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Our ‘Long-Range Vision’ is to be the premier supplier of optical

solutions for surveillance, reconnaissance and targeting

applications in markets ranging from ground to space.
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Dear Fellow Stockholders:

Fiscal 2008 was a year of extraordinary financial and
operational success for Axsys. Not only did we grow
the business at unprecedented rates, but we also

made significant strides towards achieving our long-
range vision — to be the premier supplier of optical
solutions for surveillance, reconnaissance and targeting
applications in markets ranging from ground to space.

Our record financial results for 2008 continue to
provide strong evidence that our fundamental strategies
are sound and that our team is executing effectively.
Our sales grew a record 43% year over year to

$245.5 million and our operating income grew 75% to
$40.7 million. These are clearly gratifying results.

Equally notable, we positioned the company for
continued growth with the introduction of several new
products and the opening of a new manufacturing
facility. To address the airborne law enforcement and
paramilitary markets, we introduced a new four-axis
gyrostabilized camera system, the MS Il. This is the
first of many high-performance airborne platforms that
we plan to introduce in the coming years. In 2008,

we also introduced a new line of uncooled infrared
cameras to address the market for short-range
military and commercial perimeter security. Finally, our
motion control division developed a line of two-axis
gyrostabilized sensor positioners for a variety of
threat-detection applications. We anticipate that

all of these new products will enable us to pursue

and penetrate markets that we have not previously
addressed. Combined with our strong backlog, which
grew 18% to $165.1 million at the end of 2008, these
new products will help to fuel our continued growth in
2009 and beyond.

in order to meet this expected demand growth, we
opened a second manufacturing facility in Nashua, NH
during the fourth guarter of 2008. This new facility

will provide additional capacity for current and future
terrestrial, maritime and airborne camera platforms.
Equally important, this expansion opened up significant
additional infrared lens manufacturing capacity in

our pre-existing Nashua facility. The move to the new
facility, which was executed on-time, on-budget and
with minimal disruption to our customers, was an
unqualified success.

Entering 2009, our company is financially and
organizationally strong. Our record growth was funded
with internally generated cash flows, which enabled

us to maintain a debt-free balance sheet — an enviable
position during a time of great difficulty in the credit
markets. Our financial strength will allow us to continue
investing in the new growth opportunities that we

see before us.

In addition, the organizational structure that we
implemented in the fourth quarter of 2007 has
increased cross-divisional cooperation, resulting in a
single team with a unified vision. | am extremely proud
of the accomplishments of our entire organization,
which | believe has the expertise and motivation to
turn this vision into reality.

Best Regards,

Stephen W. Bershad
Chairman and CEQO
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tock Performance.

The cumulative total returns for the five-year period shown in the graph are based on the assumption that $100 had been
invested in Axsys stock, the NASDAQ Composite index, the NASDAQ Non-Financial index, the S&P Smallcap 600 index and

he S&P 600 Aerospace & Defense on December 31, 2003, and that all dividends were reinvested. We plan to discontinue

ey

comparison of the NASDAQ Non-Financial Index moving forward, because we feel the S&P 600 and S&P 600 Aerospace &

Defense Indices betier represent our industry.

COMPARISON OF 5 YEAR CUMULATIVE TOTAL

54400

$300

AXSYS TECHNOLOGIES, INC,
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PART 1
Item 1. BUSINESS

Axsys Technologies, Inc. (together with our subsidiaries, unless the context suggests otherwise,
“Axsys”, “Company”, “we”, “us” or “our”) was originally incorporated in the State of New York in
1959 and reincorporated in the State of Delaware in 1968. We are a leading designer and manufacturer
of precision optical solutions for defense, aerospace, homeland security and high-performance
commercial applications. These sophisticated solutions are typically found in applications that demand
the finest optical surfaces, highest accuracy and tightest motion control tolerances. Application
examples include weapon systems, long-range surveillance cameras and highly precise imaging
telescopes. We typically sell our products to government institutions such as the U.S. Border Patrol,

Army, Navy and Air Force, or to large defense contractors for integration into larger platforms

We are organized into two business segments: the Surveillance Systems Group and the Imaging
Systems Group. Financial information by business segment can be found in Note 14 to the consolidated
financial statements included elsewhere in this annual report, which is incorporated by reference herein.

Surveillance Systems Group

The Surveillance Systems Group designs, manufactures and sells highly precise camera systems for
deployment on ground, marine and aerial vehicles. The products are typically used in surveillance,
reconnaissance, tracking and targeting applications. Our products can be grouped into two primary
areas: non-stabilized camera systems and gyrostabilized camera systems. Non-stabilized camera systems
are often deployed as fixed mounts on poles or masts. Typical applications for non-stabilized camera
systems include border surveillance, port threat detection and perimeter security. Gyrostabilized camera
systems are usually deployed on airborne vehicles such as helicopters, manned and unmanned aerial
vehicles, and marine vehicles. Gyrostabilization is usually necessary in air-and sea-based applications in
order to maintain a steady image while the vehicle is moving on several axes. Typical applications for
gyrostabilized camera systems include search and rescue, drug interdiction, border surveillance, criminal
pursuit and movie production.

The focus markets for our Surveillance Systems Group are defense, homeland security, law
enforcement, electronic news gathering and film production. Our products are sold both as stand-alone
products and as constituent parts of larger, integrated surveillance networks. Sales are achieved through
a combination of direct sales and a worldwide distributor network.

The core engineering requirements necessary to design, develop and manufacture our products
include visible and infrared optical engineering, precision mechanical engineering, electrical engineering
and embedded and application software engineering. Our engineering staff is particularly skilled at
designing to military-grade specifications, which require a high degree of precision and must conform to
extremely tight tolerance and reliability requirements.

The Surveillance Systems Group has design and manufacturing facilities in Nashua, New
Hampshire and Grass Valley, California. For the fiscal year ended December 31, 2008, the Surveillance
Systems Group generated $75.6 million, or approximately 31%, of our total revenues.

Imaging Systems Group

The Imaging Systems Group designs, manufactures and sells optical and motion control subsystems
and components for deployment in larger, integrated systems. Products in the Imaging Systems Group
include visible and infrared lenses, scanning systems, laser positioners, long-range telescopes, stabilized
sensor positioning systems, precision motion-control components and imaging optics.



These products are often embedded in larger systems that depend on precise optical control for
accurate operation of critical functions. Many of the applications with which we are involved are part of
the continuing development of next-generation targeting, navigation and surveillance systems for
advanced weaponry, armored vehicles, military aircraft and space-based surveillance. We also supply
critical guidance and seeker components for platforms such as the Minuteman intercontinental ballistic
missile and the AIM-9X Sidewinder missile.

We are involved in many large-scale programs including the MRAP vehicle, Apache Helicopter,
Stryker Vehicle, M1A2 Abrams Tank and Thermal Weapons Site. Our products are also included on
many platforms within the U.S. National Missile Defense program (“NMD”).

The primary target markets for the Imaging Systems Group are defense, space and homeland
security. However, we also serve high-performance commercial markets, such as thermographic camera
systems and graphic arts capital equipment. Our products are often designed to meet customer
specifications and are sold as original equipment manufacturer (“OEM”) solutions, which are
integrated into our customers’ products.

The core engineering requirements necessary to design, develop and manufacture our products
include visible and infrared optical engineering, precision mechanical engineering, electrical engineering
and embedded and application software engineering. Our engineering staff is particularly skilled at
designing to military-grade specifications, which require a high degree of precision and must conform to
extremely tight tolerance and reliability requirements.

The Imaging Systems Group has design and manufacturing facilities in Nashua, New Hampshire,
San Diego, California, Cullman, Alabama and Rochester Hills, Michigan. For the fiscal year ended
December 31, 2008, the Imaging Systems Group generated $169.9 million, or approximately 69%, of
our total revenues.

Market Overview

Our products are sold to both end user communities and OEMs in a variety of markets that
demand the precision and performance that our products and capabilities provide.

Surveillance Systems Group

Military Surveillance, Reconnaissance and Targeting. ~Surveillance, Reconnaissance and Targeting
represents one of the largest growth sectors in the U.S. Department of Defense budget. This sector
includes optical sensors and thermal imaging equipment. Militaries around the world are transforming
themselves with the development of advanced platforms such as unmanned vehicles and remote
weapons stations, and advanced optical sensors platforms are vital to this transformation. In addition,
as terrorist threats mount, the military has an increasing need to “Own the Night” with thermal
imaging equipment. We have a substantial heritage in this market and continue to focus on protecting
and building upon this position. We are involved in many significant surveillance programs, in particular
those serving the Air Force, Navy, Marines and Army.

Homeland Security. Government officials in the United States and internationally have increased
their focus on designing plans to reduce the risk of terrorist attacks and prepare for the consequences
of terrorist attacks. Many of the preventative efforts of these initiatives involve surveillance and imaging
of people, baggage, cargo and vehicles. We are well positioned to participate in this emerging market
with our imaging and infrared solutions and expect to benefit from spending on border security in the
United States and abroad.

Thermal Imaging. Advancements in cooled and uncooled focal plane array technology have
improved the quality of infrared images and drastically reduced the costs of producing thermal imaging
camera systems. The development of uncooled focal plane array technology during the mid-1990s has



resulted in a pronounced reduction in the cost of infrared cameras. The market has responded with a
number of infrared-related products designed for a variety of applications, including firefighting,
surveillance, preventive maintenance and other commercial night vision needs. Furthermore, the
availability of more moderately priced alternatives enables manufacturers to employ the same infrared
systems or components for both commercial and military applications. The enhanced total market size
accumulated thereby is sufficient to create the economies of scale that permit broad deployment. We
have been at the forefront of developing both cooled and uncooled camera product offerings and, like
much of the rest of the infrared market, we have experienced a broad increase in thermal imaging
demand as the cost effectiveness of employing infrared capabilities has escalated.

Non-Military Airborne Imaging. The advancement of gyrostabilization technology and long-range,
high-definition cameras has led to increased demand for airborne imaging systems from law
enforcement agencies, electronic news gathering organizations and movie production companies. The
advent of high-definition image capture, in particular, is leading customers in these markets to upgrade
their existing helicopters with newer, high-performance camera platforms. In addition, the extreme
long-range capabilities of these new systems provides law enforcement agencies with heightened
surveillance capabilities. We are at the forefront of high-definition gyrostabilized camera system
development and are increasingly recognized as a technology leader in this space.

Imaging Systems Group

Military Surveillance, Reconnaissance and Targeting. Surveillance Reconnaissance and Targeting
represents one of the largest growth sectors in the U.S. Department of Defense budget. This sector
includes optical sensors and thermal imaging equipment. Militaries around the world are transforming
themselves with the development of advanced platforms such as unmanned vehicles and remote
weapons stations, and advanced optical sensors platforms are vital to this transformation. We have a
substantial heritage in this market and continue to focus on protecting and building upon this position.

We are involved in many large-scale programs, including the MRAP vehicles, Apache Helicopter,
Stryker, MIA2 Abrams, Bradley Fighting Vehicle, Thermal Weapons Site, CROWS and F-35 Joint
Strike Fighter. Many of the applications with which we are involved include the continuing
development of next-generation targeting, night vision, navigation and imaging systems. We are a major
supplier of optical systems for night-vision optical systems, which are an important component of the
U.S. Army’s strategy to “Own the Night”.

Optical sensors and thermal imaging equipment are vitally necessary for the U.S. military to
maintain its battlefield superiority. In addition, planned upgrades and improvements of optical and
thermal imaging equipment is not dependent upon spending for new vehicles and platforms. Therefore,
it is expected that government spending on sensor upgrades will continue to grow regardless of overall
defense spending.

National Missile Defense. Restructuring the country’s defense and deterrence capabilities to
correspond to emerging threats remains a high priority for the United States. The deployment of
missile defenses is an essential component of this effort. We are an integral member of the contractor
teams involved in the rollout of key NMD programs from development to production, including EKV,
THAAD, PAC-3, SBIRS-High and Airborne Laser.

Other Space and Strategic Defense Opportunities. In connection with the U.S. government’s efforts
to continually enhance aging weaponry, we have the opportunity to be involved in retrofitting the
nuclear missile arsenal with advanced gas bearings. We were chosen as the U.S. Air Force’s Center of
Excellence for gas bearing production. We also have a long history of involvement with space-based
telescopes for use in U.S.-based surveillance applications, as well as weather and astronomical research.
We expect to benefit from the future growth in satellite programs.



Graphic Arts. We were a pioneer in the development of airbearing laser scanners used for digital
imaging of film within the graphic arts market in the early 1990’s. However, declining print advertising
revenues have negatively impacted the graphic arts capital equipment market in the last decade. While
we intend to continue our participation in this industry, we expect that this involvement will steadily
decline along with the overall market.

Technologies, Products and Capabilities

All our products leverage our fundamental strengths in precision optics and motion control. We
have a long heritage in the design and manufacture of military-grade reflective and transmissive optical
systems and high-precision motion control technology.

Precision Optics. We are a leading designer and manufacturer of custom precision reflective and
transmissive optical solutions. We provide complete design, fabrication and testing of glass and metal
optics ranging from single and multi-faceted scan mirrors to complex telescope assemblies and thermal
camera lenses. We have designed and manufactured optical products for military and astronomical
applications for over 40 years.

We specialize in the manufacture of diamond-machined aspheric metal optics that are significantly
enhanced for optical figure and optical finish by post polishing, typically while using custom engineered
interferometric null tests. “Bolt together” assemblies with post polished metal aspheres are routine. We
produce a variety of aspheric surfaces including conic aspheres, general case aspheres, cylindrical
aspheres and toric aspheres with up to 0.80-meter aperture. Our precision metal optic products are
used in applications where performance requirements cannot be met with glass optics. The advantages
of our optics include lighter weight, thermal stability and ease of mechanical interface with housing and
actuation devices. We sell our precision metal optical components for use in high-speed electro-
mechanical scanners, weapon fire control systems, forward-looking infrared, night vision weapon
systems and high-performance space-borne instruments used on weather, mapping and scientific
satellites.

We also specialize in the production of precision lenses using infrared materials through the use of
conventional grinding and polishing techniques. We produce spherical and aspheric lenses by hand
polishing and produce spherical, aspheric and diffractive lenses in infrared materials by diamond
turning. Surfaces are tested using null tests and profilometry. These glass lenses are integrated into
sophisticated lens assemblies for use with thermal cameras or imaging systems or sold as components
for use by OEM suppliers in various infrared applications. Our infrared lens assemblies are tested using
Modulation Transfer Function (“MTF”) test equipment and infrared interferometry.

Finally, we are a leading fabricator of precision machined and processed exotic materials, which
are often used for high-performance optical applications. These materials include beryllium, AlBeMet,
titanium, halfnium, quartz and glass used in the defense, space and high-performance commercial
markets. Applications include precision optics, airbearings, structural housings and gimbals. Our
airbearings provide high-speed precision positioning and are used in high-speed scanners for digital
imaging and weapon guidance systems. Our gimbals are used in various applications, including
positioning optical sensors in forward-looking infrared night vision systems. We also manufacture
optical substrates used internally and by our customers in a variety of precision metal optical
applications such as weapon fire control systems and space-borne instruments.

Precision Motion Control. We design a complete line of brushless and brush type torque motors
and servomotors that can be customized to meet customers’ unique specifications. The direct drive
motor replaces conventional servomotor-gearhead configurations improving the response characteristics
of the unit. Motors incorporate rare earth magnets with outer diameters ranging from 0.5 to 48” and
provide peak torques up to 1,650 ft-lbs.



The gearless DC motor drive is ideally suited for high-acceleration applications requiring improved
response for rapid start/stop actions such as missile seekers, optical stabilization and turret control. The
absence of gearing also eliminates errors caused by friction and backlash creating high threshold
sensitivity. These motors achieve accuracies of one arc-second in a high-performance positioning
system. Our DC torque motors are designed using premium materials that offer unique space and
weight saving properties while generating maximum power output. Limited angle torque motors do not
require commutation electronics and have near zero cogging.

We also manufacture highly reliable multi-speed and segmented positioning sensors, such as
resolvers and induction potentiometers, which provide a high degree of angular accuracy and
resolution. These devices typically accompany our motors to provide position feedback within a high
performance system.

Resolvers are manufactured with transmitter, differential or receiver functions. These resolvers are
specifically designed to withstand high-impact shock and environments containing dirt, grease, oil or
other contaminants and are either housed or un-housed in a variety of configurations. Resolvers are
either single or multi-speed (up to 64-speed), with outer diameters ranging from 0.7” to 157, and
provide accuracies to five arc-seconds.

Induction potentiometers, also defined as linear transmitters, provide high linearity output over a
wide angular range. Induction potentiometers are in frameless and housed configurations and brush
and brushless designs.

Utilizing these core technologies, we develop an array of solutions to create value-added, vertically
integrated solutions for the aerospace, defense and high-performance commercial equipment industries.
These solutions are often custom designed to meet demanding customer requirements for specific
applications. Examples of these solutions include:

* Infrared Zoom Lenses. We design and manufacture sophisticated zoom and multi-field-of-view
thermal lenses for use in a variety of military applications. These lenses are sold to OEMs who
subsequently integrate them with infrared cameras and imagers for military and intelligence
purposes.

* Motion-Control Solutions. We provide precision micro-positioning systems. These
high-performance systems are used in a diverse array of high-end commercial applications such
as stabilized optical platforms, semiconductor and flat panel process and inspections systems, as
well as laser imaging systems.

* Fast Steering Mirrors. We have applied extensive experience designing and building
opto-mechanical systems to develop fast steering mirror (“FSM”) technology. The single-axis and
two-axis flexure-mounted FSM represents a compact, low-cost, high-performance design solution
for a variety of emerging optical scanning and beam stabilization applications. Such devices may
be used to correct for polygon cross scan errors, acquire and lock beams within free space laser
systems, modulate tilt and cavity control in interferometers, maintain beam stabilization in the
presence of thermal drift and vibration and provide general two-axis beam scanning.

Thermal Imaging Cameras. We design and manufacture a broad and growing line of world-class
thermal imaging cameras. Our product portfolio includes an extensive line of integrated thermal
imaging systems, cooled cameras, uncooled cameras and clip-on weapon night sights. Our success in
thermal cameras is integrally tied to our ability to produce industry-leading optical lens assemblies and
our advanced coating processes.

Our cameras, including cooled and uncooled surveillance cameras and handheld imagers, fill a
variety of requirements of federal and military customers, municipal first responders and commercial
entities. In addition, we have leveraged our camera technology to expand into sophisticated sensor



systems, which include thermal cameras, visible cameras, laser range finders and stabilized positioning
systems. These systems satisfy a broad array of surveillance requirements in the military, homeland
security and commercial sectors. We also manufacture handheld thermal cameras that we market and
sell to first responders in law enforcement and security departments, as well as to the U.S. Border
Patrol and the U.S. military.

We have designed our line of thermal cameras using a consistent architecture and are therefore
able to readily construct the combination of product features that best meet a customer’s needs. The
common design elements of our thermal imagers permit us to offer a wide variety of thermal cameras
to satisfy specific customer demand. This approach has allowed us to adapt cutting edge focal plane
array technologies for both high-end and low-end market opportunities. Additionally, our software
engineering team has made significant strides in proprietary designs that drive our complex thermal
camera integration and allow us to respond to a variety of customer requirements.

Gyrostabilized Camera Systems. We design and manufacture a growing line of four and five axis
gyrostabilized sensor systems for use on airborne and marine vehicles. These systems are designed to
maintain extreme image stability in the face of significant vehicle motion, even when viewing objects at
great distances. Our products are often used by movie production studios and TV news helicopters to
capture long range footage in high definition.

Our gyrostabilized camera systems satisfy a variety of application and customer requirements.
These systems are primarily differentiated by their size, payload and viewing capability. These attributes
are directly correlated as the larger systems can contain a wider variety of camera types and larger,
more powerful cameras and telescopes.

Our success in this industry is a result of our experience and expertise in optical design and
motion control, the two fundamental technologies involved in designing and manufacturing these
products. The design and manufacture of these products demands significant interplay between optical
and motion control engineering to optimize the system’s performance.

Positioning Systems. We design and manufacture a growing line of sensor positioning systems.
These highly precise positioning systems are designed for use with infrared cameras, visible cameras,
antennas, radars and other surveillance technologies. The products are sold in both gyrostabilized and
non-stabilized configurations. These positioning systems are primarily differentiated by size and payload

capacity.

Our positioning systems are vertically integrated due to the fact that in many cases we manufacture
the critical motors and sensor components on which the system depends. These military-grade
components enable the system to operate with extraordinary control and precision.

Backlog and Orders

We received new orders of $270.4 million in 2008, ending the year with a backlog of
$165.1 million, of which 7.7% will be shipped beyond 12 months. Our backlog increased by
$24.9 million, or 17.8%, compared to our ending backlog of $140.2 million as of December 31, 2007.

Competition

The markets for our products are competitive. We compete primarily on the basis of our ability to
design and engineer products to meet performance specifications set by our customers. Some of our
customers are OEMs that purchase component parts or subassemblies, which they incorporate into
their end products. Our thermal imaging cameras and gyrostabilized sensor systems are typically sold
directly to equipment integrators, as well as government, military and commercial end users. Product
pricing, quality, customer support, experience, reputation and financial stability are also important
competitive factors.



There are a limited number of competitors in each of the markets for the various types of
precision optical, infrared and motion control systems and components that we design, manufacture
and sell. Our competitors are often well entrenched, particularly in the aerospace and defense markets.
Some of these competitors have substantially greater resources than we do. We believe that the quality
of our technologies and product offerings provides us with a competitive advantage over certain
manufacturers that supply only discrete components or who are not vertically integrated with enabling
technologies.

We expect our competitors to continue to improve the design and performance of their products.
We cannot assure investors that our competitors will not develop enhancements to, or future
generations of, competitive products that will offer superior price or performance features, or that new
technology or processes will not emerge that render our products less competitive or obsolete.
Increased competitive pressure could lead to lower prices for our products, thereby adversely affecting
our business, financial condition and results of operations. We cannot assure you that we will be able to
compete successfully in the future.

Customers

Our customers include end users, equipment integrators and OEMs that demand high-precision,
high-performance products or subsystems. We sell our products primarily to customers in the aerospace
and defense, space, homeland security and high-performance commercial markets.

BAE Systems, an aerospace and defense systems supplier, represented 23.2% of our total sales
during 2008, 15.8% of our total sales during 2007 and 14.6% of our total sales in 2006. We participate
with BAE Systems on multiple programs, with the majority of our sales to BAE Systems relating to two
armored vehicle programs and a thermal weapons sight program. Both programs are ultimately
dependent on U.S. Department of Defense spending and could be canceled. However, night vision
systems are a high priority for the U.S. military and, therefore, we do not foresee any weakening of
demand for these products in the short term.

Our infrared lens products, which are used in BAE Systems’ remote operated weapon station
programs, represented 13.0% of our total sales during 2008. No single product or class of similar
product represented 10% or more of our total sales in 2007 or 2006.

Raytheon Company, an aerospace and defense systems supplier, while not a material customer in
2008 or 2006, represented 10.9% of our total sales during 2007.

We had aggregate sales, both military and non-military, directly to the U.S. government, including
its agencies and departments, of approximately $7.0 million in 2008, $6.2 million in 2007 and
$4.8 million in 2006. These sales accounted for approximately 2.8% of our sales in 2008 and 3.6% of
our total sales in each of 2007 and 2006. Approximately 70.7% of our total sales in 2008, 66.4% of our
total sales in 2007 and 68.9% of our total sales in 2006 were derived from subcontracts with U.S.
government contractors. The majority of these contracts are subject to termination at the convenience
of the U.S. government, and certain contracts are also subject to renegotiation. Currently, we are not
aware of any proposed termination or renegotiation of such contracts that would have a material
adverse effect on our business.

Because a substantial part of our business is derived directly from contracts with the U.S.
government, U.S. government agencies or departments or indirectly through subcontracts with U.S.
government contractors, our operational results could be materially affected by changes in U.S.
government expenditures for projects or programs using our products. However, we believe that the
broad number and diversity of the programs with which we are involved and the breadth of our
product applications may lessen our exposure to such risk. Further information regarding customers
appears in Note 14 to the consolidated financial statements included elsewhere in this annual report.



Sales, Marketing and Customer Support

As of December 31, 2008, we employed 60 sales, marketing and customer support personnel
throughout our organization, compared to 50 employees in similar functions at the end of 2007.

Our sales organization included 20 direct sales field personnel, most of whom have engineering
backgrounds, with the remainder involved in inside sales, customer service, program management,
contract administration and applications engineering. We believe that our sales effort is enhanced by
having engineering-trained sales personnel available to meet with our customers’ engineering personnel.
Our application and design engineers are also involved in the sales process.

We also sell our products through a significant number of manufacturers’ sales representatives and
agents. Although we believe that we have satisfactory relationships with these sales representatives and
agents, we cannot assure investors that these relationships will continue to be satisfactory or will
continue at all.

Domestic and Foreign Sales

The table below presents sales from continuing operations to specific geographic regions. All of
our assets are located within the United States.

Years Ended December 31,

2008 2007 2006
(In thousands)
United States . . ......... ... .. ... .. $215,574 $148,164 $116,380
Europe ...... ... e 18,230 15,196 9,441
Otherforeign . . ........ ... ... ... ....... 11,680 8,261 4,107
Total sales. . . ..ot $245,484 $171,621 $129,928

Research, Development and Engineering

We seek to develop new products and improve existing products in order to keep pace with the
increasing performance requirements of our customers. We devote significant resources, a portion of
which is reimbursed by customers, to development programs directed at creating new products and
product enhancements, as well as developing new applications for existing products. Because we believe
that our ability to compete effectively depends in part on maintaining and enhancing our expertise in
applying new technologies and developing new products, we dedicate substantial resources to
engineering, research and development. As of December 31, 2008, we employed 121 individuals in
engineering, research and development functions. We cannot assure investors that our product
development efforts will be successful in producing products that respond to technological changes or
new products introduced by others.

Our costs associated with research, development and engineering expenses were $8.8 million in
2008, $6.3 million in 2007 and $4.5 million in 2006. We intend to direct our research and development
activities toward integrating our various technologies and continuing to develop subsystems.

Raw Materials Suppliers

The raw materials and components that we purchase are generally available from multiple
suppliers. However, Brush Wellman, Inc. is the only U.S. source for beryllium, which is a material used
extensively by us. Historically, we have had an excellent relationship with Brush Wellman and have not
encountered problems in obtaining our supply requirements. While there is an alternative source in
Kazakhstan, most of our military contracts preclude the use of non-U.S. material. We believe that a
partial or complete loss of Brush Wellman as a supplier of beryllium, or production shortfalls or



interruptions that otherwise impair the supply of beryllium, would have a material adverse effect on our
business, financial condition and results of operations.

Patents and Trademarks

We are not dependent upon any single patent or trademark. We have a combination of patents,
trademarks and trade secrets, non-disclosure agreements and other forms of intellectual property
protection covering our proprietary technology. Although we believe that our patents and trademarks
may have value, we believe that our future success will depend primarily on the innovation, technical
expertise, manufacturing and marketing abilities of our personnel. We cannot assure you as to the
degree of protection offered by our patents. We cannot assure you that we will be able to maintain the
confidentiality of our trade secrets or that our non-disclosure agreements will provide meaningful
protection of our trade secrets, know-how or other proprietary information in the event of any
unauthorized use, misappropriation or other disclosure.

Competitors in the United States and foreign countries, many of which have substantially greater
resources, may have applied for or obtained, or may in the future apply for and obtain, patents that
will prevent, limit or interfere with our ability to make and sell some of our products. Although we
believe that our products do not infringe on the patents or other proprietary rights of third parties, we
cannot assure you that third parties will not assert infringement claims against us or that such claims
will not be successful.

Environmental Regulation

We believe that we are currently in compliance, in all material respects, with federal, state and
local laws and regulations governing the use and discharge of hazardous substances and other
pollutants into the environment or otherwise relating to the protection of the environment and that any
non-compliance with such laws will not have a material adverse effect upon our business, financial
condition, results of operations, capital expenditures, earnings or competitive position. We cannot
assure you, however, (1) that changes in federal, state or local laws, regulations or regulatory policy or
the discovery of unknown problems or conditions will not require substantial expenditures in the future
or (2) as to the extent of our liabilities, if any, for past failures, if any, to comply with applicable
environmental laws, regulations and permits, any of which also could have a materially adverse effect
on our business, financial condition or results of operations.

We have incurred, and may incur in the future, costs and liabilities under the Comprehensive
Environmental Response, Compensation and Liability Act (“CERCLA”) or similar state laws for the
investigation and cleanup of hazardous waste or contamination at third-party waste disposal sites or at
current or former facilities, related in part to historical practices or waste disposed of prior to the
purchase of facilities by us. We are in the process of remediating two formerly owned sites in Bedford,
Ohio and St. Petersburg, Florida and we are participating as a potentially responsible party (“PRP”) at
a third-party waste disposal site in Norwalk, Connecticut. Although liability under CERCLA is joint
and several, meaning that liability can exceed a PRP’s pro rata share of cleanup costs, we believe,
based on currently available information, that it is remote that costs associated with these sites will
have a material adverse effect on our business and financial condition. It is possible, however, that our
results of operations for a particular fiscal period could be materially affected.

As of December 31, 2008, we have an accrual of $0.8 million for future costs related to the Ohio,
Florida and Connecticut sites. These estimates have been developed in consultation with outside
environmental and legal consultants handling these matters and are based upon an analysis of the
anticipated remediation plans. We do not anticipate these matters will have a material adverse effect on
our consolidated financial position. It is possible, however, that future results of operations could be
materially affected by changes in our assumptions.
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We use or generate certain hazardous substances in our manufacturing and engineering facilities.
We believe that our handling of these substances is in compliance with, and exceeds what is required
by, applicable local, state and federal environmental, safety and health regulations at each operating
location. We invest in protective equipment, process controls and specialized training to minimize risks
to employees, surrounding communities and the environment due to the presence and handling of
these hazardous substances. We regularly conduct employee physical examinations and workplace air
monitoring related to these substances. When potential or actual exposure problems have been
indicated, we implement corrective actions. In general, re-occurrence has been minimal or non-existent.
We do not carry environmental impairment insurance. Accordingly, any failure by us to properly
manage exposure to hazardous substances could have a materially adverse effect on our business,
financial condition and our operations.

Employees

As of December 31, 2008, we employed 991 persons, including 728 in manufacturing, 60 in sales,
121 in engineering and 82 in administration. Currently, none of our employees are represented by
unions and we consider our relationship with our employees to be satisfactory. There has been no
significant interruption of operations due to labor disputes.

Available Information

Our Internet website is Attp://www.axsys.com. We make available free of charge on our website our
annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and
amendments to those reports as soon as reasonably practicable after we electronically file or furnish
such materials to the Securities and Exchange Commission. In addition, we have posted the charters for
our Audit Committee, Compensation Committee and Nominating and Governance Committee on our
website under the heading “Investors.” These charters are not incorporated herein by reference. We
will also provide a copy of these documents to stockholders upon request.

Item 1A. RISK FACTORS

You should carefully consider each of the risks and uncertainties we describe below and all of the
other information in this annual report. The risk and uncertainties we describe below are not the only
ones we face. Additional risks and uncertainties of which we are currently unaware or that we currently
believe to be immaterial may also adversely affect our business.

We depend on contracts with the U.S. federal government for a significant portion of our sales. Most
of these contracts are subject to termination and renegotiation by the U.S. federal government at any
time.

The aerospace and defense industry, which represents the majority of our sales, is largely
dependent upon government contracts. A significant portion of our business and business development
efforts is concentrated in the aerospace and defense industry. Our business depends, in significant part,
upon the U.S. government’s continued demand in the area of defense for high-end, high-performance
products of the type that we manufacture. Approximately 73% of our sales in 2008, 70% of our sales in
2007 and 73% of our sales in 2006 were derived directly from contracts with the U.S. government, or
its agencies or departments, or indirectly from subcontracts with U.S. government contractors.

The majority of these government contracts are subject to termination and renegotiation.
Generally, government contracts and subcontracts are subject to oversight audits by government
representatives and contain provisions permitting termination, in whole or in part, without prior notice
at the government’s convenience upon the payment of compensation only for work done and
commitments made at the time of termination. We can give no assurance that one or more of our
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government contracts or subcontracts will not be terminated under these circumstances. Also, we can
give no assurance that we would be able to procure new government contracts or subcontracts to offset
the revenues lost as a result of any termination of our contracts. Because our revenues are dependent
on our procurement, performance and payment under our contracts, the loss of one or more critical
contracts could have a materially adverse effect on our business, financial condition and results of
operations.

The loss of BAE Systems as a customer or a significant reduction in sales to BAE Systems could have
a materially adverse effect on our business, financial condition and results of operations.

We rely on key customers. We currently have one customer that represents a significant portion of
our sales. During 2008, approximately 23% of our sales were to BAE Systems. The loss of BAE
Systems as a customer or a significant reduction in sales to BAE Systems could have a materially
adverse effect on our business, financial condition and results of operations.

If BAE Systems or any of our other key customers becomes insolvent or files for bankruptcy, our
ability to recover accounts receivable from that customer would be adversely affected and any payments
we received in the preference period prior to a bankruptcy filing may be potentially recoverable, which
could have a materially adverse effect on our business, financial condition and results of operations.

U.S. federal government spending priorities may change in a manner adverse to our business.

We act as a subcontractor for many different government programs. The funding of government
programs is subject to congressional appropriations. Although multi-year contracts may be authorized
in connection with major procurements, Congress generally appropriates funds on a fiscal year basis
even though a program may continue for several years. Consequently, programs are often only partially
funded initially, and additional funds are committed only as Congress makes further appropriations.
The termination of funding for a government program would result in a loss of anticipated future
revenues attributable to that program, which could have a materially adverse effect on our business,
financial condition and results of operations. In addition, the termination of a program or failure to
commit additional funds to a program already started could increase our overall costs of doing
business. Among the factors that could materially adversely affect our federal government contracting
business are:

* budgetary constraints affecting federal government spending generally, or defense and
intelligence spending in particular, and annual changes in fiscal policies or available funding;

* changes in federal government programs, priorities, procurement policies or requirements;

* new legislation, regulations or government union pressures on the nature and amount of services
g
the government may obtain from private contractors;

* federal governmental shutdowns (such as during the government’s 1996 fiscal year) and other
potential delays in the government appropriations process; and

* delays in the payment of our invoices by government payment offices due to problems with, or
upgrades to, government information systems, or for other reasons.

These or other factors could cause federal governmental agencies, or prime contractors where we
are acting as a subcontractor, to reduce their purchases under contracts, to exercise their right to
terminate contracts or to not exercise options to renew contracts, any of which could have a materially
adverse effect on our business, financial condition and results of operations.
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We could be suspended or debarred from contracting with the federal government.

We could be debarred or suspended from contracting with the federal government generally, or
any significant agency in the intelligence community or Department of Defense, for, among other
things, actions or omissions that are deemed by the government to be so serious or compelling that
they affect our contractual responsibilities. For example, we could be debarred for committing a fraud
or criminal offense in connection with obtaining, attempting to obtain or performing a contract, or for
embezzlement, fraud, forgery, falsification or other causes identified in Subpart 9.4 of the Federal
Acquisition Regulation. In addition, our reputation or relationship with the government agencies could
be impaired. If we were suspended or debarred, or if our relationship or reputation were impaired, our
business, financial condition and results of operations could be materially adversely affected.

The failure to obtain, or any delays in obtaining, export authorizations from the federal government in
connection with the export of our products, or the imposition of sanctions for failing to comply with
the export control laws and regulations, could have a materially adverse effect on our business,
financial condition and results of operations.

Often we must obtain the prior review and approval of the federal government in connection with
the export of our products and technology. Such approvals are provided via licenses or other
authorizations issued by government agencies under the Arms Export Control Act, the International
Traffic in Arms Regulations, the Export Administration Regulations and other laws and regulations that
control exports of hardware and technology to foreign countries and the transfer of technology to
foreign persons. We can give no assurance that we will be successful in obtaining and maintaining the
necessary licenses or other authorizations required to conduct business in foreign countries or with
foreign persons. Recently, heightened government enforcement of the export control laws and
regulations, and an increasingly restrictive federal government policy with respect to the export
licensing of certain technologies including infrared and night vision systems, has resulted in lengthened
review periods for our license applications and increased risks that such requests for licenses or other
authorizations could be denied. The failure to comply with such export control laws and regulations can
result in the imposition of sanctions, which may include monetary penalties and the loss of export
privileges. The imposition of such sanctions, or the failure to obtain or delays in obtaining export
licenses or other necessary authorizations that would prevent or delay us from selling our products
outside the United States, could have a materially adverse effect on our business, financial condition
and results of operations.

We must comply with complex procurement laws and regulations.

We must comply with and are affected by laws and regulations relating to the formation,
administration and performance of federal government contracts, which affect how we do business with
our customers and may impose added costs on our business. Among the most significant regulations
are:

¢ the Federal Acquisition Regulation, and agency regulations supplemental to the Federal
Acquisition Regulation, which comprehensively regulate the formation, administration and
performance of government contracts;

* the Truth in Negotiations Act, which requires certification and disclosure of all cost and pricing
data in connection with contract negotiations;

* the Cost Accounting Standards and Cost Principles, which impose accounting requirements
under certain government contracts; and

* laws, regulations and executive orders restricting the use and dissemination of information
classified for national security purposes and the exportation of certain products and technical
data.
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Moreover, we are subject to industrial security regulations of the Department of Defense and
other federal agencies that are designed to safeguard against foreigners’ access to classified
information. If we were to come under foreign ownership, control or influence, our federal government
customers could terminate or decide not to renew our contracts, and it could impair our ability to
obtain new contracts.

We may not be able to implement our business plan effectively because the industries in which we
operate are subject to fluctuations and other factors that are difficult to forecast.

Our operating results may vary substantially due to factors that are difficult to forecast. Factors
such as announcements of technological innovations or new products by us or our competitors,
domestic and foreign general economic conditions and the cyclical nature of the industries that we
serve could cause substantial variations in our operating results. The aerospace and defense and
electronic news gathering industries, each of which represents a significant market for our products,
have historically been subject to substantial economic fluctuations due to changing demands for their
products and services, introduction of new products and product obsolescence. Any future fluctuations
arising from these or other conditions could have a materially adverse impact on our business, financial
condition and results of operations. We have experienced, and expect to continue to experience,
significant fluctuations in our quarterly and annual operating results due to a variety of factors,
including:

* market acceptance of new and enhanced versions of our products;

* timing and shipment of significant orders;

* mix of products sold;

* length of sales cycles;

* plant openings and closings;

* the timing of acquisitions or dispositions;

* delays in raw materials shipments, as well as other manufacturing delays and disruptions;
e completion of large projects;

* the level of backlog of orders;

* domestic and foreign general economic conditions; and

¢ demand in the markets that we serve.

If we are unable to adapt to technological change, demand for our products may be reduced.

The rapid pace of technological change will require continuous new product development. Our
success will continue to depend in substantial part upon our ability to introduce new products that keep
pace with technological developments and evolving industry standards and to apply appropriate levels
of engineering, research and development resources necessary to keep pace with these developments.
In addition, our success will depend on how well we respond to changes in customer requirements and
achieve market acceptance for our products and capabilities. Any failure by us to anticipate or respond
adequately to technological developments and customer requirements could have a materially adverse
effect on our business, financial condition and results of operations. In order to develop new products
successfully, we are dependent upon close relationships with our customers and their willingness to
share proprietary information about their requirements and participate in collaborative efforts with us.
We cannot assure you that our customers will continue to provide us with timely access to information
or that we will be successful in developing and marketing new products and services or their
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enhancements. In addition, we cannot assure you that the new products and services or their
enhancements, if any, that we develop will achieve market acceptance.

We operate in competitive markets with competitors who may have greater resources than we possess,
which could reduce the volume of products we can sell and our operating margins.

Our markets are competitive. We compete primarily on the basis of our ability to design and
engineer our products to meet performance specifications set by our customers. Product pricing and
quality, customer support, experience, reputation and financial stability are also important competitive
factors.

There are a limited number of competitors in each of the markets for the various types of
precision optical and positioning products that we sell. Our competitors, especially those in the
precision optical and positioning product lines, are typically focused on a smaller number of product
offerings than we are, and they are often well entrenched. Some of our competitors have substantially
greater resources than we do. Our competitors could develop enhancements to or future generations of
competitive products that will offer superior price or performance features to ours. In addition, new
processes or technologies could emerge that render our products less competitive or obsolete.

In addition, a substantial investment is required by an existing or potential customer to integrate
components and subsystems into their product design. We believe that once a customer has selected
particular components or subsystems from one vendor, the customer generally relies upon that vendor
to provide equipment for the specific product application and may seek to rely upon that vendor to
meet other component or subsystem requirements. Accordingly, we may be at a competitive
disadvantage with respect to a prospective customer that chooses to utilize a competitor’s components
or subsystems. The basis of competition in the industries in which we compete could shift and we may
not be able to compete successfully.

Our backlog is subject to reduction and cancellation.

Backlog represents products or services that our customers have committed by contract to
purchase from us. Our backlog as of December 31, 2008 was $165.1 million. Our backlog is subject to
fluctuations and is not necessarily indicative of future sales. Moreover, cancellations of purchase orders
or reductions of product quantities in existing contracts could materially reduce our backlog and,
consequently, future revenues. Our failure to replace canceled or reduced backlog could result in lower
revenues.

We operate internationally, which exposes us to the risks of doing business abroad.

Our levels of international sales and purchases could pose risks to our operating results. Our
international sales accounted for approximately 12% of our sales in 2008, 14% of our sales in 2007 and
10% of our sales in 2006. In addition, our products are sold to domestic customers who use them in
products that they sell into international markets. Our international sales and purchases are subject to a
number of risks generally associated with international operations, including the following:

* general economic conditions;

* import and export duties and restrictions;
* currency fluctuations;

* changes in regulatory requirements;

* the imposition of tariffs and other barriers;
* political and economic instability;

* potentially adverse income tax consequences;
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* transportation delays and interruptions;

* labor unrest and current and changing regulatory environments;

* our ability to comply with regulations governing foreign government contracts;
* difficulties in staffing and managing multi-national operations; and

* limitations on our ability to enforce legal rights and remedies.

Any of these factors could have a materially adverse effect on our business, financial condition and
results of operations. We cannot assure you that we will continue to operate in compliance with
applicable customs, currency exchange control regulations, transfer pricing regulations or any other laws
or regulations to which we may be subject. We also cannot assure you that these laws will not be
modified.

Our sales growth and earnings may be reduced if we cannot implement our acquisition strategy.

We may not be able to successfully manage acquisitions. As part of our business development
strategy, we plan to pursue acquisitions in order to expand our product offerings, add to or enhance
our base of technical and sales personnel or provide desirable customer relationships. This growth
could result in a significant strain on our managerial, financial, engineering and other resources. The
rate of our future expansion, if any, in combination with the complexity of the technologies involved in
our businesses, may demand an unusually high level of managerial effectiveness in anticipating,
planning, coordinating and meeting our operational needs as well as the needs of our customers.

We may not successfully acquire the most complementary businesses. We cannot assure you that
we will be able to acquire complementary businesses on a cost-effective basis, integrate acquired
operations into our organization effectively, retain and motivate key personnel, or retain customers of
acquired firms. We compete for attractive acquisition candidates with other companies or investors, and
that competition could increase the cost of pursuing our acquisition strategy or reduce the number of
attractive candidates to be acquired.

We may be unable to integrate our acquired companies successfully.

If we fail to integrate acquired businesses successfully or to manage our growth, that failure could
have a materially adverse effect on our business, financial con