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(Address of Principal Executive Offices, including zip code)

(408) 521-7000

(Registrant�s Telephone Number, including area code)

Securities registered pursuant to Section 12(b) of the Act:

None

Securities registered pursuant to Section 12(g) of the Act:

Common Stock, $0.0001 par value per share

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act.  Yes  ¨    No  x

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act.  Yes  ¨    No  x

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.  Yes  x    No  ¨

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (§229.405 of this chapter) is not contained
herein, and will not be contained, to the best of Registrant�s knowledge, in definitive proxy or information statements incorporated by reference
in Part III of this Form 10-K or any amendment to this Form 10-K.  ¨

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
�accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer  ¨    Accelerated filer  x    Non-accelerated filer  ¨

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). Yes  ¨    No  x

As of June 30, 2005, the aggregate market value of Common Stock held by non-affiliates of the registrant (based upon the closing sale price on
the NASDAQ National Market on that date) was approximately $333,125,934. Shares held by each executive officer, director and by each
person who owns 10% or more of the outstanding Common Stock have been excluded in that such persons may be deemed to be affiliates. This
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determination of affiliate status is not necessarily a conclusive determination for other purposes.

As of February 28, 2006, there were 24,538,438 shares of the Registrant�s Common Stock, $0.0001 par value per share, outstanding. This is the
only outstanding class of common stock of the Registrant.

DOCUMENTS INCORPORATED BY REFERENCE

Items 10 (as to directors, audit committee and audit committee financial expert and Section 16(a) Beneficial Ownership Reporting Compliance),
11, 12 (as to Beneficial Ownership), 13 and 14 of Part III of this annual report on Form 10-K incorporate by reference information from the
registrant�s proxy statement to be filed with the Securities and Exchange Commission within 120 days of our fiscal year ended December 31,
2005.
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PART I

FORWARD LOOKING STATEMENTS

When used in this Annual Report on Form 10-K (the �Report�), the words �believes,� �plans,� �estimates,� �anticipates,� �expects,� �intends,�
�allows,� �can,� �will� and similar expressions are intended to identify forward-looking statements. These are statements that relate to future
periods and include statements relating to the features and benefits of our platform solutions, the incorporation of our products into the Apple
iPod product family, anticipated trends and challenges in our business, technology and the markets in which we operate, our customers and
customer concentration, our ability to develop, and our customers� willingness to purchase, new products such as our PP5024 flash
memory-specific product, statements regarding our Preface technology platform, the geographic concentration of our revenues, sources of
revenue, elements of our growth strategy including increases in sales and marketing efforts, our critical accounting policies, our gross margins,
our expenses, our revenues, level of our internal manufacturing logistics, use of our logistics warehouse in Hong Kong, our anticipated cash
needs, our estimates regarding our capital requirements, price reductions, our needs for additional financing, costs of being a public company,
future acquisitions or investments, competition, dependency on key employees, and our employee relations, our properties, our intellectual
property, potential legal proceedings, our income taxes, currency fluctuations, our dividend policy, fluctuation in interest rates, impact of new
accounting rules and our disclosure controls and procedures. Forward-looking statements are subject to risks and uncertainties that could
cause actual results to differ materially from those projected. These risks and uncertainties include, but are not limited to, those risks discussed
below and under Item 1A, �Risk Factors,� as well as the seasonality of the buying patterns of our customers, the concentration of sales to large
customers, dependence upon and trends in consumer spending on personal electronics, the difficulty of designing and testing new products, the
reluctance of customers to consider new product offerings, fluctuations in general economic conditions and increased competition and costs
related to expansion of our operations. These forward-looking statements speak only as of the date hereof. We expressly disclaim any obligation
or undertaking to release publicly any updates or revisions to any forward-looking statements contained herein to reflect any change in our
expectations with regard thereto or any change in events, conditions or circumstances on which any such statement is based.

Item 1. Business.

Overview

We are a fabless semiconductor company that designs, develops and markets comprehensive platform solutions, including a system-on-chip,
firmware and software for manufacturers of feature-rich personal media players and notebook computers with secondary displays. Personal
media players are battery-powered, hard disk drive and flash memory-based portable devices that capture, store and play digital media such as
audio, photos and video. Our platform solutions are designed to enable personal media players and other devices to manage thousands of digital
media files and allow our customers to build intuitive and customizable user interfaces. Our customers use our platforms to produce
high-performance, feature-rich, differentiated products in a cost-effective manner with fast time to market. In our industry, original equipment
manufacturers, or OEMs, typically make decisions regarding product designs and rely on original design manufacturers, or ODMs, for
manufacturing capabilities; however, increasingly OEMs are relying upon ODMs, contract manufacturers and independent providers such as
PortalPlayer to deliver comprehensive platform solutions, integration and implementation.

Our key personal media player customers include leading manufacturers such as Inventec and Hon Hai, who manufacture products for Apple
Computer Inc. and other companies. We believe that nearly all of our platforms sold to these customers are incorporated into various models
within the Apple iPod product family. Apple may choose to use platforms in addition to ours for its products, use a different platform than ours
altogether or develop an in-house solution. Any of these events would significantly harm our business. Further, because such a large portion of
our revenue is tied to the Apple iPod product family, our success depends on Apple�s continued success with these products.
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Products and Technology

Our platforms consist of an SoC, firmware and software.

System-on-Chip (SoC)

SoCs are integrated circuits that include a central processing unit, memory interfaces and other components. SoCs for personal media players
and notebook computers must address a range of requirements, including low power, high performance, low cost and high levels of system
integration. We believe that optimally balancing these conflicting, but concurrent, requirements for the target device is the key to market
leadership. We design our family of SoCs to be optimized for hard-disk drive, or HDD, and flash memory-based personal media players. Our
SoC platforms currently utilize dual 32-bit ARM7 microprocessor cores to provide scaleable performance. This enables support for audio
encoders, digital rights management, networking connectivity enhancements and audio post-processing effects, such as equalization and stereo
expansion. Our SoCs are manufactured using standard complementary metal-oxide semiconductor, or CMOS, processes. The following table
summarizes the key features of our principal SoCs:

Volume

Production
Date Device

Addressable
Markets Key Features

2001 PP5002 Audio �   Low power consumption for battery powered applications

�   Increased on-chip memory for lower power and improved performance

�   Direct interface for up to four hard drives or CD-RW drives

2003 PP5020 Audio and photo �   Improved battery life compared to PP5002

�   USB 2.0 controller with support for device host and On-The-Go
connectivity

�   Direct connectivity for digital still cameras

�   FireWire integration

�   PictBridge photo printer support

�   Television output support

�   Color liquid crystal display support

2005 PP5022/PP5021 Audio, photo and video �   Up to 3X improvement in battery life over the PP5020

�   0.13 micron CMOS process

�   High �on demand� peak performance with ultra-low power in typical
operation

Edgar Filing: PortalPlayer, Inc. - Form 10-K

Table of Contents 7



�   Multiple high resolution display interface options including Dual Display
option

�   Mixed signal integration: USB 2.0 Host PHY, PLL, ADC, PWM
controller

2006 PP5024 Audio, photo and video �   Integrated System in Package (SiP)

�   Integrated PP5022 SoC functionality

�   Analog audio functionality

�   Power management functionality

2
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Firmware Development Kits for Personal Media Players

Our firmware development kits, or FDKs, include the embedded firmware code, tools and documentation necessary to develop personal media
player products. The principal capabilities of our FDKs include:

� Enabling high-quality audio playback and encoding through optimized implementations of digital media compression and
decompression functions;

� Supporting a range of file types, including music, photos, images, video and text through a flexible file management system;

� Quickly sorting and indexing thousands of audio, photo and video files through advanced database engines;

� Supporting multiple music services with the appropriate decoders, decryption engines, application programming interfaces and
hardware designs required to securely transfer, store and playback content to enable a customer to ship a product and then provide a
firmware update to add a new music service or feature;

� Actively scaling the processor speed or powering on and off various parts of the SoC, HDD or other components as required; and

� Reducing the required data movement and associated power drain in an HDD-based system through advanced caching techniques.

Software Development Kit for Personal Media Players

Our software development kit, or SDK, helps our customers build applications that enable users to easily manage the audio, photo and video
files stored on their personal media player using feature-rich PC user interfaces. Our SDK provides developers with the components, tools,
sample code and documentation to create a custom digital media management application for personal media players. The principal features of
our SDK include:

� Enabling the development of third-party PC applications, which can provide device file system access and device control in Microsoft
Windows operating systems;

� Enabling the transfer of content from the PC to the device;

� Synchronizing content to the portable device based on rules set up on the PC;

� Enabling firmware updates and device maintenance; and
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� Supporting cryptography services to enable OEMs to customize their content security policies on the device.

We also recently announced our new technology platform, Preface�, initially targeted at the notebook computer market. This technology
platform, using a secondary display, is designed to give notebook users access to data, music and photos without opening the notebook, booting
the system and loading the needed application. As of December 31, 2005, we have made only limited sample shipments of this platform and
have not yet derived significant revenue from this platform. We cannot be certain that this new platform will achieve market acceptance or
otherwise be successful. If the Preface technology platform does not achieve market acceptance or if we encounter product defects or delays or
other difficulties in the introduction, sales and marketing of this platform, our business and operating results may suffer.

Customers

We sell our platforms primarily to original equipment manufacturers, or OEMs, and original design manufacturers, or ODMs. Many of our
customers in turn sell to branded OEMs, who sell end products that

3
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incorporate our platform solutions. In 2005, 2004 and 2003, Inventec accounted for 56.7%, 89.3% and 84.6% of our revenue, respectively. Hon
Hai accounted for 36.3% of our revenue in 2005.

We believe that nearly all of our platforms sold to Inventec and Hon Hai, our two major customers, are incorporated into various models within
the Apple iPod product family. Apple may choose to use platforms in addition to ours for its products, use a different platform than ours
altogether or develop an in-house solution. Any of these events would significantly harm our business. Further, because such a large portion of
our revenue is tied to the Apple iPod product family, our success depends on Apple�s continued success with these products.

In addition, if either of these customers� relationship with Apple is disrupted for inability to deliver sufficient products or for any other reason, it
could have a significant negative impact on our business. We do not know the terms of either of these customers� business relationship with
Apple. Apple may choose to work with other manufacturers. The loss by either of these customers of their sales to Apple will harm our business
and financial position.

Many of our ODM customers are based in Asia. Accordingly, sales to the Asia/Pacific region, including Japan, accounted for approximately
99.0%, 99.1% and 98.5% of our revenue in 2005, 2004 and 2003. We anticipate that a significant amount of our revenue will continue to be
represented by sales to customers in that region. For a discussion of our revenue by geographic region, please see Note 13 of the notes to our
consolidated financial statements.

Sales and Marketing

We market and sell our platforms worldwide through a combination of direct sales personnel, independent sales representatives and distributors.
Because industry practice allows customers to reschedule or cancel orders on relatively short notice and since our sales are typically made
pursuant to purchase orders, we believe that backlog is not a good indicator of our future sales.

Our marketing group focuses on our product strategy, product road map, new product introduction process, demand assessment and competitive
analysis. Our marketing programs include participation in industry tradeshows, technical conferences and technology seminars, sales training
and public relations. The group works closely with our sales and research and development groups to align our product development road map.
The group also coordinates our product development activities, product launches and ongoing demand and supply planning with our
development, operations and sales groups, as well as with our ODM and OEM customers, sales representatives and distributors. We support our
customers through our field application engineering and customer support organizations. Overall, we intend to increase our sales and marketing
efforts.

Research and Development

We devote a substantial portion of our resources to developing new platforms and products and to strengthening our technological expertise. Our
engineering team has expertise in architecture design, integrated circuit design and software engineering. Our research and development
expenditures in 2005 were $36.2 million, excluding stock-based compensation of approximately $1.1 million, and $14.8 million in 2004,
excluding stock-based compensation of approximately $0.5 million. Our research and development expenditures were $11.1 million in 2003. We
intend to increase our research and development efforts and related expenses significantly in the future. Our hardware engineering staff is
located in San Jose, California and Hyderabad, India. Our firmware and software engineering staff is located in Kirkland, Washington,
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Charlotte, North Carolina, Taiwan and Hyderabad, India. Our development center in India, which employs approximately one-half of our
employees, allows us to reduce our engineering labor costs and gives us access to a sizeable pool of engineering talent.
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Manufacturing

Manufacturing Logistics

We primarily use third parties to manage our manufacturing logistics. We currently work with eSilicon and LSI Logic to provide these
manufacturing logistics, including pre-production test hardware and test program development, characterization and qualification testing,
production scheduling, capacity planning, work-in-progress tracking, yield management, shipping logistics, supplier management and quality
support functions, such as failure analysis. We currently do not have long-term supply contracts with our manufacturing logistics partners. To a
lesser extent, we have recently started working directly with third-party manufacturing vendors, and we expect that in the future we may
gradually increase our level of managing certain logistical aspects associated with a traditional fabless semiconductor business model. We may
terminate our agreement with LSI Logic with 30 days written notice and payment of a cancellation fee, and either we or LSI Logic may
terminate the agreement for the other party�s material breach that is not cured within 30 days of notice of the breach. Our agreement with eSilicon
will automatically renew on an annual basis each year in October unless we or eSilicon provides notice of non-renewal at least 90 days prior to
the expiration date, and either we or eSilicon can terminate the agreement for the other party�s material breach that is not cured within 30 days of
notice of the breach. In addition, we have operations and quality engineering personnel that work with eSilicon and LSI Logic to manage
manufacturing logistics, including product planning, work-in-progress control, shipping and receiving and our relationships with contractors.

We design and develop our SoCs and electronically transfer our proprietary designs to our manufacturing logistics partners, who in turn contract
with independent, third-party wafer foundries and packaging subcontractors to process silicon wafers and assemble and test our SoCs. By
contracting our manufacturing, we are able to focus our resources on product design and eliminate the large capital investment and high cost of
owning and operating a semiconductor fabrication facility. This fabless business model also allows us to take advantage of the research and
development efforts of leading manufacturers and to maintain flexibility in choosing suppliers that meet our technology and cost requirements.

Two outside foundries, Taiwan Semiconductor Manufacturing Company, or TSMC, and United Microelectronics Corporation, or UMC, both in
Taiwan, currently manufacture substantially all of our semiconductors. Presently, each specific model of our semiconductors is manufactured at
only one foundry supplier. These foundries currently fabricate our devices using mature and stable 0.18 and 0.13 micron CMOS process
technology.

Following wafer processing, wafers that are manufactured for our SoCs are shipped to third-party packaging subcontractors managed by our
manufacturing logistics partners, where they are sliced into individual die, assembled into finished semiconductor packages, and electrically
tested before we take delivery. We currently rely on Amkor facilities in Taiwan and Korea and Siliconware Precision Industries Co., Ltd. (SPIL)
in Taiwan to assemble and test our SoCs. Our SoCs are designed to use low-cost, industry standard packages and to be tested with widely
available automatic test equipment. We control all product test programs used by the packaging subcontractors in cooperation with our
manufacturing logistics partners. These test programs are developed based on product specifications, thereby maintaining our ownership for the
functional and parametric performance of our semiconductors.

In addition to our warehouse located in San Jose, in the last quarter of 2004 we added a new logistics warehouse in Hong Kong which is
managed by a local third party, from which location we expect the majority of future shipments to our customers to continue to be made. In the
future we may begin to perform internally some of the services that our third-party service providers currently perform for us. These functions
may include direct engagements with foundries, setting up our own product and test engineering functions and managing the quality and failure
analysis of our SoCs.
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Quality Assurance

We have designed and implemented a quality management system that provides the framework for continual improvement of or products,
including firmware and software, our processes and customer service. We apply established design rules and practices for CMOS devices
through standard design, layout and test processes. We also rely on in-depth simulation studies, testing and practical application testing to
validate and verify our SoCs. We emphasize a strong supplier quality management practice in which the manufacturing suppliers that are used
by our manufacturing logistics partners are pre-qualified by our operations and quality teams. To ensure consistent product quality, reliability
and yield, together with our manufacturing logistics partners we closely monitor the production cycle by reviewing manufacturing process data
from each wafer foundry and assembly subcontractor.

Competition

The market for our platforms is competitive and rapidly evolving. As we enter new markets and pursue additional applications for our platforms,
we expect to face increased competition, which may result in price reductions, reduced margins or loss of market share.

In particular, we face competition from semiconductor companies which have traditionally focused on personal media players, such as Freescale
Semiconductor, Samsung Semiconductor, SigmaTel, Telechips and Texas Instruments. Some of these companies offer their customers highly
integrated SoCs, including analog components, which reduce system cost and size. We also compete with other semiconductor companies,
including austriamicrosystems, Broadcom, Intel, Sharp and with other SoC vendors. Many of these companies have significantly greater
financial, technical, manufacturing, marketing, sales and other resources than us.

We may face competition from some of our customers who have developed or may develop products or technologies internally which are
competitive with our platforms, or who may enter into strategic relationships with or acquire existing semiconductor providers. We may also
face competition from companies whose products are included in end-products that also incorporate our platforms. Should these companies try
to increase the presence of their products in such end-products to the detriment of our platforms, our business may be harmed. In addition, to the
extent we move into adjacent markets such as personal media display and personal wireless entertainment devices, we will face new competitors
and the difficulty and cost of developing new technology.

In addition to the factors discussed above, we believe that the key competitive factors in our market include:

� ability to deliver comprehensive platform solutions with the flexibility to allow customers to decrease the length of their product
design cycles;

� power efficiency due to the increased power requirements of color displays, photo processing and video playback;

� price;

� timeliness of the introductions of new product features desired by our customers;
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� ability to support a wide variety of industry standards in a timely manner;

� intellectual property position and know-how; and

� customer support.

We believe we compete favorably because we provide comprehensive platform solutions to enable quick time to market and allow customer
differentiation while reducing the overall system cost and size.

We believe that nearly all of our platforms sold to Inventec and Hon Hai are incorporated in the Apple iPod product family. As a result, our
business is also affected by competition in the market for personal media players.
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If competing products that are not based on our platform solution take market share from the Apple iPod, it could harm our business and cause
our revenue to decline.

Intellectual Property

As of December 31, 2005, in the United States we had 8 issued patents and 12 patent applications pending. Although we file patents to protect
our inventions, our revenue is not dependent on any particular patent. We do not believe the expiration or loss of any particular patent would
materially harm our business. We do not know if our patent applications or any future patent application will result in a patent being issued with
the scope of the claims we seek, if at all, or whether any patents we may receive will be challenged, invalidated or declared unenforceable. We
intend to continue to assess appropriate occasions for seeking patent protection for those aspects of our technology that we believe provide
significant competitive advantages.

Our success also depends on our other rights in proprietary technology. We rely on a combination of copyright, trade secret, trademark and
contractual protection to establish and protect our proprietary rights that are not protected by patents, and we also typically enter into
confidentiality agreements with our employees and consultants. PortalPlayer and the PortalPlayer logo are our registered trademarks. These
trademarks remain valid while we continue to use and renew them. We require our customers to enter into confidentiality and nondisclosure
agreements before we disclose any sensitive aspects of our platforms, technology or business plans. Despite our efforts to protect our proprietary
rights through confidentiality and license agreements, unauthorized parties may attempt to copy or otherwise obtain and use our platforms or
technology. It is difficult to monitor unauthorized use of technology, particularly in foreign countries where the laws may not protect our
proprietary rights as fully as laws in the United States. In addition, our competitors may independently develop technology similar to ours. Our
precautions may not prevent misappropriation or infringement of our intellectual property.

Third parties could infringe or misappropriate our patents, copyrights, trademarks and other proprietary rights. In addition, other parties may
assert infringement claims against us or our customers. Although we do not believe our platforms infringe any patents, our platforms may be
found to infringe one or more issued patents. In addition, because many pending patent applications in the United States are not publicly
disclosed by the United States Patent and Trademark Office until the application is published, there may be applications that relate to our
platforms of which we have no knowledge. We may be subject to legal proceedings and claims in the ordinary course of our business, including
claims of alleged infringement of the trademarks and other intellectual property rights of third parties. We may also be required to resort to
litigation to enforce our intellectual property rights. Intellectual property litigation is expensive and time-consuming and could divert
management�s attention away from running our business. This litigation could also require us to pay substantial damages to the party claiming
infringement, stop selling products or using technology that contains the allegedly infringing intellectual property, develop non-infringing
technology or enter into royalty or license agreements. These royalty or license agreements, if required, may not be available on acceptable
terms, if at all, in the event of a successful claim of infringement. Our failure or inability to develop non-infringing technology or license the
proprietary rights on a timely basis would harm our business.

Employees

As of December 31, 2005, we had 284 employees, including 227 in research and development, 20 in sales and marketing and 37 in general and
administrative. Of these full-time employees, 98 are located in San Jose, California, 41 are located in Kirkland, Washington, three are located in
Charlotte, North Carolina, 12 are located in Taiwan, one is located in Japan, two are located in Korea and 127 are located in Hyderabad, India.
None of our employees is covered by a collective bargaining agreement. We believe that relations with our employees are good.
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Available Information

We are subject to the informational requirements of the Securities Exchange Act of 1934. We therefore file periodic reports, proxy statements
and other information with the Securities and Exchange Commission. Such reports may be obtained by visiting the Public Reference Room of
the SEC at 100 F Street, NE, Washington, D.C. 20549, or by calling the SEC at 1-202-551-8090. In addition, the SEC maintains an internet site
(http://www.sec.gov) that contains reports, proxy and information statements and other information regarding issuers that file electronically.

Our internet address is www.portalplayer.com. We make available, free of charge, through our internet website copies of our Annual Report on
Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and amendments to those reports, if any, filed or furnished pursuant to
Section 13 (a) or 15 (d) of the Exchange Act, as soon as reasonably practicable after filing such material electronically or otherwise furnishing it
to the SEC. Information contained on our website is not incorporated by reference unless specifically referenced herein.

Item 1A. Risk Factors

You should carefully consider the risks described below before making a decision to buy our common stock. If any of the following risks actually
occur, our business, financial condition and results of operations could be harmed. In that case, the trading price of our common stock could
decline and you might lose all or part of your investment in our common stock. You should also refer to the other information set forth in this
Report, including our consolidated financial statements and the related notes.

We currently depend on two customers for substantially all of our revenue and the loss of, or a significant reduction in, orders from
either of these customers would significantly reduce our revenue and adversely impact our operating results.

Two customers account for substantially all of our revenue. Inventec Appliances (Shanghai) Co., Ltd., Inventec Appliances (Pudong) Co., Ltd.
and Inventec Appliances Corp., which are affiliated with each other and which we refer to collectively as Inventec, accounted for approximately
56.7%, 89.3% and 84.6% of our revenue in 2005, 2004 and 2003, respectively. In addition, during the first quarter of 2005 we began shipping in
volume to Hon Hai Precision Industry Co., Ltd., or Hon Hai, which accounted for 36.3% of our revenue in 2005. The loss of sales to either of
these customers would have a significant negative impact on our business. Because our sales to these customers are made pursuant to standard
purchase orders rather than contracts, orders may be cancelled or reduced more readily than if we had long-term purchase commitments with
these customers. Purchase orders can be cancelled or rescheduled on relatively short notice. Cancellations of customer orders could result in the
loss of anticipated sales without allowing us sufficient time to reduce our inventory and operating expenses. In addition, changes in forecasts or
the timing of orders from these customers expose us to the risks of inventory shortages or excess inventory, particularly during end product
transitions that require a new generation of our platforms. This in turn could cause our operating results to fluctuate. For example, we
experienced a lower than expected number of orders from Inventec in the first quarter of 2003, which contributed to a significant temporary
decrease in our revenue.

We believe that nearly all of our platforms sold to these customers are incorporated into various models within the Apple iPod product family.
Apple may choose to use platforms in addition to ours for its products, use a different platform than ours altogether or develop an in-house
solution. Any of these events would significantly harm our business. Further, because such a large portion of our revenue is tied to the Apple
iPod product family, our success depends on Apple�s continued success with these products.
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could have a significant negative impact on our business. We do not
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know the terms of either of these customers� business relationships with Apple. Apple may choose to work with other manufacturers. The loss by
either of these customers of sales to Apple could also harm our business and financial position.

There are a relatively small number of potential customers for our platforms and we expect this customer concentration to continue for the
foreseeable future. Therefore, our operating results will likely continue to depend on sales to a relatively small number of customers, as well as
the ability of these customers to sell products that incorporate our platforms. In addition, we may from time to time enter into customer
agreements providing for exclusivity periods during which we may only sell a specified product to that customer or only sell a limited amount of
a specified product to other customers. Except for Inventec and Hon Hai, our customer relationships have been developed over a short period of
time and are generally in their preliminary stages. We cannot be certain that these customers will generate significant revenue in the future. If
our relationships with our newer customers do not continue to develop, we may not be able to expand our customer base or maintain or increase
our revenue.

We depend on one product family for all of our revenue, and if sales of our platforms decline, our business and financial position will
suffer.

We have one product family, which currently consists of platforms primarily for feature-rich personal media players. Our platforms consist of a
system-on-chip, firmware and software. We currently derive, and expect to continue to derive in the near term, all of our revenue from sales of
our platforms. Continued market acceptance of our platforms is critical to our future success. Because we have only one product family, we do
not have alternate sources of revenue if sales of our platforms decline.

We do not expect to sustain our recent growth rate, and we may not be able to manage our future growth effectively.

We have experienced significant growth in a short period of time. For example, our revenue has increased from $1.9 million in 2001 to $225.2
million in 2005. We will likely not achieve similar revenue growth rates in future periods. You should not rely on the results of any prior
quarterly or annual periods as an indication of our future operating performance. If we are unable to maintain adequate revenue growth, our
financial results could suffer.

Our recent expansion has placed, and any future expansion will continue to place, a significant strain on our management, personnel, systems
and resources. We continue to hire a significant number of additional employees to support an increase in research and development as well as
increase our sales and marketing efforts. To continue to successfully manage our growth, we believe we must effectively continue to:

� hire, train, integrate and manage additional qualified engineers for research and development activities, sales and marketing personnel,
and financial and information technology personnel;

� enhance our customer resource management and manufacturing management systems;

� implement and improve additional and existing administrative, financial and operations systems, procedures and controls;
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� expand and upgrade our technological capabilities and organizational structure; and

� manage multiple relationships with our customers, distributors, suppliers and other third parties.

If we are unable to manage our growth effectively, we may not be able to take advantage of market opportunities, develop new platforms and
products, satisfy customer requirements, execute our business plan or respond to competitive pressures.
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If we are unable to develop successful new platforms or other products to keep pace with rapid technological change, we will be unable
to expand our business and our operating results and competitive position would be harmed.

The consumer electronics market is characterized by rapidly changing technology. This requires us to continuously develop new platforms or
other products and enhancements for existing platforms to keep pace with evolving industry standards and rapidly changing customer
requirements. For example, although our platforms historically were used only in hard disk drive-based personal media players, in 2005 we
began deriving revenue from flash memory-based applications and, in 2006, the Company recently announced a new technology platform
targeted at the computer notebook market that enables a secondary display. In addition, our products have recently been designed into personal
media players that utilize satellite radio capabilities. However, if personal media player capabilities are adopted by adjacent markets such as
wireless and mobile phones, we may need to develop platforms that can operate with these devices. We may not have the technological
capabilities to develop, or the financial resources necessary to fund, these future innovations. Even if we are able to develop future innovations,
if our future innovations produce technology that is behind that of our competitors, we may lose customers. Similarly, if our future innovations
are ahead of the then-current technological standards in our industry, customers may be unwilling to purchase our platforms until the consumer
electronics market is ready to accept them. If we are unable to successfully define, develop and introduce competitive new platforms or other
products and enhance existing platforms, we may not be able to compete successfully. In addition, if we, or our customers, are unable to manage
product transitions, our business and results of operations would be negatively affected.

Development of new platforms and products may also require us to obtain rights to use intellectual property that we currently do not have. If we
are unable to obtain or license the necessary intellectual property on reasonable terms or at all, our product development may be delayed and the
gross margins on our planned products may be less than anticipated, and our business and results of operations would be negatively affected.

If our Preface technology platform does not achieve broad market acceptance or is not otherwise successful, our business and operating
results may suffer.

We recently announced our new technology platform, Preface�, initially targeted at the notebook computer market. This technology platform,
using a secondary display, is designed to give notebook users access to data, music and photos. As of December 31, 2005, we have made only
limited sample shipments of this platform and have not yet derived significant revenue from this platform. The success of our Preface
technology platform depends on several factors, including, but not limited to, the market for notebook computers in general and the demand for
notebook computers with the Preface technology platform by notebook computer manufacturers and consumers. Notebook computer
manufacturers may choose to only include the Preface technology into their notebook designs in combination with notebooks planned for
introduction with Microsoft�s Windows Vista. If the timing and introduction of Windows Vista or Windows Sideshow (a feature set in Microsoft
Windows Vista) is delayed or does not happen when anticipated, then demand for Preface will be severely impaired. In addition, the
development and introduction of a new technology platform such as Preface involves additional risks, including intellectual property risks as
discussed above, the risk of product defects which in turn could harm our reputation, sales of our platforms and cause unexpected costs, and the
reliance on third-party technology incorporated into the platform. If our Preface technology platform does not achieve market acceptance or is
not otherwise successful, or if we encounter product defects or delays or other difficulties in the introduction, sales and marketing of this
platform, our business and operating results may suffer.

Our quarterly revenue and operating results are difficult to predict, and if we do not meet quarterly financial expectations, our stock
price will likely decline.

Our quarterly revenue and operating results are difficult to predict and have in the past, and may in the future, fluctuate from quarter to quarter.
It is possible that our operating results in some quarters will be below
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market expectations or our guidance. This would likely cause the market price of our common stock to decline. Our quarterly operating results
are affected by a number of factors, including:

� unpredictable volume and timing of customer orders, which are not fixed by contract but vary on a purchase order basis;

� the loss of one or more key customers or the significant reduction or postponement of orders from these customers;

� the timing of new product announcements or introductions by us, by Apple or by our competitors;

� decreases in the overall average selling prices of our platforms;

� changes in the relative sales mix of our platforms;

� changes in our cost of finished goods;

� the availability, pricing and timeliness of delivery of other components, such as hard disk drives or flash memory chips, used in our
customers� products;

� our customers� sales outlook, purchasing patterns and inventory adjustments based on consumer demands and general economic
conditions;

� unplanned additional expenses such as mask set revisions;

� our effective tax rate and the use of available tax carryforwards;

� product obsolescence and our ability to manage product transitions; and

� our ability to successfully develop, introduce and sell new or enhanced platforms in a timely manner.

We base our planned operating expenses in part on our expectations of future revenue, and a significant portion of our expenses is relatively
fixed in the short term. As we are operating in a relatively new industry segment, we have limited historical financial data from which to predict
future sales for our platforms. As a result, it is difficult for us to forecast our future revenue and budget our operating expenses accordingly. Our
operating results would be adversely affected to the extent customer orders are cancelled or rescheduled. If revenue for a particular quarter is
lower than we expect, we likely will be unable to proportionately reduce our operating expenses for that quarter, which would harm our
operating results for that quarter.

We have only recently achieved profitability and may incur losses in the future. We may not be able to generate sufficient revenue in the
future to sustain profitability.
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At December 31, 2005, we had an accumulated deficit of approximately $14.0 million. Although we have achieved profitability in the past six
quarters, we cannot be certain that we will sustain profitability in the future. To sustain profitability, we will need to continue to generate and
grow our revenue to support an increase in expense levels. We may not be able to sustain or increase profitability on a quarterly or an annual
basis. If we do not sustain profitability or otherwise meet the expectations of securities analysts or investors, the market price of our common
stock will likely decline.

Because the markets in which we compete are highly competitive and many of our competitors have greater resources than us, we may
not be able to compete successfully and we may lose or be unable to gain market share.

We face competition from a large number of competitors, including austriamicrosystems, Broadcom, Freescale Semiconductor, Intel, Samsung
Semiconductor, Sharp, SigmaTel, Telechips, and Texas Instruments. We expect to face increased competition in the future. We may also face
competition from some of our customers who have developed or may develop products or technologies internally which are competitive with
our platforms, or who may enter into strategic relationships with or acquire existing semiconductor providers. In
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addition, because our platforms are compatible with flash memory-based applications, we face competition from companies that produce
platforms for both hard disk drive and flash memory-based applications. Many of our competitors have offered flash memory-specific products
for some time and may have better established products or more expertise with flash memory-specific solutions. We may also face competition
from companies whose products are included in end-products that also incorporate our platforms. Should these companies try to increase the
presence of their products in such end-products to the detriment of our platforms, our business may be harmed. In addition, to the extent we
move into adjacent markets such as wireless and mobile phones, we will face new competitors and the difficulty and cost of developing new
technology.

In addition, the consumer electronics market, which is the principal end-market for our platforms, has historically been subject to intense price
competition. In many cases, low-cost, high-volume producers have entered this market and driven down gross margins. If a low-cost,
high-volume producer should develop products that are competitive with our platforms, our sales and gross margins may suffer. For example, as
the feature-rich personal media player market matures, the capabilities our platform solutions provide may be subject to commoditization,
similar to the commoditization which has occurred in the more mature, non-feature-rich flash-based personal media player market. Similarly, we
may lose existing customers if any of them go out of business or are unable to effectively compete in the highly competitive personal media
player market.

Many of our current and potential competitors have longer operating histories, greater name recognition, access to larger customer bases and
significantly greater financial, sales and marketing, manufacturing, distribution, technical and other resources than us. As a result, they may be
able to respond more quickly to changing customer demands or to devote greater resources to the development, promotion and sales of their
products than we can. Our potential competitors may develop and introduce new products that have lower prices, provide superior performance,
provide greater processing power or achieve greater market acceptance than our platforms. In addition, in the event of a manufacturing capacity
shortage, these competitors may be able to obtain capacity when we are unable to do so. Our competitors may also be able to provide greater
incentives to customers through rebates and marketing development funds and similar programs. It is possible that new competitors or alliances
among existing competitors could emerge and rapidly acquire significant market share, which would harm our business. Some of our
competitors with multiple product lines may bundle their products to lower prices or to offer a broader product portfolio or integrate processing
capacity similar to or greater than ours into other products that we do not sell, which may make it difficult for us to gain or maintain market
share. If we fail to compete successfully, our business would suffer and we may lose or be unable to gain market share.

We believe that nearly all of our platforms sold to Inventec and Hon Hai are incorporated into various models within the Apple iPod product
family. As a result, our business is also affected by competition in the market for personal media players. If competing products are not based on
our platform solution it could harm our business and cause our revenue to decline.

If we fail to adequately forecast demand for our platforms, we may incur product shortages or excess product inventory.

Most of our revenue is derived from customers who require us to be able to provide products in excess of existing orders on relatively short
notice. If these customers do not order more of our platforms than they forecast, then we could have excess inventory if we do not have other
purchasers for this inventory. In this instance, we would be required to write-off excess inventory in accordance with our inventory policy. On
the other hand, if we are unable to supply platforms at the levels required by Inventec or Hon Hai, our major customers, they are entitled to seek
alternative supply arrangements to meet their needs. In the event of a supply shortage, we may be unable to meet the demands of our other
customers. Any of these events could harm our operating results and our business.

We may place binding manufacturing orders with our manufacturing logistics partners in advance of receiving purchase orders from our
customers. Changes in forecasts or timing of orders expose us to risks of
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inventory shortages or excess product inventory, particularly during end-product transitions. Obtaining additional supply in the face of increased
demand or supply shortages may be costly or impossible, particularly in the short-term, which could prevent us from fulfilling orders. As a
result, an incorrect forecast may result in substantial inventory that is aged and obsolete, which could result in write-downs of excess, aged or
obsolete inventory. In addition, our platforms have rapidly declining average selling prices. Therefore, our failure to adequately estimate demand
for our platforms could cause our quarterly operating results to fluctuate and cause our stock price to decline.

Because of the lengthy sales cycles for our platforms and the relatively fixed nature of a significant portion of our expenses, we may
incur substantial expenses before we earn associated revenue and may not ultimately achieve our forecasted sales for our platforms.

Our sales cycles from design to manufacture of our platforms can typically take nine to 12 months. Sales cycles for our platforms are lengthy for
a number of reasons, including:

� our customers usually complete an in-depth technical evaluation of our platforms before they place a purchase order;

� the commercial adoption of our platforms by original equipment manufacturers and original device manufacturers is typically limited
during the initial release of their products to evaluate performance and consumer demand;

� new product introductions often center around key trade shows and selling seasons and failure to deliver a product in a timely manner
can seriously delay or cancel introduction; and

� the development and commercial introduction of products incorporating complex technology frequently are delayed or canceled.

As a result of our lengthy sales cycles, we may incur substantial expenses before we earn associated revenue because a significant portion of our
operating expenses is relatively fixed and based on expected revenue. If customer cancellations or product changes occur, this could result in the
loss of anticipated sales without allowing us sufficient time to reduce our operating expenses.

We are subject to the risk of supply problems with other components of the end products of our customers and if our customers cannot
obtain sufficient supplies of these components, sales of our platforms could suffer.

In addition to our platforms, the end products of our customers that are sold to consumers also incorporate other components outside of our
control, such as hard disk drives or flash memory chips. If our customers cannot obtain sufficient supplies of these or other components, sales of
our platforms could suffer because our customers may purchase fewer platforms from us than they would have otherwise purchased. For
example, small form factor hard disk drive supply was constrained during 2003 and 2004. We believe that these supply constraints may have
caused our customers to purchase fewer platforms than they might otherwise have purchased, thus negatively impacting our revenue. Although
we cannot estimate the impact on our revenue from these supply constraints, we believe that future supply problems with the other components
of the end products of our customers, including small form factor hard disk drives and flash memory chips, may negatively impact our business
and revenue in the future. As a result, demand for our platforms depends on the availability of other components that we do not control.
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We depend on third-party service providers to implement certain aspects of the design of our semiconductors, and to manage our
foundry, test, packaging, warehouse and shipping relationships.

We primarily rely on third-party service providers, including eSilicon Corporation, or eSilicon, and LSI Logic Corporation, or LSI Logic, to
implement certain aspects of the design of our semiconductors, and to
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manage the manufacture, test, packaging, warehousing and shipping of our semiconductors. eSilicon and LSI Logic either provide these services
directly or engage and manage other parties to provide them. As a result, we have significantly less control over certain aspects of the design and
manufacture of our semiconductors and do not directly control our product delivery schedules, assembly and testing costs or quality assurance
and control. We do not have long-term agreements with eSilicon or LSI Logic. We typically procure services from these suppliers on a purchase
order basis. If the operations of eSilicon or LSI Logic were disrupted or their financial stability impaired, if eSilicon or LSI Logic were unable to
properly manage the service providers that they retain for us or if they should choose not to devote capacity to our semiconductors in a timely
manner, our business would suffer as we would be unable to produce finished platforms on a timely basis.

Because we use manufacturing logistics partners who in turn use independent foundries and subcontractors to manufacture, assemble and test
our semiconductors, we may face risks such as insufficient allocation of assembly and test capacity and limited control over the associated costs
and semiconductor output, or yield. Damages to third-party facilities caused by natural or man-made disasters could result in the loss of
production material and a disruption in the flow of material.

In addition, the cyclicality of the semiconductor industry has periodically resulted in shortages of manufacturing assembly and test capacity and
other disruptions of supply of raw materials incorporated into our SoCs, such as substrates. We may not be able to find sufficient suppliers at a
reasonable price or at all if these disruptions occur. If we do not manage these risks adequately, our business and results of operations would be
harmed.

We have started to perform internally some of the services of our third-party service providers, we will need to devote a substantial
amount of time and resources to this effort, and our relationships with such third-party service providers may be damaged.

We have recently started to perform internally some of the services that our third-party service providers currently perform for us. These
functions include direct engagements with foundries, setting up our own product and test engineering functions and managing the quality and
failure analysis of our SoCs. In order to fully perform these services internally, we will need to incur a significant amount of expense to provide
the necessary infrastructure to support these activities. We also will need to devote a substantial amount of time and resources to acquiring the
necessary tools, implementing these activities into our overall company structure and hiring additional employees to manage the operations. In
addition, we will most likely be required to invest a higher level of financial resources into inventory, increasing at a minimum our raw materials
and work in process inventory levels. Because we have not previously performed such activities, we may not be able to successfully manage this
process. This expansion could place significant strain on our management, personnel, systems and resources as we develop these capabilities
in-house rather than relying on an experienced third-party provider. In addition, we may damage our relationships with our current third-party
service providers if, on a larger scale, we begin performing some of their services internally. Any damage to these relationships could hinder our
ability to procure our semiconductors on a timely and cost efficient basis, or at all, which could in turn harm our relationships with our
customers and negatively affect our business and results of operations.

Independent foundries manufacture the semiconductors used in our platforms, and any failure to obtain sufficient foundry capacity
could significantly delay our ability to ship our platforms and damage our customer relationships.

We do not own or operate a semiconductor fabrication facility. Instead, we rely on third parties to manufacture our semiconductors. Two outside
foundries, Taiwan Semiconductor Manufacturing Company, or TSMC, in Taiwan, and United Microelectronics Corporation, or UMC, in
Taiwan, currently manufacture substantially all of our semiconductors, and no single foundry manufactures more than one model of our
semiconductors. As a result, we face several significant risks, including:
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