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Selling, General, and Administrative Expenses

Selling, general, and administrative (S,G&A) expenses for the year ended December 31, 2006 increased
17% to $96,678,000 from $82,332,000 for the year ended December 31, 2005. MVSD S,G&A expenses
increased $7,738,000, or 12%, from the prior year, while SISD S,G&A expenses increased $271,000, or
3%, from 2005. Corporate expenses that are not allocated to either division increased $6,337,000, or 88%,
from the prior year.

The increase in MVSD S,G&A expenses was primarily due to $5,160,000 of stock-based compensation
expense, as well as investments in sales and marketing in the discrete factory automation market,
including the acquisition of DVT Corporation in May 2005. This acquisition resulted in additional sales and
marketing expenses related to managing a worldwide distribution network, as well as additional amor-
tization expense of $1,259,000 related to acquired intangible assets. The increase in SISD S,G&A
expenses was due principally to $820,000 of stock-based compensation expense, partially offset by
lower sales commissions.

The increase in corporate expenses was principally due to $2,421,000 of stock-based compensation
expense, $1,287,000 of costs associated with the Company’s 25th Anniversary party held in January
2006, the reversal in 2005 of a $1,000,000 reserve established for possible indemnification of the
Company’s customers from patent infringement claims by the Lemelson Partnership, and higher profes-
sional fees.

Nonoperating Income

The foreign currency loss for the year ended December 31, 2006 was $333,000 compared to a loss of
$888,000 for the year ended December 31, 2005. The loss in 2006 was primarily due to the revaluation of
cash balances on the Company’s subsidiaries’ books that are denominated in a currency other than the
subsidiaries’ functional currency, as well as the revaluation and settlement of accounts receivable
balances that are reported in one currency and collected in another. The loss in 2005 was primarily
due to the revaluation and settlement of short-term intercompany balances that are reported in one
currency and collected or paid in another.

Investment and other income for the year ended December 31, 2006 increased 25% to $6,437,000 from
$5,130,000 for the year ended December 31, 2005. Although the average invested balance declined in
2006 due to net cash outlays related primarily to the Company’s stock repurchase program, investment
and other income increased over the prior year because the Company earned higher yields on its portfolio
of debt securities.

Income Taxes

The Company’s effective tax rate for 2006 was 21% compared to 26% for 2005. The effective tax rate for
2006 included the impact of the following discrete tax events: a reduction in tax expense of $1,220,000 due
to the expiration of the statute of limitations for an open tax year, a reduction in tax expense of $869,000
from the settlement of a multi-year state tax audit, a reduction in tax expense of $405,000 for the final
true-up of the 2005 tax accrual upon filing the actual tax returns, and a reduction in tax expense of
$200,000 for the favorable impact in the U.S. of the retroactive reinstatement of the Research & Devel-
opment Tax credit. These reductions were partially offset by an increase in tax expense of $648,000 from
the settlement of a long-standing tax audit in Japan. These one-time tax adjustments lowered the
Company’s tax rate by four hundred basis points in 2006. The remaining one hundred basis point
decrease in the effective tax rate from the prior year was due to more of the Company’s profits being
earned in lower tax jurisdictions.

LIQUIDITY AND CAPITAL RESOURCES

The Company has historically been able to generate positive cash flow from operations, which has funded
its operating activities and other cash requirements and has resulted in an accumulated cash, cash
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equivalent, and investment balance of $267,888,000 at December 31, 2007, representing 56% of
shareholders’ equity. The Company has established guidelines relative to credit ratings, diversification,
and maturities of its investments that maintain liquidity.

The Company’s cash requirements during the year ended December 31, 2007 were met with its existing
cash, cash equivalent, and investment balance, as well as positive cash flow from operations. Cash
requirements primarily consisted of operating activities, the repurchase of common stock, and the
payment of dividends.

During the fourth quarter of 2007, the Company settled a currency swap resulting in a cash outflow of
$12,783,000, which is included in the change in accrued expenses in the operating activities section of the
Consolidated Statement of Cash Flows (refer to Note 3). During 2007, the Company paid a deposit of
$6,336,000 related to a Japan tax audit (refer to Note 15). This cash outflow is included in the change in
other operating assets and liabilities in the Consolidated Statement of Cash Flows. Upon the resolution of
this tax audit, the Company will either receive this deposit back or receive a portion of this amount back as
correlative tax relief from another jurisdiction. We do not expect this audit to be concluded within the next
twelve months.

Capital expenditures in 2007 totaled $4,635,000 and consisted primarily of expenditures for computer
hardware and software, manufacturing test equipment, and various building and leasehold improvements
to the Company’s facilities.

The Company believes that its existing cash, cash equivalent, and investment balance, together with
continued positive cash flow from operations, will be sufficient to meet its operating, investing, and
financing activities in 2008 and the foreseeable future.

The following table summarizes the Company’s material contractual obligations, both fixed and contingent
(in thousands):

Venrock
Limited Inventory
Partnership Purchase

Year Ended December 31, Interest Commitments Leases Total
2008 $ 1,012 $ 10,342 $ 3771 $ 15,125
2009 - - 2,100 2,100
2010 - - 1,423 1,423
2011 - - 1,073 1,073
2012 - - 1,012 1,012
Thereafter - - 2,009 2,009

$ 1,012 $ 10,342 $ 11,388 $ 22,742

The Company does not have any contractual obligations related to its FIN 48 tax liabilities.

In June 2000, the Company became a Limited Partner in Venrock Associates Ill, L.P. (Venrock), a venture
capital fund. A Director of the Company is a Managing General Partner of Venrock Associates. The
Company has committed to a total investment in the limited partnership of up to $20,500,000, with the
commitment period expiring on December 31, 2010. The Company does not have the right to withdraw
from the partnership prior to December 31, 2010. As of December 31, 2007, the Company had contributed
$19,488,000 to the partnership, including $1,025,000 during 2007. The remaining commitment of
$1,012,000 can be called by Venrock in any period through 2010.
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In addition to the obligations described above, the following items may also result in future material uses of
cash:

Stock Repurchase Program

In July 2006, the Company’s Board of Directors authorized the repurchase of up to $100,000,000 of the
Company’s common stock. As of December 31, 2007, the Company had repurchased 2,449,333 shares at
a cost of $57,076,000 under this program, including 1,429,754 shares at a cost of $32,663,000 during
2007. The Company may repurchase additional shares under this program in future periods depending
upon a variety of factors, including the stock price levels and share availability.

Dividends

Beginning in the third quarter of 2003, the Company’s Board of Directors has declared and paid a cash
dividend in each quarter, including a dividend of $0.085 per share in each quarter of 2007 that amounted to
$14,898,000 for the year. Future dividends will be declared at the discretion of the Company’s Board of
Directors and will depend upon such factors as the Board deems relevant.

Acquisitions

In May 2006, the Company acquired AssistWare Technology, Inc. for $2,998,000 in cash paid at closing,
with the potential for an additional cash payment of up to $500,000 in the second quarter of 2007, up to
$500,000 in the fourth quarter of 2007, and up to $1,000,000 in the second quarter of 2008 depending
upon the achievement of certain performance criteria. The Company determined that the contingent
payment in the second and fourth quarters of 2007 had been earned and made payments of $502,000 and
$500,000, respectively, which were allocated to goodwill. The second quarter payment included a $2,000
adjustment related to the final closing balance sheet of AssistWare. As of December 31, 2007, the
Company has also determined that the $1,000,000 contingent payment due in the second quarter of 2008
had been earned beyond a reasonable doubt, and accordingly, accrued this payment at December 31,
2007 with a corresponding increase to goodwill. The Company’s business strategy includes selective
expansion into new machine vision applications through the acquisition of businesses and technologies,
which may result in significant cash outlays in the future.

Derivative Instruments

In certain instances, the Company enters into forward contracts and other derivative instruments to hedge
against foreign currency fluctuations. Although these instruments may be effective in minimizing foreign
currency gains or losses recorded in current operations or shareholders’ equity, significant cash inflows or
outflows may result when these instruments are settled.

OFF-BALANCE SHEET ARRANGEMENTS

As of December 31, 2007, the Company had no off-balance sheet arrangements.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

Our discussion and analysis of the Company’s financial condition and results of operations is based upon
the consolidated financial statements, which have been prepared in accordance with accounting principles
generally accepted in the United States. The preparation of these financial statements requires man-
agement to make estimates and judgments that affect the reported amounts of assets, liabilities, revenue,
and expenses, and related disclosure of contingent assets and liabilities. We base our estimates on
historical experience and various other assumptions believed to be reasonable under the circumstances,
the results of which form the basis for making judgments about the carrying values of assets and liabilities
that are not readily apparent from other sources. Actual results could differ from these estimates under
different assumptions or circumstances resulting in charges that could be material in future reporting
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periods. We believe the following critical accounting policies require the use of significant estimates and
judgments in the preparation of our consolidated financial statements.

Revenue Recognition

The Company requires that a signed customer contract or purchase order is received, the fee from the
arrangement is fixed or determinable, and collection of the resulting receivable is probable in order to
recognize revenue. Assuming that these criteria have been met, product revenue is recognized upon
delivery, revenue from maintenance and support programs is recognized ratably over the program period,
revenue from training and consulting services is recognized over the period that the services are provided,
and revenue from installation services is recognized when the customer has signed off that the installation
is complete. If the arrangement contains customer-specified acceptance criteria, then revenue is deferred
until we can demonstrate that the customer’s criteria have been met.

Certain of the Company’s arrangements include multiple elements that provide the customer with a
combination of product or service deliverables. The fee from the arrangement is allocated to each of the
undelivered elements based upon vendor-specific objective evidence (VSOE) of fair value, which is limited
to the price charged when the same element is sold separately, with the residual value from the
arrangement allocated to the delivered element. The portion of the fee that is allocated to each element
is then recognized as revenue when the criteria for revenue recognition have been met with respect to that
element. If VSOE of fair value does not exist for all of the undelivered elements, then all revenue from the
arrangement is deferred until all of the elements have been delivered to the customer or we have VSOE of
fair value for the remaining obligations.

While the Company applies the guidance of Statement of Position (SOP) No. 97-2, “Software Revenue
Recognition,” as amended by SOP No. 98-9, “Modification of SOP 97-2, Software Revenue Recognition,
With Respect to Certain Transactions,” management exercises judgment in connection with the deter-
mination of the amount of revenue to be recognized each period. Such judgments include, but are not
limited to, assessing the probability of collecting the receivable, assessing whether the fee is fixed or
determinable, assessing whether customer-specified acceptance criteria are substantive in nature, and
assessing whether VSOE of fair value has been established for undelivered elements.

Investments

At December 31, 2007, the Company’s investment balance totaled $163,744,000, of which $156,276,000
consisted of municipal bonds. Debt securities are reported at fair value, with unrealized gains and losses,
net of tax, recorded in shareholders’ equity as other comprehensive income (loss). At December 31, 2007,
the Company’s portfolio of debt securities had net unrealized gains totaling $398,000.

The remaining investment balance of $7,468,000 represented a limited partnership interest in Venrock
Associates Ill, L.P., a venture capital fund. A Director of the Company is a Managing General Partner of
Venrock Associates. The Company’s limited partnership interest is accounted for using the cost method
because our investment is less than 5% of the partnership and we have no influence over the partnership’s
operating and financial policies. At December 31, 2007, the carrying value of this investment was
$7,468,000 compared to an estimated fair value of $11,665,000.

The fair value of the Company’s limited partnership interest is based upon valuations of the partnership’s
investments as determined by the General Partner. Management understands that the General Partner
adjusts the investment valuations at least quarterly to reflect both realized and unrealized gains and losses
on partnership investments. Securities of public companies are valued at market, subject to appropriate
discounts to reflect limitations on liquidity. Securities of private companies are valued at an estimated fair
value, which initially is at cost, adjusted for subsequent transactions that indicate a higher or lower value is
warranted. The value of private securities may be discounted when, in the General Partner’s judgment, the
carrying value of such securities has been impaired by specific events.
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Management monitors the carrying value of its investments compared to their fair value to determine
whether an other-than-temporary impairment has occurred. In considering whether a decline in fair value
is other than temporary, we consider many factors, both qualitative and quantitative in nature. Some of
these factors include the duration and extent of the fair value decline, the length of the Company’s
commitment to the investment, and general economic, stock market, and interest rate trends. In the case
of the Company’s limited partnership investment, specific communications from the General Partner are
also considered in this evaluation. If a decline in fair value is determined to be other-than-temporary, an
impairment charge would be recorded in current operations. There were no other-than-temporary
impairments of investments in 2007, 2006, or 2005.

Accounts Receivable

The Company maintains reserves against its accounts receivable for potential credit losses. Ongoing
credit evaluations of customers are performed and the Company has historically not experienced signif-
icant losses related to the collection of its accounts receivable. Allowances for specific accounts deter-
mined to be at risk for collection are estimated by management taking into account the length of time
receivables have been outstanding, the risks associated with selling to smaller customers, and the
economic conditions of the primary regions and industries sold to, as well as general economic conditions.
An adverse change in any of these factors may result in the need for additional bad debt provisions.

Inventories

Inventories are stated at the lower of cost or market. Management estimates excess and obsolescence
exposures based upon assumptions about future demand, product transitions, and market conditions, and
records reserves to reduce the carrying value of inventories to their net realizable value. Among the risks
associated with the introduction of new products are difficulty predicting customer demand and effectively
managing inventory levels to ensure adequate supply of the new product and avoid excess supply of the
legacy product. In addition, we may strategically enter into non-cancelable commitments with vendors to
purchase materials for products in advance of demand in order to take advantage of favorable pricing or
address concerns about the availability of future supplies. At December 31, 2007, the Company’s reserve
for excess and obsolete inventory totaled $10,114,000. If the assumptions we used to estimate this
reserve are inaccurate, we may be exposed to material charges in the future. A 10% difference in inventory
reserves at December 31, 2007 would have affected net income by approximately $775,000.

Long-lived Assets

The Company has long-lived assets including property, plant, and equipment, as well as acquired goodwill
and other intangible assets. These assets are susceptible to shortened estimated useful lives and changes
in fair value due to changes in their use, market or economic changes, or other events or circumstances. In
addition, the fair value of goodwill is susceptible to changes in the fair value of the reporting units in which
the goodwill resides, which are also reportable segments. Management evaluates the potential impair-
ment of its long-lived assets annually or whenever events or circumstances indicate their carrying value
may not be recoverable. If events or circumstances occur which would require a significant reduction in the
estimated useful lives of these assets or a significant decrease in fair value below their carrying value, an
adjustment to the lives or carrying values would result in a charge to income in the period of determination.

Warranty Obligations

The Company records the estimated cost of fulfilling product warranties at the time of sale based upon
historical costs to fulfill claims. Obligations may also be recorded subsequent to the time of sale whenever
specific events or circumstances impacting product quality become known that would not have been taken
into account using historical data. While we engage in extensive product quality programs and processes,
including actively monitoring and evaluating the quality of its component suppliers and third-party contract
manufacturers, the Company’s warranty obligation is affected by product failure rates, material usage, and
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service delivery costs incurred in correcting a product failure. An adverse change in any of these factors
may result in the need for additional warranty provisions.

Contingencies

Estimated losses from contingencies are accrued by management based upon the likelihood of a loss and
the ability to reasonably estimate the amount of the loss. Estimating potential losses, or even a range of
losses, is difficult and involves a great deal of judgment. Management relies primarily on assessments
made by its internal and external legal counsel to make our determination as to whether a loss contingency
arising from litigation should be recorded or disclosed. Should the resolution of a contingency result in a
loss that we did not accrue because management did not believe that the loss was probable or capable of
being reasonably estimated, then this loss would result in a charge to income in the period the contingency
was resolved.

Stock-Based Compensation

The Company adopted Statement of Financial Accounting Standard No. 123R, “Share-Based Payment”
on January 1, 2006, which requires compensation expense to be recognized for all stock option grants.
Determining the appropriate valuation model and estimating the fair values of these grants requires the
input of subjective assumptions, including expected stock price volatility, dividend yields, and forfeiture
rates. The expected volatility assumption is based partially on the historical volatility of the Company’s
common stock, which may or may not be a good indicator of future volatility, particularly as the Company
continues to seek to diversify its customer base. The assumptions used in calculating the fair values of
stock option grants represent management’s best estimates, but these estimates involve inherent
uncertainties and the application of judgment. As a result, if factors change and different assumptions
are used, stock-based compensation expense could be significantly different from what the Company
recorded in the current period.

Income Taxes

Significant judgment is required in determining worldwide income tax expense based upon tax laws in the
various jurisdictions in which the Company operates. The Company has established reserves for uncertain
tax positions by applying the “more likely than not” criteria of FIN 48, under which the recognition threshold
is met when an entity concludes that a tax position, based soley on its technical merits, is more likely than
not to be sustained upon examination by the relevant tax authority. All tax positions are analyzed
periodically and adjustments are made as events occur that warrant modification, such as the completion
of audits or the expiration of statutes of limitations, which may result in future charges or credits to income
tax expense.

As part of the process of preparing consolidated financial statements, management is required to estimate
income taxes in each of the jurisdictions in which the Company operates. This process involves estimating
the current tax liability, as well as assessing temporary differences arising from the different treatment of
items for financial statement and tax purposes. These differences result in deferred tax assets and
liabilities, which are recorded on the Consolidated Balance Sheet.

At December 31, 2007, the Company had net deferred tax assets of $27,254,000, primarily resulting from
temporary differences between the financial statement and tax bases of assets and liabilities. Manage-
ment has evaluated the realizability of these deferred tax assets and has determined that it is more likely
than not that these assets will be realized, net of any established reserves. In reaching this conclusion, we
have evaluated relevant criteria, including the Company’s historical profitability, current projections of
future profitability, and the lives of tax credits, net operating and capital losses, and other carryforwards,
certain of which have indefinite lives. Should the Company fail to generate sufficient pre-tax profits in future
periods, we may be required to record material adjustments to these deferred tax assets, resulting in a
charge to income in the period of determination.
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Derivative Instruments

In certain instances, the Company enters into forward contracts and other derivative instruments to hedge
against foreign currency fluctuations. These contracts are used to minimize foreign currency gains or
losses, as the gains or losses on these contracts are intended to offset the losses or gains on the
underlying exposures. The Company does not engage in foreign currency speculation.

Administering the Company’s foreign currency risk management program requires the use of estimates
and the application of judgment, including compiling forecasts of transaction activity denominated in
various currencies. The failure to identify foreign currency exposures and construct effective hedges may
result in material foreign currency gains or losses.

NEW PRONOUNCEMENTS
FASB Statement No. 157, “Fair Value Measurements”

In September 2006, the FASB issued Statement No. 157, “Fair Value Measurements,” which defines fair
value, establishes a framework for measuring fair value, and expands disclosure about fair value mea-
surements. This Statement is effective for the Company’s fiscal year ended December 31, 2008 and
interim periods within 2008. The Company does not expect this Statement to have a material impact on its
financial condition or results of operations.

FASB Statement No. 159, “The Fair Value Option for Financial Assets and Financial Liabilities”

In February 2007, the FASB issued Statement No. 159, “The Fair Value Option for Financial Assets and
Financial Liabilities,” which provides companies with an option to report selected financial assets and
liabilities at fair value. This Statement is effective as of the beginning of the Company’s fiscal year ended
December 31, 2008. The Company does not expect this Statement to have a material impact on its
financial condition or results of operations.

FASB Statement No. 141R, “Business Combinations”

In December 2007, the FASB issued Statement No. 141R, “Business Combinations,” which establishes
principles for how an acquirer recognizes and measures in its financial statements the identifiable assets
acquired and liabilities assumed in a business combination, recognizes and measures the goodwill
acquired in a business combination, and determines what information to disclose to enable users of
the financial statements to evaluate the nature and financial effects of a business combination. The
Company is required to apply this Statement prospectively to business combinations for which the
acquisition date is on or after January 1, 2009. Earlier application is not permitted.

ITEM 7A: QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
Foreign Currency Risk

The Company faces exposure to adverse movements in foreign currency exchange rates as a significant
portion of its revenues, expenses, assets, and liabilities are denominated in currencies other than the
functional currencies of the Company or its subsidiaries. These exposures may change over time as
business practices evolve. The Company evaluates its foreign currency exposures on an ongoing basis
and makes adjustments to its foreign currency risk management program as circumstances change.

In certain instances, the Company enters into forward contracts and other derivative instruments to
provide a hedge against transactions denominated in currencies other than the functional currencies of the
Company or its subsidiaries. These contracts are used to minimize foreign currency gains or losses, as the
gains or losses on these contracts are intended to offset the losses or gains on the underlying exposures.
The Company does not engage in foreign currency speculation.

The success of the Company’s foreign currency risk management program depends upon forecasts of
transaction activity denominated in various currencies. To the extent that these forecasts are overstated or
understated during periods of currency volatility, the Company could experience unanticipated foreign
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currency gains or losses that could have a material impact on the Company’s results of operations. In
addition, the failure to identify new exposures and hedge them in a timely manner may result in material
foreign currency gains or losses.

The Company enters into forward contracts to hedge the foreign currency exposure of its Irish subsidiary’s
receivables denominated in U.S. Dollars and Japanese Yen. Forward contracts to exchange
1,380,650,000 Japanese Yen for Euros at a weighted-average settlement price of 162.93 Yen/Euro
and contracts to exchange 4,290,000 U.S. Dollars for Euros at a weighted-average settlement price of 1.46
USD/Euro, both with terms between one and six months, were outstanding at December 31, 2007. These
instruments at fair value had a loss of $22,000 at December 31, 2007.

Interest Rate Risk

The Company’s investment portfolio includes municipal bonds. Debt securities with original maturities
greater than three months are designated as available-for-sale and are reported at fair value. At
December 31, 2007, the fair value of the Company’s portfolio of debt securities amounted to
$156,276,000, with principal amounts totaling $156,645,000, maturities that do not exceed three years,
and a yield to maturity of 3.24%. Differences between the fair value and principal amounts of the
Company’s portfolio of debt securities are primarily attributable to discounts and premiums arising at
the acquisition date, as well as unrealized gains and losses at the balance sheet date.

Given the relatively short maturities and investment-grade quality of the Company’s portfolio of debt
securities at December 31, 2007, a sharp rise in interest rates should not have a material adverse effect on
the fair value of these instruments. As a result, the Company does not currently hedge these interest rate
exposures.

The following table presents the hypothetical change in the fair value of the Company’s portfolio of debt
securities arising from selected potential changes in interest rates (in thousands). This modeling technique
measures the change in fair value that would result from a parallel shift in the yield curve plus or minus 50
and 100 basis points (BP) over a twelve-month time horizon.

Valuation of securities given No change in Valuation of securities given
IType of security an interest rate decrease interest rates an interest rate increase

(100 BP) (50 BP) 50 BP 100 BP
Municipal Bonds $155,089 $155,682 $156,276 $156,870 $157,464]

Other Market Risks

The Company’s investment portfolio also includes a limited partnership interest in Venrock Associates I,
L.P., a venture capital fund with an investment focus on Information Technology and Health Care and Life
Sciences. The majority of the partnership’s portfolio consists of investments in early stage, private
companies characterized by a high degree of risk, volatility, and illiquidity. A Director of the Company
is a Managing General Partner of Venrock Associates.

The fair value of the Company’s limited partnership interest is based upon valuations of the partnership’s
investments as determined by the General Partner. Management understands that the General Partner
adjusts the investment valuations at least quarterly to reflect both realized and unrealized gains and losses
on partnership investments. Securities of public companies are valued at market, subject to appropriate
discounts to reflect limitations on liquidity. Securities of private companies are valued at an estimated fair
value, which initially is at cost, adjusted for subsequent transactions that indicate a higher or lower value is
warranted. The value of private securities may be discounted when, in the General Partner’s judgment, the
carrying value of such private securities has been impaired by specific events.

At December 31, 2007, the carrying value of this investment was $7,468,000 compared to an estimated fair
value, as determined by the General Partner, of $11,665,000. Should the fair value of this investment
decline in future periods below its carrying value, management will determine whether this decline is other-
than-temporary and future impairment charges may be required.
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ITEM 8: FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

INDEX TO FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

Consolidated Financial Statements:
Report of Independent Accountants . ............. . i
Consolidated Statements of Operations for the Years Ended December 31, 2007, 2006, and 2005 . . .
Consolidated Balance Sheets as of December 31, 2007 and 2006 . ... .................

Consolidated Statements of Shareholders’ Equity for the Years Ended December 31, 2007,
2006, and 2005. . . . ..

Consolidated Statements of Cash Flows for the Years Ended December 31, 2007, 2006, and 2005. . .

Notes to the Consolidated Financial Statements . .. ............. ... .. ... ... .......

Selected Quarterly Financial Data (unaudited) ... ......... ... . . i
Financial Statement Schedule:

Report of Independent Accountants on the Financial Statement Schedule ...............

Schedule Il — Valuation and Qualifying Accounts for the Years Ended December 31, 2007,
2006, and 2005. . . . .. e
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COGNEX CORPORATION - REPORT OF INDEPENDENT REGISTERED PUBLIC
ACCOUNTING FIRM ON FINANCIAL STATEMENTS

To the Board of Directors and Shareholders of Cognex Corporation:

We have audited the accompanying consolidated balance sheet of Cognex Corporation and subsidiaries
as of December 31, 2007, and the related consolidated statements of operations, shareholders’ equity,
and cash flows for the year ended December 31, 2007. These financial statements are the responsibility of
the Company’s management. Our responsibility is to express an opinion on these financial statements
based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audit
provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Cognex Corporation and subsidiaries as of December 31, 2007, and the
results of their operations and their cash flows for the year then ended in conformity with accounting
principles generally acceptable in the United States of America.

As discussed in Note 15 to the consolidated financial statements, on January 1, 2007, the Company
adopted the provisions of the FASB issued Interpretation No. 48, “Accounting for Uncertainty in Income
Taxes” which required the Company to recognize a $4,021,000 increase in liabilities, net of deferred tax
benefit, and a corresponding reduction to the January 1, 2007 retained earnings balance for uncertain tax
positions that existed as of December 31, 2006, but previously did not meet the requirements for liability
recognition under SFAS No. 5.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the effectiveness of Cognex Corporation’s internal control over financial reporting
as of December 31, 2007, based on criteria established in Internal Control-Integrated Framework issued
by the Committee of Sponsoring Organizations of the Treadway Commission and our report dated
February 14, 2008 expressed an unqualified opinion thereon.

/s/ Grant Thornton LLP

Boston, Massachusetts
February 14, 2008
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COGNEX CORPORATION - REPORT OF INDEPENDENT REGISTERED PUBLIC
ACCOUNTING FIRM ON FINANCIAL STATEMENTS

To the Board of Directors and Shareholders of Cognex Corporation:

We have audited the accompanying consolidated balance sheet of Cognex Corporation as of
December 31, 2006, and the related consolidated statements of operations, shareholders’ equity, and
cash flows for each of the two years in the period ended December 31, 2006. These financial statements
are the responsibility of the Company’s management. Our responsibility is to express an opinion on these
financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Cognex Corporation at December 31, 2006, and the consolidated results
of its operations and its cash flows for each of the two years in the period ended December 31, 2006, in
conformity with U.S. generally accepted accounting principles.

As discussed in Note 1 to the consolidated financial statements, on January 1, 2006, the Company
adopted the provisions of Statement of Financial Accounting Standards No. 123(R), “Share-Based
Payment,” which requires the Company to recognize expense related to the fair value of share-based
compensation awards.

/s/ Ernst & Young LLP

Boston, Massachusetts
February 26, 2007
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COGNEX CORPORATION - CONSOLIDATED STATEMENTS OF OPERATIONS

Year Ended December 31,

2007 2006 2005
(In thousands, except per share amounts)

Revenue
Product . ... ... .. . $ 201,714 $ 214,938 $ 192,804
SeIVICE . i 24,023 23,486 24,071
225,737 238,424 216,875
Cost of revenue
Product (1). ... oo 50,079 50,318 47,611
Service (1) . ..o 14,405 14,625 15,288
64,484 64,943 62,899
Gross margin
Product ... ... ... . . 151,635 164,620 145,193
ServiCe .. ... 9,618 8,861 8,783
161,253 173,481 153,976
Research, development, and engineering expenses (1) . . . 34,335 32,607 27,640
Selling, general, and administrative expenses (1)........ 99,819 96,678 82,332
Operatingincome . ........... .. ... 27,099 44,196 44,004
Foreign currency gain (IosSS). . . . ... ..o 279 (333) (888)
Investment and otherincome. .. .................... 7,707 6,437 5,130
Income before income tax expense . ................. 35,085 50,300 48,246
Income tax expense. . . ... 8,186 10,445 12,544
NetinCome . ... . oot $ 26,899 $ 39855 $ 35702
Net income per common and common-equivalent share:
BasiC . ....... . $ 062 $ 0.87 $ 0.76
Diluted .. ... ... $ 061 $ 085 §$ 0.74
Weighted-average common and common-equivalent
shares outstanding:
BasiC ... 43,725 45,559 46,709
Diluted .. ... ... 44,063 46,648 47,935
Cash dividends per commonshare .................. $ 034 § 033 $ 0.32
(1) Amounts include stock-based compensation expense,
as follows:
Product costofrevenue . ........................ $ 624 $ 725  $ -
Service costofrevenue . ........ ... .. ... 591 871 -
Research, development, and engineering. .. ......... 3,239 3,627 -
Selling, general, and administrative ................ 7,261 8,401 -
Total stock-based compensation expense ........... $ 11,715 $ 13624 § -

The accompanying notes are an integral part of these consolidated financial statements.
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COGNEX CORPORATION - CONSOLIDATED BALANCE SHEETS

December 31,

2007 2006
(In thousands)

ASSETS
Current assets:
Cashandcashequivalents ............................... $ 104,144 $ 87,361
Short-term investments . .. ...... .. .. ... ... 113,179 128,319
Accounts receivable, less reserves of $1,317 and $1,662 in 2007
and 2006, respectively . ...... ... 38,923 40,055
Inventories, net . ... ... ... 27,459 30,583
Deferred income taxes . . . ... i 7,504 8,636
Prepaid expenses and other currentassets ................... 16,470 18,127
Total currentassets ............. . ..., 307,679 313,081
Long-term investments . . ... . ... 50,565 50,540
Property, plant, and equipment, net. . .......... ... . ... ... ... 26,680 26,028
Deferred income taxes . .. ...t 19,750 9,002
Intangible assets, net .. ... ... ... . 39,724 44 988
GoodWill . ... e 86,461 83,318
Other assets . .. ... o 8,687 1,694

$ 539,546 $ 528,651

LIABILITIES AND SHAREHOLDERS’ EQUITY
Current liabilities:

Accounts payable. . . ... ... . .. $ 7,245 $ 6,463
ACCrUEd BXPENSES . . . vttt 20,098 31,064
Accrued income taxes . ... 3,242 1,181
Deferred revenue and customer deposits . . ................... 13,288 7,726
Total current liabilities . . . ........ ... ... . . . 43,873 46,434
Reserve forincome taxes . .. ... 19,308 8,367

Commitments and contingencies (Notes 4, 9, 10, 11, and 18)
Shareholders’ equity:

Common stock, $.002 par value —
Authorized: 140,000 shares, issued: 43,347 and 44,403 shares

in 2007 and 2006, respectively . .. ......... ... . ... 87 89
Additional paid-incapital ........... ... . ... . ... . 140,943 155,136
Retained earnings . .. ... ... ... . 337,231 329,251
Accumulated other comprehensive loss .. .................... (1,896) (10,626)

Total shareholders’ equity . .. ........ ... ... .. .. . ... . . ... 476,365 473,850

$ 539,546 $ 528,651

The accompanying notes are an integral part of these consolidated financial statements.
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COGNEX CORPORATION - CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,

2007 2006 2005
(In thousands)

Cash flows from operating activities:
Netincome. . ... $ 26,899 $ 39855 $ 35,702

Adjustments to reconcile net income to net cash provided
by operating activities:

Stock-based compensation expense . .. ........... 11,715 13,624 -
Depreciation of property, plant, and equipment . . . . .. 4,271 4,285 4,387
Amortization of intangible assets. .. .............. 5,648 5,884 4,283
Amortization of investments . ................... 1,439 1,498 2,755
Provision for excess and obsolete inventory ........ 4,672 1,076 1,531
Reversal of accrued inventory purchase
commitments. . ... . (1,400) - -
Excess tax benefit from stock option exercises . . . ... (241) (1,413) -
Tax benefit from stock option exercises . . .......... - - 7,648
Deferred income tax benefit .. .................. (9,896) (45) (2,996)
Changes in operating assets and liabilities:
Accountsreceivable .......... ... .. .. .. ... ... 3,198 4,216 (5,770)
Inventories . ... ... . . 124 (11,254) (483)
Accrued eXpensSes . .. ... (8,122) (3,662) (10,877)
Incometaxes ............ . 8,554 (3,249) 3,788
Deferred revenue and customer deposits .......... 5,458 87 (1,370)
Other ... (3,846) (2,423) 4,163
Net cash provided by operating activities . . . ........... 48,473 48,479 42,761
Cash flows from investing activities:
Purchase of investments . ......................... (277,876) (481,086) (1,437,264)
Maturity and sale of investments . ................... 292,213 541,023 1,531,830
Purchase of property, plant, and equipment . .. ......... (4,635) (4,224) (3,819)
Cash paid for business acquisitions, net of cash
ACqUIrEd . . . o (1,002) (3,188) (111,842)
Net cash provided by (used in) investing activities . ... ... 8,700 52,525 (21,095)
Cash flows from financing activities:
Issuance of common stock under stock option and stock
purchaseplans. ........... ... ... 6,819 10,359 27,215
Repurchase of common stock . ..................... (32,663) (86,296) (11,690)
Payment of dividends. ... ......... ... ... ... .. ... (14,898) (15,058) (14,960)
Excess tax benefit from stock option exercises. . ........ 241 1,413 -
Net cash provided by (used in) financing activities . . . . . .. (40,501) (89,582) 565
Effect of foreign exchange rate changesoncash.......... 111 3,083 (3,645)
Net increase in cash and cash equivalents .............. 16,783 14,505 18,586
Cash and cash equivalents at beginning of year .. ........ 87,361 72,856 54,270
Cash and cash equivalents atend ofyear............... $104,144 $ 87,361 $ 72,856

The accompanying notes are an integral part of these consolidated financial statements.
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COGNEX CORPORATION - NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
NOTE 1: Summary of Significant Accounting Policies

The accompanying consolidated financial statements reflect the application of the significant accounting
policies described below.

Nature of Operations

Cognex Corporation is a leading provider of machine vision products that capture and analyze visual
information in order to automate tasks, primarily in manufacturing processes, where vision is required.

Use of Estimates in the Preparation of Financial Statements

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States requires management to make estimates and judgments that affect the reported amounts of
assets and liabilities at the balance sheet date and the reported amounts of revenue and expenses during
the year. Actual results could differ from those estimates.

Basis of Consolidation

The consolidated financial statements include the accounts of Cognex Corporation and its subsidiaries, all of
which are wholly-owned. At December 31, 2006, the Company also consolidated the results of a real estate
limited partnership in accordance with Financial Accounting Standards Board (FASB) Interpretation No. 46,
“Variable Interest Entities” (refer to Note 6). All intercompany accounts and transactions have been eliminated.

Foreign Currency

The financial statements of the Company’s foreign subsidiaries, where the local currency is the functional
currency, are translated using exchange rates in effect at the end of the year for assets and liabilities and
average exchange rates during the year for results of operations. The resulting foreign currency translation
adjustment is recorded in shareholders’ equity as other comprehensive income (loss).

Cash, Cash Equivalents, and Investments

Debt securities purchased with original maturities of three months or less are classified as cash equiv-
alents and are stated at amortized cost. Debt securities with original maturities greater than three months
and remaining maturities of one year or less, as well as auction rate and variable rate demand securities for
which interest rates reset in less than 90 days but for which the maturity date is greater than 90 days, are
classified as short-term investments. Despite the long-term nature of their contractual maturities, the
Company has the ability to quickly liquidate auction rate and variable rate demand securities. Debt
securities with remaining maturities greater than one year, as well as a limited partnership interest, are
classified as long-term investments. It is the Company’s policy to invest in debt securities with contractual
maturities that do not exceed three years.

Debt securities with original maturities greater than three months are designated as available-for-sale and
are reported at fair value, with unrealized gains and losses, net of tax, recorded in shareholders’ equity as
other comprehensive income (loss). Realized gains and losses are included in current operations, along
with the amortization of the discount or premium arising at acquisition, and are calculated using the
specific identification method. The Company’s limited partnership interest is accounted for using the cost
method because the Company’s investment is less than 5% of the partnership and the Company has no
influence over the partnership’s operating and financial policies.

The Company monitors the carrying value of its investments compared to their fair value to determine
whether an other-than-temporary impairment has occurred. If a decline in fair value is determined to be
other-than-temporary, an impairment charge related to that specific investment is recorded in current
operations. There were no other-than-temporary impairments of investments in 2007, 2006, or 2005.
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COGNEX CORPORATION - NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1: Summary of Significant Accounting Policies (continued)

Accounts Receivable

The Company establishes reserves against its accounts receivable for potential credit losses when it
determines receivables are at risk for collection based upon the length of time receivables have been
outstanding, as well as various other factors. Receivables are written off against these reserves in the
period they are determined to be uncollectible.

For certain customers in Japan, the Company accepts promissory notes of up to 180 days after the original
credit terms expire. Promissory notes receivable totaled $4,153,000 and $3,914,000 at December 31,
2007 and 2006, respectively.

Inventories

Inventories are stated at the lower of cost or market. Cost is determined using standard costs, which
approximate the first in, first out (FIFO) method. The Company’s inventory is subject to rapid technological
change or obsolescence. The Company periodically reviews inventory quantities on hand and estimates
excess and obsolescence exposures based upon assumptions about future demand, product transitions,
and market conditions, and records reserves to reduce the carrying value of inventories to their net realizable
value. If actual future demand is less than estimated, additional inventory write-downs would be required.

The Company generally disposes of obsolete inventory upon determination of obsolescence. The Com-
pany does not dispose of excess inventory immediately, due to the possibility that some of this inventory
could be sold to customers as a result of differences between actual and forecasted demand.

When inventory has been written down below cost, such reduced amount is considered the new cost basis
for subsequent accounting purposes. As a result, the Company would recognize a higher than normal
gross margin if the reserved inventory were subsequently sold.

Property, Plant, and Equipment

Property, plant, and equipment are stated at cost and depreciated using the straight-line method over the
assets’ estimated useful lives. Buildings’ useful lives are 39 years, building improvements’ useful lives are
10 years, and the useful lives of computer hardware and software, manufacturing test equipment, and
furniture and fixtures range from two to five years. Leasehold improvements are depreciated over the
shorter of the estimated useful lives or the remaining terms of the leases. Maintenance and repairs are
expensed when incurred; additions and improvements are capitalized. Upon retirement or disposition, the
cost and related accumulated depreciation of the assets disposed of are removed from the accounts, with
any resulting gain or loss included in current operations.

Intangible Assets

Intangible assets are stated at cost and amortized using the straight-line method over the assets’
estimated useful lives. The useful lives of distribution networks range from eleven to twelve years, of
customer contracts and relationships from eight to twelve years, and of completed technologies and other
intangible assets from three to six years. The Company evaluates the possible impairment of long-lived
assets, including intangible assets, whenever events or circumstances indicate the carrying value of the
assets may not be recoverable. At the occurrence of a certain event or change in circumstances, the
Company evaluates the potential impairment of an asset by estimating the future undiscounted cash flows
expected to result from the use and eventual disposition of the asset. If the sum of the estimated future
cash flows is less than the carrying value, the Company determines the amount of such impairment by
comparing the fair value of the asset to its carrying value. The fair value is based upon the present value of
the estimated future cash flows using a discount rate commensurate with the risks involved.
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COGNEX CORPORATION - NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1: Summary of Significant Accounting Policies (continued)

Goodwill

Goodwill is stated at cost. The Company evaluates the possible impairment of goodwill annually each
fourth quarter and whenever events or circumstances indicate the carrying value of the goodwill may not
be recoverable. The Company evaluates the potential impairment of goodwill by comparing the fair value
of the reporting unit to its carrying value, including goodwill. If the fair value is less than the carrying value,
the Company determines the amount of such impairment by comparing the implied fair value of the
goodwill to its carrying value.

Warranty Obligations

The Company warrants its hardware products to be free from defects in material and workmanship for periods
primarily ranging from six months to two years from the time of sale based upon the product being purchased
and the terms of the customer arrangement. Warranty obligations are evaluated and recorded at the time of
sale since it is probable that customers will make claims under warranties related to products that have been
sold and the amount of these claims can be reasonably estimated based upon historical costs to fulfill claims.
Obligations may also be recorded subsequent to the time of sale whenever specific events or circumstances
impacting product quality become known that would not have been taken into account using historical data.

Contingencies

Loss contingencies are accrued if the loss is probable and the amount of the loss can be reasonably
estimated. Legal costs associated with potential loss contingencies, such as patent infringement matters,
are expensed as incurred.

Revenue Recognition

The Company recognizes revenue in accordance with Statement of Position (SOP) No. 97-2, “Software
Revenue Recognition,” as amended by SOP No. 98-9, “Modification of SOP 97-2, Software Revenue
Recognition, With Respect to Certain Transactions,” since the software is more than incidental to its
product and the services in its arrangements do not involve significant production, modification, or
customization of the software.

The Company requires that a signed customer contract or purchase order is received, the fee from the
arrangement is fixed or determinable, and collection of the resulting receivable is probable in order to
recognize revenue. Assuming that these criteria have been met, product revenue is recognized upon
delivery, revenue from maintenance and support programs is recognized ratably over the program period,
revenue from training and consulting services is recognized over the period that the services are provided,
and revenue from installation services is recognized when the customer has signed off that the installation
is complete. If the arrangement contains customer-specified acceptance criteria, then revenue is deferred
until the Company can demonstrate that the customer’s criteria have been met.

Certain of the Company’s arrangements include multiple elements that provide the customer with a
combination of product or service deliverables. The fee from the arrangement is allocated to each of the
undelivered elements based upon vendor-specific objective evidence (VSOE) of fair value, which is limited
to the price charged when the same element is sold separately, with the residual value from the
arrangement allocated to the delivered element. The portion of the fee that is allocated to each element
is then recognized as revenue when the criteria for revenue recognition have been met with respect to that
element. If VSOE of fair value does not exist for all of the undelivered elements, then all revenue from the
arrangement is deferred until all of the elements have been delivered to the customer or we have VSOE of
fair value for the remaining obligations.
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COGNEX CORPORATION - NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1: Summary of Significant Accounting Policies (continued)

The Company’s products are sold directly to end users, as well as to resellers including original equipment
manufacturers (OEMSs), distributors, and system integrators. Revenue is recognized upon delivery of the
product to the reseller, assuming all other revenue recognition criteria have been met. The Company
establishes reserves against revenue for potential product returns in accordance with Statement of
Financial Accounting Standards (SFAS) No. 48, “Revenue Recognition When Right of Return Exists,”
since the amount of future returns can be reasonably estimated based upon experience.

Amounts billed to customers related to shipping and handling, as well as reimbursements received from
customers for out-of-pocket expenses, are classified as revenue, with the associated costs included in
cost of revenue.

Research and Development

Research and development costs for internally-developed or acquired products are expensed when
incurred until technological feasibility has been established for the product. Thereafter, all software costs
are capitalized until the product is available for general release to customers. The Company determines
technological feasibility at the time the product reaches beta in its stage of development. Historically, the
time incurred between beta and general release to customers has been short, and therefore, the costs
have been insignificant. As a result, the Company has not capitalized software costs associated with
internally-developed products.

Advertising Costs

Advertising costs are expensed as incurred and totaled $1,770,000 in 2007, $2,144,000 in 2006, and
$3,057,000 in 2005.

Stock-Based Compensation

In December 2004, the Financial Accounting Standards Board (FASB) issued SFAS No. 123R, “Share-
Based Payment,” which is a revision of SFAS No. 123, “Accounting for Stock-Based Compensation”
SFAS No. 123R requires companies to recognize compensation expense for all share-based payments to
employees at fair value. Recognizing compensation expense using the intrinsic value based method
described in Accounting Principles Board (APB) Opinion No. 25, “Accounting for Stock Issued to
Employees” and disclosing the pro-forma impact of using the fair value based method described in
SFAS No. 123 is no longer an alternative.

SFAS No. 123R was adopted by the Company on January 1, 2006 using the modified prospective method
in which compensation expense is recognized beginning on the effective date. Under this transition
method, compensation expense recognized after January 1, 2006 includes: (1) compensation expense for
all share-based payments granted prior to but not yet vested as of December 31, 2005, based on the grant-
date fair value estimated under SFAS No. 123, and (2) compensation expense for all share-based
payments granted subsequent to December 31, 2005, based on the grant-date fair value estimated under
SFAS No. 123R. In accordance with the modified prospective method, the Company’s results of oper-
ations and financial position have not been restated.

Taxes

In July 2006, the FASB issued Interpretation No. 48, “Accounting for Uncertainty in Income Taxes” (FIN 48).
FIN 48 supersedes SFAS No. 5, “Accounting for Contingencies,” as it relates to income tax liabilities and
lowers the minimum threshold a tax position is required to meet before being recognized in the financial
statements from “probable” to “more likely than not” (i.e., a likelihood of occurrence greater than fifty
percent). Under FIN 48, the recognition threshold is met when an entity concludes that a tax position,
based solely on its technical merits, is more likely than not to be sustained upon examination by the
relevant taxing authority. Those tax positions failing to qualify for initial recognition are recognized in the
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COGNEX CORPORATION - NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1: Summary of Significant Accounting Policies (continued)

firstinterim period in which they meet the more likely than not standard, or are resolved through negotiation
or litigation with the taxing authority, or upon expiration of the statute of limitations. Derecognition of a tax
position that was previously recognized occurs when an entity subsequently determines that a tax position
no longer meets the more likely than not threshold of being sustained.

FIN 48 was adopted by the Company on January 1, 2007, at which time differences between the amounts
recognized in the financial statements prior to the adoption of FIN 48 and the amounts recognized after
adoption were accounted for as a cumulative effect adjustment recorded to the beginning balance of
retained earnings. Under FIN 48, only the portion of the liability that is expected to be paid within one year
is classified as a current liability. As a result, liabilities expected to be resolved without the payment of cash
(e.g., resolution due to the expiration of the statute of limitations) or are not expected to be paid within one
year are not classified as current. It is the Company’s policy to record estimated interest and penalties as
income tax expense and tax credits as a reduction in income tax expense.

Deferred tax assets and liabilities are determined based upon the differences between the financial
statement and tax bases of assets and liabilities as measured by the enacted tax rates that will be in effect
when these differences reverse. Valuation allowances are provided if, based upon the weight of available
evidence, it is more likely than not that some or all of the deferred tax assets will not be realized.

Sales tax in the United States and similar taxes in other jurisdictions that are collected from customers and
remitted to government authorities are presented on a gross basis (i.e., a receivable from the customer
with a corresponding payable to the government). Amounts collected from customers and retained by the
Company during tax holidays are recognized as nonoperating income when earned.

Net Income Per Share

Basic net income per share is computed by dividing net income available to common shareholders by the
weighted-average number of common shares outstanding for the period. Diluted net income per share is
computed by dividing net income available to common shareholders by the weighted-average number of
common shares outstanding for the period plus potential dilutive common shares. Dilutive common
equivalent shares consist of stock options and are calculated using the treasury stock method.

Comprehensive Income (Loss)

Comprehensive income (loss) is defined as the change in equity of a company during a period from
transactions and other events and circumstances, excluding transactions resulting from investments by
owners and distributions to owners. Accumulated other comprehensive loss consists of foreign currency
translation adjustments of $875,000 and $8,643,000 at December 31, 2007 and 2006, respectively, net
unrealized gains on available-for-sale investments, net of tax, of $250,000 at December 31, 2007 and net
unrealized losses on available-for-sale investments, net of tax, of $166,000 at December 31, 2006, and
losses on currency swaps, net of gains on long-term intercompany loans, net of tax, of $1,271,000 and
$1,817,000 at December 31, 2007 and 2006, respectively.

Concentrations of Risk

Financial instruments that potentially subject the Company to concentrations of credit risk consist primarily
of cash, cash equivalents, investments, and trade receivables. The Company primarily invests in municipal
obligations of state and local government entities. The Company has established guidelines relative to
credit ratings, diversification, and maturities of its debt securities that maintain safety and liquidity. The
Company has not experienced any significant realized losses on its debt securities.

A significant portion of the Company’s sales and receivables are from customers who are either in or who
serve the semiconductor and electronics industries. The Company performs ongoing credit evaluations of
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COGNEX CORPORATION - NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1: Summary of Significant Accounting Policies (continued)

its customers and maintains allowances for potential credit losses. The Company has not experienced any
significant losses related to the collection of its accounts receivable.

A significant portion of the Company’s MVSD inventory is manufactured by third-party contractors. The
Company is dependent upon these contractors to provide quality product and meet delivery schedules.
The Company engages in extensive product quality programs and processes, including actively moni-
toring the performance of its third-party manufacturers.

Derivative Instruments

Derivative instruments are recorded on the balance sheet at their fair value. Changes in the fair value of
derivatives are recorded each period in current operations or in shareholders’ equity as other compre-
hensive income (loss), depending upon whether the derivative is designated as part of a hedge transaction
and, if it is, the type of hedge transaction. Hedges of underlying exposures are designated and docu-
mented at the inception of the hedge and are evaluated for effectiveness quarterly.

In certain instances, the Company enters into forward contracts to provide a hedge against transactions
denominated in currencies other than the functional currencies of the Company or its subsidiaries. In the
past, the Company has also entered into currency swaps to hedge long-term transactions between the
Company and its subsidiaries. These forward contracts and currency swaps are used to minimize foreign
currency gains or losses recorded in current operations or shareholders’ equity, as the gains or losses on
these contracts are intended to offset the losses or gains on the underlying exposures. The Company does
not engage in foreign currency speculation.

NOTE 2: New Pronouncements

FASB Statement No. 157, “Fair Value Measurements”

In September 2006, the FASB issued Statement No. 157, “Fair Value Measurements,” which defines fair
value, establishes a framework for measuring fair value, and expands disclosure about fair value
measurements. This Statement is effective for the Company’s fiscal year ended December 31, 2008
and interim periods within 2008. The Company does not expect this Statement to have a material impact
on its financial condition or results of operations.

FASB Statement No. 159, “The Fair Value Option for Financial Assets and Financial Liabilities”

In February 2007, the FASB issued Statement No. 159, “The Fair Value Option for Financial Assets and
Financial Liabilities,” which provides companies with an option to report selected financial assets and
liabilities at fair value. This Statement is effective as of the beginning of the Company’s fiscal year ended
December 31, 2008. The Company does not expect this Statement to have a material impact on its
financial condition or results of operations.

FASB Statement No. 141R, “Business Combinations”

In December 2007, the FASB issued Statement No. 141R, “Business Combinations,” which establishes
principles for how an acquirer recognizes and measures in its financial statements the identifiable assets
acquired and liabilities assumed in a business combination, recognizes and measures the goodwill
acquired in a business combination, and determines what information to disclose to enable users of the
financial statements to evaluate the nature and financial effects of a business combination. The Company
is required to apply this Statement prospectively to business combinations for which the acquisition date is
on or after January 1, 2009. Earlier application is not permitted.
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The Company enters into forward contracts to hedge the foreign currency exposure of its Irish subsidiary’s
receivables denominated in U.S. Dollars and Japanese Yen. Contracts outstanding at December 31, 2007
relate to the Euro and Japanese Yen and the Euro and U.S. Dollar and have terms of one to six months.
These hedges have not been designated for hedge accounting. The gains or losses on the forward
contracts, along with the associated losses or gains on the revaluation and settlement of the receivables,
are recorded in current operations.

In the past, the Company has entered into currency swaps to hedge the foreign currency exposure of its
long-term intercompany loans between the parent and certain of its European subsidiaries. These hedges
were designated for hedge accounting. They were classified as net investment hedges, with the gains or
losses on the currency swaps, along with the associated losses or gains on the intercompany loans, net of
tax, recorded in shareholders’ equity as other comprehensive income (loss) to the extent they were
effective as a hedge. The Company recorded net foreign currency gains of $546,000, $236,000, and
$139,000 in 2007, 2006, and 2005, respectively, in other comprehensive income (loss) on the intercom-
pany loans and associated currency swaps. During the fourth quarter of 2007, the Company settled a
currency swap resulting in a cash outflow of $12,783,000. The Company did not have any currency swaps
outstanding at December 31, 2007.

In addition to the transactions described above that are included in the Company’s hedging program, the
Company enters into other transactions denominated in foreign currencies for which the exchange rate
gains or losses are included in current operations. The Company recorded net foreign currency gains of
$279,000 and losses of $333,000 and $888,000 in 2007, 2006, and 2005, respectively, representing the
total net exchange rate gains or losses that are recognized in current operations.

NOTE 4: Cash, Cash Equivalents, and Investments

Cash, cash equivalents, and investments consisted of the following (in thousands):

December 31,

2007 2006
Cash ... e $ 104,144 $ 84,361
Cashequivalents . ...... ... . .. i - 3,000
Cash andcashequivalents .. .............................. $ 104,144 $ 87,361
Municipalbonds . .. ... ... .. e 113,179 108,332
Commercial paper . .. ... - 15,988
AQENCY NOTES . . . .o - 3,999
Short-terminvestments . . . ....... ... . . ... $ 113,179 §$ 128,319
Municipalbonds . .. ... ... .. 43,097 39,594
Limited partnership interest (accounted for using cost method) . . . .. .. 7,468 10,946
Long-terminvestments .. .......... ... ... . ... . $ 50565 $ 50,540

$ 267,888 $ 266,220

The Company’s cash balance included foreign bank balances totaling $87,700,000 and $55,087,000 at
December 31, 2007 and 2006, respectively.
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The following is a summary of the Company’s available-for-sale investments at December 31, 2007 (in
thousands):

Gross Gross

Amortized Unrealized Unrealized
Cost Gains Losses Fair Value
Short-term municipal bonds. .......... $ 113,030 $ 149 $ - $ 113,179
Long-term municipalbonds . .......... 42,848 251 (2) 43,097
$ 155,878 $ 400 $ (2 $ 156,276

The Company recorded gross realized gains on the sale of debt securities totaling $1,000 in 2007, $22,000
in 2006, and $14,000 in 2005. The Company recorded gross realized losses on the sale of debt securities
totaling $5,000 in 2007, $30,000 in 2006, and $525,000 in 2005.

In June 2000, the Company became a Limited Partner in Venrock Associates I, L.P. (Venrock), a venture
capital fund. A Director of the Company is a Managing General Partner of Venrock Associates. The
Company has committed to a total investment in the limited partnership of up to $20,500,000, with an
expiration date of December 31, 2010.

As of December 31, 2007, the Company had contributed $19,488,000 to the partnership, including $1,025,000
during 2007. The Company received distributions of $4,503,000 from Venrock during 2007 that were
accounted for as a return of capital. At December 31, 2007, the carrying value of this investment was
$7,468,000 compared to an estimated fair value, as determined by the General Partner, of $11,665,000.

NOTE 5: Inventories

Inventories consisted of the following (in thousands):

December 31,

2007 2006
Raw materials. . . ... ... $13,070 $16,746
WOrk-in-proCess . . . ... oot 1,336 1,630
Finished goods . . .. .. .. . 13,053 12,207

$27,459 $30,583

The Company periodically reviews inventory quantities on hand and estimates excess and obsolescence
exposures based upon assumptions about future demand, product transitions, and market conditions, and
records reserves to reduce the carrying value of inventories to their net realizable value. In 2007, the
Company recorded provisions for excess and obsolete inventory totaling $4,672,000 resulting from lower
actual demand than was previously estimated as part of the Company’s material requirements forecasts,
together with lower estimates of future demand from both semiconductor and electronics capital equip-
ment and discrete factory automation customers.

When inventory has been written down below cost, such reduced amount is considered the new cost basis for
subsequent accounting purposes. As a result, the Company may recognize a higher than normal gross margin if
the reserved inventory is subsequently sold. The Company recognized benefits to cost of product revenue from
the sale of reserved inventory of $549,000, $1,079,000, and $759,000 for 2007, 2006, and 2005, respectively.
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The changes in the excess and obsolete inventory reserve were as follows (in thousands):

Balance at December 31, 2006. . . . .. ... .. $ 11,530
Provisions for excess and obsolete inventory. . .. ..... ... ... o oL 4,672
Inventory sold to customers. . . ... ... (495)
Inventory sold to brokers. . ... ... . . (2,577)
Scrap of reserved inventory . . . . ... ... (3,868)
Foreign exchangeratechanges ........... ... .. . ... . . . .. 852
Balance at December 31, 2007 $ 10,114

In the fourth quarter of 2007, the Company recorded a $1,400,000 benefit to MVSD cost of product
revenue resulting from the reversal of accrued inventory purchase commitments upon the expiration of the
applicable statute of limitations.

NOTE 6: Property, Plant, and Equipment

Property, plant, and equipment consisted of the following (in thousands):

December 31,

2007 2006
Land. ... $ 3951 §$ 3,951
Buildings. . ... ... 18,371 18,371
Building improvements . . . ........ ... . . 6,918 5,769
Leasehold improvements ............. ... .. . ... 2,706 2,240
Computer hardware and software . . . ..................... 24,101 24,374
Manufacturing test equipment. . .. ... ... L 9,276 7,537
Furniture and fixtures . .. ... ... ... .. . .. .. .. 4,824 4,710

70,147 66,952
Less: accumulated depreciation .. ....................... (43,467) (40,924)

$ 26,680 $ 26,028

The cost and related accumulated depreciation of certain fully-depreciated property, plant, and equipment

totaling $2,699,000, $3,742,000, and $4,234,000 were removed from the accounts during 2007, 2006, and
2005, respectively.

Buildings include property held for lease with a cost basis of $5,750,000 and $4,950,000 at December 31,
2007 and 2006, respectively, and accumulated depreciation of $1,595,000 and $1,460,000 at
December 31, 2007 and 2006, respectively.

In January 2003, the FASB issued Interpretation No. 46, “Variable Interest Entities” (FIN 46), that
addresses when a company should include in its financial statements the assets, liabilities, and activities
of another entity. Previously, a company generally included other entities in its consolidated financial
statements only if it controlled the entity through voting interests. FIN 46 changed that guidance by
requiring variable interest entities, as defined, to be consolidated by a company if that company is subject
to a majority of the risk of loss from the variable interest entity’s activities or is entitled to receive a majority
of that entity’s residual returns (defined as the primary beneficiary).

In 2000, the Company entered into an agreement with a real estate limited partnership to purchase
property adjacent to its corporate headquarters for $1,700,000 with an estimated closing date in 2007. The
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Company concluded at the agreement date that the limited partnership was a variable interest entity and
during 2006 the Company became the primary beneficiary of this limited partnership when its right to
terminate its obligations under the agreement lapsed and the deposit was no longer refundable.

Accordingly, at December 31, 2006, the Company classified the $1,700,000 as “Plant, property, and
equipment” on the Consolidated Balance Sheet. This had no impact on the Company’s results of
operations in 2006 since the Company had no ownership interest in the partnership’s results prior to
the closing date in 2007. During 2007, the Company closed on the purchase of this property in accordance
with the agreement.

NOTE 7: Intangible Assets

Amortized intangible assets consisted of the following (in thousands):

Gross Net
Carrying Accumulated Carrying
December 31, 2007 Value Amortization Value
Distribution networks . ........................ $ 38,060 $ 8,763 $ 29,297
Customer contracts and relationships . ... ........ 13,743 5,885 7,858
Completed technologies . . .. ................... 3,794 1,672 2,122
Other. .. ... ... ... . . . . . 1,250 803 447

$ 56,847 $ 17,123 $ 39,724

Distribution networks . . . ....... ... .. ... ... ..... $ 38,060 $ 5,477 $ 32,583
Customer contracts and relationships. . ............. 13,002 4,110 8,892
Completed technologies. . ... .................... 6,834 4,086 2,748
Other. . ... 1,422 657 765

$ 59,318 $ 14,330 $ 44,988

The cost and related accumulated amortization of certain fully-amortized completed technologies, pat-
ents, and non-compete agreements totaling $3,331,000 were removed from the accounts during 2007.
Aggregate amortization expense was $5,648,000 in 2007, $5,884,000 in 2006, and $4,283,000 in 2005.
Estimated amortization expense for each of the five succeeding fiscal years and thereafter is as follows (in
thousands):

Year ended December 31, Amount

2008 $ 5,712

2009 5,524

2010 5,395

2011 4,451

2012 4,033

Thereafter 14,609

$ 39,724
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NOTE 8: Goodwill

The Company has two reporting units with goodwill, the Modular Vision Systems Division (MVSD) and the
Surface Inspection Systems Division (SISD), which are also reportable segments.

The changes in the carrying value of goodwill were as follows (in thousands):

MVSD SISD Consolidated
Balance at December 31, 2005 $ 77266 $ 2,541 $ 79,807
AssistWare business acquisition (Note 18) ............. 2,962 - 2,962
Siemens contingent payment .. ... ... L 190 - 190
DVT purchase price adjustment . .................... (298) - (298)
Foreign currency exchange rate changes . ............. 365 292 657
Balance at December 31, 2006 $ 80485 $ 2,833 $ 83,318
IRS Settlement related to DVT acquisition. .. ........... 179 - 179
AssistWare contingent payments (Note 18)............. 2,002 - 2,002
Foreign currency exchange rate changes . ............. 662 300 962
Balance at December 31, 2007 $ 83,328 $ 3,133 $ 86,461

NOTE 9: Accrued Expenses

Accrued expenses consisted of the following (in thousands):

December 31,

2007 2006
Salaries, commissions, and payroll taxes . ................. $ 4,027 $ 3,129
Vacation . . ... .. 3,661 3,270
Consumptiontaxes. . . ...t 3,028 2,561
Warranty obligations . . . . ... ... .. . 1,462 1,387
Company bonuses . .......... . 1,309 3,236
AssistWare contingent payment (Note 18). . ................ 1,000 -
Forward contracts and currency swaps (Note 3) . ............ 141 9,752
Inventory purchase commitments (Note 5) . ................ - 1,400
Other . ... 5,470 6,329

$ 20,098 $ 31,064
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The changes in the warranty obligation were as follows (in thousands):

Balance at December 31, 2005. . . . ... ..ot $ 1,447
Provisions for warranties issued during the period. . . ...................... 993
Fulfillment of warranty obligations . . .. ....... . ... ... . . . (1,153)
Foreign exchange rate changes . ....... ... ... . . . . i 100
Balance at December 31, 2006. . . . ... ..ottt $ 1,387
Provisions for warranties issued during the period. . . ...................... 2,164
Fulfillment of warranty obligations . . .. ........ ... .. ... . . . . . . . . (2,176)
Foreign exchange rate changes . .......... .. . . . . i 87
Balance at December 31, 2007 . . . . .. ... i $ 1,462

NOTE 10: Commitments and Contingencies
Commitments

At December 31, 2007, the Company had outstanding purchase orders totaling $10,342,000 to purchase
inventory from various vendors. Certain of these purchase orders may be cancelled by the Company,
subject to cancellation penalties. These purchase commitments relate to expected sales in 2008.

The Company conducts certain of its operations in leased facilities. These lease agreements expire at
various dates through 2017 and are accounted for as operating leases. Certain of these leases contain
renewal options, escalation clauses, rent holidays, and leasehold improvement incentives. Annual rental
expense totaled $5,950,000 in 2007, $5,562,000 in 2006, and $5,062,000 in 2005. Future minimum rental
payments under these agreements are as follows (in thousands):

Year Ended December 31, Amount

2008 $ 3,771

2009 2,100

2010 1,423

2011 1,073

2012 1,012

Thereafter 2,009

$ 11,388

The Company owns buildings adjacent to its corporate headquarters that are currently occupied with
tenants who have lease agreements that expire at various dates through 2017. Annual rental income
totaled $779,000 in 2007, $313,000 in 2006, and $763,000 in 2005. Rental income and related expenses
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are included in “Investment and other income” on the Consolidated Statement of Operations. Future
minimum rental receipts under non-cancelable lease agreements are as follows (in thousands):

Year Ended December 31, Amount

2008 $ 1,044

2009 804

2010 557

2011 572

2012 572

Thereafter 1,426

$ 4,975

Contingencies

In March 2006, Cognex filed a Declaratory Judgment action in the United States District Court for
Minnesota seeking that certain patents being asserted by Acacia Research Corporation and Veritec, Inc.,
and their respective subsidiaries, be ruled invalid, unenforceable, and/or not infringed by Cognex. The
patent assertions relate to two-dimensional symbology reading; in particular, the defendants have alleged
that any company reading a data matrix code infringes the subject patents. Cognex amended its claim to
include state law claims of defamation and violation of the Minnesota Unfair Trade Practices Act. Certain
defendants in this action have asserted a counterclaim against Cognex alleging infringement of the
patent-in-suit, seeking unspecified damages. Discovery has concluded and the matter is expected to go to
trial in the first half of 2008. In April 2007, certain of the defendants in the matter referenced above filed an
action against Cognex in the United States District Court for the Eastern District of Texas asserting a claim
of patent infringement of U.S. Patent No. 5.331.176. Discovery is in process. We cannot predict the
outcome of these patent infringement matters or estimate the potential loss or range of loss at this time.
Although we believe we have a meritorious case, an adverse resolution of these lawsuits could have a
material adverse effect on our financial position, liquidity, or results of operations.

Various other claims and legal proceedings generally incidental to the normal course of business are
pending or threatened on behalf of or against Cognex. While we cannot predict the outcome of these
matters, we believe that any liability arising from them will not have a material adverse effect on our
financial position, liquidity, or results of operations.

NOTE 11: Indemnification Provisions

Except as limited by Massachusetts law, the by-laws of the Company require it to indemnify certain current
or former directors, officers, and employees of the Company against expenses incurred by them in
connection with each proceeding in which he or she is involved as a result of serving or having served in
certain capacities. Indemnification is not available with respect to a proceeding as to which it has been
adjudicated that the person did not act in good faith in the reasonable belief that the action was in the best
interests of the Company. The maximum potential amount of future payments the Company could be
required to make under these provisions is unlimited. The Company has never incurred significant costs
related to these indemnification provisions. As a result, the Company believes the estimated fair value of
these provisions is minimal.

The Company accepts standard limited indemnification provisions in the ordinary course of business,
whereby it indemnifies its customers for certain direct damages incurred in connection with third-party
patent or other intellectual property infringement claims with respect to the use of the Company’s products.
The term of these indemnification provisions generally coincides with the customer’s use of the Company’s
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products. The maximum potential amount of future payments the Company could be required to make
under these provisions is generally subject to fixed monetary limits. The Company has never incurred
significant costs to defend lawsuits or settle claims related to these indemnification provisions. As a result,
the Company believes the estimated fair value of these provisions is minimal.

In the ordinary course of business, the Company also accepts limited indemnification provisions, whereby
it indemnifies customers for certain direct damages incurred in connection with bodily injury and property
damage arising from the installation of the Company’s products. The term of these indemnification
provisions generally coincides with the period of installation. The maximum potential amount of future
payments the Company could be required to make under these provisions is generally limited and is likely
recoverable under the Company’s insurance policies. As a result of this coverage, and the fact that the
Company has never incurred significant costs to defend lawsuits or settle claims related to these
indemnification provisions, the Company believes the estimated fair value of these provisions is minimal.

NOTE 12: Shareholders’ Equity

Preferred Stock

The Company has 400,000 shares of authorized but unissued $.01 par value preferred stock.

Common Stock

Each outstanding share of common stock entitles the record holder to one vote on all matters submitted to
a vote of the Company’s shareholders. Common shareholders are also entitled to dividends when and if
declared by the Company’s Board of Directors.

Stock Repurchase Program

In July 2006, the Company’s Board of Directors authorized the repurchase of up to $100,000,000 of the
Company’s common stock. As of December 31, 2007, the Company had repurchased 2,449,333 shares at
a cost of $57,076,000 under this program, including 1,429,754 shares at a cost of $32,663,000 during
2007. The Company may repurchase additional shares under this program in future periods depending
upon a variety of factors, including stock price levels and share availability.

Stock Option Plans

At December 31, 2007, the Company had 8,872,337 shares available for grant under three stock option
plans: the 1998 Stock Incentive Plan, 1,748,587; the 1998 Non-Employee Director Stock Option Plan,
13,750; and the 2001 General Stock Option Plan, 7,110,000. Each of these plans expires ten years from
the date the plan was approved. The Company has not granted any stock options from the 2001 General
Stock Option Plan.

In April 1998, the shareholders approved the 1998 Stock Incentive Plan, under which the Company initially
was able to grant stock options and stock awards to purchase up to 1,700,000 shares of common stock.
Effective January 1999 and each January 1! thereafter during the term of the 1998 Stock Incentive Plan,
the number of shares of common stock available for grants of stock options and stock awards was
increased automatically by an amount equal to 4.5% of the total number of issued shares of common stock
as of the close of business on December 31°' of the preceding year.

In April 2007, the shareholders approved the 2007 Stock Option and Incentive Plan (the “2007 Plan”). The
2007 Plan will take effect when the Company’s 1998 Stock Incentive Plan expires on February 27, 2008.
The 2007 Plan permits awards of stock options (both incentive and non-qualified options), stock appre-
ciation rights, and restricted stock. The maximum number of shares to be issued under the 2007 Plan is
2,300,000 shares of the Company’s common stock.
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Stock options are generally granted with an exercise price equal to the market value of the Company’s
common stock at the grant date, generally vest over four years based on continuous service, and generally
expire ten years from the grant date. Historically, the majority of the Company’s stock options have been
granted during the first quarter of each year to reward existing employees for their performance. In
addition, the Company grants stock options throughout the year for new employees and promotions.

The following is a summary of the Company’s stock option activity for the year ended December 31, 2007:

Weighted-
Average
Weighted- Remaining Aggregate
Average Contractual Intrinsic
Shares Exercise Term Value
(in thousands) Price (in years) (in thousands)
Outstanding at December 31,2006 ......... 11,324 $ 25.90
Granted at marketvalue. .. ............. 1,468 21.61
Exercised .. ...... ... ... . ... . .. ... (367) 18.10
Forfeited or Expired . . ... .............. (1,485) 26.53
Outstanding at December 31, 2007 ......... 10,940 $ 25.50 6.0 $ 6,314
Exercisable at December 31,2007 . ......... 7,361 $ 25.58 4.8 $ 6,274

Employee Stock Purchase Plan

Under the Company’s Employee Stock Purchase Plan (ESPP), employees who have completed six
months of continuous employment with the Company may purchase common stock semi-annually at 95%
of the fair market value of the stock on the last day of the purchase period through accumulation of payroll
deductions. Employees are required to hold common stock purchased under the ESPP for a period of
three months from the date of purchase.

The maximum number of shares of common stock available for issuance under the ESPP is
250,000 shares. Effective January 1, 2001 and each January 1 thereafter during the term of the ESPP,
250,000 shares of common stock will always be available for issuance. Shares purchased under the ESPP
totaled 9,056 in 2007, 9,765 in 2006, and 21,721 in 2005.

NOTE 13: Stock-Based Compensation

The Company’s share-based payments that result in compensation expense consist solely of stock option
grants. The fair values of stock options granted after January 1, 2006 were estimated on the grant date
using a binomial lattice model. The fair values of options granted prior to January 1, 2006 were estimated
using the Black-Scholes option pricing model for footnote disclosure under SFAS No. 123. The Company
believes that a binomial lattice model results in a better estimate of fair value because it identifies patterns
of exercises based on triggering events, tying the results to possible future events instead of a single path
of actual historical events. Management is responsible for determining the appropriate valuation model
and estimating these fair values, and in doing so, considered a number of factors, including information
provided by an outside valuation advisor.
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The fair values of stock options granted in each period presented were estimated using the following
weighted-average assumptions:
Year Ended December 31,
2007 2006 2005

Risk-freerate . ... ... . .. . . ... 4.9% 4.6% 3.4%
Expected dividend yield . .. ....... ... ... . ... . 1.52% 1.12% 1.26%
Expected volatility . ....... ... .. .. . . .. 40% 45% 35%
Expected term (inyears) .. ....... ... 5.4 41 2.8

Risk-free rate
The risk-free rate was based upon a treasury instrument whose term was consistent with the contractual
term of the option for 2007 and 2006 grants, and the expected term of the option for 2005 grants.

Expected dividend yield

The current dividend yield is calculated by annualizing the cash dividend declared by the Company’s
Board of Directors for the current quarter and dividing that result by the closing stock price on the grant
date. Although dividends are declared at the discretion of the Company’s Board of Directors, for this
purpose, the Company anticipates continuing to pay a quarterly dividend that approximates the current
dividend yield.

Expected volatility

The expected volatility for 2007 and 2006 grants was based upon a combination of historical volatility of the
Company’s common stock over the contractual term of the option and implied volatility for traded options of
the Company’s stock. The expected volatility for 2005 grants was based upon the historical volatility of the
Company’s common stock over the expected term of the option.

Expected term

The expected term for 2007 and 2006 grants was derived from the binomial lattice model from the impact
of events that trigger exercises over time. The expected term for 2005 grants, which is an input to the
Black-Scholes model, was based upon historical option exercise behavior.

The weighted-average grant-date fair value of stock options granted during 2007, 2006, and 2005 was
$8.17, $10.96, and $6.01, respectively. The Company recognizes compensation expense using the
graded attribution method, in which expense is recognized on a straight-line basis over the service period
for each separately vesting portion of the stock option as if the option was, in substance, multiple awards.

The amount of compensation expense recognized at the end of the vesting period is based upon the
number of stock options for which the requisite service has been completed. No compensation expense is
recognized for options that are forfeited for which the employee does not render the requisite service. The
term “forfeitures” is distinct from “expirations” and represents only the unvested portion of the surrendered
option. The Company currently expects that approximately 70% of its stock options will actually vest, and
therefore, has applied a weighted-average annual forfeiture rate of 10% to all unvested options. This rate
will be revised, if necessary, in subsequent periods if actual forfeitures differ from this estimate. Ultimately,
compensation expense will only be recognized over the vesting period for those options that actually vest.
Prior to January 1, 2006, the Company accounted for actual forfeitures as they occur for footnote
disclosure under SFAS No. 123.

The total stock-based compensation expense and the related income tax benefit recognized was
$11,715,000 and $3,845,000, respectively, in 2007 and $13,624,000 and $4,741,000, respectively, in
2006. No compensation expense was capitalized at December 31, 2007 or December 31, 2006. Prior to
January 1, 2006, the Company recognized compensation expense using the intrinsic value based method
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described in Accounting Principles Board Opinion No. 25, and accordingly, no compensation expense was
recorded since stock options were granted with an exercise price equal to the market value of the
Company’s common stock at the grant date. The total intrinsic value of stock options exercised for 2007,
2006, and 2005 was $1,681,000, $4,003,000, and $15,970,000, respectively.

At December 31, 2007, total unrecognized compensation expense related to non-vested stock options
was $9,660,000, which is expected to be recognized over a weighted-average period of 1.6 years.

The following table details the effect on net income and net income per share had stock-based com-
pensation expense been recorded againstincome for 2005 using the fair value based method described in
SFAS No. 123. The reported and pro-forma net income and net income per share for 2007 and 2006 are
the same since stock-based compensation expense was recorded under the provisions of SFAS No. 123R.

Year Ended December 31, 2005 (in thousands, except per share amounts)

Netincome, as reported . . . . ... ... $ 35,702
Less: Total stock-based compensation expense determined under fair value based method,

Net Of taX . . . . (9,355)
Netincome, pro forma . . ... ... .. $ 26,347
Basic net income per share, asreported .. ........ ... ... $ 0.76
Basic net income per share, proforma. . ......... . .. . ... $ 0.56
Diluted net income per share, asreported . .. ........ . . . ... $ 0.74
Diluted net income per share, proforma. .. .......... ... . . . . $ 0.55

NOTE 14: Employee Savings Plan

Under the Company’s Employee Savings Plan, a defined contribution plan, employees who have attained
age 21 may contribute up to 25% of their salary on a pre-tax basis subject to the annual dollar limitations
established by the Internal Revenue Service. The Company contributes fifty cents for each dollar an
employee contributes, with a maximum contribution of 3% of an employee’s pre-tax salary. Company
contributions vest 20%, 40%, 60%, and 100% after two, three, four, and five years of continuous
employment with the Company, respectively. Company contributions totaled $1,176,000 in 2007,
$1,106,000 in 2006, and $1,060,000 in 2005. Cognex stock is not an investment alternative, nor are
Company contributions made in the form of Cognex stock.

NOTE 15: Income Taxes

Domestic income before taxes was $7,687,000, $16,772,000, and $19,206,000 and foreign income before
taxes was $27,398,000, $33,528,000, and $29,040,000, in 2007, 2006, and 2005, respectively.
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The provision for income taxes consisted of the following (in thousands):
Year Ended December 31,

2007 2006 2005
Current:
Federal. . . ... ... ... . $9980 $ 9,718 $ 3,502
State . ... . e 1,315 240 507
Foreign . ... . 5,381 5,674 3,279
16,676 15,632 7,288
Deferred:
Federal .. ... ... . . (7,768) (4,847) 3,501
State . ... (660) (101) 438
Foreign .. ... . (62) (239) 1,317

(8,490)  (5,187) 5,256
$ 8,186 $10,445 $12,544

A reconciliation of the United States federal statutory corporate tax rate to the Company’s effective tax rate
was as follows:

Year Ended December 31,

2007 2006 2005
Income tax provision at federal statutory rate . . .. ........... 35% 35% 35%
State income taxes, net of federal benefit. . ................ 2 3 1
Tax-exempt investmentincome. . . ............. ... ....... (6) (4) (3)
Foreign tax rate differential . . . ......... .. ... ... (13) (11) (9)
Discretetax events. . . ... 4 (4) —
Other ... ... . 1 2 2
Provision for income taxes . ............... ... ... ... ... 23%  21% 26%

The effective tax rate for 2007 included the impact of the following discrete tax events: an increase to
FIN 48 liabilities of $1,373,000 for identified tax exposures, an increase in tax expense of $438,000 to
finalize the competent authority settlement between the Company’s U.S. subsidiary and Japan taxing
authorities in late 2006, and an increase in tax expense of $191,000 for capital loss carryforwards that will
not be utilized. These increases were partially offset by a decrease in tax expense of $444,000 from the
true-up of the 2006 tax accrual upon filing the actual tax returns.

The effective tax rate for 2006 included the impact of the following discrete tax events: a decrease in tax
expense of $1,220,000 due to the expiration of the statute of limitations for an open tax year, a decrease in
tax expense of $869,000 from the settlement of a multi-year state tax audit, a decrease in tax expense of
$405,000 for the true-up of the 2005 tax accrual upon filing the actual tax returns, and a decrease in tax
expense of $200,000 for the favorable impact in the U.S. of the retroactive reinstatement of the research
and experimentation tax credit. These decreases were partially offset by an increase in tax expense of
$648,000 from the settlement of a long-standing tax audit in Japan.

In July 2006, the FASB issued Interpretation No. 48, “Accounting for Uncertainty in Income Taxes” (FIN 48).
FIN 48 supersedes SFAS No. 5, “Accounting for Contingencies,” as it relates to income tax liabilities and
lowers the minimum threshold a tax position is required to meet before being recognized in the financial
statements from “probable” to “more likely than not” (i.e., a likelihood of occurrence greater than fifty
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percent). Under FIN 48, the recognition threshold is met when an entity concludes that a tax position,
based solely on its technical merits, is more likely than not to be sustained upon examination by the
relevant taxing authority.

Those tax positions failing to qualify for initial recognition are recognized in the first interim period in which
they meet the more likely than not standard, or are resolved through negotiation or litigation with the taxing
authority, or upon expiration of the statute of limitations. Derecognition of a tax position that was previously
recognized occurs when an entity subsequently determines that a tax position no longer meets the more
likely than not threshold of being sustained.

Differences between the amounts recognized in the financial statements prior to the adoption of FIN 48
and the amounts recognized after adoption are accounted for as a cumulative effect adjustment recorded
to the beginning balance of retained earnings. As required, the Company adopted FIN 48 on January 1,
2007 and recorded a $4,021,000 increase in liabilities, net of deferred tax benefit, and a corresponding
reduction to the January 1, 2007 retained earnings balance for uncertain tax positions that existed at
December 31, 2006, but previously did not meet the requirements for liability recognition under SFAS No. 5.
During the year ended December 31, 2007, the Company recorded a $2,341,000 increase in liabilities, net
of deferred tax benefit, for uncertain tax positions that was recorded as income tax expense, and an
increase of an additional $307,000 that was recorded as a reduction in additional paid in capital. Estimated
interest and penalties included in these amounts totaled $312,000.

Under FIN 48, only the portion of the liability that is expected to be paid within one year is classified as a
current liability. As a result, liabilities expected to be resolved without the payment of cash (e.g., resolution
due to the expiration of the statute of limitations) or are not expected to be paid within one year are not
classified as current. The Company reclassified $8,367,000 of current liabilities for uncertain tax positions
as of December 31, 2006 to non-current liabilities to conform to the balance sheet presentation require-
ments of FIN 48. All of the Company’s liabilities for uncertain tax positions are classified as non-current
liabilities at December 31, 2007.

The Company has defined its major tax jurisdictions as the United States, Ireland, and Japan, and within
the United States, Massachusetts, Georgia, and California. The tax years 1999 through 2006 remain open
to examination by various taxing authorities in the jurisdictions in which the Company operates. Open tax
years from 1999 to 2004 relate to tax matters arising from the acquisition of DVT Corporation. The
Company is currently under audit in two jurisdictions, the United States and Japan. The Internal Revenue
Service is auditing tax years 2003 through 2006. The Company believes that it will conclude this audit
within the next twelve months and if the Company’s tax positions are sustained, this would result in a
reduction in income tax expense. An estimate of the range of possible changes to existing reserves cannot
be made at this time. The Tokyo Regional Taxation Bureau is auditing tax years 2002 through 2005 and
has recently issued a permanent establishment finding claiming that the Company’s Irish subsidiary
should be subject to taxation in Japan. The Company believes it has a substantive defense against this
finding and is preparing to request Competent Authority intervention in accordance with the Japan/Ireland
tax treaty. It is not expected that this audit will be concluded within the next twelve months. To avoid further
interest and penalties, the Company has paid tax, interest, and penalties through the date of assessment
of 766,257,300 Yen (or approximately $6,336,000) to the Japanese tax authorities. This amount is
included in “Other assets” on the Consolidated Balance Sheet.
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The changes in the reserve for income taxes, excluding interest and penalties of $2,907,000, were as
follows (in thousands):

Balance at December 31, 2006. . . . . ... ..ottt $ 8,367
Cumulative effect upon adoption of FIN48 . . .. ........ ... ... ... ......... 4,021
Balance at January 1, 2007 . .. ... ... it 12,388
“Gross-up” of FIN 48 liabilities ... ....... ... ... .. . i, 1,503
Balance of gross FIN 48 liabilities at January 1,2007 . . ... .................. 13,891
Gross amounts of increases in unrecognized tax benefits as a result of tax

positions taken in prior periods . . . ... ... 1,754
Gross amounts of increases in unrecognized tax benefits as a result of tax

positions taken in the current period . .. ... ... ... . .. 781

Gross amounts of decreases in unrecognized tax benefits relating to settlements

with taxing authorities . . . ... ... . . . —
Gross amounts of decreases in unrecognized tax benefits as a result of the

expiration of the applicable statute of limitations ... ...................... (25)

Balance of gross FIN 48 liabilities at December 31,2007 .. .................. $16,401

The Company’s reserve for income taxes, including gross interest and penalties, was $16,414,000 and
$19,308,000 at January 1, 2007 and December 31, 2007, respectively, of which $1,000,000 would reduce
goodwill, $307,000 would increase additional paid in capital, and the remainder would reduce income tax
expense, if the Company’s tax positions were sustained.
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Deferred tax assets consisted of the following (in thousands):

December 31,

2007 2006
Current deferred tax assets:
Inventory and revenuerelated . .. ......... ... . . . ... $ 5276 $ 4,881
Federal capital loss carryforward . .. ......... ... .. ... ... ...... 671 1,237
Bonus, commission, and other compensation .................... 1,078 1,144
Other. ... e 1,150 1,854
Gross current deferred tax assets . . ... .. 8,175 9,116
Valuation allowance . ........... ... (671) (480)
Net current deferred tax assets. .. ........... ..., $ 7504 $ 8,636
Noncurrent deferred tax assets:
Federal and state tax credit carryforwards . . .. ................... $13,395 $ 11,611
Stock-based compensation expense .. .......... ... 8,476 4,741
Correlative tax relief and deferred interest related to FIN 48 liabilities. . . 4,296 —
Acquired completed technologies and other intangible assets ........ 2,989 3,364
Depreciation . . ... ... 1,632 1,478
Unrealized investment gains and losses. . .. ..................... 1,389 1,428
Acquired in-process technology . . . ......... . 682 800
Other. . .o e 897 771

33,756 24,193

Nondeductible intangible assets. . .. ........ ... .. ... . ... ... (13,274)  (14,990)
Other. . ... (732) (201)
(14,006) (15,191)

Net noncurrent deferred tax assets . .. ........... ... ... ... ... $19,750 $ 9,002

At December 31, 2007, the Company had federal research and experimentation tax credit carryforwards of
approximately $5,898,000, which may be available to offset future federal income tax liabilities and will
begin to expire in 2015. The Company also had approximately $3,320,000 of alternative minimum tax
credits and approximately $554,000 of foreign tax credits, which may be available to offset future federal
income tax liabilities. The alternative minimum tax credits have an unlimited life and the foreign tax credits
will begin to expire in 2011. In addition, the Company had approximately $3,623,000 of state research and
experimentation tax credit carryforwards, which will begin to expire in 2015.

If certain of the Company’s FIN 48 liabilities were paid, the Company would receive correlative tax relief in
other jurisdictions. Accordingly, the Company has recognized a deferred tax asset in the amount of
$4,296,000 at December 31, 2007, which represents this correlative tax relief.

The Company recorded certain intangible assets as a result of the acquisition of DVT Corporation in
May 2005. The amortization of these intangible assets is not deductible for U.S. tax purposes. A deferred
tax liability was established to reflect the federal and state liability associated with not deducting the
acquisition-related amortization expenses. The balance of this liability was $13,274,000 at December 31,
2007.
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At December 31, 2007, the Company had a valuation allowance of $671,000 against its deferred tax
assets, including an increase to the valuation allowance of $191,000 during 2007. This valuation allowance
related to a federal capital loss carryforward that expired in 2007. The final determination of this deferred
tax asset will not be known until the 2007 tax return is filed in the third quarter of 2008.

While the remaining deferred tax assets are not assured of realization, management has evaluated the
realizability of these deferred tax assets and has determined that itis more likely than not that these assets
will be realized. In reaching this conclusion, we have evaluated certain relevant criteria including the
Company’s historical profitability, current projections of future profitability, and the lives of tax credits, net
operating losses, and other carryforwards. Should the Company fail to generate sufficient pre-tax profits in
future periods, we may be required to establish valuation allowances against these deferred tax assets,
resulting in a charge to income in the period of determination.

The Company does not provide U.S. income taxes on its foreign subsidiaries’ undistributed earnings, as
they are deemed to be permanently reinvested outside the U.S. Non-U.S. income taxes are, however,
provided on those foreign subsidiaries’ undistributed earnings. Upon repatriation, the Company would
provide the appropriate U.S. income taxes on these earnings.

Cash paid for income taxes totaled $7,030,000 in 2007, $18,356,000 in 2006, and $2,970,000 in 2005.

NOTE 16: Net Income Per Share

Net income per share was calculated as follows (in thousands, except per share amounts):
Year Ended December 31,

2007 2006 2005
Netincome . .......... .. $ 26,899 $ 39,855 $ 35,702
Basic:
Weighted-average common shares outstanding . .. ... 43,725 45,559 46,709
Net income per commonshare. .................. $ 062 $ 0.87 $ 0.76
Diluted:
Weighted-average common shares outstanding . . . . .. 43,725 45,559 46,709
Effect of dilutive stock options. . . ................. 338 1,089 1,226
Weighted-average common and common-
equivalent shares outstanding . . . ............... 44,063 46,648 47,935
Net income per common and common-equivalent
share . ........ ... $ 061 $ 0.85 $ 0.74

Stock options to purchase 9,229,253, 5,761,820, and 3,903,178 shares of common stock were outstand-
ing in 2007, 2006, and 2005, respectively, but were not included in the calculation of diluted netincome per
share because they were anti-dilutive.

NOTE 17: Segment and Geographic Information

The Company has two reportable segments: the Modular Vision Systems Division (MVSD) and the
Surface Inspections Systems Division (SISD). MVSD designs, develops, manufactures, and markets
modular vision systems that are used to control the manufacturing of discrete items by locating, iden-
tifying, inspecting, and measuring them during the manufacturing process. SISD designs, develops,
manufactures, and markets surface inspection vision systems that are used to inspect surfaces of
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materials that are processed in a continuous fashion to ensure there are no flaws or defects in the
surfaces. Segments are determined based upon the way that management organizes its business for
making operating decisions and assessing performance. The Company evaluates segment performance
based upon income or loss from operations, excluding unusual items and stock-based compensation
expense.

The following table summarizes information about segments (in thousands):

Reconciling
MVSD SISD Items Consolidated

Year Ended December 31, 2007

Productrevenue ................... $182,809 $18,905 - $201,714

Servicerevenue.................... 13,357 10,666 - 24,023

Depreciation and amortization ........ 9,404 252 $ 263 9,919

Goodwill and intangibles ............ 123,052 3,133 - 126,185

Operatingincome .................. 48,699 1,927 (23,527) 27,099
Year Ended December 31, 2006

Productrevenue .................... $195,203 $19,735 - $214,938

Servicerevenue. .................... 12,978 10,508 - 23,486

Depreciation and amortization .. ........ 9,684 260 $ 225 10,169

Goodwill and intangibles .. ............ 125,473 2,833 - 128,306

Operatingincome ................... 65,533 3,380 (24,717) 44,196
Year Ended December 31, 2005

Productrevenue .................... $168,342  $24,462 - $192,804

Servicerevenue. . ... ... 14,202 9,869 - 24,071

Depreciation and amortization . ......... 8,168 286 $ 216 8,670

Goodwill and intangibles . ............. 127,315 2,541 - 129,856

Operatingincome ................... 46,225 4,956 (7,177) 44,004

Reconciling items consist of stock-based compensation expense and unallocated corporate expenses,
which primarily include corporate headquarters costs, professional fees, and patent infringement litiga-
tion. In 2006, corporate expenses also included costs associated with the Company’s 25th Anniversary
party. Additional asset information by segment is not produced internally for use by the chief operating
decision maker, and therefore, is not presented. Additional asset information is not provided because cash
and investments are commingled and the divisions share assets and resources in a number of locations
around the world.

No customer accounted for greater than 10% of revenue in 2007, 2006, or 2005.
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The following table summarizes information about geographic areas (in thousands):

United States Japan Europe Other Consolidated

Year Ended December 31, 2007

Productrevenue............... $ 68,541 $47,535 $65,835 $19,803 $201,714

Servicerevenue ............... 10,159 4,783 7,187 1,894 24,023

Long-lived assets. . . ........... 134,887 1,894 24,600 171 161,552
Year Ended December 31, 2006

Productrevenue................ $ 73,198 $61,494 $60,162 $20,084 $214,938

Servicerevenue . ............... 10,348 5,430 6,502 1,206 23,486
Long-livedassets. . ............... 139,377 1,820 14,723 108 156,028
Year Ended December 31, 2005

Productrevenue. ............... $ 70,921 $53,761 $56,150 $11,972 $192,804

Servicerevenue . ............... 9,531 6,513 7,299 728 24,071

Long-livedassets . . ............. 144,432 1,895 10,999 110 157,436

Revenue is presented geographically based upon the customer’s country of domicile.

NOTE 18: Acquisitions

Acquisition of AssistWare Technology, Inc.

In May 2006, the Company acquired all of the outstanding shares of AssistWare Technology, Inc., a
privately-held developer of Lane Departure Warning Systems for $2,998,000 in cash paid at closing, with
the potential for an additional cash payment of up to $500,000 in the second quarter of 2007, up to
$500,000 in the fourth quarter of 2007, and up to $1,000,000 in the second quarter of 2008 depending
upon the achievement of certain performance criteria. The Company determined that the contingent
payment in the second and fourth quarters of 2007 had been earned and made payments of $502,000 and
$500,000, respectively, which were allocated to goodwill. The second quarter payment included a $2,000
adjustment related to the final closing balance sheet of AssistWare. As of December 31, 2007, the
Company has also determined that the $1,000,000 contingent payment due in the second quarter of 2008
had been earned beyond a reasonable doubt, and accordingly, accrued this payment at December 31,
2007 with a corresponding increase to goodwill.

The $2,998,000 initial purchase price consisted of $2,848,000 in cash consideration and $150,000 in
transaction costs. The acquisition was accounted for under the purchase method of accounting. Accord-
ingly, AssistWare’s results of operations have been included in the Company’s consolidated results of
operations since the date of acquisition. The historical results of operations of the acquired business were
not material compared to the consolidated results of operations of the Company, and therefore, pro forma
results are not presented.

With the acquisition of AssistWare, the Company entered the emerging market for machine vision systems
in vehicles. These highly-specialized sensors are installed in vehicles, ranging from long-haul trucks to
high-end passenger cars, where they provide driver assistance by constantly analyzing the vehicle’s
external environment and warning the driver of potentially dangerous situations. AssistWare’s Lane
Departure Warning System uses machine vision technology to watch the road ahead and alert drivers if
they unintentionally leave their lane or if their driving pattern becomes erratic.
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The purchase price was allocated as follows (in thousands):

Weighted-Average
Estimated  Amortization Period

Fair Value (in years)
Accounts receivable $ 58
Inventories 29
Prepaid expenses and other current assets 320
Property, plant, and equipment 32
Intangible assets
Customer contract 140 3.5
Customer relationships 100 9
Completed technologies 100 5
Goodwill 2,962
Total assets acquired 3,741
Accounts payable 280
Accrued expenses 463
Total liabilities assumed 743
Total purchase price $2,998

The goodwill is assigned to the MVSD segment. None of the acquired intangible assets, including goodwiill,
are deductible for tax purposes. The Company obtained third-party valuations of the acquired intangible
assets.

Acquisition of DVT Corporation

In May 2005, the Company acquired all of the outstanding shares of DVT Corporation, a provider of low-
cost, easy-to-use vision sensors, for approximately $111,607,000, net of $4,702,000 cash acquired. The
purchase price consisted of $110,346,000 in cash paid at closing (net of acquired cash) and $1,261,000 in
transaction costs. The acquisition was accounted for under the purchase method of accounting. Accord-
ingly, DVT Corporation’s results of operations have been included in the Company’s consolidated results of
operations since the date of acquisition.

Over the past several years, the Company has expanded its product line by adding low-cost and easy-to-
use vision sensors. However, reaching the many prospects for these products in factories around the world
requires a large third-party distribution channel to supplement the Company’s own direct sales force. With
the acquisition of DVT Corporation, the Company immediately gained a worldwide network of distributors,
fully trained in selling and supporting machine vision products. The Company sells its low-cost, easy-to-
use products, including the acquired DVT’s vision sensors, through these distribution networks.
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The purchase price was allocated as follows (in thousands):

Weighted-Average
Estimated = Amortization Period

Fair Value (in years)
Accounts receivable $ 5,785
Inventories 1,995
Prepaid expenses and other current assets 5,531
Property, plant, and equipment 766
Other assets 66
Intangible assets
Distribution networks 38,060 11.6
Customer relationships 4,740 12
Completed technologies 3,680 6
Trade names, trademarks, and non-competition
agreement 1,110 4
Goodwill 73,180
Total assets acquired 134,913
Accounts payable 1,388
Accrued expenses 6,102
Net deferred tax liabilities 15,816
Total liabilities assumed 23,306
Total purchase price $111,607

The goodwillis assigned to the MVSD segment. None of the acquired intangible assets, including goodwill,
are deductible for tax purposes. The Company obtained third-party valuations of the acquired intangible
assets.

The following summarized, pro forma results of operations assume the acquisition took place at the
beginning of the period.

Year Ended December 31, 2005 (in thousands, except per share amount)

Revenue ... ...... ... $ 227,431
Netincome . ... . $ 35,266
Net income perdilutedshare . .. .......... ... ... ... ... ...... $ 0.74

NOTE 19: Dividends

Beginning in the third quarter of 2003, the Company’s Board of Directors has declared and paid a cash
dividend in each quarter. During the third quarter of 2006, the Company’s Board of Directors voted to
increase the quarterly cash dividend from $0.080 to $0.085 per share. Dividend payments amounted to
$14,898,000 in 2007, $15,058,000 in 2006, and $14,960,000 in 2005.

On February 13, 2008, the Company’s Board of Directors declared a cash dividend of $0.085 per share.
The dividend will be paid on March 14, 2008 to all shareholders of record at the close of business on
February 29, 2008.
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Revenue . .........................
Grossmargin . ... ..
Operatingincome . ..................
Netincome ........................
Basic net income pershare............
Diluted net income pershare. ..........

Revenue . ...... ... ... ... ... .. ....
Grossmargin . ......... ..

Operatingincome . ..................
Netincome ........................
Basic net income pershare............
Diluted net income per share. . .........

Quarter Ended

April 1, July 1, September 30, December 31,
2007 2007 2007 2007
(In thousands, except per share amounts)
$50,929  $54,742 $54,745 $65,321
36,508 36,761 (1) 40,127 47,857
4,604 4,148 7,120 11,227
4,635 3,827 7,343 11,094
0.10 0.09 0.17 0.26
0.10 0.09 0.17 0.25
Quarter Ended
April 2, July 2, October 1, December 31,
2006 2006 2006 2006
(In thousands, except per share amounts)
$59,040 $63,074 $58,005 $58,305
42,330 46,481 42,558 42,112
10,634 12,622 11,147 9,793
8,800 11,434 10,116 9,505
0.19 0.25 0.23 0.21
0.18 0.24 0.22 0.21

(1) Gross margin for the second quarter of 2007 included provisions for excess and obsolete inventory of

$2,126,000.
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To the Board of Directors and Shareholders of Cognex Corporation:

We have audited in accordance with the standards of the Public Company Accounting Oversight Board
(Untied States) the consolidated financial statements of Cognex Corporation and subsidiaries referred to
in our report dated February 14, 2008, which is included in the 2007 Annual Report on Form 10-K of
Cognex Corporation. Our audit of the basic financial statements included the financial statement schedule
listed in ltem 15(2) of this Form 10-K which is the responsibility of the Company’s management. In our
opinion, this financial statement schedule, when considered in relation to the basic financial statements as
a whole, presents fairly, in all material respects, the information set forth therein.

/s/  Grant Thornton LLP

Boston, Massachusetts
February 14, 2008
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To the Board of Directors and Shareholders of Cognex Corporation:

We have audited the consolidated financial statements of Cognex Corporation as of December 31, 2006,
and for each of the two years in the period ended December 31, 2006, and have issued our report thereon
dated February 26, 2007 (included elsewhere in this Annual Report (Form 10-K)). Our audits also included
the financial statement schedule listed in Item 15(2) of this Annual Report (Form 10-K). This schedule is
the responsibility of the Company’s management. Our responsibility is to express an opinion based on our
audits.

In our opinion, the financial statement schedule referred to above, when considered in relation to the basic
financial statements taken as a whole, present fairly in all material respects the information set forth
therein.

/s/ Ernst & Young LLP

Boston, Massachusetts
February 26, 2007
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Additions
Balance at Charged to Charged Balance at
Beginning Costs and to Other End of
Description of Period Expenses Accounts Deductions Other Period
(In thousands)
Reserve for Uncollectible Accounts:
2007 $1,662 $ 34 $ - $(407) (a) $ 28 (b) $1,317
2006 2,370 200 - (273) (a) (635) (b) 1,662
2005 2,596 - - (81) (a) (145) (b) 2,370

(a) Specific write-offs

(b) Collections of previously written-off accounts and foreign exchange rate changes; 2006 also includes
an $800,000 reversal of previously established reserves that were not supported by specific uncollectible
accounts
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ITEM 9: CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

As discussed more fully in the Company’s definitive Proxy Statement to be filed with the Securities and
Exchange Commission with respect to the Company’s Special Meeting in Lieu of the 2008 Annual Meeting
of Shareholders, on September 5, 2007, Ernst & Young LLP was dismissed and Grant Thornton LLP was
appointed as the Company’s independent registered public accounting firm. There were no disagree-
ments with accountants on accounting or financial disclosure during 2007 or 2006.

ITEM 9A: CONTROLS AND PROCEDURES
Disclosure Controls and Procedures

As required by Rules 13a-15 and 15d-15 of the Securities Exchange Act of 1934, the Company has
evaluated, with the participation of management, including the Chief Executive Officer and the Chief
Financial Officer, the effectiveness of its disclosure controls and procedures (as defined in such rules) as
of the end of the period covered by this report. Based on such evaluation, the Chief Executive Officer and
Chief Financial Officer concluded that such disclosure controls and procedures were effective as of that
date.

Management’s Report on Internal Control over Financial Reporting

Management is responsible for establishing and maintaining adequate internal control over financial
reporting. Management has evaluated the effectiveness of the Company’s internal control over financial
reporting based upon the framework in Internal Control — Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO).

Based upon our evaluation, management has concluded that the Company’s internal control over financial
reporting was effective as of December 31, 2007.

Management’s assessment of the effectiveness of the Company’s internal control over financial reporting
as of December 31, 2007 has been audited by Grant Thornton LLP, an independent registered public
accounting firm, as stated in their report which is included herein.

Registered Public Accounting Firm’s Report on Internal Control Over Financial Reporting
To The Board of Directors and Shareholders of Cognex Corporation:

We have audited Cognex Corporation’s internal control over financial reporting as of December 31, 2007,
based on criteria established in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COSQO). Cognex Corporation’s management is
responsible for maintaining effective internal control over financial reporting and for its assessment of the
effectiveness of internal control over financial reporting, included in the accompanying management’s
report on internal control over financial reporting. Our responsibility is to express an opinion on Cognex
Corporation’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over financial reporting,
assessing the risk that a material weakness exists, testing and evaluating the design and operating
effectiveness of internal control based on the assessed risk, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our
opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles. A company’s internal

72



control over financial reporting includes those policies and procedures that (1) pertain to the maintenance
of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted accounting principles,
and that receipts and expenditures of the company are being made only in accordance with authorizations
of management and directors of the company; and (3) provide reasonable assurance regarding prevention
or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could have
a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk
that controls may become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

In our opinion, Cognex Corporation maintained, in all material respects, effective internal control over
financial reporting as of December 31, 2007, based on criteria established in Internal Control-Integrated
Framework issued by COSO.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the 2007 consolidated financial statements of Cognex Corporation and subsid-
iaries and our report dated February 14, 2008 expressed an unqualified opinion thereon.

/s/  Grant Thornton LLP

Boston, Massachusetts
February 14, 2008

Changes in Internal Control Over Financial Reporting

There have been no changes in the Company’s internal control over financial reporting that occurred
during the fourth quarter of the year ended December 31, 2007 that have materially affected, or are
reasonably likely to materially affect, the Company’s internal control over financial reporting. The Com-
pany continues to review its disclosure controls and procedures, including its internal controls over
financial reporting, and may from time to time make changes aimed at enhancing their effectiveness and to
ensure that the Company’s systems evolve with its business.

ITEM 9B: OTHER INFORMATION

None
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PART Il

ITEM 10: DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

Information with respect to Directors and Executive Officers of the Company and the other matters
required by ltem 10 shall be included in the Company’s definitive Proxy Statement for the Special Meeting
in Lieu of the 2008 Annual Meeting of Shareholders to be held on April 17, 2008 and is incorporated herein
by reference. In addition, certain information with respect to Executive Officers of the Company may be
found in the section captioned “Executive Officers and Other Members of the Management Team of the
Registrant,” appearing in Part | — Item 4A of this Annual Report on Form 10-K.

The Company has adopted a Code of Business Conduct and Ethics covering all employees, which is
available, free of charge, on the Company’s website, www.cognex.com. The Company intends to disclose
any amendments to or waivers of the Code of Business Conduct and Ethics on behalf of the Company’s
Chief Executive Officer, Chief Financial Officer, Controller, and persons performing similar functions on the
Company’s website.

ITEM 11: EXECUTIVE COMPENSATION

Information with respect to executive compensation and the other matters required by Iltem 11 shall be
included in the Company’s definitive Proxy Statement for the Special Meeting in Lieu of the 2008 Annual
Meeting of Shareholders to be held on April 17, 2008 and is incorporated herein by reference.

ITEM 12: SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS

Information with respect to security ownership and the other matters required by Item 12 shall be included
in the Company’s definitive Proxy Statement for the Special Meeting in Lieu of the 2008 Annual Meeting of
Shareholders to be held on April 17, 2008 and is incorporated herein by reference.

The following table provides information as of December 31, 2007 regarding shares of common stock that
may be issued under the Company’s existing equity compensation plans.

Number of securities
remaining available for future

Number of securities to be issuance under equity
issued upon exercise of Weighted-average exercise compensation plans
outstanding options, warrants,  price of outstanding options,  (excluding securities reflected
Plan Category and rights warrants, and rights in column (a))
(a) (b) (c)
Equity compensation plans
approved by shareholders 10,754,433 (1) $ 25.58 2,003,281 (2)
Equity compensation plans not
approved by shareholders 185,901 (3) 21.20 7,110,000 (4)
10,940,334 $ 25.50 9,113,281

(1) Includes shares to be issued upon exercise of outstanding options under the Company’s 1991 Isys Controls, Inc. Long-
Term Equity Incentive Plan, 1993 Stock Option Plan, 1993 Stock Option Plan for Non-Employee Directors, 1998 Stock
Incentive Plan, and 1998 Non-Employee Director Stock Option Plan. Does not include purchase rights accruing under the
Employee Stock Purchase Plan (ESPP) because the purchase price (and therefore the number of shares to be purchased)
will not be determined until the end of the purchase period.

(2) Includes shares remaining available for future issuance under the Company’s 1998 Stock Incentive Plan and 1998 Non-
Employee Director Stock Option Plan. Includes 240,944 shares available for future issuance under the ESPP. Excludes
2,300,000 shares that will become available for grant on February 27, 2008 when the 1998 Stock Incentive Plan expires
and the 2007 Stock Option and Incentive Plan takes effect.

(3) Includes shares to be issued upon the exercise of outstanding options under the Company’s 2001 Interim General Stock
Incentive Plan.

(4) Includes shares remaining available for future issuance under the Company’s 2001 General Stock Option Plan.

The 2001 General Stock Option Plan was adopted by the Board of Directors on December 11, 2001
without shareholder approval. This plan provides for the granting of nonqualified stock options to any

74



employee who is actively employed by the Company and is not an officer or director of the Company. The
maximum number of shares of common stock available for grant under the plan is 7,110,000 shares. All
option grants must have an exercise price per share that is no less than the fair market value per share of
the Company’s common stock on the grant date and must have a term that is no longer than fifteen years
from the grant date. No stock options have been granted under the 2001 General Stock Option Plan.

The 2001 Interim General Stock Incentive Plan was adopted by the Board of Directors on July 17, 2001
without shareholder approval. This plan provides for the granting of nonqualified stock options to any
employee who is actively employed by the Company and is not an officer or director of the Company. The
maximum number of shares of common stock available for grant under the plan is 400,000 shares. All
option grants have an exercise price per share that is no less than the fair market value per share of the
Company’s common stock on the grant date and must have a term that is no longer than fifteen years from
the grant date. All 400,000 stock options have been granted under the 2001 Interim General Stock
Incentive Plan.

ITEM 13: CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR
INDEPENDENCE

Information with respect to certain relationships and related transactions and the other matters required by
Item 13 shall be included in the Company’s definitive Proxy Statement for the Special Meeting in Lieu of the
2008 Annual Meeting of Shareholders to be held on April 17,2008 and is incorporated herein by reference.

ITEM 14: PRINCIPAL ACCOUNTANT FEES AND SERVICES

Information with respect to principal accountant fees and services and the other matters required by
Item 14 shall be included in the Company’s definitive Proxy Statement for the Special Meeting in Lieu of the
2008 Annual Meeting of Shareholders to be held on April 17,2008 and is incorporated herein by reference.
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PART IV

ITEM 15: EXHIBITS AND FINANCIAL STATEMENT SCHEDULES
(1) Financial Statements

The financial statements are included in Part Il - ltem 8 of this Annual Report on Form 10-K.
(2) Financial Statement Schedule

Financial Statement Schedule Il is included in Part Il - Item 8 of this Annual Report on Form 10-K.

Other schedules are omitted because of the absence of conditions under which they are required
or because the required information is given in the consolidated financial statements or notes
thereto.

(3) Exhibits

The Exhibits filed as part of this Annual Report on Form 10-K are listed in the Exhibit Index,
immediately preceding such Exhibits.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) 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.

COGNEX CORPORATION

By: /s/ Robert J. Shillman

Robert J. Shillman
President, Chief Executive Officer,
and Chairman of the Board of Directors

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature Title Date
/s/ Robert J. Shillman President, Chief Executive Officer, and February 14, 2008
Robert J. Shillman Chairman of the Board of Directors

(principal executive officer)
/s/ Richard A. Morin Senior Vice President of Finance February 14, 2008
Richard A. Morin and Administration, Chief Financial

Officer, and Treasurer

(principal financial and accounting

officer)
/s/ Patrick Alias Director February 14, 2008
Patrick Alias
/s/ Jerald Fishman Director February 14, 2008
Jerald Fishman
/s/ Theodor Krantz Director February 14, 2008
Theodor Krantz
/s/ Edward Smith Director February 14, 2008
Edward Smith
/s/ Anthony Sun Director February 14, 2008
Anthony Sun
/s/ Reuben Wasserman Director February 14, 2008

Reuben Wasserman
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EXHIBIT NUMBER

2A

3A

3B

10A*

10B*

10C*

10D*
10E*

10F*

10G*

10H*

10I*

10J*

10K*

0L~

10M*

EXHIBIT INDEX

Agreement and Plan of Merger, dated May 9, 2005, by and among Cognex, Tango
Acquisition Corp. and DVT Corporation (excluding schedules and exhibits which the
registrant agrees to furnish supplementally to the Commission upon request)
(incorporated by reference to Exhibit 2.1 of Cognex’s Current Report on
Form 8-K filed on May 11, 2005 [File No. 0-17869])

Restated Articles of Organization of Cognex Corporation effective June 27, 1989,
as amended April 30, 1991, April 21, 1992, April 25, 1995, April 23, 1996, and May 8,
2000 (Refiled herewith)

By-laws of the Company, as amended and restated through November 21, 2007
(Filed herewith)

Specimen Certificate for Shares of Common Stock (incorporated by reference to
Exhibit 4 to the Registration Statement on Form S-1 [Registration No. 33-29020])

Cognex Corporation 1993 Stock Option Plan for Non-Employee Directors
(incorporated by reference to Exhibit 4A to the Registration Statement on
Form S-8 [Registration No. 33-81150])

Amendment to the Cognex Corporation 1993 Stock Option Plan for Non-Employee
Directors (Refiled herewith)

Cognex Corporation 1993 Stock Option Plan, as amended November 14, 1995 and
February 25, 1996 (incorporated by reference to Exhibit 4A to the Registration
Statement on Form S-8 [Registration No. 333-04621])

Amendment to the Cognex Corporation 1993 Stock Option Plan (Refiled herewith)

1991 Isys Controls, Inc. Long-Term Equity Incentive Plan (incorporated by
reference to Exhibit 4A to the Registration Statement on Form S-8 [Registration
No. 333-02151])

Cognex Corporation 1998 Non-Employee Director Stock Option Plan (incorporated
by reference to Exhibit 4.1 to the Registration Statement on Form S-8 [Registration
No. 333-60807])

Amendment to Cognex Corporation 1998 Non-Employee Director Stock Option
Plan, effective as of July 26, 2007 (incorporated by reference to Exhibit 10.1 of
Cognex’s Quarterly Report on Form 10-Q for the quarter ended September 30,
2007 [File No. 0-17869])

Cognex Corporation 1998 Stock Incentive Plan (incorporated by reference to
Exhibit 4.2 to the Registration Statement on Form S-8 [Registration No. 333-60807])

First Amendment to the Cognex Corporation 1998 Stock Incentive Plan
(incorporated by reference to Exhibit 4.3 to the Registration Statement on
Form S-8 [Registration No. 333-60807])

Second Amendment to the Cognex Corporation 1998 Stock Incentive Plan
(incorporated by reference to Exhibit 10.3 of Cognex’s Quarterly Report on
Form 10-Q for the quarter ended July 2, 2006 [File No. 0-17869])

Amendment to Cognex Corporation 1998 Stock Incentive Plan, effective as of
July 26, 2007 (incorporated by reference to Exhibit 10.1 of Cognex’s Quarterly
Report on Form 10-Q for the quarter ended September 30, 2007 [File No. 0-17869])
Cognex Corporation 2000 Employee Stock Purchase Plan (incorporated by

reference to Exhibit 4 to the Registration Statement on Form S-8 [Registration
No. 333-44824))

First Amendment to 2000 Employee Stock Purchase Plan (incorporated by
reference to Exhibit 10.2 of Cognex’s Quarterly Report on Form 10-Q for the
quarter ended July 3, 2005 [File No. 0-17869])
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EXHIBIT NUMBER

10N*

100~

10P*

10Q*

10R*

10S*

10T

1o0u*

10V~

10W*

10X*
10Y*
14

21

23.1
23.2
31.1
31.2
32.1

32.2

Cognex Corporation 2001 Interim General Stock Incentive Plan (incorporated by
reference to Exhibit 4.1 to the Registration Statement on Form S-8 [Registration
No. 333-68158])

Cognex Corporation 2001 General Stock Option Plan (incorporated by reference to
Exhibit 1 to the Registration Statement on Form S-8 [Registration No. 333-100709])

Amendment to Cognex Corporation 2001 General Stock Option Plan, effective as of
July 26, 2007 (incorporated by reference to Exhibit 10.1 of Cognex’s Quarterly
Report on Form 10-Q for the quarter ended September 30, 2007 [File No. 0-17869])
Cognex Corporation 2007 Stock Option and Incentive Plan (incorporated by
reference to Exhibit 1 to the Company’s Proxy Statement for the Special
Meeting in lieu of the 2007 Annual Meeting of Shareholders, filed on March 14,
2007 [File No. 0-17869])

Form of Letter Agreement between Cognex Corporation and each of Robert J.
Shillman, Patrick A. Alias, Jerald G. Fishman, Anthony Sun and Reuben
Wasserman (Filed herewith)

Form of Letter Agreement between Cognex Corporation and each of Richard A.
Morin and Eric A. Ceyrolle (Filed herewith)

Form of Stock Option Agreement (Non-Qualified) under 1998 Stock Incentive Plan
(Filed herewith)

Form of Stock Option Agreement (Non-Qualified) under 1998 Non-Employee
Director Stock Plan (incorporated by reference to Exhibit 10.2 of Cognex’s
Quarterly Report on Form 10-Q for the quarter ended October 3, 2004 [File
No. 0-17869])

Separation Agreement by and between Cognex Corporation and James F.
Hoffmaster (incorporated by reference to Exhibit 10.1 of Cognex’s Current
Report on Form 8-K/A, filed on April 12, 2007 [File No. 0-17869])

Supplemental Retirement and Deferred Compensation Plan effective April 1, 1995
(incorporated by reference to Exhibit 10P of Cognex’s Annual Report on Form 10-K
for the year ended December 31, 2004 [File No. 0-17869])

Summary of Annual Bonus Program (Filed herewith)
Summary of Director Compensation (Filed herewith)

Code of Business Conduct and Ethics as amended March 12, 2004 (incorporated
by reference to Exhibit 14 of Cognex’s Annual Report on Form 10-K for the year
ended December 31, 2004 [File No. 0-17869])

Subsidiaries of the registrant (Filed herewith)

Consent of Grant Thornton LLP (Filed herewith)
Consent of Ernst & Young LLP (Filed herewith)
Certification of Chief Executive Officer (Filed herewith)
Certification of Chief Financial Officer (Filed herewith)

Certification pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (CEQO)
(Furnished herewith)

Certification pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (CFO)
(Furnished herewith)

* Indicates management contract or compensatory plan or arrangement
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Company Information

Corporate Headquarters
Cognex Corporation

One Vision Drive

Natick, Massachusetts 01760
Telephone: (508) 650-3000
Fax: (508) 650-3333
http://www.cognex.com

Transfer Agent

National City Bank

Corporate Trust Operations

3" Floor, North Annex

4100 West 150" Street

Cleveland, OH 44135-1385

Telephone: (216) 257-8663

Toll free: (800) 622-6757
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http://www.nationalcitystocktransfer.com

Outside Legal Counsel
Goodwin Procter LLP
Boston, Massachusetts

Independent Auditors
Grant Thornton LLP
Boston, Massachusetts

Form 10-K

The Cognex Annual Report on Form 10-K is
incorporated in this report and has been filed
with the Securities and Exchange
Commission. Additional copies are
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to the address below. Or, request
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http://www.cognex.com.

Department of Investor Relations
Cognex Corporation

One Vision Drive

Natick, Massachusetts 01760
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Statements” in this report for a discussion regarding risks
associated with these statements.
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