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NOTICE OF ANNUAL MEETING OF STOCKHOLDERS
October 18, 2004

To the Stockholders:

YOUR VOTE IS IMPORTANT

          NOTICE IS HEREBY GIVEN that the Annual Meeting of Stockholders of KLA-Tencor Corporation (the �Company�), a Delaware
corporation, will be held on Monday, October 18, 2004 at 1:00 p.m., local time, at the Company�s offices located at Three Technology Drive,
Milpitas, California 95035, for the following purposes:

1. To elect three Class III directors to each serve for a three-year term and until their successors are duly elected.

2. To approve the Company�s 2004 Equity Incentive Plan, including approval of its material terms and performance goals for
purposes of Internal Revenue Code Section 162(m).

3. To ratify the appointment of PricewaterhouseCoopers LLP as the Company�s independent registered public accounting firm for the
fiscal year ending June 30, 2005.

4. To transact such other business as may properly come before the Annual Meeting or any adjournment thereof.

The foregoing items of business are more fully described in the Proxy Statement accompanying this Notice.
          Only stockholders of record at the close of business on August 23, 2004 are entitled to notice of, and to voteat, the Annual Meeting and
any adjournment or postponement thereof.

Sincerely,

Stuart J. Nichols
Assistant Secretary
San Jose, California

September 9, 2004
All stockholders are cordially invited to attend the Annual Meeting in person; however, to assure your representation at the Annual Meeting, you
are requested to complete, sign and date the enclosed proxy card and return it in the enclosed envelope or follow the instructions on the enclosed
proxy card to vote by telephone or via the Internet. Any stockholder attending the Annual Meeting may vote in person even if he or she returned
a proxy card.
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2004 ANNUAL MEETING OF STOCKHOLDERS
OF

KLA-TENCOR CORPORATION

To be held on October 18, 2004

PROXY STATEMENT

QUESTIONS AND ANSWERS REGARDING SOLICITATION AND VOTING

Why am I receiving
these materials?

The Board of Directors of KLA-Tencor Corporation (�KLA-Tencor,� the �Company� or �we�) is providing
these proxy materials for you in connection with KLA-Tencor�sAnnual Meeting of Stockholders to be
held on Monday, October 18, 2004 at 1:00 p.m. local time. As a stockholder of record, you are
invited to attend the Annual Meeting, which will be held at our offices at Three Technology Drive,
Milpitas, California 95035. The purposes of the Annual Meeting are set forth in the accompanying
Notice of Annual Meeting of Stockholders and this Proxy Statement.

These proxy solicitation materials and the enclosed Annual Report on Form 10-K for the fiscal year
ended June 30, 2004, including financial statements, were first mailed on or about September 9, 2004
to all stockholders entitled to vote at the Annual Meeting. KLA-Tencor�s principal executive offices
are located at 160 Rio Robles, San Jose, California 95134, and our telephone number is (408)
875-3000.

How may I
obtain KLA-Tencor�s
Annual Report?

A copy of our Annual Report on Form 10-K was delivered with this Proxy Statement. It is also
available free of charge on the Internet from the Securities and Exchange Commission�s website at
www.sec.gov, as well as on our website at
www.kla-tencor.com.

QUESTIONS AND ANSWERS ABOUT THE ANNUAL MEETING

Who may vote at
the Annual Meeting?

You may vote if our records showed that you owned shares of KLA-Tencor Common Stock as of
August 23, 2004 (the �Record Date�).At the close of business on that date, we had a total of
196,247,543 shares of Common Stock issued and outstanding, which were held of record by
approximately 971 stockholders. As of the Record Date, we had no shares of Preferred Stock
outstanding. You are entitled to one vote for each share that you own.

What proposals are
being voted on at
the Annual Meeting?

In addition to such other business as may properly come before the Annual Meeting or any
adjournment thereof, the following three proposals will be presented at the Annual Meeting:

1. Electing three Class III directors to each serve for a three-year term and until their
successors are duly elected;

2. Approving the Company�s 2004 Equity Incentive Plan, including approval of its material
terms and performance goals for purposes of Internal Revenue Code Section 162(m); and

3. Ratifying the appointment of PricewaterhouseCoopers LLP as the Company�s independent
registered public accounting firm for the fiscal year ending June 30, 2005.
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How can I vote if
I own shares directly?

If your shares are registered directly in your name with our transfer agent, you are considered, with
respect to those shares, the stockholder of record, and these proxy materials are being sent directly to
you. You may vote in accordance with the instruction described below. If you hold your shares in
your own name as a holder of record, you may instruct the proxy holders how to vote your common
stock in the following ways:

1. By Telephone: Use the toll free telephone number provided on the proxy card(specific
instructions for using the telephone voting system are on the proxy card);

2. Internet: Use the Internet voting site listed on the proxy card (specific instructions for using
the Internet voting system are on the proxy card);

3. By Mail: Complete, sign, date and mail the proxy card in the postage paid envelope that we
have provided; or

4. In Person: Attend the Annual Meeting and vote your shares in person.

Whichever of these methods you select to transmit your instructions, the proxy holders will vote your
shares in accordance with those instructions.

If you sign and return a proxy card without giving specific voting instructions, your
shares will be voted as recommended by our Board of Directors.

How may I vote if my
shares are held in a stock
brokerage account, by a
bank or other nominee?

If your shares are held in a stock brokerage account or by a bank or other nominee, you are
considered the beneficial owner of shares held in street name, and these proxy materials are being
forwarded to you by your broker or nominee who is considered, with respect to those shares, the
stockholder of record. As the beneficial owner, you have the right to direct your broker on how to
vote and you are also invited to attend the Annual Meeting. However, since you are not the
stockholder of record, you may not vote these shares in person at the Annual Meeting. Your broker
or nominee has forwarded instructions for you to use in directing the broker or nominee regarding
how to vote your shares.

If a broker, bank or other nominee holds your shares, you will receive instructions from them that
you must follow in order to have your shares voted.

Can I change my vote? You may change your vote at any time prior to the vote at the Annual Meeting.
To change your proxy instructions if you are a holder of record, you must:

1. Advise our Assistant Secretary in writing at our principal executive office before the proxy
holders vote your shares that you wish to revoke your proxy instructions; or

2. Deliver proxy instructions dated after your earlier proxy instructions as follows:

(a) By Telephone: Use the toll free telephone number provided on the proxy card to vote
again prior to 11:59 P.M. EST on October 17, 2004 (specific instructions for using the
telephone voting system are on the proxy card);

(b) By Internet: Use the Internet voting site listed on the proxy card to vote again prior to
11:59 P.M EST on October 17, 2004 (specific instructions for using the Internet voting
system are on the proxy card);

(c) By Mail: Complete, sign, date and mail another proxy card bearing a later date and
deliver such proxy card prior to 11:59 P.M. EST on October 17, 2004; or

(d) In Person: Attend the Annual Meeting and vote your shares in person.
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How are votes counted? The Annual Meeting will be held if a majority of the outstanding Common Stock entitled to vote is
represented at the Annual Meeting. If you have returned valid proxy instructions or attend the Annual
Meeting in person, your Common Stock will be counted for the purpose of determining whether
there is a quorum, even if you wish to abstain from voting on some or all matters at the Annual
Meeting.

Who will bear the cost of
this proxy solicitation?

We will pay the cost of this proxy solicitation. KLA-Tencor has retained the services of Automatic
Data Processing (�ADP�) and D.F. King to aid in the solicitation of proxies from brokers, bank
nominees and other institutional owners. We estimate that we will pay ADP fees of approximately
$100,000 for this solicitation activity and for forwarding solicitation material to beneficial and
registered stockholders and processing the results. We estimate that we will pay D.F. King
approximately $10,000 for this solicitation activity. Certain of our directors, officers and regular
employees, without additional compensation, may solicit proxies personally or by telephone.

Can my broker vote my
shares if I do not instruct
him or her how I would
like my shares voted?

Yes, except with respect to the proposal to approve the Company�s 2004 Equity Incentive Plan. If you
do not give your broker voting instructions with respect to Proposal Two, approval of the 2004
Equity Incentive Plan, the broker will be prevented from voting shares held in your brokerage
account (a �broker non-vote�). The New York Stock Exchange (�NYSE�) has issued regulations which
prohibit bankers, brokers or other nominees that are NYSE member organizations from voting in
favor of proposals related to equity compensation plans unless they receive specific instructions from
the beneficial owner of the shares to vote in that manner. In addition, brokers who are members of
the National Association of Securities Dealers (�NASD�) are also prohibited from voting on such
proposals without specific instructions from beneficial holders. Thus, all shares that you hold through
a broker or other nominee who is a NYSE or NASD member organization will only be voted on
Proposal Two if you have provided specific voting instructions to your broker or other nominee with
respect to Proposal Two.

Are abstentions and broker
non-votes counted?

Shares that are voted �FOR,� �AGAINST,� �WITHHELD� or �ABSTAIN� are treated as being present for
purposes of determining the presence of a quorum and are also treated as shares entitled to vote at the
Annual Meeting (�Votes Cast�).

Since abstentions will be counted for purposes of determining both (i) the presence or absence of a
quorum for the transaction of business and (ii) the total number of Votes Cast with respect to a
proposal (other than the election of directors), abstentions will have the same effect as a vote against
the proposal (other than election of directors).

Shares that are subject to a broker non-vote are counted for purposes of determining whether a
quorum exists but not for purposes of determining whether a proposal has passed. Accordingly,
broker non-votes will not affect the outcome of the voting on a proposal that requires a majority of
the Votes Cast.
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How does the Board
of Directors recommend
that I vote?

The Board of Directors recommends that stockholders vote as follows:
�FOR� the election of the Class III Directors�Edward W. Barnholt, Stephen
P. Kaufman and Kenneth L. Schroeder to the Board of Directors;
�FOR� approval of the Company�s 2004 Equity Incentive Plan, including approval of its
material terms and performance goals for purposes of Internal Revenue Code Section
162(m); and
�FOR� ratification of PricewaterhouseCoopers LLP as the Company�s independent registered
public accounting firm for the fiscal year ending June 30, 2005.

When proxies are properly dated, executed and returned, the shares represented by such proxies
will be voted at the Annual Meeting in accordance with the instructions of the stockholder.
However, if no specific instructions are given, the shares will be voted in accordance with the
recommendations of our Board of Directors and as the proxy holders may determine in their
discretion with respect to any other matters that properly come before the meeting.

Will any other business
be transacted at
the Annual Meeting?

We are not aware of any matters to be presented other than those described in this Proxy Statement.
If any matters not described in the Proxy Statement are properly presented at the Annual Meeting,
the proxy holders will use their own judgment to determine how to vote your shares. If the Annual
Meeting is adjourned or postponed, the proxy holders can vote your shares on the new meeting date
as well, unless you have revoked your proxy instructions.

Can I present other
business to be transacted
at the Annual Meeting?

Any stockholder may present a matter from the floor for consideration at a meeting of stockholders
so long as certain procedures are followed. Under our bylaws, as amended, a stockholder notice
must be delivered to, or mailed and received by, KLA-Tencor (attention: Assistant Secretary) at
least 120 days prior to the annual meeting of stockholders (under the assumption that the next
annual meeting of stockholders will occur on the anniversary of the same calendar day as the day of
the most recent annual meeting of stockholders).

What is required in
a stockholder�s notice
to present other business
to be transacted?

The stockholder�s notice must set forth, as to each proposed matter, the following:
1. A brief description of the proposed matter and reasons for conducting such business at the

meeting;

2. Name and address, as they appear on KLA-Tencor�s books, of the stockholder;

3. The class and number of shares of KLA-Tencor that are beneficially owned by the
stockholder;

4. Any material interest of the stockholder in such business; and

5. Any other information that is required to be provided by such stockholder pursuant to
Regulation 14A under the Securities Exchange Act of 1934.

Can I still present other
business to be transacted if
my notice is deficient?

If the stockholder notice is not in compliance with the requirements set forth in our bylaws, the
presiding officer of the meeting may refuse to acknowledge the matter.
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What is the deadline
for stockholder proposals
in connection with the
2005 Annual Meeting?

Stockholders may present proposals for action at a future meeting only if they comply with the
requirements of the proxy rules established by the Securities and Exchange Commission (�SEC�) and
the provisions of our bylaws. We must receive stockholder proposals that are intended to be
presented by such stockholders at our 2005 Annual Meeting of Stockholders no later than May 12,
2005 to be considered for inclusion in the Proxy Statement and form of Proxy relating to that
meeting.

Stockholder proposals that are not intended to be included in our proxy materials for such meeting,
but that are to be presented by the stockholder from the floor are subject to the advance notice
provisions set forth above under �Can I present other business to be transacted at the Annual
Meeting?� and other requirements set forth in our bylaws.

How may I obtain a copy
of KLA-Tencor�s Bylaws?

For a free copy of KLA-Tencor�s bylaws, please contact our Investor Relations department at (408)
875-3600 or visit our website at www.kla-tencor.com/investors/contactinfo.html and fill out a request
form.

What should I do if
I receive more than one
set of voting materials?

You may request delivery of a single copy of our future proxy statements and annual reports by
writing to the address below or calling our Investor Relations department at the telephone number
below. Stockholders may also request electronic delivery of our annual report and proxy statement
by writing to the address below, calling our Investor Relations department at the telephone number
below or via our website at www.icsdelivery.com/klatencor/index.html.

May I get additional
copies of these materials
and the exhibits to
the Annual Report?

Certain stockholders who share an address are being delivered only one copy of this Proxy Statement
and our 2004 Annual Report on Form 10-K. You may receive additional copies of this Proxy
Statement and our Annual Report on Form 10-K for the fiscal year ended June 30, 2004 without
charge or a copy of the exhibits to such Form 10-K for a reasonable fee (which shall be limited to our
reasonable expenses in furnishing such exhibits) by sending a written request to KLA-Tencor
Corporation, Attention: Investor Relations, 160 Rio Robles, San Jose, CA 95134. Requests may also
be made by calling Investor Relations at KLA-Tencor at (408) 875-3600.
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PROPOSAL ONE:
ELECTION OF DIRECTORS

The Company has a classified Board of Directors currently comprised of three incumbent Class I
directors (Kenneth Levy, Jon D. Tompkins and Lida Urbanek), four incumbent Class II directors (H.
Raymond Bingham, Robert T. Bond, Richard J. Elkus, Jr. and Michael E. Marks) and three
incumbent Class III directors (Edward W. Barnholt, Stephen P. Kaufman and Kenneth L. Schroeder).
The Class I directors and the Class II directors will serve until the annual meetings of stockholders to
be held in 2005 and 2006, respectively, or until their respective successors are duly elected and
qualified. At each annual meeting, directors are elected for a full term of three years to succeed those
directors whose terms expire at the annual meeting.

Nominees The term of the three current Class III directors will expire on the date of the Annual Meeting. Three
Class III directors of the Board of Directors are to be elected at the Annual Meeting. The Nominating
and Governance Committee, consisting solely of independent directors as determined under the rules
of the Nasdaq National Market, recommended the nominees set forth in this Proposal One, each of
whom is an incumbent director. Based on that recommendation, the members of the Board of
Directors unanimously resolved to nominate such individuals for election. The nominees for election
by the stockholders to these three positions are:

�   Edward W. Barnholt;
�   Stephen P. Kaufman; and
�  Kenneth L. Schroeder.

If elected, the nominees will serve as directors until the Company�s annual meeting of stockholders in
2007, or until their successors are duly elected and qualified. If any of the nominees declines to serve
or becomes unavailable for any reason, or a vacancy occurs before the election, the proxies may be
voted for such substitute nominees as the Board of Directors may designate. As of the date of this
proxy statement, the Board is not aware of any nominee who is unable or will decline to serve as a
director.

Vote Required and
Recommendation

If a quorum is present and voting, the three nominees for Class III directors receiving the highest
number of affirmative votes will be elected as Class III directors. Votes withheld from any director
and broker non-votes are counted for purposes of determining the presence or absence of a quorum
but have no other legal effect on the selection of nominees for directors.

THE MEMBERS OF THE BOARD OF DIRECTORS UNANIMOUSLY RECOMMEND A
VOTE �FOR� EACH OF THE CLASS III NOMINEES LISTED ABOVE.
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INFORMATION ABOUT THE DIRECTORS AND THE NOMINEES

          The following table sets forth certain information with respect to the Company�s Board of Directors as of the date of this proxy statement:

Nominees for Election as Class III Directors

Principal Occupation of Board Members
During the Past Five Years Age

Director
Since

Edward W. Barnholt Edward W. Barnholt has been a Director of KLA-Tencor since 1995. Since
May 1999, Mr. Barnholt has been President and Chief Executive Officer of
Agilent Technologies, Inc. (�Agilent�) and became Chairman of the Board of
Agilent in November 2002. Before being named Agilent�s Chief Executive
Officer, Mr. Barnholt served as Executive Vice President and General
Manager of Hewlett-Packard Company�s Measurement Organization from
1998 to 1999. From 1990 to 1998, he served as General Manager of
Hewlett-Packard Company�s Test and Measurement Organization. He was
elected a Senior Vice President of Hewlett-Packard Company in 1993 and
an Executive Vice President in 1996. Mr. Barnholt also serves on the boards
of directors of the Tech Museum of Innovation and Silicon Valley
Manufacturing Group.

61 1995

Stephen P. Kaufman Stephen P. Kaufman has been a Director of KLA-Tencor since November
2002. He has been a Senior Lecturer at the Harvard Business School since
January 2001. He was a member of the board of directors of Arrow
Electronics, Inc. (�Arrow�) from 1994 to May 2003. From 1986 to June 2000,
he was Chief Executive Officer of Arrow. From 1985 to June 1999, he was
also Arrow�s President. From 1994 to June 2002, he was Chairman of the
Board of Arrow. Mr. Kaufman also serves on the boards of directors of
Harris Corporation and Viacore, Inc.

62 2002

Kenneth L. Schroeder Kenneth L. Schroeder joined KLA Instruments in 1979 and left in 1987 to
pursue personal and other business interests. He returned to KLA
Instruments in 1991. Mr. Schroeder has been Chief Executive Officer and a
member of the Board of Directors of KLA-Tencor since July 1, 1999, as
well as President since May 2004. He also held the position of President
from November 1991 to July 2002.

59 1991
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Class II Directors

Principal Occupation of Board Members
During the Past Five Years Age

Director
Since

H. Raymond Bingham H. Raymond Bingham has been a Director of KLA-Tencor since October
1999. He served as President and Chief Executive Officer of Cadence
Design Systems, Inc. (�Cadence�) from May 1999 to April 2004. Mr.
Bingham has been Chairman of the Board of Cadence since May 2004 and
has been a director of Cadence since November 1997. From 1993 to April
1999, Mr. Bingham served as Executive Vice President and Chief Financial
Officer of Cadence. Prior to joining Cadence, Mr. Bingham was Executive
Vice President and Chief Financial Officer of Red Lion Hotels, Inc. for eight
years. Mr. Bingham also serves on the boards of directors of Freescale
Semiconductor, Inc., Onyx Software Corporation and Oracle Corporation.

58 1999

Robert T. Bond Robert T. Bond has been a Director of KLA-Tencor since August 2000.
From April 1996 to January 1998, Mr. Bond served as Chief Operating
Officer of Rational Software Corporation. Prior to that, he held various
executive positions at Rational Software Corporation. Mr. Bond was
employed by Hewlett-Packard Company from 1967 to 1983 and held
various management positions during his tenure there. Mr. Bond also serves
on the boards of directors of Portal Software, MontaVista Software, Clarus
Systems and DecisionPoint Applications, Inc.

61 2000

Richard J. Elkus, Jr. Richard J. Elkus, Jr. has been a Director of KLA-Tencor since April 1997.
He was Executive Vice President and Vice Chairman of the board of
directors of Tencor Instruments from February 1994 until April 1997. In
addition to KLA- Tencor he currently serves on the boards of directors of
Sopra SA, Lam Research Corporation, Virage Logic Corporation, the Palo
Alto Medical Foundation, the National Medal of Technology Foundation,
and the Board of Trustees of the Scripps Research Institute.

69 1997

Michael E. Marks Michael E. Marks has been a Director of KLA-Tencor since November
2003. He has been the Chief Executive Officer of Flextronics International
Ltd. (�Flextronics�) since January 1994 and also serves on its board of
directors. Mr. Marks was Chairman of the Board of Flextronics from July
1993 to January 2003. Prior to joining Flextronics, he was President and
Chief Executive Officer of Metcal, Inc., a precision heating instrument
company.

53 2003
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Class I Directors

Principal Occupation of Board Members
During the Past Five Years Age

Director
Since

Kenneth Levy Kenneth Levy is a founder of KLA Instruments Corporation and since July
1, 1999 has been Chairman of the Board and a Director of KLA-Tencor.
From July 1998 until June 30, 1999, he was Chief Executive Officer and a
Director. From 1975 until April 30, 1997 he was Chief Executive Officer of
KLA Instruments Corporation. He currently serves on the boards of
directors of the following publicly traded companies: Juniper Networks,
Inc., Extreme Networks, Inc., and PowerDsine, Inc. In addition, he is a
Director Emeritus of SEMI, an industry trade association.

61 1975

Jon D. Tompkins Jon D. Tompkins has been a Director of KLA-Tencor since April 1997. He
was Chairman of the Board from July 1998 to June 1999, when he retired
from such position. From May 1997 until July 1998, he was Chief Executive
Officer. From April 1991 until April 1997, Mr. Tompkins was President and
Chief Executive Officer of Tencor Instruments prior to its merger with KLA
Instruments Corporation. He was a director of Tencor Instruments from
1991 until April 1997 and was appointed Chairman of the Board of
Directors of Tencor Instruments in November 1993. Mr. Tompkins currently
serves on the boards of directors of Cymer, Inc., Electro Scientific
Industries, Inc. and Credence Systems Corporation.

64 1997

Lida Urbanek Lida Urbanek has been a Director of KLA-Tencor since April 30, 1997. She
is a private investor. She was a director of Tencor Instruments from August
1991 until April 30, 1997.

61 1997
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PROPOSAL TWO:
APPROVAL OF THE COMPANY�S 2004 EQUITY INCENTIVE PLAN, INCLUDING
APPROVAL OF ITS MATERIAL TERMS AND PERFORMANCE GOALS FOR
PURPOSES OF INTERNAL REVENUE CODE SECTION 162(m)

Approval of the 2004
Equity Incentive Plan

The Board of Directors is asking our stockholders to approve our 2004 Equity Incentive Plan, which
will:

� Reserve 11,000,000 new shares of our Common Stock for issuance under the2004 Equity
Incentive Plan;

� Transfer up to an additional 1,500,000 shares subject to outstanding options under our 1982
Stock Option Plan and 2000 Nonstatutory Stock Option Plan if they expire or are forfeited
without being exercised and terminate the 1982 Stock Option Plan (including its �evergreen�
automatic replenishment feature) and 2000 Nonstatutory Stock Option Plan for any new
grants; and

�  Include the ability to grant restricted stock, stock appreciation rights, performance shares,
performance units and deferred stock units.

The Company�s stockholders are also being asked to approve the material terms of the 2004 Equity
Incentive Plan and the performance goals thereunder for the purpose of helping awards under the
2004 Equity Incentive Plan qualify as �performance- based� compensation under Internal Revenue
Code Section 162(m).

Any 2004 Equity Incentive Plan awards of restricted stock, performance shares, performance units or
deferred stock units with a per share or unit purchase price lower than 100% of fair market value on
the grant date shall be counted against the total number of shares issuable under the plan as 1.8
shares for every one share subject thereto.

As of June 30, 2004, options to purchase a total of 29,432,566 shares were

outstanding under our active stock option plans as follows:

1982 Stock Option Plan 20,343,266
2000 Nonstatutory Stock Option Plan 8,816,802
1998 Outside Director Option Plan 272,498

As of June 30, 2004, our 1982 Stock Option Plan had 12,647,812 shares remaining available for
issuance and was scheduled to expire in 2006. Moreover, our 1982 Stock Option Plan has an
�evergreen� automatic annual share replenishment feature whereby on the first day of each of our fiscal
years, an amount of shares equal to 3% of our outstanding shares of common stock on the last day of
each fiscal year plus the number of common stock shares that we repurchase on the open market for
reissuance under the Plan can be added to the Plan. Pursuant to this �evergreen� annual share
replenishment feature, on July 1, 2004 an additional 5,903,603 shares as of June 30, 2004 were added
to the 1982 Stock Option Plan. As of June 30, 2004, our 2000 Nonstatutory Stock Option Plan had
3,098,870 shares remaining available for issuance and was scheduled to expire in 2010. If our
stockholders approve this proposal, both the 1982 Stock Option Plan (including its �evergreen� feature)
and the 2000 Nonstatutory Stock Option Plan shall be terminated for any new grants.

Proposed new accounting regulations are expected to require companies to record a charge to
earnings for employee and director stock option grants, including options granted under plans similar
to the proposed 2004 Equity Incentive Plan. The extent to which we will make grants of awards
under the 2004 Equity
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Incentive Plan will depend on the developments in these accounting regulations as well as several
other factors, including our assessment of the impact of the final rules on our earnings, actions by
other companies (particularly those with whom we compete for employees and directors) with
respect to the design and operation of equity incentive plans, and the attitude of financial analysts
and investors towards these potentially significant non-cash charges. The 2004 Equity Incentive Plan
will allow us to grant a wider range of awards than is permitted under our current stock option plans,
including restricted stock, stock appreciation rights, performance shares, performance units and
deferred stock units, which will help us achieve our goal of attracting, retaining and motivating our
talented personnel. We believe that the 2004 Equity Incentive Plan will be an essential element of a
competitive compensation package.

Our 2004 Equity Incentive Plan has been developed to replace our 1982 Stock Option Plan and 2000
Nonstatutory Stock Option Plan and to supplement our 1998 Outside Director Option Plan.
Currently, our 1982 Stock Option Plan authorizes our Board of Directors to grant stock options to
our eligible employees and consultants. Our 2000 Nonstatutory Stock Option Plan authorizes our
Board of Directors to grant stock options to our eligible employees and consultants who are not
officers or members of the Board of Directors. Our 1998 Outside Director Option Plan provides for
automatic formula option grants as well as discretionary option grants to members of our Board of
Directors. Our Board of Directors approved the 2004 Equity Incentive Plan in July 2004 to replace
the 1982 Stock Option Plan and 2000 Nonstatutory Stock Option Plan, subject to stockholder
approval at the 2004 Annual Meeting.

As of June 30, 2004, the closing price of our common stock was $49.38 per share. The 2004 Equity
Incentive Plan provides for the grant of options to purchase shares of our Common Stock, stock
appreciation rights (�SARs�), restricted stock, performance shares, performance units, and deferred
stock units to our employees, consultants and members of our Board of Directors. As of June 30,
2004, there were approximately 5,200 employees (including officers) and members of our Board of
Directors eligible to participate in the 2004 Equity Incentive Plan. Please see the summary of the
2004 Equity Incentive Plan below.

Vote Required and
Recommendation

If a quorum is present and voting, the affirmative vote of a majority of the votes cast will be required
to approve the adoption of the 2004 Equity Incentive Plan. Our executive officers and members of
our Board of Directors have an interest in this proposal as they may receive awards under the 2004
Equity Incentive Plan.

THE BOARD OF DIRECTORS UNANIMOUSLY RECOMMENDS A VOTE �FOR�
APPROVAL OF THE COMPANY�S 2004 EQUITY INCENTIVE PLAN, INCLUDING
APPROVAL OF ITS MATERIAL TERMS AND PERFORMANCE GOALS FOR
PURPOSES OF INTERNAL REVENUE CODE SECTION 162(M).

SUMMARY OF THE 2004 EQUITY INCENTIVE PLAN

          The essential features of the 2004 Equity Incentive Plan are summarized below. This summary
does not purport to be complete and is subject to, and qualified in its entirety by, the provisions of the
2004 Equity Incentive Plan, which is attached asAppendixA. Capitalized terms used herein and not
defined shall have the meanings set forth in the 2004 Equity Incentive Plan.
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General The purposes of the 2004 Equity Incentive Plan are to attract and retain the best available personnel
for positions of substantial responsibility, provide additional incentive to our employees and
consultants, and promote the success of our business.

Administration The 2004 Equity Incentive Plan may be administered by our Board of Directors or a committee,
which our Board of Directors may appoint from among its members (the �Administrator�). Subject to
the provisions of the 2004 Equity Incentive Plan, the Administrator has the authority to: (i) interpret
the plan and apply its provisions; (ii) prescribe, amend or rescind rules and regulations relating to the
2004 Equity Incentive Plan; (iii) select the persons to whom awards are to be granted; (iv) subject to
individual fiscal year limits applicable to each type of award, determine the number of shares or
equivalent units to be made subject to each award; (v) determine whether and to what extent awards
are to be granted; (vi) determine the terms and conditions applicable to awards generally and of each
individual award (including the provisions of the award agreement to be entered into between the
Company and the participant); (vii) amend any outstanding award subject to applicable legal
restrictions (except repricing an option or SAR, unless stockholder approval is obtained); (viii)
authorize any person to execute, on our behalf, any instrument required to effect the grant of an
award; (ix) approve forms of agreement for use under the Plan; (x) allow participants to satisfy
withholding tax obligations by electing to have the Company withhold from the shares or cash to be
issued upon exercise, vesting of an award (or distribution of a deferred stock unit) that number of
shares or cash having a fair market value equal to the minimum amount required to be withheld; and
(xi) subject to certain limitations, take any other actions deemed necessary or advisable for the
administration of the 2004 Equity Incentive Plan. All decisions, interpretations and other actions of
the Administrator shall be final and binding on all holders of options or rights and on all persons
deriving their rights therefrom.

Discount Award
Limitations

Options and SARs may not be granted with an exercise price lower than 100% of the fair market
value of the underlying shares.

Shares Counted Against
the Plan

Any 2004 Equity Incentive Plan awards of restricted stock, performance shares, performance units or
deferred stock units with a per share or unit purchase price lower than 100% of fair market value on
the grant date shall be counted against the total number of shares issuable under the plan as 1.8
shares for every one share subject thereto.

No Repricing The 2004 Equity Incentive Plan prohibits option or stock appreciation right repricing, including by
way of an exchange for another award, unless stockholder approval is obtained.

Eligibility The 2004 Equity Incentive Plan provides that awards may be granted to our employees, consultants
and members of our Board of Directors. Incentive stock options may only be granted to employees.
Any optionee who owns more than 10% of the combined voting power of all classes of outstanding
stock of the Company (a �10% Stockholder�) is not eligible for the grant of an incentive stock option
unless the exercise price of the option is at least 110% of the fair market value of the common stock
on the date of grant.
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Code Section 162(m)
Performance Goals

We have designed the 2004 Equity Incentive Plan so that it permits us to issue awards that qualify as
performance-based under Section 162(m) of the Code. Thus, the Administrator may make
performance goals applicable to a participant with respect to an award. At the Administrator�s
discretion, one or more of the following performance goals may apply: annual revenue, cash
position, earnings per share, net income, operating cash flow, operating income, return on assets,
return on equity, return on sales, and total stockholder return, all as determined in accordance with
accounting principles generally accepted in the United States. Except for cash position, return on
equity and total stockholder return, a performance goal may apply either to the Company or to one of
its business units.

Terms and Conditions of
Options

Each option granted under the 2004 Equity Incentive Plan is evidenced by a written stock option
agreement between the optionee and us and is subject to the following terms and conditions:

(a)   Exercise Price. The exercise price of options may not be less than 100% of the fair
market value of the common stock on the grant date the option. As our common stock
is listed on the Nasdaq National Market, the fair market value is the closing sale price
for the common stock (or the closing bid if no sales were reported) on the grant date.

(b)   Form of Consideration. The means of payment for shares issued upon exercise of an
option is specified in each option agreement and generally may be made by cash,
check, other shares of our common stock owned by the optionee, delivery of an
exercise notice together with irrevocable instructions to a broker to deliver to us the
exercise price from sale proceeds, or by a combination thereof.

(c)   Exercise of the Option. Each stock option agreement will specify the term of the
option and the date when the option is to become exercisable. However, in no event
shall an option granted under the 2004 Equity Incentive Plan be exercised more than
10 years after the date of grant. Moreover, in the case of an incentive stock option
granted to a 10% stockholder, the term of the option shall be for no more than five
years from the date of grant.

(d)   Termination of Employment. If an optionee�s employment terminates for any reason
(other than death or permanent disability), all options held by such optionee under the
2004 Equity Incentive Plan expire upon the earlier of (i) such period of time as is set
forth in his or her option agreement or (ii) the expiration date of the option. The
optionee may exercise all or part of his or her option at any time before such
expiration to the extent that such option was exercisable at the time of termination of
employment.

(e)   Permanent Disability. If an optionee is unable to continue employment with us as a
result of permanent and total disability (as defined in the Code), all options held by
such optionee under the 2004 Equity Incentive Plan shall expire upon the earlier of (i)
12 months after the date of termination of the optionee�s employment or (ii) the
expiration date of the option. The optionee may exercise all or part of his or her option
at any time before such expiration to the extent that such option was exercisable at the
time of termination of employment.

(f)   Death. If an optionee dies while employed by us, his or her options shall expire upon
the earlier of (i) 12 months after the optionee�s death or
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(ii) the expiration date of the options. The executor or other legal representative of the
optionee may exercise all or part of the optionee�s option at any time before such
expiration with respect to all shares subject to such option.

(g)   ISO Limitation. If the aggregate fair market value of all shares of common stock
subject to an optionee�s incentive stock option that are exercisable for the first time
during any calendar year exceeds $100,000, the excess options shall be treated as
nonstatutory options.

(h)   Other Provisions. The stock option agreement may contain terms, provisions and
conditions that are inconsistent with the 2004 Equity Incentive Plan as determined by
the Administrator.

Option and SAR 162(m)
Share Limit

No participant may be granted stock options and stock appreciation rights to purchase more than
400,000 shares of common stock in any fiscal year, except that up to 1,200,000 shares may be
granted in the participant�s first fiscal year of service.

Exercise Price and Other
Terms of Stock
Appreciation Rights

The exercise price of SARs may not be less than 100% of the fair market value of the common stock
on the grant date of the option. The Administrator, subject to the provisions of the 2004 Equity
Incentive Plan (including the 162(m) share limit referred to above and the exercise price restrictions),
shall have complete discretion to determine the terms and conditions of SARs granted under the 2004
Equity Incentive Plan.

Payment of Stock
Appreciation Right
Amount

Upon exercise of a SAR, the holder of the SAR shall be entitled to receive payment in an amount
equal to the product of (X) the difference between the fair market value of a share on the date of
exercise and the exercise price and (Y) the number of shares for which the SAR is exercised.

Payment upon Exercise of
Stock Appreciation Right

At the discretion of the Administrator, payment to the holder of a SAR may be in cash, shares of our
common stock or a combination thereof. To the extent that a SAR is settled in cash, the shares
available for issuance under the 2004 Equity Incentive Plan shall not be diminished as a result of the
settlement.

Stock Appreciation Right
Agreement

Each SAR grant shall be evidenced by an agreement that shall specify the exercise price, the term of
the SAR, the conditions of exercise, and such other terms and conditions as the committee, in its sole
discretion, shall determine.

Expiration of Stock
Appreciation Rights

SARs granted under the 2004 Equity Incentive Plan expire as determined by the Administrator, but
in no event later than ten (10) years from date of grant. No SAR may be exercised by any person
after its expiration.

Restricted Stock and
Performance Share 162(m)
Share Limit

No participant shall be granted restricted stock or performance share awards covering, in the
aggregate, more than 300,000 shares in any of our fiscal years, except that up to 750,000 shares may
be granted in the participant�s first fiscal year of service.

Grant of Restricted Stock Subject to the terms and conditions of the 2004 Equity Incentive Plan, restricted stock may be
granted to our employees, consultants and members of our Board of Directors at any time and from
time to time at the discretion of the Administrator. Subject to the 162(m) share limit set forth above,
the Administrator shall have complete discretion to determine (i) the number of shares subject to a
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restricted stock award granted to any participant and (ii) the conditions for grant or for vesting that
must be satisfied, which typically will be based principally or solely on continued provision of
services but may include a performance-based component. Until the shares are issued, no right to
vote or receive dividends or any other rights as a stockholder shall exist with respect to the
underlying shares.

Restricted Stock Award
Agreement

Each restricted stock grant shall be evidenced by an agreement that shall specify the purchase price
(if any) and such other terms and conditions as the Administrator shall determine; provided, however,
that if the restricted stock grant has a purchase price, the purchase price must be paid no more than
ten (10) years following the date of grant.

Grant of Performance
Shares

Subject to the terms and conditions of the 2004 Equity Incentive Plan, performance shares may be
granted to our employees and consultants at any time and from time to time as shall be determined at
the discretion of the Administrator. Subject to the 162(m) share limit set forth above, the
Administrator shall have complete discretion to determine (i) the number of shares of our common
stock subject to a performance share award granted to any service provider and (ii) the conditions
that must be satisfied for grant or for vesting, which typically will be based principally or solely on
achievement of performance milestones but may include a service-based component.

Performance Share Award
Agreement

Each performance share grant shall be evidenced by an agreement that shall specify such other terms
and conditions as the Administrator, in its sole discretion, shall determine.

Grant of Performance
Units

Performance units are similar to performance shares, except that they shall be settled in cash
equivalent to the fair market value of the underlying shares of our common stock, determined as of
the vesting date. The shares available for issuance under the 2004 Equity Incentive Plan shall not be
diminished as a result of the settlement of a performance unit.

Performance Unit Award
Agreement

Each performance unit grant shall be evidenced by an agreement that shall specify such terms and
conditions as shall be determined at the discretion of the Administrator. However, no participant
shall be granted a performance unit award covering more than one million dollars in any of our fiscal
years, except that an award covering up to three million dollars may be granted in the participant�s
first fiscal year of service.

Deferred Stock Units Deferred stock units shall consist of a restricted stock, performance share or performance unit award
that the Administrator, in its sole discretion, permits to be paid out in installments or on a deferred
basis, in accordance with rules and procedures established by the Administrator. Deferred stock units
are subject to the individual annual limits that apply to each type of award.

Non-Transferability of
Awards

Unless determined otherwise by the Administrator, an award granted under the 2004 Equity
Incentive Plan may not be sold, pledged, assigned, hypothecated, transferred, or disposed of in any
manner other than by will or by the laws of descent or distribution and may be exercised, during the
lifetime of the recipient, only by the recipient. If the Administrator makes an award granted under the
2004 Equity Incentive Plan transferable, such award shall contain such additional terms and
conditions as the Administrator deems appropriate.
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Leave of Absence In the event that a participant goes on a leave of absence, award vesting will cease until he or she
returns to work, except as required by law or as otherwise determined by the Administrator.

Part-Time Service Unless the Administrator provides otherwise or except as otherwise required by law, any
service-based vesting of awards granted under the 2004 Equity Incentive Plan shall be extended on a
proportionate basis in the event an employee transitions from a full-time to a part-time work
schedule, or if not on a full-time work schedule, to a schedule requiring fewer hours of service. Such
vesting shall be proportionately re-adjusted prospectively in the event that the employee
subsequently becomes regularly scheduled to work additional hours of service.

Adjustment Upon Changes
in Capitalization

In the event that our capital stock is changed by reason of any stock split, reverse stock split, stock
dividend, combination or reclassification of our common stock or any other increase or decrease in
the number of issued shares of common stock effected without receipt of consideration by us,
appropriate proportional adjustments shall be made in the number and class of shares of stock subject
to the 2004 Equity Incentive Plan, the individual fiscal year limits applicable to restricted stock,
performance share awards, SARS and options, the number and class of shares of stock subject to any
award outstanding under the 2004 Equity Incentive Plan, and the exercise price of any such
outstanding option or SAR or other award. Any such adjustment shall be made by the Compensation
Committee of our Board of Directors, whose determination shall be conclusive.

Change of Control In the event of a change of control, the successor corporation (or its parent or subsidiary) will assume
or substitute each outstanding award. If the successor corporation refuses to assume the awards or to
substitute equivalent awards, such awards shall become 100% vested. In such event, the
Administrator shall notify the participant that each award subject to exercise is fully exercisable for
fifteen (15) days from the date of such notice and that the award terminates upon expiration of such
period.

Amendment, Suspensions
and Termination of the
2004 Equity Incentive Plan

Our Board of Directors may amend, suspend or terminate the 2004 Equity Incentive Plan at any time;
provided, however, that stockholder approval is required for any amendment to the extent necessary
to comply with Rule 16b-3 promulgated under the Securities Exchange Act of 1934 (�Rule-16b-3�) or
Section 422 of the Code, or any similar rule or statute. If Proposal Two is approved, the 2004 Equity
Incentive Plan will terminate in June 2014.

FEDERAL TAX INFORMATION

Options Options granted under the 2004 Equity Incentive Plan may be either �incentive stock options,� as
defined in Section 422 of the Code, or nonstatutory options.

An optionee who is granted an incentive stock option will not recognize taxable income either at the
time the option is granted or upon its exercise, although the exercise may subject the optionee to
alternative minimum tax.

Upon the sale or exchange of the shares more than two years after grant of the option and one year
after exercising the option, any gain or loss will be treated as long-term capital gain or loss. If these
holding periods are not satisfied, the optionee will recognize ordinary income at the time of sale or
exchange equal to the difference between the exercise price and the lower of (i) the fair market value
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of the shares at the date of the option exercise or (ii) the sales price of the shares. A different rule for
measuring ordinary income upon such a premature disposition may apply if the optionee is also an
officer, director, or 10% Stockholder. Any gain or loss recognized on such a premature disposition of
the shares in excess of the amount treated as ordinary income will be characterized as long-term or
short-term capital gain or loss, depending on the holding period.

All options that do not qualify as incentive stock options are referred to as nonstatutory options. An
optionee will not recognize any taxable income at the time the optionee is granted a nonstatutory
option. However, upon its exercise, the optionee will recognize taxable income generally measured
as the excess of the then fair market value of the shares purchased over the purchase price. Any
taxable income recognized in connection with an option exercise by an optionee who is also our
employee will be subject to tax withholding by us. Upon resale of such shares by the optionee, any
difference between the sale price and the optionee�s purchase price, to the extent not recognized as
taxable income as described above, will be treated as long-term or short-term capital gain or loss,
depending on the holding period.

Stock Appreciation Rights No taxable income is reportable when a stock appreciation right is granted to a participant. Upon
exercise, the participant will recognize ordinary income in an amount equal to the amount of cash
received and the fair market value of any shares of our common stock received less the purchase
price. Any additional gain or loss recognized upon any later disposition of the shares of our common
stock would be capital gain or loss.

Restricted Stock,
Performance Units and
Performance Shares

A participant will not have taxable income upon grant (unless, with respect to restricted stock, he or
she elects to be taxed at that time). Instead, he or she will recognize ordinary income at the time of
vesting equal to the fair market value (on the vesting date) of the vested shares or cash received
minus any amount paid for the shares of our vested common stock.

Deferred Stock Units A participant will generally recognize employment tax (e.g., Social Security taxes) on the vesting
date of a deferred stock award equal to the value of the vested shares received minus any amount
paid for the shares. A participant will generally recognize income tax upon receipt of the deferred
stock award shares in an amount equal to the value of the shares minus any amount paid for the
shares.

Tax Effect for Us We generally will be entitled to a tax deduction in connection with an award under the 2004 Equity
Incentive Plan in an amount equal to the ordinary income realized by a participant and at the time the
participant recognizes such income (for example, the exercise of a nonqualified stock option).
Special rules limit the deductibility of compensation paid to our Chief Executive Officer and to each
of our four most highly compensated executive officers. Under Section 162(m) of the Code, the
annual compensation paid to any of these specified executives will be deductible only to the extent
that it does not exceed $1,000,000. However, we can preserve the deductibility of certain
compensation in excess of $1,000,000 if the conditions of Section 162(m) are met with respect to
awards. These conditions include stockholder approval of the 2004 Equity Incentive Plan and
performance goals under the 2004 Equity Incentive Plan, setting individual annual limits on each
type of award, and certain other requirements. The 2004 Equity Incentive Plan has been designed to
permit the committee to grant awards that qualify as performance-based for purposes of satisfying
the conditions of Section 162(m),
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thereby permitting us to continue to receive a federal income tax deduction in connection with such
awards.

The foregoing is only a summary of the current effect of federal income taxation upon us and
upon the participant, does not purport to be complete, and does not discuss the tax
consequences of the participant�s death or the income tax laws of any municipality, state or
foreign country in which a participant may reside.

ACCOUNTING TREATMENT

     Currently, employee awards and awards to members of our Board of Directors with purchase
prices at or above fair market value on the grant date typically do not result in any direct charge to
our reported earnings. However, the fair market value of these awards is required to be disclosed in
the notes to our financial statements. We must also disclose, in the notes to our financial statements,
the pro forma impact these awards would have on our reported earnings and earnings per share if the
fair value of the awards at the time of grant was treated as a compensation expense.

     Currently, employee awards and awards to members of our Board of Directors with purchase
prices below fair market value on the grant date result in a direct compensation expense that is
typically equal to the �spread�, i.e. the difference between the purchase price and the fair market value
on the grant date. Typically, this expense is amortized over our earnings over the award�s vesting
period.

     The Financial Accounting Standards Board intends to require mandatory expensing for equity
awards for fiscal years commencing after December 15, 2004 (although such implementation may be
delayed). In such event, we expect that all 2004 Equity Incentive Plan awards will result in direct
charges to our reported earnings.

New Plan Benefits We are unable to determine the benefits or amounts under the 2004 Equity Incentive Plan that will be
received by or allocated to our executive officers named in the Summary Compensation Table, other
employees or members of our Board of Directors.

99

Edgar Filing: KLA TENCOR CORP - Form DEF 14A

21



PROPOSAL THREE:
RATIFICATION OF APPOINTMENT OF PRICEWATERHOUSECOOPERS LLP AS THE
COMPANY�S INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM FOR THE
FISCAL YEAR ENDING JUNE 30, 2005.

Audit Committee
Recommendation

The Audit Committee has the sole authority to retain or dismiss our independent auditors. The Audit
Committee has selected PricewaterhouseCoopers LLP, an independent registered public accounting
firm, to audit the consolidated financial statements of the Company for its 2005 fiscal year. Before
making its determination, the Audit Committee carefully considered that firm�s qualifications as
independent auditors.

The Board of Directors, following the Audit Committee�s recommendation, unanimously
recommends that the stockholders vote for ratification of such appointment.

Although ratification by stockholders is not required by law, the Board of Directors has determined
that it is desirable to request approval of this selection by the stockholders. If the stockholders do not
ratify the appointment of PricewaterhouseCoopers LLP, the Audit Committee may reconsider its
selection.

Attendance at the Annual
Meeting

Representatives of PricewaterhouseCoopers LLP are expected to be present at the Annual Meeting
with the opportunity to make a statement if they desire to do so, and are expected to be available to
respond to appropriate questions.

Fees The aggregate fees billed by PricewaterhouseCoopers LLP, KLA-Tencor�s independent auditors, in
fiscal years 2004 and 2003 were as follows:

Services Rendered/Fees 2004 2003

Audit fees (1) $ 1,193,000 $ 998,000
Audit-Related Fees (2) $ 109,000 $ 0
Total Audit and Audit-Related Fees $ 1,302,000 $ 998,000
Tax Compliance $ 1,051,000 $ 1,129,000
Tax Planning and Consulting $ 571,000 $ 528,000
Total Tax Fees (3) $ 1,622,000 $ 1,657,000
All Other Fees (4) $ 171,000 $ 174,000

(1) For professional services rendered for the audits of annual financial statements set forth in
KLA-Tencor�s Annual Report on Form 10-K for fiscal years 2004 and 2003, the review of
quarterly financial statements included in KLA-Tencor�s Form 10-Qs for fiscal years 2004 and
2003 and fees for services related to statutory and regulatory filings or engagements.

(2) For fiscal year ended 2004, assurance and related services related to accounting consultations,
audits in connection with acquisitions and preparatory work related to the Sarbanes-Oxley Act
of 2002.

(3) For fiscal years ended 2004 and 2003, tax services for U.S, foreign tax and expatriate
compliance and tax planning and consulting.

(4) For fiscal years ended 2004 and 2003, fees for services other that those described above,
including, but not limited to, publications, consulting services on expatriate and other special
projects.
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Pre-approval Policies
and Procedures

The Audit Committee has adopted a policy regarding non-audit services provided by
PricewaterhouseCoopers LLP, our independent auditors. First, the policy ensures the independence
of our auditors by expressly naming all services that the auditors may not perform and reinforcing the
principle of independence regardless of the type of service. Second, certain non-audit services such
as tax-related services and acquisition advisory are permitted but limited in proportion to the audit
fees paid. Third, the chair of the Audit Committee pre-approves non-audit services not specifically
permitted under this policy and the Audit Committee reviews the annual plan and any subsequent
engagements. Thus, all of the services described above under audit-related fees, tax fees and all other
fees were approved by the Audit Committee pursuant to its pre-approval policies and procedures. On
a quarterly basis, management provides written updates to the Audit Committee providing an update
of audit and non-audit services, the amount of audit and non-audit service fees incurred to date, and
the estimated cost to complete such services.

Independence Assessment
by Audit Committee

The Company�s Audit Committee considered and determined that the provision of the services
provided by PricewaterhouseCoopers LLP as set forth herein are compatible with maintaining
PricewaterhouseCoopers LLP�s independence and approved all non-audit related fees and services.

Vote Required
Recommendation

If a quorum is present and voting, the affirmative vote of the Votes Cast is needed to ratify the
appointment of PricewaterhouseCoopers LLP as KLA-Tencor�s independent registered public
accounting firm, to audit the consolidated financial statements of the Company for its 2005 fiscal
year.

THE BOARD OF DIRECTORS UNANIMOUSLY RECOMMENDS A VOTE �FOR� THE
RATIFACTION OF THE APPOINTMENT OF PRICEWATERHOUSECOOPERS LLP AS
THE COMPANY�S INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM FOR
THE FISCAL YEAR ENDING JUNE 30, 2005.

101

Edgar Filing: KLA TENCOR CORP - Form DEF 14A

23



OUR CORPORATE GOVERNANCE PRACTICES

At KLA-Tencor we have always believed in strong and effective corporate governance procedures
and practices. In that spirit, we have summarized several of our corporate governance practices
below.

Adopting Governance
Guidelines

The Board has adopted a set of corporate governance guidelines to establish a framework within
which the Board will conduct its business and to guide management in its running of your Company.
The governance guidelines can be found on our website at http://ir.kla-tencor.com/disclaimer1.cfm
and are summarized below.

Monitoring Board
Effectiveness

It is important that our Board and its committees are performing effectively and in the best interest of
the Company and its stockholders. The Board and each committee are responsible for annually
assessing their effectiveness in fulfilling their obligations. In addition, our Nominating and
Governance Committee is charged with annually reviewing the Board and its membership.

Board Committee
Responsibilities

The Board has three standing committees: the Audit Committee; the Compensation Committee; and
the Nominating and Governance Committee. The Board has determined that each of the members of
each of the committees of the Board has no material relationship with the Company (including any
relationship that, in the opinion of the Board, would interfere with the exercise of independent
judgment as a director) and is independent within the meaning of the Nasdaq National Market
director independence standards, including in the case of the Audit Committee, the heightened
�independence� standard required for such committee members.

Each Committee meets regularly and has a written charter approved by the Board, all of which were
attached as appendices to the Proxy Statement related to our 2003 Annual Meeting, which was filed
with the Securities and Exchange Commission on September 23, 2003 and are available via our
website at www.kla-tencor.com. In addition, at each regularly scheduled Board meeting, a member
of each Committee reports on any significant matters addressed by the Committee. In 2002, after
reviewing the Sarbanes-Oxley Act of 2002 and the proposed rules of the SEC and the Nasdaq Stock
Market, the Board revised all of its Committee charters to implement voluntarily the proposed
standards and to expand the responsibilities of each Committee as well as establish independence and
self- assessment requirements. The Board and each Committee regularly reviews the Committee
charters.

Conducting Formal
Independent Sessions

At the conclusion of each regularly scheduled Board meeting, the independent directors meet without
KLA-Tencor management and the non-independent directors.

Hiring Outside Advisors The Board and each of its Committees may retain outside advisors and consultants of their choosing
at the Company�s expense, without management�s consent.

Avoiding Conflicts of
Interest

KLA-Tencor expects its directors, executives and employees to conduct themselves with the highest
degree of integrity, ethics and honesty. KLA-Tencor�s credibility and reputation depend upon the
good judgment, ethical standards and personal integrity of each director, executive and employee. In
order to provide assurances to KLA-Tencor and its stockholders, KLA-Tencor has updated its
Standards of Business Conduct to provide clear conflict of interest guidelines to its employees, as
well as an explanation of reporting and investigatory procedures.
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Providing Transparency KLA-Tencor believes it is important that stockholders understand our governance practices. In order
to help ensure transparency of our practices we have posted information regarding our corporate
governance procedures on our website at
http://ir.kla-tencor.com/disclaimer1.cfm.

Communications with the
Board of Directors

Although KLA-Tencor does not have a formal policy regarding communications with the Board,
stockholders may communicate with the Board by writing to the Company at KLA-Tencor
Corporation, Attention: Investor Relations, 160 Rio Robles, San Jose, CA 95134. Stockholders who
would like their submission directed to a member of the Board may so specify, and the
communication will be forwarded, as appropriate.

Standards of Business
Conduct

The Board has adopted Standards of Business Conduct for all of the Company�s employees and
directors, including the Company�s principal executive and senior financial officers. You can obtain a
copy of our Standards of Business Conduct via our website at
http://ir.kla-tencor.com/disclaimer1.cfm, or by making a written request to the Company at
KLA-Tencor Corporation, Attention: Investor Relations, 160 Rio Robles, San Jose, CA 95134. We
will disclose any amendments to the Standards of Business Conduct or waiver of a provision
therefrom, on our website at the same address.

Ensuring Auditor
Independence

KLA-Tencor has taken a number of steps to ensure the continued independence of our outside
auditors. Our independent auditors report directly to the Audit Committee, which also has the ability
to pre-approve or reject any non-audit services proposed to be conducted by our outside auditors.

Stockholder Nominations
to the Board

Please see �ABOUT THE BOARD OF DIRECTORS AND ITS COMMITTEES�.

ABOUT THE BOARD OF DIRECTORS AND ITS COMMITTEES

The Board of Directors The Board of Directors of the Company held a total of five meetings during the fiscal year ended
June 30, 2004. The Board of Directors has an Audit Committee, a Compensation Committee and a
Nominating and Governance Committee.

All directors other than Messrs. Levy, Schroeder and Tompkins meet the definition of independence
within the meaning of the Nasdaq National Market director independence standards. None of the
Company�s directors fall outside of the SEC�s 10% ownership safe harbor.

During the fiscal year ended June 30, 2004, all incumbent directors attended at least 85% of the total
number of meetings of the Board of Directors and each director attended 100% of the aggregate of
the total number of meetings held by all committees of the Board on which each such director served
(during the periods that each such director served).

Although we do not have a formal policy regarding attendance by members of the Board at our
annual meetings of stockholders, directors are encouraged to attend annual meetings of KLA-Tencor
stockholders. Six directors attended the 2003 Annual Meeting of stockholders.
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Audit Committee The Audit Committee consists of Mr. Bingham, Mr. Bond, Mr. Elkus and Mr. Kaufman. During
fiscal year 2004, Mr. Bingham was the chairman of theAudit Committee. The Audit Committee is
responsible for appointing, compensating and overseeing the work of the Company�s independent
auditors, approving the services performed by the Company�s independent auditors and for reviewing
and evaluating the Company�s accounting principles and its system of internal accounting controls.
The Audit Committee held ten meetings during the last fiscal year.

Compensation Committee The Compensation Committee consists of Mr. Barnholt, Mr. Bond, Mr. Marks and Ms. Urbanek.
During fiscal year 2004, Mr. Bond was the chairman of the Compensation Committee. The
Compensation Committee reviews and approves the Company�s executive compensation policy and
administers the Company�s employee equity benefit plans. The Compensation Committee held three
meetings during the last fiscal year.

Nominating and
Governance Committee

The Nominating and Governance Committee consists of Mr. Barnholt and Mr. Elkus. Mr. Barnholt
served as the chairman of the Nominating and Governance Committee during fiscal year 2004. The
Nominating and Governance Committee nominated the three Class III directors for election at the
Annual Meeting. The Nominating and Governance Committee is primarily responsible for
identifying and evaluating the qualifications of all candidates for election to the Board of Directors,
as well as reviewing corporate governance policies and procedures. The Nominating and Governance
Committee held three meetings during the last fiscal year.

It is the Nominating and Governance Committee�s policy to consider candidates recommended by
stockholders who have owned at least 1% of the Company�s outstanding shares for at least one year
and who have evidenced intent to continue as a substantial stockholder for the long term.
Stockholders wishing to submit recommendations must notify the Company (attention: Assistant
Secretary) of their intent to do so and provide the Company with certain information set forth in
Section 11 of our bylaws and all other information regarding nominees that is required to be provided
pursuant to Regulation 14A of the Securities Exchange Act of 1934, or as otherwise requested by the
Nominating and Governance Committee. In addition, stockholders may nominate candidates for the
Board of Directors pursuant to the provisions of Section 11 of our bylaws and in conformance with
the requirements of Regulation 14A of the Securities Exchange Act of 1934.

In considering candidates for director nomination, including evaluating any recommendations from
stockholders as set forth above, the Nominating and Governance Committee only considers
candidates who have demonstrated executive experience, have experience in an applicable industry,
or significant high level experience in accounting, legal or a technical field applicable to the
Company. In addition, in evaluating director candidates, the Nominating and Governance Committee
considers all factors it considers appropriate, which may include strength of character, mature
judgment, career specialization, relevant technical skills, diversity and the extent to which the
candidate would fill a present need on the Board.
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The Nominating and Governance Committee regularly assesses the appropriate size and composition
of the Board, and whether any vacancies on the Board are expected. In the event that vacancies are
anticipated, or otherwise arise, the Nominating and Governance Committee considers potential
candidates that may come to its attention through current members of the Board, professional search
firms, stockholders who have owned at least 1% of the Company�s outstanding shares for at least one
year and who have evidenced intent to continue as a substantial stockholder for the long term, or
other persons. In evaluating properly submitted stockholder recommendations, the Nominating and
Governance Committee uses the evaluation standards discussed above and seeks to achieve a balance
of knowledge, experience and capability on the Board.

DIRECTOR COMPENSATION

Employee Directors Members of the Board of Directors who are employees do not receive any additional compensation
for their services as directors.

1998 Outside Director Plan Members of the Board who are not employees of the Company (�Outside Directors�) receive benefits
under the 1998 Outside Director Plan (�1998 Director Plan�), which was approved by the stockholders
at the 1998 annual meeting of stockholders. Each Outside Director receives a nonstatutory stock
option to purchase 10,000 shares of Common Stock as of the date on which such director first
becomes an Outside Director (the �First Option�). If the new Outside Director does not join the Board
at the beginning of the Company�s fiscal year, the First Option will be pro rated to reflect the quarter
in which such new Outside Director joins the Board. In addition, each Outside Director is
automatically granted a nonstatutory stock option to purchase an additional 10,000 shares of
Common Stock on the date of each subsequent annual meeting on which he or she remains an
Outside Director.

The term of options granted under the 1998 Director Plan may not exceed 10 years. The 1998
Director Plan provides that the exercise price shall be equal to the fair market value of the Common
Stock on the date of grant of the option. Options granted under the 1998 Director Plan become
exercisable immediately upon the date of grant.

Cash Compensation Each Outside Director receives an annual fee of $20,000 and $1,000 for each Board meeting they
attend ($500 if participation is by telephone), plus reasonable expenses in attending such
meeting.Audit Committee members receive $1,000 per committee meeting they attend ($500 if
participation is by telephone). The Audit Committee chair receives an annual retainer of $10,000.
Members of the Compensation Committee and the Nominating and Governance Committee receive
$500 per committee meeting they attend ($250 if participation is by telephone).
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INFORMATION ABOUT EXECUTIVE OFFICERS

          Set forth below are the names, ages and positions of the executive officers of KLA-Tencor September 9, 2004.

Name and Position
Principal Occupation of the Executive Officers

During the Past Five Years
Age

Kenneth Levy
Chairman of the Board

Kenneth Levy is a founder of KLA Instruments Corporation and since July 1, 1999 has
been Chairman of the Board and a Director of KLA-Tencor. From July 1998 until June
30, 1999, he was Chief Executive Officer and a Director. From 1975 until April 30,
1997 he was Chief Executive Officer of KLA Instruments Corporation. He currently
serves on the boards of directors of the following publicly traded companies: Juniper
Networks, Inc., Extreme Networks, Inc., and PowerDsine, Inc. In addition, he is a
Director Emeritus of SEMI, an industry trade association.

61

Kenneth L. Schroeder
President & Chief
Executive Officer

Kenneth L. Schroeder joined KLA Instruments in 1979 and left in1987 to pursue
personal and other business interests. He returned to KLA Instruments in 1991. Mr.
Schroeder has been Chief Executive Officer and a member of the Board of Directors
of KLA-Tencor since July 1, 1999, as well as President since May 2004. He also held
the position of President from November 1991 to July 2002.

59

John H. Kispert
Executive Vice President &
Chief Financial Officer

John H. Kispert has been Chief Financial Officer and Executive Vice President since
July 2000. From July 1999 to July 2000, Mr. Kispert was Vice President of Finance
and Accounting. From February 1998 to July 1999, he was Vice President of
Operations for the Wafer Inspection Group. Mr. Kispert joined KLA-Tencor in
February 1995 and has held a series of other management positions within the
Company. He currently serves on the board of directors of North American SEMI, an
industry trade association.

40

Richard P. Wallace
Executive Vice President,
Customer Group

Richard P. Wallace has been Executive Vice President of the Customer Group since
May 2004. He was Executive Vice President of the Wafer Inspection, Review &
Analysis Group since July 2000. From July 1999 to June 2000, he was the Group Vice
President for Lithography and Films. From April 1998 to June 1999, he was Vice
President and General Manager of the Mirage Group. From 1995 to March 1998, he
was Vice President and General Manager of the Wisard division. Mr. Wallace joined
KLA-Tencor in 1988 and has held a series of other management positions.

44

Dennis J. Fortino
Executive Vice President,
Corporate Operations

Dennis J. Fortino has been Executive Vice President of Corporate Operations since
May 2004. He was Executive Vice President of the Lithography & Parametric
Solutions Group from July 1999 to May2004. From August 1997 to June 1999, he
served as Vice President and General Manager of the Surfscan Division and from
November1995 to July 1997, he served as the Vice President and General Manager of
the Surface Metrology Division. Mr. Fortino served as Vice President and General
Manager for Spectra-Physics Lasers from July 1991 to October 1995.

58
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SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

Principal Stockholders As of August 23, 2004, based on our review of filings made with the SEC, we are aware of the
following entities being the beneficial owner of more than 5% of the Company�s Common Stock:

Name and Address
Number of Shares
Beneficially Owned

Percent of Shares
Beneficially Owned (1)

FMR Corp. (2)(3) 21,671,609 11.04%          
82 Devonshire Street
Boston, MA 02109
Capital Guardian Trust Co. (2) 22,676,067 11.55%          
333 South Hope Street
Los Angeles, CA 90071
Capital Research & Management Co. (2) 12,225,000 6.23%          
333 South Hope Street
Los Angeles, CA 90071
Wellington Management Co. LLP (2) 10,838,451 5.52%          
75 State Street
Boston, Massachusetts 02109

(1) Based on 196,247,543 outstanding shares of Common Stock as of August 23, 2004.

(2) Based on information provided pursuant to Schedule 13F filed with the Securities and
Exchange Commission.

(3) FMR Corp. is a parent holding company and includes shares held by Fidelity
Management Research and Fidelity International Limited.

Management The following table sets forth the beneficial ownership of Common Stock of the Company as of
August 23, 2004 by all directors, each of the named executive officers set forth in the Summary
Compensation Table, and by all directors and current executive officers as a group:

Name and Address
Number of Shares
Beneficially Owned

Percent of Shares
Beneficially Owned (1)

Kenneth Levy (2) 2,903,259 1.47%          
Kenneth L. Schroeder (3) 876,821 *            
Edward W. Barnholt (4) 85,832 *            
H. Raymond Bingham (5) 50,000 *            
Robert T. Bond (6) 52,000 *            
Richard J. Elkus, Jr. (7) 100,000 *            
Stephen P. Kaufman (8) 21,000 *            
Michael E. Marks (9) 10,000 *            
Jon D. Tompkins (10) 24,200 *            
Lida Urbanek (11) 1,374,861 *            
John H. Kispert (12) 65,039 *            
Richard P. Wallace (13) 48,654 *            
Dennis J. Fortino (14) 105,787 *            
Gary E. Dickerson (15) 294,523 *            
All directors and executive officers as a group (17 persons) (16) 6,278,976 3.16%          

*           Less than 1%
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(1) Based on 196,247,543 outstanding shares of the Common Stock of the Company as of August
23, 2004.

(2) Includes 735,122 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004, 1,769,375 shares which are held in trust for the
benefit of Mr. Levy�s family, 40,000 shares which are held by the Levy Family Foundation, and
358,000 shares which are held by the KGMW, L.P.

(3) Includes 714,883 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004.

(4) Includes 85,832 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004.

(5) Includes 50,000 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004.

(6) Includes 50,000 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004.

(7) Includes 10,000 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004.

(8) Includes 20,000 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004.

(9) Includes 10,000 shares subject to options which are presently exercisable or will become
exercisable, within 60 days of August 23, 2004.

(10) Includes 20,000 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004.

(11) Includes 73,892 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004, 1,271,414 shares which are held in trust for the
benefit of Ms. Urbanek�s family, and 29,555 shares which are held by the Urbanek Family
Foundation.

(12) Includes 58,031 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004.

(13) Includes 45,751 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004.

(14) Includes 99,916 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004.

(15) Includes 287,905 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004.

(16) Includes 2,522,764 shares subject to options which are presently exercisable or will become
exercisable within 60 days of August 23, 2004.
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EXECUTIVE COMPENSATION AND OTHER MATTERS

Executive Compensation The following table sets forth, as to the person who served as Chief Executive Officer during the
fiscal year ended June 30, 2004 and each of the four other most highly compensated executive
officers whose salary plus bonus exceeded $100,000, information concerning all reportable
compensation awarded to, earned by or paid to each for services to the Company in all capacities
during the fiscal year ended June 30, 2004, as well as such compensation for each such individual for
the Company�s previous two fiscal years.

Annual Compensation Long Term Compensation (1)

Name and Principal Position Year Salary Bonus (3)

Other Annual
Compensation

($)

Securities
Underlying

Options/SARs
(#)

All Other
Compensation

(2)

Kenneth L. Schroeder 2004 $ 581,195 $ 1,183,023 N/A 158,950 $ 0
President & Chief 2003 $ 577,940 $ 199,209 N/A 94,350 $ 9,231
Executive Officer 2002 $ 492,649 $ 218,040 N/A 341,100 $ 1,000
John H. Kispert 2004 $ 396,393 $ 658,700 N/A 76,250 $ 1,000
Executive Vice 2003 $ 324,357 $ 167,133 N/A 37,500 $ 5,767
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