estimated Forfeitures. When estimating forfeitures, the Company considers
voluntary termination behavior as well as analysis of actual option
forfeitures.

Fair Value. The fair values of the Company's stock options granted to
employees and ESPP shares for the three months ended August 31, 2007 and 2006
were estimated using the following weighted average assumptions in the Black-
Scholes valuation model consistent with the provisions of SFAS No. 123 (R) and
Securities and Exchange Commission Staff Accounting Bulletin No. 107.

The fair value of our stock options granted to employees for the three

months ended August 31, 2007 and 2006 was estimated using the following
weighted-average assumptions:

Three Months Ended

August 31,

2007 2006
Option Plan Shares
Expected Term (in yearsS) ... uee e eennnn 5 5
Ve T ol 0 I w7 0.74 0.76
Expected Dividend........uiiiiiniiieeennnnn $0.00 $0.00
Risk-free Interest Rates.................... 4.78% 5.10%
Estimated Forfeiture Rate................... % %
Weighted Average Grant Date Fair Value...... $3.84 $5.47

The fair value of our ESPP shares for the three months ended August 31,
2007 and 2006 was estimated using the following weighted-average assumptions:

Three Months Ended

August 31,

2007 2006
Employee Stock Purchase Plan Shares
Expected Term (in ye€aArS) ... v v ieeneeeennnn 0.5 - 2.0 0.5 - 2.0
Volatility . o e i ittt e e et 0.50 - 0.69 0.80 - 0.82
Expected Dividend........iiiiiiiiiieeennnnn $0.00 $0.00
Risk-free Interest Rates.........oiiiinn. 4.7% — 4.9% 4.0% - 5.2%
Estimated Forfeiture Rate............... .. .. % %
Weighted Average Grant Date Fair Value...... $2.24 $1.29

10



Edgar Filing: AEHR TEST SYSTEMS - Form 10-Q

10

The following table summarizes the stock options transactions during the
three months ended August 31, 2007 (in thousands, except per share data):

Outstanding Options

Weighted

Number Average Aggregate

Available of Exercise Intrinsic

Shares Shares Price Value

Balances, May 31, 2007........ 745 1,350 $4.38 $2,633
Options granted............. (355) 355 $6.05
Options exercised........... - (14) $3.73

Balances, August 31, 2007..... 390 1,691 $4.74 $3,898

Options exercisable and expected to be
exercisable at August 31, 2007 1,619 $4.73 $3,744

The options outstanding and exercisable at August 31, 2007 were in the
following exercise price ranges:

Options Outstanding Options Exercisable
at August 31, 2007 at August 31, 2007
Weighted Weighted
Average Weighted Number Weighted Average
Range of Number Remaining Average Exer-— Average Remaining Aggregate
Exercise Outstanding Contractual Exercise cisable Exercise Contractual Intrinsic
Prices Shares Life (Years) Price Shares Price Life (Years) Value
$2.49-$3.63 561 4.02 $3.09 399 $3.11 3.80
$3.66-54.08 276 2.62 $3.91 267 $3.91 2.57
$4.25-$4.95 206 1.96 $4.50 191 $4.51 1.82
$5.25-86.56 498 4.01 $6.01 128 $5.89 1.86
$8.00-$9.30 151 5.79 $8.51 40 $8.52 5.81
$2.49-$9.30 1,691 3.70 $4.74 1,025 $4.14 2.95 $2,896

The total intrinsic value of options exercised for the three months ended
August 31, 2007 was $57,000. The weighted average remaining contractual life
of the options exercisable and expected to be exercisable was 3.7 years.
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3. EARNINGS PER SHARE

Earnings per share is computed based on the weighted average number of
common and common equivalent shares (common stock options) outstanding, when
dilutive, during each period using the treasury stock method.

11

Three Months Ended
August 31,

(in thousands, except
per share amounts)

Net income available to common shareholders:

Numerator: Net INnCOME . ...ttt iteeenneneeeeenennnns $ 779 $ 557

Denominator for basic income per share:
Weighted-average shares outstanding ............. 7,827 7,683

Shares used in basic income per share
[o1= T B il o o 7,827 7,683

Effect of dilutive securities............ ... ..., 474 643

Denominator for diluted net income

Per Share. . it ittt ettt e e e e e e et 8,301 8,326
Basic net income per share..........cceiieeeennnnen. $0.10 $ 0.07
Diluted net income per share...........eeeeeenennen. $0.09 $ 0.07

Stock options to purchase 439,000 and 12,000 shares of common stock were
outstanding on August 31, 2007 and 2006, respectively, but not included in the
computation of diluted income per share, because the inclusion of such shares
would be anti-dilutive.

4. INVENTORIES

Inventories are comprised of the following (in thousands) :

August 31, May 31,
2007 2007
Raw materials and sub-assemblies........ $4,426 $4,908
WOrk 1N PrOCESS . .t i i ittt et eeeeeeenns 5,933 4,587
Finished goods......ciiiii ... 287 206

12
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SEGMENT INFORMATION

The Company operates in one reportable segment;

$10,646 $9,701

the design, manufacture

and marketing of advanced test and burn-in products to the semiconductor
manufacturing industry.

different geographic areas

Three months ended August 31,
Net saleS. et ieeeeeeeeennnnns

Three months ended August 31,
Net saleS. oot eeeeeeeeeennnnns

German subsidiaries.

(loss)

The following presents information about the Company's operations in

Portion of U.S. net sales

from export sales...............
from operations.....
Identifiable assets...............
Property and equipment, net.......

Income (loss)

Portion of U.S. net sales

from export sales...............
from operations.....
Identifiable assets...............
Property and equipment, net.......

Income (loss)

2007:

2006:

(in thousands) :

$ 7,660

2,904
717
28,890
1,617

$ 7,136
3,797

231
23,820

United Adjust-—
States Asia Europe ments

S 7,429 $1,716 S 68 $(1,553)
2,904 - - -
808 116 (119) (88)
37,383 4,093 906 (13,492)
1,536 72 9 -
S 6,442 $1,216 S 29 $  (551)
3,797 - - -
286 97 (150) (2)
32,804 1,207 712 (10, 903)
745 86 23 -

The Company's foreign operations are primarily those of its Japanese and

and Aehr Test Systems GmbH.

assets identified with operations in each geographic area.

98.5% and 77.4% of its net sales in the three months ended August 31,
2006,

6.

time the products are shipped.
quality programs and processes,
the quality of its component suppliers,

Substantially all of the sales of the subsidiaries are
made to unaffiliated Japanese or European customers.
from operations from outside the United States include the operating
results of Aehr Test Systems Japan K.K.
Adjustments consist of intercompany eliminations.

Net sales and income

Identifiable assets are all

Sales to the Company's five largest customers accounted for approximately

respectively.

PRODUCT WARRANTIES

2007 and

The Company provides for the estimated cost of product warranties at the

While the Company engages in extensive product
including actively monitoring and evaluating

the Company's warranty obligation is

854

13



Edgar Filing: AEHR TEST SYSTEMS - Form 10-Q

affected by product failure rates, material usage and service delivery costs
incurred in correcting a product failure. Should actual product failure
rates, material usage or service delivery costs differ from the Company's
estimates, revisions to the estimated warranty liability would be required.

Following is a summary of changes in the Company's liability for product
warranties during the three months ended August 31, 2007 and 2006 (in
thousands) :

Three Months Ended

August 31,
2007 2006

Balance at the beginning of the period ........... $153 $169
Accruals for warranties issued during the period.. 74 114
Reversal of warranties issued during the period... - -
Settlements made during the period

(in cash or In KInd) . v v it ittt it et it et et eeenn (50) (106)
Balance at the end of the period.................. $177 $177

The accrued warranty balance 1is included in accrued expenses on the
accompanying condensed consolidated balance sheets.

13

7. OTHER COMPREHENSIVE INCOME

Other comprehensive income, net of tax is comprised of the following (in

thousands) :

Three Months Ended

August 31,
2007 2006
Net INCOME. .t i ittt ittt ittt iieeenes $779 $557
Foreign currency translation adjustments.. 104 (12)
Unrealized holding gains arising
during period . ... e e - 2
Comprehensive income........oviieeeennnn. $883 $547

8. EMPLOYEE BENEFIT PLANS

In addition to the Company's 1996 Stock Option Plan and the 1997 Employee
Stock Purchase Plan discussed in Notes 9 and 10 in the Company's 2007 Annual

14
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Report on Form 10-K, the Company maintains the equity incentive plan and
employee benefit plans under which its equity securities are authorized for
issuance to the Company's employees, directors and consultants.

The purpose of these plans is to provide equity ownership and compensation
opportunities in the Company by attracting and retaining the services of
qualified and talented persons to serve as employees, directors and/or
consultants of the Company. Those plans were approved by the Company's
shareholders.

In October 2006, the Company's 2006 Equity Incentive Plan and the 2006
Employee Stock Purchase Plan ("2006 Plans") were approved by the Company's
shareholders. The 2006 Plans replace the Company's Amended and Restated 1996
Stock Option Plan, which would otherwise have expired in 2006, and the
Company's 1997 Employee Stock Purchase Plan, which would otherwise have
expired in 2007. The Amended and Restated 1996 Stock Option Plan will
continue to govern awards previously granted under that plan.

As of August 31, 2007, out of the 2,080,529 shares authorized for grant
under the 1996 Stock Option Plan and 2006 Equity Incentive Plan, approximately
1,690,624 shares had been granted. As of August 31, 2007, 13,000 shares had
been issued from the 200,000 shares authorized for grant under the 2006
Employee Stock Purchase Plan.

9. RECENT ACCOUNTING PRONOUNCEMENTS

In September 2006, the FASB issued SFAS No. 157, "Fair Value Measurements"
("SFAS 157"), which defines fair value, establishes a framework for measuring
fair value in accordance with generally accepted accounting principles, and
expands disclosures about fair value measurements. SFAS 157 does not require
any new fair value measurements; rather, it applies under other accounting
pronouncements that require or permit fair value measurements. The provisions
of SFAS 157 are to be applied prospectively as of the beginning of the fiscal
year in which it is initially applied, with any transition adjustment
recognized as a cumulative-effect adjustment to the opening balance of
retained earnings. The provisions of SFAS 157 are effective for fiscal years
beginning after November 15, 2007; therefore, the Company anticipates adopting
SFAS 157 as of June 1, 2008. The Company is currently evaluating the impact
of SFAS 157 on its consolidated financial position and results of operations.

In February 2007, the FASB issued SFAS No. 159, "The Fair Value Option for
Financial Assets and Financial Liabilities - Including an amendment of FASB
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Statement No. 115" ("SFAS 159"). SFAS 159 provides companies with an option to
report selected financial assets and liabilities at fair value. The objective
of SFAS 159 is to reduce both complexity in accounting for financial
instruments and the volatility in earnings caused by measuring related assets
and liabilities differently. SFAS 159 is effective as of the beginning of an
entity's first fiscal year beginning after November 15, 2007. The Company is
currently evaluating the potential impact, if any, that the adoption of SFAS
159 will have on its condensed consolidated financial statements.

Item 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

The following discussion of the financial condition and results of
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operations of the Company should be read in conjunction with the unaudited
condensed consolidated financial statements and the related notes that appear
elsewhere in this document and with our Annual Report on Form 10-K for the
fiscal year ended May 31, 2007 and the consolidated financial statements and
notes thereto.

In addition to historical information, this report contains forward-
looking statements within the meaning of Section 27A of the Securities Act of
1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as
amended. These statements typically may be identified by the use of forward-
looking words or phrases such as "believe," "expect," "intend," "anticipate,"
"should, " "planned," "estimated," and "potential," among others and include,
but are not limited to, statements concerning our expectations regarding our
operations, business, strategies, prospects, revenues, expenses, costs and
resources. These forward-looking statements are subject to certain risks and
uncertainties that could cause our actual results to differ materially from
those anticipated results or other expectations reflected in the forward-
looking statements. Factors that could cause or contribute to such differences
include, but are not limited to, those discussed in this report and other
factors beyond our control, and in particular, the risks discussed in "Part
II, Item 1A. Risk Factors" and those discussed in other documents we file with
the Securities and Exchange Commission. All forward-looking statements
included in this document are based on our current expectations, and we
undertake no obligation to revise or pub