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The information in this prospectus is not complete and may be changed. We may not sell these securities until the registration
statement filed with the Securities and Exchange Commission is effective. This prospectus is not an offer to sell these securities
and it is not soliciting an offer to buy these securities in any state where the offer or sale is not permitted.

SUBJECT TO COMPLETION, DATED , 2005

Shares

\/

portalplayer

PortalPlayer, Inc.
Common Stock

We are selling 4,500,000 shares of common stock and the selling stockholders are selling shares of common
stock. We will not receive any of the proceeds from the shares of common stock sold by the selling stockholders.

Our common stock is listed on The NASDAQ National Market under the symbol “PLAY.” The last reported sale price of our
common stock as reported on The NASDAQ National Market on October 21, 2005, was $25.75 per share.

The underwriters have an option to purchase a maximum of additional shares from us to cover over-allotments of
shares.
Investing in our common stock involves risks. See Risk Factors ” beginning on page 7.
Underwriting Proceeds to
Discounts and Proceeds to Selling
Price to Public Commissions PortalPlayer Stockholders
Per Share $ $ $ $
Total $ $ $ $
Delivery of the shares of common stock will be made on or about , 2005.

Neither the Securities and Exchange Commission nor any state securities commission has approved or disapproved of these
securities or determined if this prospectus is truthful or complete. Any representation to the contrary is a criminal offense.

Citigroup Credit Suisse First Boston

CIBC World Markets Needham & Company, LLC
The date of this prospectus is , 2005.
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PROSPECTUS SUMMARY

You should read the following summary together withentire prospectus, including the more detaiifédrmation regarding us and t
common stock being sold in this offering and oursodidated financial statements and the relateésatppearing elsewhere in this
prospectus. You should carefully consider, amohgrahings, the matters discussed in the sectititiexh“Risk Factors.”

PortalPlayer, Inc.

PortalPlayer is a fabless semiconductor compartydigsigns, develops and markets comprehensiveptagolutions, including a
system-on-chip, firmware and software, for manufeats of feature-rich, hard disk drive and flashmroey-based personal media players.
Personal media players are battery-powered, pertblices that capture, store and play digital medch as audio, photos and video. Our
platform solutions are designed to enable persmealia players to manage thousands of digital mfddeand allow our customers to build
intuitive and customizable user interfaces. Outaugrs use our platforms to produce high-perforraafeature-rich, differentiated personal
media players in a cost-effective manner with feseé to market. Our key customers include leadirgufiacturers such as Inventec and Hon
Hai, who manufacture products for Apple Computer Bnd other companies. In 2002, 2003, 2004 andixhmonths ended June 30, 2005,
Inventec accounted for 88.4%, 84.6%, 89.3% and¥mBour revenue, respectively. Hon Hai accountedli.3% of our revenue in the six
months ended June 30, 2005. Our platforms soldit@astomers from whom we have derived at leasD 8D in revenue since January 1,
2003 are also included in products branded by ABeang & Olufsen, Gateway, iRiver, Medion, MiTAC, BREOlympus, Philips, RCA, Rio,
Roland, Samsung, Sirius, Tatung and Virgin Eledt®mAs of September 30, 2005, we had 250 employeeisiwide.

I ndustry Background

Consumer acceptance of personal media playersrbas gapidly in recent years due to the increasimgply of digital media content,
falling costs for storage technology and improveduice functionality and performance. While photad aideo functionality is increasingly
being adopted, today, the most popular featurb@personal media player is audio playback. Thegmal media player uses compression
technologies that shrink the size of a digital radde to a fraction of its original size. Some g@nal media players use flash memory while
others use a hard disk drive, or HDD, to storetdighedia content. Advances in digital content sttdlage technology and the proliferatior
digital download music services, such as the iTiMasic Store and Napster, are revolutionizing ttae wusic is distributed to the consumer
and are contributing to the transition to personatiia players. IDC estimates portable hard diskedbiased and flash memory-based
compressed audio players will grow from 38.9 millienits in 2004 to 157.0 million units in 2009,@pound annual growth rate of 32.2%.

We believe the personal media player will becorkeyaportable device individuals will use to capiws®re and play personal digital
media content, such as audio, photos and videanber of factors are driving this trend:

« Proliferation of digital media content;

* Increasing broadband Internet access and Inteassebcontent distribution;
« Greater storage capacity requirements and advamstésrage technologies;
» Increasing functionality of devices; and

« Demand for greater content accessibility and miybili
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Although consumers are demanding greater funciigreahd improved performance from their personatiimelayers, they also expect
new product releases to have more capabilitieariazqual or lower price than previous generatibnsachieve this, original equipment
manufacturers, or OEMSs, require improved power rganeent, intuitive user interfaces, shortened prodeeelopment cycles and design :
feature flexibility. Expertise to meet these chadles is costly to develop. Therefore, we believéi®Rre increasingly relying upon original
design manufacturers, or ODMs, contract manufaciuaed independent platform providers to delivenpoehensive platform solutions,
including semiconductor, firmware and software depment, integration and implementation. To agsisMs, ODMs and contract
manufacturers in addressing these challenges, qErseedia platform solutions providers must cordihudevelop technology innovations to
reduce power consumption and improve device fegterformance and ease of use. These platfornidemsvmust also address changing
market demands by adding new hardware, firmwaresaftdvare features to their platform solutions aggroviding design and feature
flexibility to enable OEMs to differentiate theiegsonal media players.

Our Solution

We develop comprehensive platform solutions, iniciga system-on-chip, or SoC, firmware and softwBmemanufacturers of HDD-
based and flash-based personal media players.|&torm solutions are designed to allow our custatie produce high-performance,
feature-rich, differentiated personal media playeith fast time to market.

Key elements of our solution are as follows:

» Comprehensive platform solutions Our platform solutions consist of an integdapackage of hardware, firmware and software,
and are designed to reduce our customers’ investimenstly and time-consuming internal firmwarel aoftware development for
their products, and to enable them to avoid hatargpurce different firmware and software for thexid products from multiple
suppliers.

» Customizable firmware and software Our firmware, which is sold as a bundled gohuwith our SoCs, includes a real-time
operating system, intelligent library indexing witivanced database engines, an architecture {haorts multiple digital rights
management rules and an adaptive power managenogiien Benefits of our firmware include smooth naepliayback, the ability
for users to easily and flexibly organize and fihdir media, support for numerous online and weglmusic and video services,
reduced power requirements and longer batteryQife. software development kits allow personal medégers to interact with
personal computers, thereby increasing the persoedia playe’s utility and enhancing the end U's experience

e Targeted, high-performance SoCs Our SoC solutions are specifically designadtie personal media player market. Our SoC
driven by multiple processing engines that allomnptex multi-tasking such as real-time creation playback of synchronized
audio and photo slideshows and video playb

Our Strategy

Our objective is to be the leading supplier of coemgnsive platform solutions for high-performarfeaturerich, differentiated person
media players. Key elements of our strategy are:

e Maintain a full and flexible platform solution apgach with industr-leading SoCs, firmware and software We plan to continue
commit resources to each of our hardware, firmveaue: software teams to drive innovation so thatioiegrated, comprehensive
platform solutions are at the forefront of the paiad media player industry and capture a leadinketahare

« Maintain our focus on the feati-rich personal media player market We intend to build on our experience as a idevof
platforms for featur-rich, HDD and flas-based personal media players

2
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continuing to focus primarily on customers thatdarce small form factor, high functionality personadia players. For example,
our platform solutions allow our customers to depgbersonal media players that support the viewirtgpes of downloaded video
content and videos captured on digital still oreddcameras and the ability to receive content esisdy.

« Leverage our leadership position in the developro¢aidvanced capabilities for personal media playteraddress adjacent mark
opportunities.  While we believe the personal media playerketwill continue to grow, we also believe thattle future, device
such as mobile phones, personal digital assistpottable video recorders and other consumer eleictdevices will incorporate
the features and functionality of personal medayets to offer consumers an integrated, portabledeWe intend to leverage our
core strengths and personal media player capabilitis well as pursue acquisitions, to developplatiorms and products to
address these and other adjacent market oppoesu

» Expand our customer base while securing additiaieaign wins with existing custom«.  We intend to expand our customer base
by marketing our platform solutions to additionamfacturers of portable consumer devices. In mdfglitve intend to deepen our
penetration within existing audio, photo and videstomers by securing next generation design wimgher, we intend to broaden
our reach within our existing customer base in&rtadjacent product lines that can utilize ouhtextogies and personal media
player capabilities

Our Corporate History

We were incorporated in California in May 1999 avelreincorporated in Delaware in October 2004. Wameted our initial public
offering in November 2004. Our headquarters aratkgtat 70 W. Plumeria Drive, San Jose, CA 95184oam telephone number is
(408) 521-7000. Our website is www.portalplayer.cémformation contained on, or that can be accetis®adigh, our website does not
constitute part of this prospectus. In this prosyc'PortalPlayer,” “we,” “us” and “our” refer tBortalPlayer, Inc. and its subsidiaries and not
to the underwriters or the selling stockholders.

PortalPlayer and the PortalPlayer logo are oustergd trademarks. Feature Flash, PictSync, PPBREQ02, PP5003, PP5020,
PP5021, PP5022 and PP5024 are our trademarksprbisisectus also includes trade names, trademadkseamice marks of other companies
and organizations.

Recent Developments

For the nine months ended September 30, 2005goanue was $146.9 million and net income was $@dllibn, as compared to
revenue of $47.8 million and net loss of $(131,0@0Xhe nine months ended September 30, 2004theéanine months ended September 30,
2005, diluted net income per share was $0.97, bais&5.2 million weighted average shares outstan@ia compared to diluted net loss per
share of $(0.09), based on 1.5 million weightedaye shares outstanding for the nine months eneptt@ber 30, 2004. Our results of
operations for the nine months ended Septembe2@X5 included non-cash, stock-based compensatangyes of $1.6 million, as compared
to $5.1 million for the nine months ended Septend@gr2004.

In the third quarter of 2005, the first of our dgsiwins for feature-rich flash personal media ptayeas shipped. In addition, we
collaborated with Humax Co., Ltd., a digital satelset-top box manufacturer, to create devicestable end-users to listen to digitally
broadcast satellite radio content. Our first projeas assisting in the development of the Siridsli® radio S50, which was recently
introduced but is not yet shipping.
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Common stock offered by

Common stock offered by the selling
stockholder

Total shares of common stock being offe

Common stock to be outstanding after this
offering

Use of proceeds

NASDAQ National Market symbc

The Offering

4,500,000 share
shares

share
28,009,800 shares

We intend to use our net proceeds from this oftgfor general corporate purposes,
including working capital. We may also use a paortdd our net proceeds to acquire or
invest in complementary technologies, businesseshar assets. We have no current
agreements or commitments with respect to any mhtquisitions. We will not receive
any of the proceeds from the shares of common solckby the selling stockholders. See
“Use of Proceed”

PLAY

The number of shares of common stock to be outstgrchmediately after this offering is based up&509,800 shares of common
stock outstanding as of June 30, 2005 (includingd®l shares of issued restricted stock that djestto forfeiture), and excludes:

» 3,542,991 shares of common stock issuable upoextaeise of options outstanding as of June 30, 2808 weighted average

exercise price of $8.79 per she

* 1,454,804 shares of common stock available foréutssuance under our 2004 stock incentive plan2@3d employee stock

purchase plan; ar

e 41,542 shares of common stock issuable upon theisgeof warrants outstanding as of June 30, 28048 weighted average

exercise price of $4.71 per she

Unless otherwise stated, all information in thisgpectus assumes no exercise of the over-allotopion granted by us to the

underwriters.
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Summary Consolidated Financial Data

The following tables present our summary consodiddtistorical financial information. You should dethis information together with
the consolidated financial statements and relatéglsrand the information under “Management’s Disiusand Analysis of Financial
Condition and Results of Operations” included elsere in this prospectus. The summary consolidateah€ial data below for the years
ended December 31, 2002, 2003 and 2004 is deneed dur audited consolidated financial statememtkided elsewhere in this prospectus.
The summary consolidated financial data for thensbnths ended June 30, 2004 and 2005 are derigsddur unaudited consolidated
financial statements included elsewhere in thispeotus. The unaudited interim financial statemeat® been prepared on the same basis a:
our audited financial statements and, in our opinieflect all adjustments, which include only naimecurring adjustments, necessary to
present fairly the results of operations and fi@nmosition for those periods and as of that dake historical results are not necessarily
indicative of the results to be expected for artyrie periods and the results for the six monthedridine 30, 2005 should not be considered
indicative of results expected for the full fisgalar.

Six Months Ended
Years Ended December 31, June 30,

2002 2003 2004 2004 2005

(in thousands, except share and per share data)
Consolidated statements of operations dat:

Revenue $ 8,768 $ 20,93¢ $ 92,56 $ 22,23 $ 89,03t
Cost of revenu 5,67¢ 12,27« 53,74 13,50: 50,69:
Gross profit 3,081 8,66t 38,82( 8,72¢ 38,34:
Operating expense
Research and developmel 16,56: 11,10: 14,82 5,594 14,25
Selling, general and administrativ 8,611 5,072 7,60¢ 2,791 6,40¢
Stocl-based compensatic 554 473 5,791 3,631 854
Total operating expens 25,72¢ 16,64¢ 28,22¢ 12,02: 21,51
Operating income (los! (22,642) (7,989 10,59¢ (3,299 16,82¢
Interest incomt 27¢ 15¢ 461 35 2,01%
Interest and other exper—net (157) (222) (192 (32 10
Income (loss) before income tax (22,52() (8,04¢) 10,86¢ (3,297 18,85¢
Provision for income taxe — — 481 — 4,714
Net income (loss $(22,520) $ (8,046 $ 10,38! $ (329) & 14,14
Basic net income (loss) per share $(968.3)  $(124.1)) $ 2.4¢ $ (432 % 0.61
Diluted net income (loss) per share $(968.3)  $(124.1)) $ 0.57 $ (43 % 0.5¢€
Shares used in computing basic net income (lossyhzre(1)(2 23,25¢ 64,80( 4,223,60! 762,17¢ 23,203,01
Shares used in computing diluted net income (Ipsskshare(1)
2 23,25¢ 64,80( 18,127,96 762,17t 25,068,25
* Amountsexclude sto-based compensation, as follo
Research and developme $ — $ — $ 494 $ 92 $ 45k
Selling, general and administrati 554 473 5,30: 3,54¢ 39¢
$ 554 $ 47¢ $ 5,791 $ 3,63i $ 854

(1) The basic and diluted net income (loss) pereshamputation in 2002 and 2003 and the six moatised June 30, 2004 excludes all
potential shares of common stock issuable uponersion of convertible preferred stock and the egerof options and warrants to
purchase common stock as their effect would beliduiiive. For the year ended December 31, 2004thedix months ended June 30,
2005, only certain antidilutive options and warsahave been excluded from the basic and dilutiténceme (loss) per share
computation. See note 1 of the notes to our cafesi@d financial statements for a detailed explanatf the determination of the shares
used in computing basic and diluted net incomesflper share



(2) The shares used in computing basic and dilnétdncome (loss) per share have been retroactiestated to reflect the 1-for-3 reverse
stock split of our common stock in November 2C
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The following table presents a summary of our uitedcconsolidated balance sheet data as of Jur2086;
* on an actual basis; and

+ as adjusted to reflect the sale of 4,500,000 shafresmmon stock by us in this offering at the publffering price of $ per
share, and the receipt of our net proceeds fromatfering, after deducting the estimated undemgitliscounts and commissions
and estimated offering expenses payable by ustdersh unde“Use of Proceec”

As of June 30, 2005

As
Actual Adjusted

(Unaudited)

(in thousands)
Consolidated balance sheet data:

Cash and cash equivale! $ 45,83 $
Shor-term investment 104,62!
Working capital 152,23:
Total asset 182,65:
Deferred rent, long ten 231
Total stockholdel' equity 154,60«
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RISK FACTORS

You should carefully consider the risks describeldlw before making a decision to buy our commockstié any of the following risks
actually occur, our business, financial conditiamdaresults of operations could be harmed. In ttzete; the trading price of our common sl
could decline and you might lose all or part of yowestment in our common stock. You should ager ito the other information set forth in
this prospectus, including our consolidated finahstatements and the related notes.

Risks Related to Our Business

We currently depend on two customers for substantidy all of our revenue and the loss of, or a signifant reduction in, orders
from either of these customers would significantlyeduce our revenue and adversely impact our operatg results.

Two customers account for substantially all of mwenue. Inventec Appliances (Shanghai) Co., lid.laventec Appliances Corp.,
which are affiliated with each other and which wéer to collectively as Inventec, accounted forragpmately 75.9% of our revenue in the
six months ended June 30, 2005, and 89.3% of @ente in 2004. In addition, during the first quade2005 we began shipping in volume
to Hon Hai Precision Industry Co., Ltd., or Hon Hahich accounted for 14.3% of our revenue in iReonths ended June 30, 2005. The
loss of sales to either of these customers wowe hasignificant negative impact on our businegxaBse our sales to these customers are
made pursuant to standard purchase orders ratrectntracts, orders may be cancelled or reduced madily than if we had long-term
purchase commitments with these customers. Purcndsees can be cancelled or rescheduled on rellatiort notice. Cancellations of
customer orders could result in the loss of arigid sales without allowing us sufficient time édwce our inventory and operating expenses.
In addition, changes in forecasts or the timingrafers from these customers expose us to theafsksentory shortages or excess inventory,
particularly during end product transitions thajuige a new generation of our platforms. This imtcould cause our operating results to
fluctuate. For example, we experienced a lower thaected number of orders from Inventec in th& fjuarter of 2003, which contributed to
a significant temporary decrease in our revenue.

We believe that nearly all of our platforms soldhese customers are incorporated into various feedthin the Apple iPod product
family. Apple may choose to use platforms in additio ours for its products, use a different platfahan ours altogether or develop an in-
house solution. Any of these events would signifiaharm our business. Further, because suctge [gortion of our revenue is tied to the
Apple iPod product family, our success depends pplé&s continued success with these products.

In addition, if either of these customers’ relatbips with Apple is disrupted for inability to dedir sufficient products or for any other
reason, it could have a significant negative impexcour business. We do not know the terms of eithéhese customers’ business
relationships with Apple. Apple may choose to waiikh other manufacturers. The loss by either of¢heustomers of sales to Apple could
also harm our business and financial position.

There are a relatively small number of potentiataemers for our platforms and we expect this custorzpncentration to continue for
the foreseeable future. Therefore, our operatisglte will likely continue to depend on sales t@ktively small number of customers, as
well as the ability of these customers to sell piid that incorporate our platforms. In additioe, nvay from time to time enter into customer
agreements providing for exclusivity periods dunimigich we may only sell a specified product to thagtomer. Except for Inventec, our
customer relationships have been developed oveora geriod of time and are generally in their pnéhary stages. We cannot be certain that
these customers will generate significant revenuéé future. If our relationships with our newestomers do not continue to develop, we
may not be able to expand our customer base ortamaior increase our revenue.

7
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We depend on one product family for all of our revaue, and if sales of our platforms decline, our busess and financial position
will suffer.

We have one product family, which currently corssistt platforms primarily for feature-rich persomagdia players. Our platforms
consist of a system-on-chip, firmware and softwslVe.currently derive, and expect to continue towein the near term, all of our revenue
from sales of our platforms. Continued market ataege of our platforms is critical to our futureceass. Because we have only one product
family, we do not have alternate sources of revehs@es of our platforms decline.

We do not expect to sustain our recent growth rateand we may not be able to manage our future growtbffectively.

We have experienced significant growth in a shertqal of time. For example, our revenue has in@@é&om $1.9 million in 2001 to
$92.6 million in 2004 and to $89.0 million for teix months ended June 30, 2005. We will likely acttieve similar revenue growth rates in
future periods. You should not rely on the resaftany prior quarterly or annual periods as andation of our future operating performance.
If we are unable to maintain adequate revenue droour financial results could suffer.

Our recent expansion has placed, and any futurereskpn will continue to place, a significant stramour management, personnel,
systems and resources. We continue to hire a gigntfnumber of additional employees to suppoiinarease in research and developmel
well as increase our sales and marketing effodscdntinue to successfully manage our growth, wiewewe must effectively continue to:

* hire, train, integrate and manage additional giegliengineers for research and development aetivitiales and marketing
personnel, and financial and information technolpgysonnel

* enhance our customer resource management and rofamirfg management systems;
* implement and improve additional and existing adstiative, financial and operations systems, pracesiand controls;
« expand and upgrade our technological capabilitiesaaganizational structure; and

* manage multiple relationships with our customeistritbutors, suppliers and other third parties.

If we are unable to manage our growth effectivelg,may not be able to take advantage of marketrtynmiies, develop new platforms
and products, satisfy customer requirements, egemut business plan or respond to competitive press

If we are unable to develop successful new platforsor other products to keep pace with rapid technalgical change, we will be
unable to expand our business and our operating refs and competitive position would be harmed.

The consumer electronics market is characterizedybigly changing technology. This requires usdotimuously develop new
platforms or other products and enhancements fistieg platforms to keep pace with evolving indysttandards and rapidly changing
customer requirements. For example, although aifgeins historically were used only in hard diskrdrbased personal media players, in
2005 we developed and began providing specialitafbpms for flash memory-based applications. Idiidn, our products have recently
been designed into personal media players thi¢eishtellite radio capabilities. These personalimplayers were recently introduced but
not yet shipping. However, if personal media plagegpabilities are adopted by adjacent markets aschireless and mobile phones, we may
need to develop platforms that can operate withehtevices. We may not have the technological dlitpetto develop, or the financial
resources necessary to fund, these future innastieven if we are able to develop future innovegjof our future innovations produce
technology that is behind that of our competitars,may lose customers. Similarly, if our futuredmations are ahead of the then-current
technological standards in our industry, customeayg be unwilling to purchase our platforms untéd tonsumer electronics market is reac
accept them. If we are unable to successfully éefitevelop and introduce

8
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competitive new platforms or other products andagick existing platforms, we may not be able to ampuccessfully. In addition, if we, or
our customers, are unable to manage product ti@msjtour business and results of operations woeldegatively affected.

Development of new platforms and products may edgoire us to obtain rights to use intellectualgemy that we currently do not
have. If we are unable to obtain or license thessary intellectual property on reasonable terna all, our product development may be
delayed and the gross margins on our planned ptoduay be less than anticipated, and our busimessesults of operations would be
negatively affected.

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

Our quarterly revenue and operating results afedif to predict and have in the past, and mathafuture, fluctuate from quarter to
quarter. It is possible that our operating resualtsome quarters will be below market expectatimngur guidance. This would likely cause
market price of our common stock to decline. Ouartprly operating results are affected by a nunolbéaictors, including:

< unpredictable volume and timing of customer ordetsch are not fixed by contract but vary on a iase order basis;
» the loss of one or more key customers or the sggmif reduction or postponement of orders fromelmstomers;
 the timing of new product announcements or intréidas by us, by Apple or by our competitors;

« decreases in the overall average selling pricesioplatforms;

< changes in the relative sales mix of our platforms;

« changes in our cost of finished goods;

« the availability, pricing and timeliness of deliyesf other components, such as hard disk drivéash memory chips, used in our
customer’ products;

* our customers’ sales outlook, purchasing pattendsirasentory adjustments based on consumer densarmtigeneral economic
conditions;

* unplanned additional expenses such as mask ssiaes/

« our effective tax rate and the use of availablecaxyforwards;

* product obsolescence and our ability to manageyatadansitions;

« our ability to successfully develop, introduce @etl new or enhanced platforms in a timely manaed

« fluctuations in the stock markets generally.

We base our planned operating expenses in pamioexpectations of future revenue, and a signifipamtion of our expenses is
relatively fixed in the short term. As we are opigigin a relatively new industry segment, we hlwdted historical financial data from
which to predict future sales for our platforms. &dgesult, it is difficult for us to forecast owtdire revenue and budget our operating expe
accordingly. Our operating results would be advgra#fected to the extent customer orders are dbtter rescheduled. If revenue for a
particular quarter is lower than we expect, wellikeill be unable to proportionately reduce our agang expenses for that quarter, which
would harm our operating results for that quarter.

We have only recently achieved profitability and ma incur losses in the future. We may not be able tgenerate sufficient
revenue in the future to sustain profitability.

At June 30, 2005, we had an accumulated deficdppfroximately $48.0 million. Although we have reitgachieved profitability, we
cannot be certain that we will sustain profitakiiit the future. To sustain profitability, we wileed to continue to generate and grow our
revenue to support an increase in expense levels.
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We may not be able to sustain or increase profitatoin a quarterly or an annual basis. If we db swstain profitability or otherwise meet the
expectations of securities analysts or investbestarket price of our common stock will likely dee.

Because the markets in which we compete are hightympetitive and many of our competitors have greateesources than us, w
may not be able to compete successfully and we miage or be unable to gain market share.

We face competition from a large number of competitincluding austriamicrosystems, Freescale Smmdiector, Intel, Philips
Semiconductor, Samsung Semiconductor, Sharp, Sigim@&lechips and Texas Instruments. We expe@de increased competition in the
future. We may also face competition from somewfaustomers who have developed or may developugtedr technologies internally
which are competitive with our platforms, or whoynemter into strategic relationships with or acquéxisting semiconductor providers. In
addition, because our platforms are now compatilile flash memory-based applications, we face cditipe from companies that produce
platforms for both hard disk drive and flash membaged applications. Many of our competitors hatered flash memory-specific products
for some time and may have better established ptedu more expertise with flash memory-specificisons. We may also face competition
from companies whose products are included in endyzts that also incorporate our platforms. Shduége companies try to increase the
presence of their products in such end-produdise@etriment of our platforms, our business mapdmened. In addition, to the extent we
move into adjacent markets such as wireless andlenaitones, we will face new competitors and tHéatilty and cost of developing new
technology.

In addition, the consumer electronics market, widctne principal end-market for our platforms, hésorically been subject to intense
price competition. In many cases, low-cost, highsute producers have entered this market and dde&m gross margins. If a low-cost,
high-volume producer should develop products thecampetitive with our platforms, our sales anolsgrmargins may suffer. For example,
as the feature-rich personal media player markétmas, the capabilities our platform solutions padevmay be subject to commaoditization,
similar to the commoditization which has occurnedhie more mature, non-feature-rich flash-basedgrel media player market. Similarly,
we may lose existing customers if any of them goabibusiness or are unable to effectively comjetbe highly competitive personal me:
player market.

Many of our current and potential competitors hiweer operating histories, greater name recogniigcess to larger customer bases
and significantly greater financial, sales and reting, manufacturing, distribution, technical arbles resources than us. As a result, they
be able to respond more quickly to changing custatamands or to devote greater resources to thelafgment, promotion and sales of their
products than we can. Our potential competitors deelop and introduce new products that have Iqsiees, provide superior
performance, provide greater processing power loiege greater market acceptance than our platfdmeddition, in the event of a
manufacturing capacity shortage, these competitangs be able to obtain capacity when we are unabd® tso. Our competitors may also be
able to provide greater incentives to customeisuidiin rebates and marketing development funds amthsiprograms. It is possible that new
competitors or alliances among existing competitondld emerge and rapidly acquire significant maskeare, which would harm our
business. Some of our competitors with multipledoici lines may bundle their products to lower Bioeto offer a broader product portfolio
or integrate processing capacity similar to or ggethan ours into other products that we do nibtwhich may make it difficult for us to gain
or maintain market share. If we fail to competecassfully, our business would suffer and we mag lmsbe unable to gain market share.

We believe that nearly all of our platforms soldri@entec and Hon Hai are incorporated into varimaslels within the Apple iPod
product family. As a result, our business is al$ecéed by competition in the market for personaldia players. If competing products are
based on our platform solution it could harm ousibass and cause our revenue to decline.
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If we fail to adequately forecast demand for our phtforms, we may incur product shortages or excess@duct inventory.

Most of our revenue is derived from customers wdtire us to be able to provide products in exoéssisting orders on relatively
short notice. If these customers do not order mbaur platforms than they forecast, then we cddde excess inventory if we do not have
other purchasers for this inventory. In this insnwe would be required to write-off excess ineeyin accordance with our inventory
policy. On the other hand, if we are unable to supfatforms at the levels required by Inventeddan Hai, our major customers, they are
entitled to seek alternative supply arrangemeniséset their needs. In the event of a supply shertag may be unable to meet the demands
of our other customers. Any of these events coalthhour operating results and our business.

We may place binding manufacturing orders withmanufacturing logistics partners in advance ofikéeg purchase orders from our
customers. Changes in forecasts or timing of ordep®se us to risks of inventory shortages or expesduct inventory, particularly during
end-product transitions. Obtaining additional sypplthe face of increased demand or supply shestagay be costly or impossible,
particularly in the short-term, which could prevestfrom fulfilling orders. As a result, an incartdorecast may result in substantial
inventory that is aged and obsolete, which coutdilten write-downs of excess, aged or obsoleternory. In addition, our platforms have
rapidly declining average selling prices. Therefangr failure to adequately estimate demand forptatforms could cause our quarterly
operating results to fluctuate and cause our gpoicle to decline.

Because of the lengthy sales cycles for our platfois and the relatively fixed nature of a significanfportion of our expenses, we
may incur substantial expenses before we earn assted revenue and may not ultimately achieve our fecasted sales for our
platforms.

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

< our customers usually complete an in-depth techeicaluation of our platforms before they placeuachase order;

« the commercial adoption of our platforms by origiequipment manufacturers and original device mactufers is typically limite
during the initial release of their products toleege performance and consumer dem:

< new product introductions often center around kaglé shows and selling seasons and failure toetediyproduct in a timely manr
can seriously delay or cancel introduction; .

» the development and commercial introduction of pats incorporating complex technology frequently delayed or canceled.

As a result of our lengthy sales cycles, we mawiistibstantial expenses before we earn associatedue becausesgnificant portior
of our operating expenses is relatively fixed aaddal on expected revenue. If customer cancellatiopsoduct changes occur, this could
result in the loss of anticipated sales withoutvaihg us sufficient time to reduce our operatingenses.

We are subject to the risk of supply problems wittother components of the end products of our customg& and if our customers
cannot obtain sufficient supplies of these compon&s) sales of our platforms could suffer.

In addition to our platforms, the end products of customers that are sold to consumers also incaig other components outside of
our control, such as hard disk drives or flash mgnebips. If our customers cannot obtain sufficiempplies of these or other components,
sales of our platforms could suffer because outoowsrs may purchase fewer platforms from us thap #ould have otherwise purchased.
For example, small form factor hard disk drive dyppas constrained during 2003 and 2004. In addlitio 2005 there may be a
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shortage of flash memory chips of certain types.baleeve that these supply constraints may haveezhaur customers to purchase fewer
platforms than they might otherwise have purchased negatively impacting our revenue. Althoughoaanot estimate the impact on our
revenue from these supply constraints, we belieatftiture supply problems with the other composefthe end products of our customers,
including small form factor hard disk drives andsth memory chips, may negatively impact our busia@sl revenue in the future. As are!
demand for our platforms depends on the availghilitother components that we do not control.

We depend on thirdparty service providers to implement certain aspeat of the design of our semiconductors, and to managur
foundry, test, packaging, warehouse and shipping tationships.

We rely on third-party service providers, includie§ilicon Corporation, or eSilicon, and LSI Logior@oration, or LSI Logic, to
implement certain aspects of the design of our sengiuctors, and to manage the manufacture, testapang, warehousing and shipping of
our semiconductors. eSilicon and LSI Logic eitheviide these services directly or engage and maotuge parties to provide them. As a
result, we have significantly less control overtaeraspects of the design and manufacture of emiconductors and do not directly control
our product delivery schedules, assembly and @gstists or quality assurance and control. We ddvae¢ long-term agreements with
eSilicon or LSI Logic. We typically procure servicEom these suppliers on a purchase order bésiw bperations of eSilicon or LS| Logic
were disrupted or their financial stability impalreéf eSilicon or LSI Logic were unable to propenhanage the service providers that they
retain for us or if they should choose not to dewatpacity to our semiconductors in a timely manoer business would suffer as we would
be unable to produce finished platforms on a tinbalyis.

Because we use manufacturing logistics partnersiwhan use independent foundries and subcontstbomanufacture, assemble and
test our semiconductors, we may face risks suéhsasficient allocation of assembly and test cafyaand limited control over the associated
costs and semiconductor output, or yield. Damagéisitd-party facilities caused by natural or maae® disasters could result in the loss of
production material and a disruption in the flownuditerial.

In addition, the cyclicality of the semiconductodustry has periodically resulted in shortages afufacturing assembly and test
capacity and other disruptions of supply of raweriats incorporated into our SoCs, such as sulestréife may not be able to find sufficient
suppliers at a reasonable price or at all if thitseuptions occur. If we do not manage these @sleqjuately, our business and results of
operations would be harmed.

To the extent we begin to perform internally some fathe services of our third-party service providers we will need to devote a
substantial amount of time and resources to this &frt, and our relationships with such third-party service providers may be damagec

In the future we may begin to perform internallyr@oof the services that our third-party servicevjaters currently perform for us.
These functions may include direct engagementsfaithdries, setting up our own product and testrezgging functions and managing the
quality and failure analysis of our SoCs. In ortteperform these services internally, we will néaéhcur a significant amount of expense to
provide the necessary infrastructure to suppogelaetivities. We also will need to devote a sutigthamount of time and resources to
acquiring the necessary tools, implementing thesgites into our overall company structure andrg additional employees to manage the
operations. Because we have not previously perfdrsaeh activities, we may not be able to succdgsfuhnage this process. This expansion
could place significant strain on our managemegis@nnel, systems and resources as we developdéeskilities in-house rather than
relying on an experienced third-party provideratidition, we may damage our relationships withaurent third-party service providers if
we begin performing some of their services intdyna@ny damage to these relationships could hirmerability to procure our
semiconductors on a timely and cost efficient hasist all, which could in turn harm our relatibips with our customers and negatively
affect our business and results of operations.
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Independent foundries manufacture the semiconductar used in our platforms, and any failure to obtairsufficient foundry
capacity could significantly delay our ability to iip our platforms and damage our customer relationkips.

We do not own or operate a semiconductor fabrinatgility. Instead, we rely on third parties tom#acture our semiconductors.
Through our relationships with eSilicon and LSI imgdhree outside foundries, LS| Logic in the Uditstates, Taiwan Semiconductor
Manufacturing Company, or TSMC, in Taiwan, and ©diMicroelectronics Corporation, or UMC, in Taiwanjrently manufacture all of
our semiconductors, and no single foundry manufastmore than one model of our semiconductors. resat, we face several significant
risks, including:

« lack of manufacturing capacity and higher wafecgsi
« limited control over delivery schedules, qualitgasance and control, manufacturing yields and prtidn costs; and

» delays resulting from an inability to interchangeduction between different foundries.

The ability of each foundry to provide us with seamductors is limited by its available capacity.r@anufacturing logistics partners
not have a guaranteed level of production capadity any of these foundries and it is difficultaocurately forecast our capacity needs. In
addition, our manufacturing logistics partners dblmave long-term agreements with any of theseddaa and place orders on a purchase
order basis. We place our orders on the basisrofuatomers’ purchase orders and sales forecast®\er, the foundries can allocate
capacity to the production of other companies’ piaigl and reduce deliveries to our manufacturingstms partners on short notice. It is
possible that foundry customers that are largertatebr financed than our manufacturing logistiagigers, or that have lortgrm agreemen
with these foundries, may induce these foundrigsatiocate capacity to them. Any reallocation daaipair our ability to secure the supply
of semiconductors that we need for our platformsaddition, interruptions to the wafer manufactgrprocesses caused by a natural or man-
made disaster could result in partial or compléseughtion in supply until we or our manufacturiragylistics partners are able to shift
manufacturing to another fabrication facility. lagnnot be possible to obtain sufficient capacitg@mparable production costs at another
foundry. We might at any time decide to migrate design methodology to a new third-party foundryichircould result in increased costs,
resources and development and customer qualificitioe for new or transferred products. Any redutiin the supply of semiconductors for
our platforms could significantly delay our abiliiy ship our platforms and potentially damage elationships with existing customers.

If the foundries that manufacture our semiconductos do not achieve satisfactory yields or quality, ausales could decrease and
our relationships with our customers and our reputdion may be harmed.

The manufacture of semiconductors is a highly cexpkocess. Minor deviations in the manufacturimacpss can cause substantial
decreases in yield and in some cases, cause piadteibe suspended or yield no output. The fosdifiat manufacture our semiconductors
have from time to time experienced lower than §pdited manufacturing yields, including yields far semiconductors. This often occurs
during the production of new products or architeeswor the installation and start-up of new protesinologies or equipment. We may also
experience yield problems as we migrate our manurfiag processes to smaller geometries. If the doies that manufacture our
semiconductors do not achieve planned yields, oadfyxt costs could increase, and product avaitghilould decrease. Although to date we
have not experienced unsatisfactory yields thaetead a significant negative impact on our busingssbelieve we may face risks of
unsatisfactory yields in the future.

Our semiconductors are qualified with the foundties manufacture our semiconductors, at which imeinimum acceptable yield is
established. If actual yield is below the minimuhg foundry or our manufacturing logistics partimeurs the cost of the wafers. If actual
yield is above the minimum, we may incur the cdghe wafers. The manufacturing yields for our ratforms tend to be lower initiall
Our platform pricing is based
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on the assumption that an increase in manufactyigids will continue, even with the increasing qaexity of our semiconductors. Short
product life cycles require us to quickly develgwnplatforms and to manufacture these platformsfHort periods of time. In many cases,
these short product life cycles will not lead te tligher manufacturing yields and declining cogpécally associated with longer, high-
volume manufacturing periods. As a result, if caurfdries fail to deliver fabricated silicon wafeifssatisfactory quality in the volume and at
the price required, we will be unable to meet austomers’ demand for our platforms or to sell thplséforms at an acceptable profit margin,
which would adversely affect our sales and margims damage our customer relationships.

Failure to comply with certain environmental regulaions could harm our business, operating results ahfinancial condition.

We may be subject to various state, federal aminational laws and regulations governing the emvirent, including those restricting
the presence of certain substances in electroodugts and making producers of those products ¢ia#ip responsible for the collection,
treatment, recycling and disposal of those prodBish laws and regulations have been passed énagurisdictions in which our custome
may operate, including various European Union merabentries. For example, the European Union hasted the Waste Electrical and
Electronic Equipment directive, which directs memftates to enact laws, regulations, and adminigtrgrovisions to ensure that producers
of electrical and electronic equipment are finalcig@sponsible for the collection, recycling, thent, and environmentally sound dispos:
certain products placed on the market after Auj8s2005, and from products in use prior to tha¢ dlaat are being replaced. In addition, the
European Union has enacted the Restriction of geedf Certain Hazardous Substances in ElectrichEdectronic Equipment Directive, or
RoHS. RoHS prohibits the use of certain substarnekiding lead, in certain products put on the ketiafter July 1, 2006. Similar legislation
may be enacted in other locations where we selpougiucts, such as Japan. Our customers, regaafléssir geographic locations, are likely
to require full compliance with these regulatiovg&e will need to ensure that we comply with suchdamd regulations as they are enacted,
and that our component suppliers also comply amely basis with such laws and regulations. If we @ot in compliance with such
legislation, our customers may refuse to purchas@mducts, which would harm our business, finahobndition and results of operations.

We could incur substantial costs in connection with compliance with such environmental laws amgllations, and we could also be
subject to governmental fines and liability to customers if we were found to be in violation afth laws. If we have to make significant
capital expenditures to comply with environmengal$, or if we are subject to significant capitgbemses in connection with a violation of
these laws, our financial condition or operatingutes could suffer.

The facilities of the independent foundries upon wich we rely to manufacture our semiconductors aredcated in regions that are
subject to earthquakes and other natural disastersas well as geopolitical risk and social upheaval.

The outside foundries and their subcontractors wgltinh we rely to manufacture all of our semicortdug are located in countries that
are subject to earthquakes and other natural disasts well as geopolitical risk and social uplhéabwvo foundries, TSMC and UMC, both
Taiwan, currently manufacture substantially albaf semiconductors. Any earthquake or other natlisalster in Taiwan could materially
disrupt these foundries’ production capabilitied anuld result in our experiencing a significantagién delivery, or substantial shortage, of
our platforms. In addition, some of these facititeee subject to risks associated with uncertdlitiged, economic and other conditions in
Asia, such as political turmoil in the region ahd putbreak of epidemics such as severe acuteatsyisyndrome, or SARS, or avian flu
which could disrupt the operation of these foursldad in turn harm our business. Increased indtalilthese regions may also negatively
impact the desire of our employees and customeravel and the reliability and cost of transpadiat thus harming our business.
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Defects in our platforms could result in a decreasi customers and revenue, unexpected expenses aoss of market share.

Our platforms are complex and must meet stringaatity requirements. Products as complex as ougsaoatain undetected hardware
or software errors or defects, especially wher fimsoduced or when new versions are releasedefample, our platforms may contain
errors that are not detected until after they hipped because we cannot test for all possibleasimen These errors could cause us to incur
significant re-engineering costs, divert the attanbf our engineering personnel from product depeient efforts and significantly affect our
customer relations and business reputation. If @eer platforms with errors, defects or bugs, oadibility and the market acceptance and
sales of our platforms could be harmed. Defectédcalso trigger warranty obligations and lead todurct liability as a result of lawsuits
against us or against our customers. We have agwéedemnify our customers in some circumstangasnest liability from defects in our
platforms. A successful product liability claim &ugt us could require us to make significant dam@aenents, which would negatively affi
our financial results. In addition, we might in@dditional costs to meet the specifications ofaustomers. For example, in the first quarte
2004, we incurred additional testing costs to confour platform to the specifications of our pripai customer.

We may not obtain sufficient patent protection, wheh could harm our competitive position and increaseur expenses.

Our success and ability to compete depends tondisent degree upon the protection of our propigtechnology. Our patent
applications may not result in issued patents,vamdannot be certain that any issued patents wiilbe challenged, invalidated or declared
unenforceable. Furthermore, any patents issuedpmayde only limited protection for our technologgd the rights that may be granted
under any future patents may not provide competititvantages to us. For example, competitors guddessfully challenge any issued
patents or, alternatively, could develop similathigologies on their own or design around our pateiiso, patent protection in foreign
countries may be limited or unavailable in areagmgtwe would like to obtain this protection. It niagy difficult for us to protect our
intellectual property from misuse or infringememgtdiher companies in these countries. For exanfpdey manufacturing logistics partners
the foundries which manufacture our semicondudt®s control of our intellectual property, it would more difficult for us to take remedial
measures because some of our foundries are loicetedntries that do not have the same protectioimtellectual property that is provided
in the United States. Our inability to enforce auellectual property rights in some countries rhaym our business.

We also rely upon trademark, copyright and trade seret laws and contractual restrictions to protect ar proprietary rights, and,
if these rights are not sufficiently protected, ourability to compete and generate revenue could sff.

We also rely on a combination of trademark, cogyraind trade secret laws, and contractual resnistisuch as confidentiality
agreements and licenses, to establish and praieg@roprietary rights. We seek to protect our seusd object codes for our software, and
design code for our platforms, documentation ahémtvritten materials under trade secret and cghytaws. We also typically require
employees and consultants with access to our gtapyiinformation to execute confidentiality agresns. The steps taken by us to protect
our proprietary information may not be adequatprvent misappropriation of our technology. In &@ddi, our proprietary rights may not be
adequately protected because:

« laws and contractual restrictions may not preveisappropriation of our technologies or deter ottiers developing similar
technologies; an

» policing unauthorized use of our intellectual pmapés difficult, expensive and timesnsuming, and we may be unable to deter!
the extent of any unauthorized u

The laws of other countries in which we market platforms, such as some countries in the Asia/Ragtion, may offer little or no
protection for our proprietary technologies. Reeegagineering, unauthorized copying or other misgation of our proprietary
technologies could enable third parties to berfiefinh our
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technologies without paying us for doing so. Anghility to adequately protect our proprietary righbuld harm our ability to compete,
generate revenue and to grow our business.

Our intellectual property indemnification practices may adversely impact our business.

We may be required to indemnify our customers andhard-party intellectual property providers foertain costs and damages of
patent infringement in circumstances where ourfgrats are a factor creating the customer’s or thieisd-party providers’ infringement
exposure. This practice may subject us to sigmficademnification claims by our customers and thind-party providers. In some instances,
our platforms are designed for use in devices natufed by our customers that comply with interal standards, such as the MP3
compression standard. These international stan@aedsften covered by patent rights held by thadips, which may include our
competitors. The combined costs of identifying abthining licenses from all holders of patent rigassential to such international standards
could be high and could reduce our profitabilityirerease our losses. The cost of not obtainingetfieenses could also be high if a holder of
the patent rights brings a claim for patent infangent. We are aware that some of our customersrbage/ed a notice from a third party
seeking to grant a royalty bearing patent licenshdse customers and claiming that those customarsufacture and sale of products
capable of decoding MP3 files violates patents ithe third party has the right to enforce. In¢betracts under which we distribute MP3
decoding products, we generally have agreed tanindg our customers with respect to patent claieiated to MP3 decoding technology. At
least one of our key customers has requested inifleation relating to notices received from thisrthparty. We cannot assure you that
additional claims for indemnification will not beade or that these claims would not harm our busjreggerating results or financial
condition.

We may face intellectual property infringement clams that could be time-consuming and costly to deferand could result in our
loss of significant rights.

From time to time, we and our customers receivtergtincluding letters from various industry pagants, alleging infringement of
patents. Although we are not currently aware of jgargies pursuing or intending to pursue infringatrdaims against us, we cannot assure
you that we will not be subject to such claimshia future. In some cases, a company can avoidtte Begation on favorable terms becat
it possesses patents that can be asserted agdlicsinsed to the plaintiff. Due to the very limdtaumber of patents that we hold (five as of
September 30, 2005), we would not be in a favorbbtgaining position in these situations. Our tpedty suppliers may also become sub
to infringement claims, which in turn could negativimpact our business. We may also initiate ctaiondefend our intellectual property.
Intellectual property litigation is expensive amdé¢-consuming and could divert management’s atiarftiom our business and could have a
material adverse effect on our business, operadisgits or financial condition. If there is a sugxfal claim of infringement against us, our
customers or our third-party intellectual propegtgviders, we may be required to pay substantiadadges to the party claiming infringement,
develop norinfringing technology, stop selling products orngstechnology that contains the allegedly infrirgintellectual property or ent
into royalty or license agreements that may nad\zelable on acceptable terms, if at all. Our f&lto develop non-infringing technologies or
license the proprietary rights on a timely basislddarm our business. Also, we may be unawarenfliing patent applications that relate to
our platforms. Parties making infringement claimsyrbe able to obtain an injunction, which couldverg us from selling our platforms or
using technology that contains the allegedly intfig intellectual property which could have a matanegative effect on our business. Pa
making infringement claims may also be able todan action before the International Trade Commisthiat could result in an order
stopping the importation into the United Stateswf platforms.

Our platforms incorporate third-party technology and if we were unable to continue to use this technmdy or if this technology is
delayed or has defects, our business could suffer.

We incorporate into our platforms third-party teclogy which we obtain pursuant to license and odggeements. We rely on third-
party technology in our platforms and there mayb®stuitable alternate sources for this technoibgyg were to lose rights to use this
technology. If these license or other agreements tegminated by the third parties or we otheriase rights to use this technology, this
termination or loss could materially harm
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our business. In addition, if such third-party tealogy is delayed or has defects, we may not be @hihcorporate it into our platforms and
our business could suffer.

We have significant international activities and cstomers, and plan to continue these efforts, whicsubject us to additional
business risks, including logistical complexity, plitical instability and currency fluctuations.

Our sales to the Asia/Pacific region, includingalapaccounted for approximately 97.7% of our reeeturing the six months ended
June 30, 2005, and 99.1% of our revenue in 2004akteipate that a significant amount of our revenull continue to be represented by
sales to customers in that region. A large pergentd our sales outside the United States are rtwadeginal design manufacturer customers
in Asia, who may ultimately sell their productsaieginal equipment manufacturers outside of Asia &l50 maintain an engineering facility
in India, where we conduct a significant portioroof engineering activities, and may expand owrivdtional operations, such as in Asia.
Increased instability in the Asia/Pacific regionynaalversely impact the desire of our employeescaistbmers to travel, as well as the
reliability and cost of transportation, which irriuvould harm our business. Risks we face in cotidgidusiness internationally include:

< multiple, conflicting and changing laws and regiias, export and import restrictions, employmemtdaregulatory requirements
and other governmental approvals, permits and dieg

 difficulties and costs in staffing and managingefgn operations such as our engineering facilityndia, as well as cultural
differences

« trade restrictions or high tariffs that favor locaimpetition in some countries;

« laws and business practices favoring local comganie

- potentially adverse tax consequences;

« potentially reduced protection for intellectual peoty rights, for example, in China;
« inadequate local infrastructure;

 financial risks, such as longer sales and paymgsies, greater difficulty collecting accounts reedile and exposure to foreign
currency exchange and rate fluctuatic

« failure by us or our customers to gain regulatqryraval for use of our platforms; and

« political and economic instability, including waegts of terrorism, political unrest, a recurren€8ARS or avian flu outbreaks in
Asia, boycotts, curtailments of trade and othelir®ss restrictions

Specifically, in the Asia/Pacific region, we fadgks associated with a recurrence of SARS or aliartensions between countries in
that region, such as political tensions betweem&hnd Taiwan and the ongoing discussions withiNddrea regarding its nuclear weapons
program, potentially reduced protection for intefiel property rights, government-fixed foreign lexcge rates, relatively uncertain legal
systems and developing telecommunications infragtras. In addition, some countries in this reggrgh as China, have adopted laws,
regulations and policies which impose additionatnietions on the ability of foreign companies timduct business in that country or
otherwise place them at a competitive disadvanitagelation to domestic companies.

To date, all of our sales to international cust@yard purchases of components from internationmdlgrs have been denominated in
U.S. dollars. As a result, an increase in the vafube U.S. dollar relative to foreign currenceaaild make our platforms more expensive for
our international customers, thus potentially lagdb a reduction in our sales and profitabiliturthermore, many of our competitors are
foreign companies that could benefit from such mency fluctuation, making it more difficult for us compete with those companies. To
date, we have not experienced any significant réal in sales and profitability as a result ofeign currency fluctuations. However, we
believe that we may have continued risks associatédsuch currency fluctuations in the future.

Our business will suffer if we cannot meet increasein demand due to seasonality.

Because our platforms are designed for use in eneselectronic products, such as personal medigegdaour business is subject to
seasonality, with increased revenue typically mtthird and fourth quarters of each
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year, when customers place orders to meet-end holiday demand, and lower revenue in the dinst second quarters of each year. Howe
our recent revenue growth makes it difficult fortasccurately assess the impact of seasonal $agtoour business. If we or our customers
are unable to ramp up production of new or exisfirmucts to meet any increases in demand duesmsality or other factors, our sales and
operating results would suffer.

The average selling prices of our platforms have hiorically decreased and will likely do so in theuture, which could harm our
revenue and gross profits.

The average selling price of consumer electroniodyrcts historically have declined significantlyeo\a producs life. As a result, in tr
past, we have reduced the average selling priceargblatforms in anticipation of future competéipricing pressures, new product
introductions by us or our competitors and othetdis. We expect that we will have to similarly wed prices in the future for mature
products. In addition, a reduction in our averagjérey prices to one or more customers could aigoaict our average selling prices to other
customers. A decline in overall average sellinggsiwould harm our gross margins, and we may fiora to time enter into agreements
providing for maximum prices that would limit ourags margins. Our financial results will suffenig are unable to offset any reductions in
our average selling prices by increasing our sadismes, reducing our costs, adding new featuresit@xisting platforms or developing n
or enhanced platforms or products on a timely bagls higher selling prices or gross margins.

Because competition for qualified personnel is intese in our industry, we may not be able to recruiind retain necessary
personnel, which could negatively impact the devebment and sales of our platforms.

We rely heavily on the services of our key exeaubfficers, including Gary Johnson, our Presidewk @hief Executive Officer. In
addition, our technical personnel represent a Bggmt asset and serve as the source of our teatjical and product innovations. We believe
our future success will depend upon our abilityetain these key employees and our ability to ettad retain other skilled managerial,
engineering and sales and marketing personnel.ofoyr current employees, including our senior nga@maent, may terminate their
employment with us at any time. In addition, we édnan engineering facility in India, where the enypl® turnover rate has traditionally been
significantly higher than in the United States. Toenpetition for qualified personnel is intenseur industry. We may not be successful in
attracting and retaining sufficient numbers of dfied personnel to support our anticipated growthe loss of any of our key employees or
our inability to attract or retain qualified pers@h, including engineers, could delay the develapma&d introduction of, and negatively
impact our ability to sell, our platforms. We mdgaincur increased operating expenses and beregbja divert the attention of other senior
executives to recruit replacements for the lossnyfkey personnel.

Our headquarters are located in California and, asa result, are subject to earthquakes and other casdrophes.

Our business operations depend on our ability timta@iaa and protect our facilities, computer systeand personnel, which are primar
located in San Jose, California. San Jose is siua or near known earthquake fault zones. Shaulkehrthquake or other catastrophe, such
as a fire, flood, power loss, communication failaresimilar event, disable our facilities, we dd have readily available alternative facilities
from which to conduct our business.

Changes in the our tax rates could affect our futue results.

Our future effective tax rates could be favorablyiofavorably affected by changes in the mix of eamings in countries with differing
statutory tax rates, changes in the valuation ofdefierred tax assets and liabilities, or by chariggax laws or their interpretation. In
addition, we are subject to the examination ofinaome tax returns by the Internal Revenue Semiakother tax authorities. The outcomes
of these examinations, if they occur, could harmrat income and financial condition.
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Changes to financial accounting standards may affeour results of operations and cause us to changeir business practices.

We prepare our financial statements to conform waittounting principles generally accepted in théddinStates, or GAAP. These
accounting principles are subject to interpretabgrihe American Institute of Certified Public Aecsdants, the Securities and Exchange
Commission and various bodies formed to interpnet @eate appropriate accounting policies. A changeose policies can have a
significant effect on our reported results and raffgct our reporting of transactions completed befochange is announced. Changes to
those rules or the questioning of current practimay adversely affect our reported financial ressaltthe way we conduct our business. For
example, accounting policies affecting many aspefctair business, including rules relating to engpl stock option grants, have recently
been revised. The Financial Accounting Standarded@and other agencies have made changes to U./SP &#at will require us, starting in
our first quarter of 20086, to record a charge tmieas for employee stock option grants and otlgeiitg incentives. We may have significant
and ongoing accounting charges resulting from opgi@nt and other equity incentive expensing tbatcreduce our overall net income. In
addition, since we historically have used equitaterl compensation as a component of our total @eplcompensation program, the
accounting change could make the use of equitye@leompensation less attractive to us and therafiake it more difficult to attract and
retain employees.

We are exposed to risks from legislation requiringgompanies to evaluate their internal controls.

Effective internal controls are necessary for ugrtwvide reliable financial reports and effectivphevent fraud. Section 404 of the
Sarbanes-Oxley Act of 2002 requires our managetoemport on, and our independent registered palgioounting firm to attest to, the
effectiveness of our internal control structure anacedures for financial reporting, commencingwatir annual report for the year ending
December 31, 2005. We are currently developingnamog to perform the system and process evaluatidriesting necessary to comply with
these requirements. As a result, we are experignegreased expense and have devoted additionalgearent resources to Section 404
compliance. In the event that our chief execultiffieer, chief financial officer or independent retgred public accounting firm determine that
our internal controls over financial reporting ai effective as defined under Section 404, inwgséoceptions of our company may be
adversely affected and could cause a decline imtind&et price of our stock.

Risks Related to Our Industry
The demand for personal media players is affectedybgeneral economic conditions, which could impactus business.

The United States and international economies hesently experienced a period of slow economic ghow sustained economic
recovery is uncertain. In particular, terroristsaghd similar events, turmoil in the Middle Eastvarr in general, and rising oil prices could
contribute to a slowdown of the market demand di@uty consumer electronic products, including dednfam personal media players. If the
economic recovery slows down as a result of themeeconomic, political and social turmoil, ortiete are further terrorist attacks in the
United States or elsewhere, we may experience a@sesdn the demand for our platforms, which maynhaur operating results. Our busin
has been adversely affected by previous economimidons. For example, during the global economiwmtarn in 2002 to 2003, demand for
many semiconductor and consumer electronics predutfered as consumers delayed purchasing desisiocthanged or reduced their
discretionary spending. As a result, demand forpraducts suffered and we had to implement headaednictions and restructuring
initiatives to align our corporate spending withlewer than anticipated revenue growth during tina¢frame.

If the personal media player market does not contine to grow, our operating results will suffer.

Our platforms are primarily designed for use irtdiee-rich personal media players that aim to prexadnsumers with the ability to
capture, store and play audio, photo or video eunféhe success of our platforms depends in pacomsumers’ desire to purchase personal
media players that integrate a variety of mediayalas on other companies’ willingness to desigd produce personal media players and
provide the necessary
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content. The continued growth of the personal medigket will depend in part on:
« their price;
« the availability of downloadable content;
« consumer demands and preferences;
« support for a broad range of digital media compogsstandards; and

» the development of digital rights management stedsie enable the sophisticated protection of thellectual property rights of
others.

If the personal media player market fails to camtinio grow for any reason, we may not be able tegae significant revenue from the
sales of our platforms, and our financial resultaild suffer. In addition, if competing devices sashmobile phones become able to perform
many of the functions of personal media playershstompeting devices may reduce the market foropatsnedia players. If we are unable
to adapt our platforms for incorporation into thegices, our sales and financial results woulfesuf

We currently sell platforms primarily for feature- rich personal media players and sales of our platfos may decline if consume
preferences shift away from such feature-rich devies.

One of the main competitive advantages of featigte personal media players is that they providectiresumer with a variety of media
content and feature options. Our business strategymes that a substantial portion of consumetswaiit personal media players that
provide a large number of features and acceswényalarge number of songs or photos or to very orgrntensive content, such as video. If
consumers are unwilling to carry very large libearof music or photos or very memory-intensive eoqtor are unwilling to pay the higher
costs associated with more feature-rich devices) ttemand for our platforms may decrease, whicHdwoegatively affect the sales of our
platforms and our revenue for those platforms atiogty.

The industry standards in the personal media playemarket are continually evolving, and our successapends on our ability to
adapt our platforms to meet these changing industrgtandards.

Our ability to compete depends on our ability tagtdbur platforms to support relevant industry deads, such as compression
algorithms, digital rights management and deliv@gandards. We may be required to invest signifitiem¢ and effort and to incur significant
expense to redesign our platforms to address neetandards. If our platforms do not meet relevaahistry standards for a significant pel
of time, we could miss opportunities to achievec@budesign wins.

The emergence of alternative models for downloadindigital music content may impact our business in ays we cannot
anticipate.

Currently, most purchased music content is aval#inlough a pay-per-download model in which congsrparchase and own the song
file, which they can download and play on theirgoeral media player. In 2004, Microsoft introducesddigital rights management software,
which is designed to provide personal media plagecgss to music content on a subscription basidich consumers can pay a subscrip
fee to rent, rather than own, the song file. Wencapredict the impact on our business shouldahisther similar technology or other content
distribution models become widely adopted. In addijtto the extent other providers of digital cariter providers of platforms or
components for personal media players take maharesaway from Apple’s iPod and iTunes productssardices, our business and results
of operations could be materially harmed.

Our ability to expand our business depends on thevailability of digital content.

The demand for portable audio and video productglmsadversely impacted by the adoption or enfoergrof limits on file sharing
and downloadable music and video or new copy ptiotetechniques. It is still unclear how the accasd distribution of video content will
be regulated. Owners of digital content rights re@gk to restrict uses of digital content, atteragilock new functionalities through lawsuits
or additional regulation, or attempt to renegotiatens of existing licenses, any of which coulditithe availability of digital contentf music
or video content is not readily available, the dedhtor personal media players that use our platfommay decline, which in turn could harm
our business, financial condition and results adrafions.
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Risks Related to this Offering

Our stock price may decline because of stock markdiuctuations that affect the prices of technologwtocks. A decline in our
stock price may lead to securities class actionilifation against us that could result in substantiatosts, divert management’s attention
and harm our business.

The stock market has experienced significant @iwtrading volume fluctuations that have adveraéigcted the market prices of
common stock of technology companies. These braattehfluctuations may reduce the market pricewwfammmon stock. In addition, the
market price of our common stock may be affectedtbgr factors outside our control such as devetpmor announcements affecting our
industry, Apple or our competitors. For examplejmiy the time in which our common stock has bedbliply traded, the sale prices of our
common stock as reported on The NASDAQ Nationalkdaranged from $33.45 on November 29, 2004 toSRL6n April 22, 2005. In the
past, securities class action litigation has oftean brought against a company after periods aitiity in the market price of its securities,
and in the future, we may be a target of similggdition. Any lawsuits to which we become a pavithether ultimately resolved in our favor
not, may not be resolved quickly, and coveragetsirof our insurance or our ability to pay such antsumay not be adequate to cover the
and expenses and any ultimate resolution assoaiatlduch litigation. The size of these paymeiitany, individually or in the aggregate,
could seriously impair our cash reserves and firicondition. The defense of these lawsuits atsdd result in continued diversion of our
management’s time and attention away from busiopssations, which could cause our financial redoldecline. A failure to resolve
definitively any future material litigation in whiowve are involved or in which we may become invdlirethe future, regardless of the merits
of the respective cases, could also cast doulat asrtprospects in the eyes of customers, potendgtbmers, analysts and investors, which
could cause our revenues and stock price to dedliraddition, the anti-takeover provisions we hadepted in the past, such as prohibiting
stockholder action by written consent, or may adopie future, may be perceived negatively byrttagket causing a decline in our stock
price or litigation against us.

Our ability to raise capital in the future when nealed could prevent us from executing our growth streegy.

We believe that our existing cash and short-tenaestments, excluding the net proceeds from thisrioff), and additional amounts
available under our bank line of credit will befgtiént to meet our anticipated cash needs foeastlthe next 12 months. The timing and
amount of our working capital and capital expendittequirements may vary significantly dependinghamerous factors, including:

« market acceptance of our platforms;
» the need to adapt to changing technologies anadieadirequirements;
« the existence of opportunities for expansion; and

« access to and availability of sufficient managemtthnical, marketing and financial personnel.

If our capital resources are insufficient to satisfir liquidity requirements, we may seek to sdtliional equity securities or debt
securities or obtain other debt financing. The séledditional equity securities or convertible tisbcurities would result in additional diluti
to our stockholders. Additional debt would resaoltricreased expenses and could result in covettattsvould restrict our operations. There
is no assurance that financing, if required, wéldvailable in amounts or on terms acceptable,td asall.

If securities or industry analysts change their reommendations regarding our stock adversely, our stk price and trading
volume could decline.

The trading market for our common stock is influethdy the research and reports that industry arges analysts publish about us,
our business or our market. If one or more of thaysts who cover us change their recommendatigardéng our stock adversely, our stock
price would likely decline. If one or more of themealysts cease coverage of our company or fadgalarly publish reports on us, we could
lose visibility in the financial markets, whichtarn could cause our stock price or trading volumdecline.
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Substantial future sales of our common stock in thpublic market could cause our stock price to fall.

Additional sales of our common stock in the pulntiarket after this offering, or the perception tthegtse sales could occur, could cause
the market price of our common stock to declinesé®upon the number of shares outstanding as ef3wr2005, upon completion of this
offering, we will have 28,009,800 shares of comratatk outstanding. Our directors and officers whm ghares and one of our principal
stockholders have entered into the lock-up agretsraascribed in “Underwriting.” All shares soldthis offering will be freely transferable
without restriction or additional registration umdiee Securities Act of 1933. Subject to the logkamrangements described in “Underwriting”
and volume and other restrictions as applicableuRdiles 144 and 701 under the Securities Actrghmaining shares of common stock
outstanding after this offering will be availabta fale as follows:

Number of
Shares Date of Availability for Sale

Prior to 90 days after the date of this prospe
60 days after the date of this prospe

Immediately upon expiration of the -day lock-up agreemer

Any or all of these shares may be released priexpiration of the lockip period at the discretion of both Citigroup Glolktarkets Inc
and Credit Suisse First Boston LLC. To the extéiatrss are released before the expiration of tHeupcperiod and these shares are sold into
the market, the market price of our common stoakddecline. The remaining shares of our commocokstall become available for sale at
various times thereafter upon the expiration of-pear holding periods.

In addition, following this offering, the holder$ approximately shares of commstatk have the right to cause us to
register the sale of those shares under the Siesuitt. Registration of these shares under theries Act would result in these shares,
other than shares purchased by our affiliates, hewpfreely tradable without restriction under Becurities Act immediately upon the
effectiveness of the registration.

Purchasers in this offering will immediately experence substantial dilution in net tangible book vale.

Because our common stock has in the past beerasplites substantially lower than the public dffgrprice that you will pay, you wi
suffer immediate dilution of $ per shar net tangible book value, based on an estinftedng price of $ per share of
common stock. Furthermore, as of June 30, 200%1ave immediately exercisable options to purchagesxpmately 900,000 shares of our
common stock and immediately exercisable warranmtchase 41,542 shares of our common stock. Xdreiee of outstanding options and
warrants may result in further dilution.

We have no specific business plan for the net proegs from this offering. Our management will therefoe have broad discretion
in using the net proceeds of this offering, and yowill not have the opportunity, as part of your investment decision, to assess whether
the proceeds are being used appropriately.

We intend to use the net proceeds from this offgfim general corporate purposes, including worldapital. We may also use a port
of the net proceeds to acquire or invest in busieesproducts and technologies that we believecaitiplement our business. However,
depending on future developments and circumstameegiay use some of the proceeds for other purpdéesio not have more specific
plans for the net proceeds from this offering. Efi@re, our management will have broad discretiompplying the net proceeds of this
offering. The net proceeds could be applied in vthgs do not improve our operating results. Thealcimounts and timing of these
expenditures will vary significantly depending onuamnber of factors, including the amount of casbdus or generated by our operations and
the market response to the introduction of any pevduct offerings. We have no prior history or ex@ece in investing in or acquiring and
integrating complementary businesses and therefagehave difficulties completing such transactionsealizing the benefits of such
transactions, or they may have a negative effectusrbusiness. Such investments or
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acquisitions could require us to devote a substhatount of time and resources and could plaéggréfisant strain on our management and
personnel. To finance any acquisitions, we may skdo issue shares of our common stock, which waildtle your interest in us. Any futu
acquisitions by us also could result in significamite-offs or the incurrence of debt and contingebilities, any of which could harm our
operating results.

Delaware law and our corporate charter and bylaws antain anti-takeover provisions that could delay ordiscourage takeover
attempts that stockholders may consider favorable.

Provisions in our certificate of incorporation magve the effect of delaying or preventing a chasfgeontrol or changes in our
management. These provisions include the following:

 the right of the board of directors to elect a clioe to fill a vacancy created by the expansiothefboard of directors;

« the prohibition of cumulative voting in the electiof directors, which would otherwise allow lesarita majority of stockholders to
elect director candidate

» the requirement for advance notice for nominatimn®lection to the board of directors or for prejpg matters that can be acted
upon at a stockholde meeting;

« the ability of the board of directors to alter daytaws without obtaining stockholder approval;

 the ability of the board of directors to issue,hsitit stockholder approval, up to 5,000,000 shafgseferred stock with terms set
the board of directors, which rights could be setoadhose of common stoc

« the required approval of holders of at least twicdghof the shares entitled to vote at an eleatiodirectors to adopt, amend or
repeal our bylaws or amend or repeal the provisodrmir certificate of incorporation regarding #dection and removal of directc
and the ability of stockholders to take acti

» the required approval of holders of at least twicdthof the shares entitled to vote at an eleatiodirectors to remove directors
without cause; an

 the elimination of the right of stockholders tol@bpecial meeting of stockholders and to takmadty written consent.

In addition, because we are incorporated in Delaywae are governed by the provisions of Section®QBe Delaware General
Corporation Law. These provisions may prohibit éasockholders, in particular those owning 15% oravof our outstanding voting stock,
from merging or combining with us. These provisiamsur certificate of incorporation, bylaws ancden Delaware law could discourage
potential takeover attempts and could reduce tioe pinat investors might be willing to pay for sbaof our common stock in the future and
result in the market price being lower than theyildovithout these provisions. In addition, we mappt additional antitakeover measures in
the future, including the adoption of a stockholdghts plan.

We incur increased costs as a result of being a plibcompany.

As a public company, we incur significant legalc@aanting and other expenses. In addition, the $mb®xley Act of 2002, as well as
new rules subsequently implemented by the Secsiatiel Exchange Commission and NASDAQ, have reqginadges in corporate
governance practices of public companies. Thesernks and regulations have increased our legafinadcial compliance costs and made
some activities more time-consuming and costhaddition, we incur additional costs associated withpublic company reporting
requirements. We also expect these rules and tandao make it more difficult and more expendieeus to obtain director and officer
liability insurance and we may be required to atceguced policy limits and coverage or incur sabgally higher costs to obtain the sam
similar coverage. As a result, it may be more diffi for us to attract and retain qualified perstmserve on our board of directors or as
executive officers.
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SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

This prospectus contains forward-looking statemeiittsin the meaning of Section 7A of the Securitded of 1933 that involve risks
and uncertainties. The forward-looking statemergscantained principally in the sections entitl&tdspectus Summary,” “Risk Factors,”
“Management’s Discussion and Analysis of Finan€iahdition and Results of Operations” and “Busiriebbese statements involve known
and unknown risks, uncertainties and other factdrish may cause our actual results, performan@elbievements to be materially different
from any future results, performances or achievamexpressed or implied by the forward-lookingesta¢nts. Forward-looking statements
include, but are not limited to, statements about:

e our expectations regarding our expenses, realizafitax benefits, sales and operations;

e our anticipated cash needs and our estimates liagardr capital requirements and our needs fortauldil financing;
« plans for future platforms and products and foraemdements of existing platforms;

« elements of our growth strategy and our plans fowth, including investments and acquisitions;

« our intellectual property;

< anticipated trends and challenges in our businedshe®e markets in which we operate and intend &atp, including market
growth, competition and consumer preferen

» statements regarding our potential legal proceexling
< our reliance on third parties and our ability toim@n supplier relationships and manage supply;
« our reliance on a limited number of customers amdability to attract and retain customers; and

« fluctuations in our stock price, the effects ofdigin currency fluctuations, and our intention relyag dividends and retaining
earnings

In some cases, you can identify forward-lookingesteents by such terms as “may,” “might,” “will,” bgective,” “intend,” “should,”
“could,” “can,” “would,” “expect,” “believe,” “estinate,” “predict,” “potential,” “plan,” “is designetb” or the negative of these terms, and
similar expressions intended to identify forwardking statements. These statements reflect ouecuviews with respect to future events
and are based on assumptions and subject to nsksrecertainties. Given these uncertainties, yaulshnot place undue reliance on these
forward-looking statements. Also, these forwardkiog statements represent our estimates and assumspnly as of the date of this
prospectus. We do not intend to update any of tfeserdlooking statements to reflect circumstances or evéirat occur after the statem
is made.

You should read this prospectus and the documkatse reference in this prospectus and have diteeixhibits to the registration
statement, of which this prospectus is a part, detaly and with the understanding that our actutlre results may be materially different
from what we expect. We qualify all of our forwambking statements by these cautionary statements.

This prospectus also contains statistical datawieabbtained from industry publications and repgeserated by International Data
Corporation, or IDC. These industry publicationsg@glly indicate that they have obtained their infation from sources believed to be
reliable, but do not guarantee the accuracy anctaieness of their information. Although we belighat the publications are reliable, we
have not independently verified their data.
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USE OF PROCEEDS

We estimate that we will receive net proceeds of $  from our sale of the shares of comntonlsoffered by us in this offering,
after deducting estimated underwriting discount @mmmissions and estimated offering expenses apghus. If the underwriters’ over-
allotment option is exercised in full, we estim#tat our net proceeds will be approximately $ . We will not receive any of the net
proceeds from the sale of shares by the sellingkbtiders.

We intend to use our net proceeds from this offgfar general corporate purposes, including worldapital. We may also use a
portion of our net proceeds to acquire or investamplementary technologies, businesses or otlsetsasNe have no current agreements or
commitments with respect to any material acquisgio

We have not yet determined all of our anticipategleaditures and therefore cannot estimate the aradooie used for all of the
purposes discussed above. The amounts and timiagyoéxpenditures will vary depending on the amadiash generated by our
operations, competitive and technological develapmsand the rate of growth, if any, of our businégsordingly, our management will
have broad discretion in applying the net procéeata this offering. Pending the uses described abese intend to invest the net proceeds
from this offering in short-term, interest-beariimyestment-grade securities.

MARKET PRICE OF COMMON STOCK

Our common stock has been traded on The NASDAQoNatiMarket under the symbol “PLAY” since NovemBe;, 2004. The
following table sets forth the high and low sale®rmation for our common stock since NovemberZti)4, the date of our initial public
offering, as reported on The NASDAQ National Market

High Low

2004

Quarter ended December 31, 2( $33.4¢ $22.0z
2005

Quarter ended March 31, 20 $26.7: $16.1¢
Quarter ended June 30, 2C $24.1% $15.5¢
Quarter ended September 30, 2! $30.2( $20.61
Quarter ending December 31, 2005 (through Octobe2@05) $31.9¢ $25.1(

As of September 30, 2005, there were 284 holdersamird of our common stock, although we beliewa there is a significantly larger
number of beneficial owners of our common stock.

DIVIDEND POLICY

We have never declared or paid any cash dividendsiocapital stock, and we do not currently intemgay any cash dividends on our
common stock in the foreseeable future. We exmertain future earnings, if any, to fund the depetent and growth of our business. Our
board of directors will determine future dividendsany. In addition, our bank line of credit cuntly prohibits the payment of cash dividends
without the prior written consent of the bank.
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CAPITALIZATION
The following table describes our capitalizatiorofsune 30, 2005 on an unaudited basis:
* on an actual basis; and

* on an as adjusted basis to reflect the sale 004050 shares of common stock by us in this offesinthe public offering price of
$ per share, after deducting estimatetkrwriting discounts and commissions and estichatiering expenses payable by
us.

You should read this table together with “Managetsdbiscussion and Analysis of Financial Conditeomd Results of Operations” and
our consolidated financial statements and theaédlabtes appearing elsewhere in this prospectus.

As of June 30, 2005

As Adjusted

Actual

(in thousands except
share and per share data)

(Unaudited)
Deferred rent, long ten $ 231 $
Stockholder’ equity:
Preferred stock, $.0001 par value per share; )000shares authorized, no shares issued and
outstanding, actual and as adjus —
Common stock, $.0001 par value per share; 250,00G0ares authorized, 23,509,800 shares issued and
outstanding, actual; 28,009,800 shares issued atsthoding, as adjustt 209,61
Deferred stoc-based compensatic (6,799
Accumulated other comprehensive | (179
Accumulated defici (48,047
Total stockholdel equity 154,60:
Total capitalizatior $154,83! $

The number of shares of common stock to be outstgrchmediately after this offering is based up&509,800 shares of common
stock outstanding as of June 30, 2005, (includ®ig,d01 shares of issued restricted stock thatudnedt to forfeiture) and excludes:

« 3,542,991 shares of common stock issuable upoextkeise of options outstanding as of June 30, 2808 weighted average
exercise price of $8.79 per shg

» 1,454,804 shares of common stock available foréutssuance under our 2004 stock incentive plan2@3d employee stock
purchase plan; ar

* 41,542 shares of common stock issuable upon theisgef warrants outstanding as of June 30, 280& weighted average
exercise price of $4.71 per she
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DILUTION

Our net tangible book value as of June 30, 2005appsoximately $154.6 million, or approximately 38 per share of common stock.
Net tangible book value per share represents tlouatof our total tangible assets less total litied, divided by the number of shares
common stock outstanding as of June 30, 2005. iDiluh net tangible book value per share to nevesters represents the difference
between the amount per share paid by purchasstsaoés of common stock in this offering and thetaegible book value per share of
common stock immediately after completion of tHignng.

After giving effect to the sale of the 4,500,00@uss of common stock by us in this offering atphblic offering price of $ per
share, and after deducting estimated underwritisgodints and commissions and estimated offeringrsgs payable by us, our net tangible
book value as of June 30, 2005 would have beeroappately $ million, or $ epshare of common stock. This represents an
immediate increase in net tangible book value of $  per share of common stock to existtoglholders and an immediate dilution in net
tangible book value of $ per sharedw nvestors purchasing shares of common stodkisnoffering. If the offering price is higher or
lower, the dilution to new investors will be greate less.

The following table illustrates this per share tidn:

Public offering price per sha $
Net tangible book value per common share as of 30n200% $6.5¢
Increase per sha
Increase in net tangible book value per sharebataable to new investo

Net tangible book value per share as adjusted thitepffering

Dilution to new investor $

The following table summarizes, as of June 30, 2@@5number of shares of common stock purchased fis at the public offering
price of $ per share, the toth consideration paid and the average cashpeicghare paid by existing and new investors
purchasing shares of common stock in this offefoefore deducting estimated underwriting discoanid commissions and estimated
offering expenses.

Shares Purchased Total Consideration
Percent Aver age
Price
Number Amount Percent Per Share
Existing stockholder 23,509,80 83.9% $196,583,06 % $ 8.3¢
New investors 4,500,001 16.1
Total 28,009,800 100.(% $ 100.(% $

The table above also assumes no exercise of aptaading stock options or warrants outstandingf dsime 30, 2005. As of June 30,
2005, there were 3,542,991 shares of common sssclable upon exercise of outstanding stock opaibasweighted average exercise pric
$8.79 per share and 41,542 shares of common steailile upon the exercise of outstanding warratsveighted average exercise price of
$4.71 per share. In addition, as of June 30, 20@54,804 shares of common stock remained avaifableture issuance under our 2004
stock incentive plan and 2004 employee stock pwelpdan. In addition, as of June 30, 2005, theme 67,001 shares outstanding that were
granted as restricted stock awards to directorseamgloyees and were subject to forfeiture in thenéwf termination of service.

As of June 30, 2005, assuming the exercise and gatyaf all outstanding options and warrants anerajfiving effect to this offering,
net tangible book value would have been approxip&e  million,
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representing dilution of
purchase shares of our common stock outstandidgreg 30, 2005:

Shares Purchased

Percent
Number
Existing stockholder 23,509,80 74.£%
Shares subject to options and warr: 3,584,53. 11.2
Subtotal 27,094,33 85.7
New investors 4,500,001 14.:
Total 31,594,33 100.(%

Total Consideration

pleage to new investors. The table below assumesxheise of all stock options and warrants to

Average

Percen Price

Per

Amount Share
$196,583,06 % $ 8.3¢€
31,327,07 8.74
227,910,13 8.41

$ 100.(% $

If the underwriters’ over-allotment option is exised in full and assuming no exercise of any sudktanding stock options or warrants
% of the total
number of shares of common stock to be outstarafieg this offering; and the number of shares oficmn stock held by the new investors
will be increased to shares, or % of the total number of shares of commouglstmtstanding after this offering.

to purchase our common stock, the number of stidresmmon stock held by existing stockholders Wélreduced to
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SELECTED CONSOLIDATED FINANCIAL DATA

The following selected consolidated financial dsttauld be read together with “Management’s Disarsand Analysis of Financial
Condition and Results of Operations” and our cddatéd financial statements and related notes declielsewhere in this prospectus.

The selected consolidated balance sheet datalesoceinber 31, 2003 and 2004 and the selected cdassdi statements of operations
data for the years ended December 31, 2002, 20D2@0M have been derived from our audited congelitiinancial statements that are
included elsewhere in this prospectus, which weditad by Deloitte & Touche LLP. The selected cdigsded balance sheet data as of
December 31, 2000, 2001 and 2002 and the selecteblidated statements of operations data for ¢laesyended December 31, 2000 and
2001 have been derived from our audited consolitfi@ncial statements not included in this progpecThe selected consolidated
statements of operations data and the consolidetkesce sheet data dated for and as of the sixima@mided June 30, 2004 and 2005 are
derived from our unaudited consolidated financiatesments that are included elsewhere in this jpsg.

The unaudited interim financial statements havenlprepared on the same basis as our audited fadestatements and, in our opinion,
reflect all adjustments, which include only normedurring adjustments, necessary to present féidyesults of operations and financial
position for those periods and as of that date. His#rical results are not necessarily indicatiféhe results to be expected for any future
periods and the results for the six months endad 30, 2005 should not be considered indicativesiilts expected for the full fiscal year.
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Six Months Ended
Years Ended December 31, June 30,

2000 2001 2002 2003 2004 2004 2005

(in thousands, except share and per share data)
Consolidated statements of operations dat:

Revenue $ — $ 1877 $ 8,761 $2093¢ $ 92,56: $ 22,23 $ 89,03t
Cost of revenu — 1,494 5,67¢ 12,27 53,74 13,50: 50,69:
Gross profit — 383 3,08 8,66¢ 38,82( 8,72t 38,34:
Operating expense
Research and developmel 10,20¢ 17,24¢ 16,56 11,10: 14,82: 5,594 14,25
Selling, general and administrativ 4,65¢ 8,13¢ 8,611 5,072 7,60¢ 2,791 6,40¢
Stocl-based compensatic 18z 58¢ 554 473 5,797 3,631 854
Total operating expens 15,04 25,972 25,72¢ 16,64¢ 28,22¢ 12,02: 21,51
Operating income (los! (15,045 (25,589 (22,647 (7,989 10,59¢ (3,299 16,82¢
Interest income (expense) and other, 27¢€ 33t 121 (63) (269) 3 2,027
Income (loss) before income tax (14,769 (25,259 (22,52() (8,04¢) 10,86¢ (3,297) 18,85¢
Provision for income taxe — — — — 481 — 4,714
Net income (loss $(14,769) $ (25,254 $(22,52() $ (8,046) $ 10,38 $ (3,29]) $ 14,14
Basic net income (loss) per share $(679.5¢) $(1,151.3f) $(968.35) $(124.17) $ 246 $ (432 $ 0.61
Diluted net income (loss) per share $(679.5¢) $(1,151.3) $(968.35) $(124.17) $ 057 $ (437 $ 0.5€

Shares used in computing basic net income (

per share(1)(2 21,73 21,93« 23,25¢ 64,80( 4,223,60¢ 762,17¢  23,203,01
Shares used in computing diluted net income

(loss) per share(1)(: 21,73: 21,93« 23,25¢ 64,80( 18,127,961  762,17¢ 25,068,25

*  Amounts exclude sto-based compensation, as follo

Research and developmt $ 66 $ -  $ - $ — 3 494 $ 92 $ 45E
Selling, general and administrati 117 58¢ 554 473 5,30z 3,54¢ 39¢
$ 18z % 8¢ $ 554 $ 47: $ 5797 $ 3,631 $ 854

(1) The basic and diluted net income (loss) pereshamputation in 2000, 2001, 2002 and 2003 angithmonths ended June 30, 2004
excludes all potential shares of common stock suapon conversion of convertible preferred stacl the exercise of options and
warrants to purchase common stock as their effealdvbe antidilutive. For the year ended Decemiie2804 and the six months ended
June 30, 2005, only certain antidilutive optiond ararrants have been excluded from the basic dontivéi net income (loss) per share
computation. See note 1 of the notes to our cafasi@d financial statements for a detailed explanatf the determination of the shares
used in computing basic and diluted net incomesflpsr share

(2) The shares used in computing basic and dilmétdncome (loss) per share have been retroactiestated to reflect the 1-for-3 reverse
stock split of our common stock in November 2C

As of December 31, As of
June 30,
2000 2001 2002 2003 2004 2005

(in thousands)
Consolidated balance sheet data:
Cash and cash equivalel $1359F $ 4,33 $16,07¢ $10,77¢ $ 58,89: $ 45,83
Shor-term investment — — — — 64,70¢ 104,62!
Working capital 12,90¢ 2,371 16,17¢ 9,61°¢ 137,27: 152,23:
Total asset 16,88: 11,48: 23,77 18,66+ 148,49¢ 182,65:



Long-term obligations, less current porti 22t 182 86¢ 502 5 231
Convertible preferred stoc 31,31 47,25: 83,16: 83,16: — —
Total stockholder equity (deficit) (16,450 (41,637 (65,02 (72,57¢ 138,44 154,60«
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion of our financial conditiand results of operations should be read togettigr the consolidated financial
statements and related notes that are includedmilsee in this prospectus. This discussion may ¢offitaward-looking statements based
upon current expectations that involve risks andautainties. Our actual results may differ mategdtom those anticipated in these
forward-looking statements as a result of various factorsluding those set forth under “Risk Factors” elsewhere in this prospectus.

General

We are a fabless semiconductor company that designslops and markets comprehensive platformisalitincluding a system-on-
chip, firmware and software, for manufacturerseatéire-rich, hard disk drive and flash membaged personal media players. Personal r
players are battery-powered, portable devicesdfyatiire, store and play digital media such as afliotos and video. Our platform solutions
are designed to enable personal media players mageahousands of digital media files and allowaustomers to build intuitive and
customizable user interfaces. Our customers usplatiorms to produce high-performance, featuch; differentiated personal media play
in a cost-effective manner with fast time to markaar key customers include leading manufacturech sis Inventec and Hon Hai, who
manufacture products for Apple Computer Inc. afetotompanies. In 2002, 2003, 2004 and the six Insoeded June 30, 2005, Inventec
accounted for 88.4%, 84.6%, 89.3% and 75.9% ofexgnue, respectively. During the first quarteR@05, we began shipping in volume to
Hon Hai, an additional customer that manufactureslycts for Apple. Hon Hai accounted for 14.3% of tevenue in the six months ended
June 30, 2005. Our platforms sold to our custorfiera whom we have derived at least $200,000 inmaeesince January 1, 2003 are also
included in products branded by Aiwa, Bang & Olufs&ateway, iRiver, Medion, MiTAC, NEC, Olympus,iigs, RCA, Rio, Roland,
Samsung, Sirius, Tatung and Virgin Electronics.

Overview

We were founded in 1999 and introduced our firstegation system-on-chip, or SoC, in 2000. To datehave introduced five SoC
product generations and multiple versions of aumfiare and software development kits. Our platfoimeiide an SoC, firmware and
software, and we do not market, sell or recogréxemue on these components separately. We begaragiag revenue in 2001, and have
since increased our revenue from $1.9 million i626& $92.6 million in 2004 and $89.0 million dugithe six months ended June 30, 2005.
We generated net income of $10.4 million in 2004, fost profitable year, and generated net incah$14.1 million during the six months
ended June 30, 2005. The net income included nein-séock-based compensation charges of $5.8 mili@004, and $0.9 million during
the six months ended June 30, 2005. These chamgeescribed in more detail under “Financial Operest Overview—Stock-Based
Compensation.”

We have grown our employee base from six at inoapt 250 people as of September 30, 2005 in fumtries, with approximately
one-half of our employees, primarily engineerirgffsiocated in India. We expect that our headcauititincrease further to support our
expected growth.

Due to a worldwide unfavorable economic environmamiuding the economic downturn in the Unitedt&ain 2002 and 2003,
consumer demand for feature-rich personal medigepdadid not materialize as we expected duringtthe. During that period, demand for
many semiconductor and consumer electronics predudtered as consumers delayed purchasing degisiochanged or reduced their
discretionary spending. We expect that if and wéienilar unfavorable economic conditions occuratilcl have a similar effect on demand
for semiconductor and consumer electronics prodaodtse future and for demand for our platformsjekbmay harm our business.
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In addition to seeking to expand relationships weitin existing customers, our strategy is to purselg customers aggressively and
diversify our customer base by focusing on leadjlodpal consumer electronics companies and thegirai design manufacturer, or ODM,
partners. Historically, our products were only ingmrated into hard disk drive-based personal mpldigers. However, during the six months
ended June 30, 2005, we introduced the PP5022/&(21the PP5024. The PP5022/5021, our fifth gemer&oC, is designed for use in both
hard disk drive and flash-based personal medieeptayand the PP5024 is a flash-specific produas&mew platforms have enabled us to
target a larger percentage of the personal medigepimarket, and we began recognizing revenue fimsh-based platforms in the third
guarter of 2005. Many of our competitors have @teflash memory-specific products for some time mwag have better established products
or more expertise with flash memory-specific sang. We intend to continue to focus primarily ostomers that produce small form factor,
feature-rich personal media players and to levecagg@ersonal media player capabilities to addaeggcent market opportunities.
Additionally, during 2005, we made investmentsrinavative wireless technologies that we believé eaihtribute to our future growth. For
example, our products have recently been desigrtegersonal media players that utilize satelbidio capabilities.

Some of our customer relationships, other thanrtee have been developed over a short periodanef éind are generally in the
preliminary stages. We cannot assure you that thestemers will generate significant revenue, tiatwill be able to retain these customers
or that we will continue to be successful in atirec new customers. We expect that we will contitudepend upon a relatively limited
number of customers for substantially all of owreneue for the foreseeable future.

We market and sell our platforms worldwide throagtombination of direct sales personnel, indepenstas representatives and
distributors. Substantially all of our revenue cenfrem ODM customers in Asia. A significant amoofthe systems designed and
manufactured by these customers are then soldgimalrequipment manufacturers, or OEMs, and cormsugtectronics companies outside of
Asia. Our sales to Asia, including Japan, accouftaedpproximately 99.1% and 97.7% of our revenuend) 2004 and the six months ended
June 30, 2005, respectively. We anticipate thagrificant amount of our revenue will continue t® gpenerated by sales to customers in that
region. All of our sales are denominated in Unigdtes dollars.

Because our platforms are designed for use in ecoesealectronics products, such as personal medjeem, we expect our business to
be subject to seasonality, with increased reveypiedlly in the third and fourth quarters of eagaywhen customers place orders to meet
yea-end holiday demand. However, our recent rapidimegegrowth makes it difficult for us to assessithpact of seasonal factors on our
business.

Our internal forecasting and planning is basedsirt pn customer forecasts we receive. As we areatipg in a relatively new industry
segment, availability of current market forecastsféature-rich personal media players is limit@edcause industry practice allows customers
to reschedule or cancel orders on relatively shatite, backlog is not a good indicator of our fetsales. Cancellations of customer orders or
changes in product specifications could resulhaloss of anticipated sales without allowing u$icient time to reduce our inventory and
operating expenses.

We outsource to independent third parties the impl&ation of certain design aspects of our SoCsafirad our manufacturing
logistics, including the manufacturing, test, pagikg, warehousing and shipping of our SoCs. Byawtsing these functions, we are able to
focus more of our financial resources on produstgieand eliminate the high cost of owning and afieg a semiconductor fabrication
facility. We also have a logistics warehouse in gi#ftong, which is managed by a local third partgnirwhich location we expect the
majority of future shipments to our customers totgaie to be made. In the future we may begin téope internally some of the services
that our third-party service providers currentlyfpem for us.

32



Table of Contents

Financial Operations Overview
The following describes certain line items in otatements of operations:

Revenue

We generate revenue from sales of our platforme.fiain factors that impact our revenue are unitimels shipped and average selling
prices. We have experienced quarter-over-quartiévalume increases for the past eight quarterdenhe have seen average selling prices
decline over time as our platforms have maturetiénmarket. Overall, we expect average sellingagrfor our platforms to decline over time
as products mature. Our revenue recognition padicescribed in more detail under “Critical AccangtPolicies and Estimates.”

Cost of Revenue

Cost of revenue consists primarily of the costimShed goods and, to a lesser extent, certaimt#oby license fees, personnel and
occupancy associated with manufacturing suppodlityuassurance and internal inventory handlingsoBhe cost of finished goods includes
the cost for fully packaged and tested semicondsidt@at we purchase from our manufacturing logistiartners. On occasion, cost of reve
may additionally include a component for write-afffscertain inventories based on declines in fasthdemand in future periods.

Gross Profit and Gross Margin

Gross profit results from deducting cost of revefiaen revenue. The gross margin is the percentageed! from dividing gross profit
by revenue. Our gross margin each quarter is &ffdoy a number of factors, including product pigcand our product mix, as well as the
negotiated price for our finished goods and po&tatijustment to our inventory valuation. In 2004 ¢he six months ended June 30, 2005,
we recorded revenue, and accordingly, gross prbapproximately $0.3 million and $0.5 million, pesctively, related to the sale of invent
that had been previously written-off due to charigezistomer demand for older generations of Saffqrims.

Operating Expenses

Research and development expense consists prioasbiaries, bonuses, benefits and related overbests for engineering personnel,
non+ecurring engineering costs, such as prototype nwaied mask sets, costs of outside engineeringcssrfrom contractors and consulte
and depreciation of engineering equipment. Befeleassing new products, we incur charges for prpmtyafers and mask set revisions,
which can cause a fluctuation in research and deweént expense. Some of our development costshieareoffset by amounts we receive
from our customers on non-recurring engineeringises arrangements where we are reimbursed fortap®f our engineering costs.
Typically, these services are for the developmérustomized product designs for customers dutiregetarly pre-production stage. The costs
of these development projects are expensed agétcand the reimbursement is recognized when thelalement is accepted by the
customer. The reimbursements against researchearaioppment expense on these research activities apgroximately $0.5 million and
$0.1 million in 2004 and the six months ended BMme2005, compared to $0.8 million and $0.3 millifor the prior year comparable peric
In the future, we do not expect reimbursements femigineering services to be significant. We expectresearch and development expense
to increase in absolute dollars as we continuavest to develop new products to be competitivihénfuture.

Selling, general and administrative expense canpistnarily of salaries, bonuses, benefits andedlaverhead costs for sales,
marketing and administrative personnel, legal aswbanting services, as well as marketing activit®e expect selling, general and
administrative expense to increase in absolutedols we expand our sales and marketing effarésatditional personnel and incur other
costs related to the anticipated growth of ouresss, our operations as a public company, incluBSergpanes-Oxley compliance costs, and
improvements to our information technology infrasture.
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Stock-Based Compensation

Stock-based compensation includes three comportbetamortization of deferred compensation relédestock options, variable stock-
based compensation and the amortization of comfiensassociated with restricted stock awards. Defecompensation related to stock
options results from the grant of stock optionexarcise prices less than the deemed fair valtieeofinderlying common stock on the grant
date for directors, officers and employees. Vagabck-based compensation equals the fair valstook options, preferred stock and
warrants granted to consultants. Restricted stookpensation equals the fair value of the restristedk awards based on the closing market
price of our common stock on the grant date, wisdhen amortized over the vesting period for treng

Variable stock-based compensation results frontiffierence between the fair value of the stock aaard the price at which the
instrument can be exercised. We have recordedblar&ock-based compensation related to option@smara director and four non-
employee advisory consultants, as well as a nogestockholder, who was also a director at Jun@05, for consulting services. Although
most of such instruments have vested or have legamrated, we expect to incur variable stock-basedpensation from some of these
instruments in future periods. We report stock-dasmmpensation as a separate expense rather thading it in the functional category to
which it relates, as we believe it provides a moeaningful comparison.

In December 2004, the Financial Accounting Stansl&uiard, or FASB, issued Statement of Financialodioting Standard No. 123,
(revised 2004), ‘Share-Based Paymehtor SFAS 123R, which replaces SFAS 123 and seples Accounting Principles Board Opinion 25,
“ Accounting for Stock Issued to Employ&es APB 25. SFAS 123R requires all share-baseaneats to employees, including grants of
employee stock options, to be recognized in thenfimal statements based on their fair values. Thdégoma disclosures previously permitted
under SFAS 123 no longer will be an alternativériancial statement recognition. On April 14, 20€% SEC adopted a new rule that
amended the compliance dates for SFAS 123R sutlvthenust adopt the new standard effective JanLig2906. Under SFAS 123R, we
must determine the appropriate fair value modéleaised for valuing share-based payments, the @atorh method for compensation cost,
the assumed forfeiture rate and the transition atkth be used at the date of adoption. SFAS 128Rssribed in more detail under “Critical
Accounting Policies and Estimates.”

Interest and Other Income (Expense), Net

Interest and other income (expense), net consisstlyrof interest earned on our cash and investmeffset by interest expense
associated with our bank borrowings.

Provision for Income Taxes

We recognize deferred assets and liabilities dieidinces between the book and tax basis of agsetgadilities using current effective
rates. Further, deferred tax assets are recogfozdke expected realization of available net opiegdoss carryforwards. A valuation
allowance is recorded to reduce a deferred tax sss@ amount that we expect to realize in tharutWe continually review the adequacy
the valuation allowance and will recognize theseelfiés if a reassessment indicates that it is riikedy than not that these benefits will be
realized. In addition, we continuously evaluate taxrcontingencies and recognize a liability whenhelieve that it is probable that a liabil
exists. Accordingly, our use of the net operatimgs|carryforwards and credit carryforwards is kdiby the annual limitations described in
Internal Revenue Code Sections 382 and 383.

Critical Accounting Policies and Estimates

Our discussion and analysis of our financial caaditind results of operations are based on oundiahstatements, which have been
prepared in accordance with accounting principkrsegally accepted in the United States of Amerite preparation of these financial
statements requires us to make estimates and judgrtat affect the reported amounts of assetsilitias, revenue and expenses. We base
our estimates on historical
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experience and on various other assumptions thaselieve to be reasonable under the circumstattvesesults of which form the basis for
making judgments about the carrying values of asmed liabilities that are not readily apparentrfrather sources. Actual results may differ
from these estimates under different assumptiom®ditions. Our most critical policies include) favenue recognition, which impacts the
recording of revenue; (b) valuation of inventoriesjch impacts cost of revenue and gross margid;(enstock option valuation, which
impacts the disclosure and recognition of stockedaompensation. We also have other key accoupttiges that are less subjective, and
therefore, their application would not have a niatémpact on our reported results of operatiortge Tollowing is a discussion of our most
critical policies, as well as the estimates andjjndnts involved.

Revenue Recognition

We sell our platforms to OEMs, ODMs and distribstand recognize revenue in accordance with therfiestand Exchange
Commission’s Staff Accounting Bulletin No. 104,9AB 104, when persuasive evidence of an arrangeexasts, delivery of the product has
occurred, the sales price is fixed and determinaiuléectibility of the resulting receivable is smaably assured, and the rights and risks of
ownership have passed to the customer. Revenusstorgers is recorded at the later of the time gdrsbnt when title and risk of loss passes
to the customer or when customer acceptance pegiqee, generally within 15 days of receipt by tlustomer. In such instances, we record
a trade receivable for the selling price sincedhera legally enforceable right to payment, redogentory for the carrying value of goods
shipped since legal title has passed to the custand record the gross margin as “Deferred incoomethe consolidated balance sheet until
expiration of the acceptance period. To date, mamagt has not reserved for product returns asmesteeturns have been insignificant.

Inventory

We continually assess the recoverability of oueimery based on assumptions about customer denmanaharket conditions. Our
policy calls for writing off inventory for estimaddower of cost or market, obsolescence or unmabtetinventory. The writeffs are equal t
the difference between the cost of inventory amdestimated market value based upon assumptions fabore demand and market
conditions. If actual market conditions are les®fable than those projected by management, additiaventory write-offs may be required
that could adversely affect our operating restiitactual market conditions are more favorable,may have higher gross margins when
products incorporating inventory that was previgugfitten down are sold. In 2004 and the six momthded June 30, 2005, we sold
inventory that had been previously written-off doaehanges in customer demand for older generatib8sC. In 2004 and the six months
ended June 30, 2005, we recorded revenue, anddaglyr gross profit of $0.3 million and $0.5 mdh, respectively, related to the sale of
this inventory.

Stock-Based Compensation

We have elected to follow the intrinsic value-basexthod prescribed by APB 25Atcounting for Stock Issued to Employgesd
related interpretations in accounting for emplogtek options rather than adopting the alterngtirevalue accounting provided under
SFAS 123, “Accounting for Stock-Based Compensatiofherefore, we do not record any compensatioreagp for stock options we grant
to our employees where the exercise price equaldeékmed fair market value of the stock on the ofaggant and the exercise price, number
of shares issuable under the options and vestirigdoare fixed. We comply with the disclosure requients of SFAS 123, which requires
that we disclose our pro forma net income or lgsbrzet income or loss per common share as if weekpdnsed the fair value of the options.
In calculating such fair value, there are certasumptions that we use, as disclosed in Note Liofansolidated financial statements,
consisting of the expected life of the option, fiske interest rate, volatility and dividend yield.

In December 2004, the FASB issued SFAS 123R, wigplaces SFAS 123, and supersedes APB 25. SFASrE2@iRRes all share-
based payments to employees, including grants pfame stock options, to be
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recognized in the financial statements based dnfdievalues. The pro forma disclosures previgystrmitted under SFAS 123, no longer
will be an alternative to financial statement regitign. We are required to adopt SFAS 123R begimdanuary 1, 2006. Under SFAS 123R,
we must determine the appropriate fair value mambke used for valuing share-based payments, tloeti@ation method for compensation
cost and the transition method to be used at dadaption. The transition methods include prospecind retroactive adoption options.
Under the retroactive options, prior periods maydstated either as of the beginning of the yeadofption or for all periods presented. The
prospective method requires that compensation eseplea recorded for all unvested stock options esticted stock at the beginning of the
first quarter of adoption of SFAS 123R, while te¢roactive methods would record compensation expensall unvested stock options and
restricted stock beginning with the first periodteged. We are evaluating the requirements of SEZ8R and we expect that the adoption of
SFAS 123R will have a material impact on our coigstéd results of operations and earnings per skiéeehave not yet determined the
method of adoption or the effect of adopting SFARSR, and we have not determined whether the adoptibresult in amounts that are
similar to the current pro forma disclosures urBeAS 123.

We grant options and warrants to employees, direeod consultants. Stock-based compensation iesltie fair value of instruments
issued to consultants and directors and the aratidiz of deferred stock compensation associateu egtions to employees. The fair value of
instruments to consultants is based on managemesitaates using Black Scholes option pricing madelstruments to consultants that are
not fully vested are subject to periodic revaluatfeariable accounting), over the vesting term.Sehfair value estimates are based on a
number of variables, including the fair value of #tock underlying the instrument, which are sulijigchange over the lives of the
instruments.

During the six months ended June 30, 2005, ourdboBdirectors approved the grant of shares ofiotst stock. We recorded the va
of these restricted stock grants as a componestbokholders’ equity and will amortize that amoanér the vesting period, typically five
years. The value of the restricted stock awardshaasd on the closing market price of our commocokstn the date of grant. Shares rel:
to these restricted stock awards were includetercalculation of diluted earnings per share unijzhe treasury stock method.

Income Taxes

We account for income taxes under the asset abititfamethod, under which deferred tax assetduiing the tax effects attributable
net operating loss carryforwards, and deferredigdnities are determined based on temporary thifiees between the book and tax bases of
assets and liabilities. We believe sufficient utmiaty exists regarding the realizability of the deferred tax assets such that a full valuation
allowance is required. Under certain conditionatesd to our future profitability and other businésstors, we believe it is possible that our
results will yield sufficient positive evidence sapport the conclusion that it is more likely thaot that we will realize the tax benefit of our
net operating losses and other deferred tax agsdtthat such a conclusion may be reached asasathe fourth quarter of 2005. If that is the
case, subject to review of other qualitative fegtmnd uncertainties, in the period that such arahiation is made, we would reverse some or
all of our deferred tax asset valuation allowamte income as a reduction of tax expense. Thegiodf the valuation allowance reversal that
relates to net operating losses associated with stption transactions would be taken as a creditackholdersequity. Thereafter, we wou
expect to record income tax expense at a higher rat
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Results of Operations

The following table sets forth, for the periodsigaded, the percentage of revenue representeddstas items from our consolidated
statements of operations.

Six Months Ended

Years Ended December 31, June 30,
2002 2003 2004 2004 2005
Revenue 100.(% 100.(% 100.(% 100.(% 100.(%
Cost of revenu 64.¢ 58.€ 58.1 60.7 56.¢
Gross margir 35.2 41.4 41.¢ 39.2 43.1
Operating expense
Research and developmt 189.( 53.C 16.C 25.2 16.C
Selling, general and administrati 98.: 24.2 8.2 12.¢ 7.2
Stocl-based compensatic 6.3 2.3 6.3 16.4 aL{e
Total operating expens 293.¢ 79.5 30.5 54.2 24.2
Operating income (lost (258.9) (38.]) 11.4 (14.9 18.¢
Other income (expense), r 1.4 0.3 0.3 0.1 2.3
Net income (loss) before income ta: (257.0) (38.9) 11.7 (14.9) 21.2
Provision for income taxe — — 0.5 — 5.3
Net income (loss (257.0% (38.9)% 11.2% (14.9% 15.€%

Recent Financial Results

For the nine months ended September 30, 2005goanue was $146.9 million and net income was $@dllibn, as compared to
revenue of $47.8 million and net loss of $(131,0@0Xhe nine months ended September 30, 2004théanine months ended September 30,
2005, diluted net income per share was $0.97, bais&5.2 million weighted average shares outstan@ia compared to diluted net loss per
share of $(0.09), based on 1.5 million weightedaye shares outstanding for the nine months eneptber 30, 2004. Our results of
operations for the nine months ended Septembe2@X5 included non-cash, stock-based compensatanges of $1.6 million, as compared
to $5.1 million for the nine months ended Septend@gr2004.

Six Months Ended June 30, 2004 and 2005

Revenue Revenue increased from $22.2 million in thersonths ended June 30, 2004 to $89.0 million énditx months ended June
30, 2005, a 301% increase. This increase was ghinture to an approximately 339% increase in unipsients of our platforms, partially
offset by an approximately 9% decline in our ovMeamkrage selling prices as certain products mdtiiée expect the trend of declining
average selling prices for existing products toticmre as these products mature further in the nigaithough we expect to sell new products
with enhanced features at relatively higher priogglly. Overall, however, we expect the averagdling prices for our products in aggregate
to decline over time, which may have a negativeaoton our future margins if we cannot reduce @gpaiated costs accordingly. Our
increased sales volumes were primarily due to ¢éimtirrued growth of the hard disk drive-based peaboredia player market and the
introduction of our PP5022 product into the maikethe end of 2004. Revenue on sales to the AgidiPeegion, including Japan, was 97.
and 99.3% in the six months ended June 30, 2002@d4, respectively. Sales to two customers ttdividually accounted for more than
10% of our revenue in the six months ended Jun@@I5 represented 90.1% of our revenue in thabge®ne of these customers also
accounted for 89.2% of our revenue in the six meetided June 30, 2004. Both customers manufaatodegis for Apple Computer Inc.

Cost of revenue and gross margin Cost of revenue increased from $13.5 milliosix months ended June 30, 2004 to $50.7 milli
the six months ended June 30, 2005, a 276% incréhgeincrease was primarily
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due to an increase in unit shipments of our plat®and the associated costs to produce and suppee higher unit volumes, partially offset
by an approximately 15% decline in our average cwét as we were able to negotiate more favoraidang from our manufacturing logisti
partners.

Gross margin was 43.1% in the six months ended 30n2005 and 39.3% in the six months ended Jun2(Bt. We recognized
revenue of approximately $0.5 million and $0.2 ioill respectively, in the six months ended June2805 and 2004 on the sale of previol
written-off older-generation inventory. Gross margi the six months ended June 30, 2004 was negpiimpacted by approximately $0.4
million in write-off for excess and obsolete invent, approximately $0.4 million of costs incurreddonform a product platform to the
specifications of our principal customer and apprately $0.3 million to expedite manufacture oftpiatform to this customer. We expect
that we may need to record adjustments to our tovevaluation from time to time and that our grasargin may fluctuate as we introduce
new platforms and products and as the market foplaforms becomes more competitive. We expedtftitare sales, if any, of our current
balance of written-off inventory would not have atarial impact on our future gross profits.

Research and development Research and development expense, not ingudotk-based compensation, increased from $51®mil
in the six months ended June 30, 2004 to $14.3amiih the six months ended June 30, 2005, a 15&¥ease. Approximately $4.3 million
the increase was due to an increase in engineeglatpd expenses, including nmeeurring engineering charges paid to our vendgaesyell a
license fees for certain technologies that we magriporate into our future products. Most of ougiaeering expenses related to design work
on future product generations as well as suppoftargware and software modifications on our curpeatiuct. We expect to continually
increase our spending for the development of futnoeluct generations in the remainder of 2005 uiiclg investments in innovative wirele
technologies. In addition, approximately $3.8 roitliof the increase in research and developmenineggevas due to an increase in
personnekelated expenses, resulting from a 74% increasesiwarch and development headcount at June 30,c20@3ared to June 30, 20!
Approximately $0.6 million of the increase in expea may also be attributed to travel and otherr@aet expenses including insurance.

Selling, general and administrative Selling, general and administrative expensejntluding stock-based compensation, increased
from $2.8 million in the six months ended June 104 to $6.4 million in the six months ended JuBe2B05, a 129% increase. The increase
of approximately $3.6 million was primarily dueda increase of $1.7 million in personnel-relatepemses, resulting from a 57% increase in
selling, general and administrative headcount a& B0, 2005 compared to June 30, 2004. Additionaléyhad an increase of $1.8 million in
professional services-related expenses, includingunting, legal, and Sarbanes-Oxley-related exgwenscreased costs in these areas are
primarily associated with our becoming a publicBléehcompany since our initial public offering in Wamber 2004.

Stock-based compensation Stock-based compensation expense decreased8® million in the six months ended June 30,4260
$0.9 million in the six months ended June 30, 200t $3.6 million in stock compensation expenseHersix months ended June 30, 2004
was comprised of $1.5 million related to a noecourse promissory note issued by a directokém@&nge for his consulting services to us,
million related to the amortization of deferredct@ption compensation, $0.7 million related toiops granted to a director in connection
with his management services to us, and $0.4 milkidated to a common stock warrant offered toahief executive officer in connection
with a bonus award. The $0.9 million in stock comgaion expense for the six months ended June(®®, ®as comprised of $0.7 million
related to the amortization of deferred stock comspgon, $0.1 million related to the restrictedcktawards, and $0.1 million related to stock
options granted to non-employee advisory consudtant

Interest and other income (expense),.netnterest and other income, net, increased $8rA00 during the six months ended June 30,
2004 to $2.0 million during the six months endedel80, 2005. This increase was primarily due tmarease in interest income related to
our significantly increased balance of cash, caglivalents and short-term investments.
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Provision for income taxes In the six months ended June 30, 2005 we decba provision for income taxes using an effedwerate
of 25%, or approximately $4.7 million. We did netord a provision for income tax during the six therended June 30, 2004 as we were
not profitable during that period. The provisiom flacome taxes recorded in the six months ended 30n2005 differs from the amount
computed by applying the statutory U.S. federa matncipally due to our utilization of net operagiloss carryforwards and certain research
and development related tax credits.

Years Ended December 31, 2003 and 2004

Revenue Revenue increased from $20.9 million in 209$%2.6 million in 2004, a 343% increase. Thisé&ase was primarily due to
an approximately 437% increase in unit shipmentsuofplatforms, partially offset by an approximgtélf.7% decline in our overall average
selling prices as certain products matured. We expe trend of declining average selling pricesefisting products to continue as these
products mature further in the market, althoughewgect to sell new products with enhanced featatreslatively higher prices initially.
Overall, however, we expect the average sellinggsrfor our products in aggregate to decline ameg,twhich may have a negative impac
our future margins if we cannot reduce our assediabsts accordingly. Our increased sales volunees primarily due to the continued
growth of the HDD-based personal media player ntaakd the introduction of our PP5020 SoC into tleekat at the end of 2003. Revenue
on sales to the Asia/Pacific region, including Japacreased from 98.5% in 2003 to 99.1% in 20@e$to Inventec accounted for 89.3% of
our revenue in 2004 compared to 84.6% of our regeém2003.

Cost of revenue and gross margin Cost of revenue increased from $12.3 millio2003 to $53.7 million in 2004, a 337% increase.
This increase was primarily due to an increasenihshipments of our platforms and the associatetiscto produce and support these higher
unit volumes, partially offset by an approximat&B.2% decline in our average cost per unit shigsede were able to negotiate more
favorable pricing from our manufacturing logistartners.

Gross margin was 41.4% in 2003 and 41.9% in 2002 r&ognized revenue and gross profit of approxéip#t0.3 million in 2004 on
the sale of previously written-off inventory fordelr generations of SoC platforms with an origiratof approximately $0.2 million. There
were no such sales of previously written off matein 2003. In 2004 we wrote-off approximately $lion for excess and obsolete
inventory for older generation products in excdssiture demand as most of our principal custonma successfully transitioned to our la
product during 2004. Similar inventory write-off§®0.6 million were recorded in 2003. We expectiaddal inventory write-offs from time
to time and our gross margin to fluctuate as weihice new platforms and products and as the méokeur platforms becomes more
competitive. We expect that future sales, if ariygur current balance of written-off inventory wdutot have a material impact on our future
gross profits.

Research and development Research and development expense increasedbftd.1 million in 2003 to $14.8 million in 200438%
increase. Approximately $2.8 million of the increagas due to an increase in personnel-related sgpersulting from a 43% increase in
research and development headcount as of Decerhp20@4 over the period ended December 31, 2008 nTdjority of this headcount
increase occurred in the second half of 2004. thtiaxdh, we had an increase of approximately $1.foniin engineering-related expenses, as
well as a $0.3 million increase in travel-relategenses. The majority of our engineering expensiased to supporting hardware and
software modifications on our current product amdésign work on future product generations. OVeifsd increase was offset by a decrease
of $0.5 million in depreciation and maintenanceenges as a result of reduced capital expenditWesxpect that we may increase our
spending for the development of future product gatiens in future periods.

Selling, general and administrative Selling, general and administrative expensesimsed from $5.1 million in 2003 to $7.6 million i
2004, a 49% increase. The increase of approxim&&y million was primarily due to an increase dfSsmillion in personnel-related
expenses, resulting from a 31% increase in selfjipgeral and administrative headcount in 2004 2068, an increase of $0.3 million in
marketing and travel-related expenses,
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and an increase of $0.7 million in professionaViees-related expenses, including outside serveemunting and legal expenses, as well as
an increase in commissions paid to outside sajgesentatives.

Stock-based compensation Stock-based compensation expense increas@d®db million in 2003 to $5.8 million in 2004. TBE.5
million of stock compensation expense in 2003 egldb variable stock compensation in connectioh witlirector’'s consulting services. In
2004, we recorded $0.6 million of stock compenseérpense related to the director’s consultingisesv In addition, in 2004 we recorded
approximately $1.7 million in relation to the ampation of deferred stock-based compensation rlatemployee grants as the fair value of
our common stock increased during the past tweloeths. Under the intrinsic-value method of accoumfor stock-based compensation
arrangements for employees, compensation costagnized to the extent the fair value of the undeg common stock exceeds the exercise
price of the stock options at the date of gran2004 we additionally recorded approximately $2ilion in association with a non-recourse
promissory note issued by a director in exchangéifconsulting services to us and an additio®a8 $nillion associated with 133,333
options granted to a director in connection with mianagement services to us. Further, an addit&théImillion in stockbased compensati
in 2004 was associated with common stock warrdifesenl to our chief executive officer in connectioith a bonus award, and $0.1 million
was recorded in relation to stock options granteddan-employee advisory consultants.

Years Ended December 31, 2002 and 2003

Revenue Revenue increased from $8.8 million in 200$26.9 million in 2003, a 139% increase. This iasewas primarily due to
an approximately 196% increase in unit shipmentsuofplatforms from the continued growth in PP5@@Z shipments and the initial sales
of our PP5003 SoC, partially offset by an approxehel9% decline in our average selling prices. & on export sales from the United
States increased from 97.4% of our revenue in 20@®.8% in 2003. Inventec accounted for 88.4%ufrevenue in 2002 and 84.6% of our
revenue in 2003.

Cost of revenue and gross margin Cost of revenue increased from $5.7 millio2@02 to $12.3 million in 2003, a 116% increase.
This increase was primarily due to an increaseninghipments of our platforms and the associatetiscto produce and support these higher
unit volumes, partially offset by an approximat2f6 decline in our average unit cost.

Gross margin was 35.2% in 2002 and 41.4% in 2068.ificrease in gross margin in 2003 was primarily t a cost reduction on our
PP5002 SoCs from increased production volume, tiname offsetting a decrease in average selling paeel an inventory write-off of $0.6
million for excess and obsolete products on hamhréximately $0.4 million of this inventory writeff was due to a decrease in demand 1
certain product as a customer decided to ceasefawunrng. As another customer reduced its foreaastvrote off an additional $0.2 million
of inventory in the last quarter of 2003, which vimsvever subsequently sold to this customer angé@sed our gross margins in the first two
quarters of 2004.

Research and development Research and development expense decrease® 6 million in 2002 to $11.1 million in 200338%
decrease. The decrease of $5.5 million was duarous factors, including a net decrease of apprately $2.7 million in personnel costs
associated with reductions in workforce in thedhjuarter of 2002 and the first quarter of 2003yich we reduced our engineering
headcount. In addition, a reduction in non-recgrengineering expenses due to a lower level ofrerging activity, stricter budgetary
controls with a focus on the most significant patgeand an increased level of amounts receivedigimeering service arrangements with
certain customers resulted in approximately $2amiin savings. Also, in 2003, depreciation dexsed by approximately $0.4 million as a
result of reduced capital expenditures.

Selling, general and administrative Selling, general and administrative expenseadsed from $8.6 million in 2002 to $5.1 million i
2003, a 41% decrease. This decrease of approxin®8ed million was due to various factors, incluglz net decrease of approximately $2.6
million in personnel-related expenses associated
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with reductions in workforce in the third quartdr2002 and the first quarter of 2003 in which wdueed our selling, general and
administrative headcount. In addition, stricter getdry controls resulted in approximately $1.0iamllin savings. Also in 2003, depreciation
decreased approximately $24,000 as a result oteztloapital expenditures.

Other income (expense), net Other income, net, was $0.1 million in 2002npared to other expense, net, of $0.1 million IR0 his
decrease was primarily due to the increases inagst&xpense from additional term loans and deessiasinterest income earned on lower
balances of cash and cash equivalents.

Quarterly Results of Operations

The following table sets forth our consolidatedestgents of operations data for the ten quarterecddne 30, 2005. This unaudited
quarterly information has been prepared on the dzasis as our audited consolidated financial statgsnand, in the opinion of management,
includes all adjustments, consisting only of normeglurring adjustments, necessary for the fairgargion of this data. This information
should be read together with the consolidated firmdistatements and related notes included elsenhehis prospectus.

Quarter Ended

Sept. 30
Mar. 31, June 30, P Dec. 31 Mar. 31, June 30, Sept. 30, Dec. 31, Mar. 31, June 30,
2003 2003 2003 2003 2004 2004 2004 2004 2005 2005
(in thousands)
Revenue $ 927 $5,14€ $6,78¢ $8,08° $10,19¢ $12,03t $25,60¢ $44,72¢ $44,46¢ $44,567
Cost of revenu 551 3,191 3,49 5,03¢ 6,58¢ 6,91 14,93 25,307 25,29. 25,40:
Gross profit 371 1,958 3,29t 3,04« 3,60¢ 5,12( 10,67 19,417 19,177 19,16
Operating expense
Research and developmt 3,19( 2,70¢ 2,791  2,41: 2,60¢ 2,98¢ 3,90z 5,327 6,351 7,90(
Selling, general and
administrative 1,387 1,21¢ 1,19¢ 1,27 1,44¢ 1,34 2,01¢ 2,79¢ 2,932 3,47¢
Stocl-based compensatic 11¢€ 11¢ 11¢€ 11¢ 1,97 1,66( 1,42¢ 73t 384 47C

Total operating expens 4,69¢ 4,046 4,10  3,80¢ 6,031 5,991 7,34¢ 8,851 9,667 11,84¢

Operating income (los! (4,324 (2,09)) (80¢) (760) (2,429 (871) 3,32¢ 10,56( 9,51( 7,31¢
Interest and other income (expen:
net (26) (50) 12 1 12 9 3 265 90¢ 1,11¢

Net income (loss) before incor
taxes (4,350 (2,14)) (79€) (759  (2,41)) (880) 3,33: 10,82 10,41¢ 8,43¢
Provision for income taxe — — — — — — 172 30¢ 2,60¢ 2,10¢

Net income (loss $(4,350 $(2,147) $ (796) $ (759 $(2,41) $ (88C) $ 3,16( $10,51¢ $ 7,80¢ $ 6,33¢
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The following tables set forth our historical rasufor the periods indicated, as a percentagewsue.

Quarter Ended

Mar. 31, June 30 Sept. 30 Dec. 31 Mar. 31, June 30 Sept. 30 Dec. 31 Mar. 31, June 30
2003 2003 2003 2003 2004 2004 2004 2004 2005 2005
Revenue 100.(%  100.(%  100.(% 100.(%  100.(%  100.%¢  100.(% 100.(% 100.% 100.(%
Cost of revenu 59.¢ 62.C 51.t 62.5 64.€ 57.% 58.2 56.€ 56.¢ 57.C
Gross profit 40.2 38.C 48.5 37.17 35.4 42.5 417 43.4 43.1 43.C
Operating expense
Research and
developmen 346.( 52.€ 41.1 29.¢ 25.€ 24.¢ 15.2 11.€ 14.: 17.7
Selling, general and
administrative 150.¢ 23.7 17.€ 15.7 14.2 11.2 7.6 6.2 6.€ 7.8
Stock-based
compensatiol 12.¢ 2.3 1.7 1.5 19.4 13.¢ 5.€ 1.7 0.€ 1.1
Total operating
expense: 509.2 78.€ 60.4 47.1 59.2 49.¢ 28.7 19.¢ 21.¢ 26.€
Operating income (los (469.0 (40.6) (11.9 (9.9 (23.9) 7.3 13.C 23.€ 21.c 16.4
Interest and other income
(expense), ne (2.9 (1.0 0.2 — 0.1 (0.7 — 0.€ 2.C 2.t

Net income (loss) befol

income taxe! (471.9) (41.¢ (a1.9) (9.4 (23.7) (7.4) 13.C 24.2 23.c 18.¢
Provision for income tax — — — — — — 0.7 0.7 5.¢ 4.7
Net income (loss 471.%% (41.6% (11.9% (9.9% (23.7)% (7.9% 12.2% 23.%% 17.4% 14.2%

Revenue Our industry typically experiences seasonk@sspatterns that result in stronger second half gales revenue. Revenue in
the first quarter of 2003 decreased from the priaarter, reflecting seasonal trends and the tirafrgrders from our principal customer in
connection with a product transition by this custonRevenue increased sequentially from the seqoader of 2003 due to the increased
demand for our platforms partially offset by thduetions in our average selling price. The incréasevenue in the first quarter of 2004 was
also due to stronger than expected post-holidayadenmore than offsetting the effects of seasgnaiitthe third quarter of 2004, we more
than doubled our previous quarter’s revenue dilkgaoncreased demand for feature-rich personal angdiers in the consumer market and
stronger sales as a result of the pending holidagan. Our revenue increased 75% in the fourthepuair2004 as we made additional
shipments related to the holiday season. Additlgnalr sales volume during this period increased t the continued growth of the HDD-
personal media player market. Revenue for the sulese two quarters was relatively flat as we exgared a slight increase in the volume of
units shipped, offset by a slight decrease in @erage selling prices.

Cost of revenue and gross margin Cost of revenue generally increased in eaelntgquas our platform shipments increased. Gross
margin increased steadily from the first quarte@®3 through the third quarter of 2003 exceptliersecond quarter of 2003, in which we
wrote off approximately $0.2 million in inventoryhe increase in gross margin in the third quat&083 was due to decreased
manufacturing costs and the relative stability uf average selling prices during the same perisds&margin in the first quarter of 2004 \
relatively low as it was impacted by approximat®y4 million of costs incurred to conform our latptform to the specifications of our
principal customer and $0.3 million of costs to edipe the manufacture of this platform to this onstr. In addition, the favorable impact of
selling previously written-off inventory with aniginal cost of approximately $0.2 million in thedi quarter of 2004 was partially offset by a
write-off of $0.1 million for excess and obsolet@éntory in this quarter. Our cost of revenue Far fourth quarter of 2004 increased 69%
from the third quarter of 2004 as the volume otsishipped increased as we made additional shifgmelatted to the holiday season. In the
fourth quarter of 2004 and through the second quaift2005, our cost of revenue and our gross magegnained relatively flat as increases in
our unit sales volume were offset by decreasesiirmeerage selling prices and decreases in pradsts.
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Research and development Before releasing new platforms, we incur ckarfpr prototype wafers and mask set revisionsghvban
cause a fluctuation in research and developmerdresgs. We incurred additional charges of this igplee second and third quarters of 2003.
Some of our development costs have been offseirtmuats received on engineering services arrangeamaétit certain customers. The
significant quarter over quarter increase in expsris the third quarter of 2004 was primarily do¢hte increase in personnel-related
expenses. In this quarter, we began to accrueuio2@04 bonus plan as it became more likely thatweeld meet or exceed the target criteria
set out in the plan. We incurred additional bonlas gxpenses in the fourth quarter of 2004. We axperienced significantly increased
personnel-related costs in each quarter through 30n2005 as our research and development-réda@dtount increased from 125 at
September 30, 2004 to 184 at June 30, 2005. Iriaddive continued to incur increased engineerimayges, most notably related to non-
recurring engineering and tooling charges in eadrter through June 30, 2005.

Selling, general and administrative The increase in expenses in the first quaift@004 was primarily due to recruiting fees fonise
management. Approximately $0.4 million of the qaadver quarter increase in expenses in the thiedtgr of 2004 was due to the increas
personnel-related expenses in connection with ¢beual for our 2004 bonus plan. We incurred add#idonus plan expenses in the fourth
guarter of 2004. We began to incur increased géaathadministrative costs upon becoming a puldimgany in the fourth quarter of 2004.
These increased costs include legal and accoufg@yy During the six months ended June 30, 200&lseincurred incremental expenses
related to our corporate governance initiatives effarts to comply with the Sarbanes-Oxley Act 602. In addition, we increased our
headcount in sales, marketing and administratinetfans as we increased our sales efforts and ateweoped the administrative
infrastructure we believe is required to operata psblic company.

Our quarterly revenue and operating results afedif to predict, and have in the past and mathanfuture fluctuate from quarter to
guarter. We base our planned operating expengegtion our expectations of future revenue, ance@penses are relatively fixed in the
short term. If revenue for a particular quartdpiger than we expect, we may be unable to propuetiely reduce our operating expenses for
that quarter, which would harm our operating ressfdt that quarter. We believe that period-to-pgtomparisons of our operating results
should not be relied upon as an indication of fijperformance. In future periods, the market pofoeur common stock could decline if our
revenue and results of operations are below theaapons of analysts and investors. For additidisdussion of factors that may cause our
revenue and operating results to fluctuate, plsasghose discussed in the “Risk Factors” secfidhi® prospectus.

Liquidity and Capital Resources

We have historically financed our operations pritgahrough sales of equity securities and, tossé extent, through our bank
borrowings. Additionally, during our fiscal year@®we generated $3.2 million of cash from our ofyegaactivities, and in the six months
ended June 30, 2005 we generated $28.1 millioast érom our operating activities. Through JuneZBD5, we raised approximately
$196.6 million through equity financings and, tesser extent, the exercise of stock options, winicludes approximately $111.0 million,
net of fees and cash paid for expenses, raisedtfrermitial public offering of our common stock Movember 2004. As of June 30, 2005, we
had approximately $150.5 million in cash, cash egjents and shoterm investments. We outsource our design impleatiemt and all of oL
manufacturing logistics, semiconductor fabricatiassembly and test. By outsourcing these functieesare able to focus more of our
financial resources on product design and elimittagehigh fixed cost of owning and operating a semductor fabrication facility.

Operating Activities

Net cash used in operating activities was $5.3anilin the six months ended June 30, 2004, whitecash provided by operating
activities was $28.1 million in the six months eddeine 30, 2005. In the six months ended June(®2, 2et cash used in operating activities
resulted from our losses and the growth in accounts
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receivable and inventory driven by higher saleshinsix months ended June 30, 2005, net cashaeddry operating activities resulted
primarily from net income and the increases in aot® payable, accrued liabilities and deferrednmeowhich more than offset the growth in
accounts receivable and other current assets.riEneaise in accounts payable and other accruetitiehduring the six months ended June
30, 2005 was mainly due to non-recurring engingeralated expenses incurred but not paid as oéldeof the period, as well as a
significantly higher amount of payables due totthréng of inventory receipts and their related pays to our inventory vendors compared
to the prior period.

Net cash used in operating activities was $22.8aniin 2002 and $5.5 million in 2003, while nesbagenerated from operating
activities was $3.2 million in 2004. In 2002, nesh used in operating activities was primarily ugeflind our losses, the growth in accounts
receivable and inventory driven by higher salesadécrease in accounts payable. In 2003, netusaeshin operating activities resulted from
our losses and the growth in accounts receivalerby higher sales, offset by a correspondingetese in inventory and the increase in
accounts payable. The increase in accounts payefbdets increased inventory purchasing activity2004, net cash generated by operating
activities resulted primarily from net income aheé increases in accrued liabilities and deferredrime, which more than offset the growth in
accounts receivable and inventory driven by higlades. The significant increase in deferred incéonéhe year ended December 31, 2004
was due to an increase in shipments during thenvesks of such period, which, in accordance withreuenue recognition policy, we will r
be able to recognize as revenue until the firsttguaf 2005. The deferred income represents tirgimassociated with this deferred rever
See “Critical Accounting Policies and Estimates—&®&we Recognition.” The increase in other accrugdallities at December 31, 2004 was
mainly due to the larger amount of engineeringteglaxpenses incurred as compared to the priorperard.

I nvesting Activities

Capital expenditures were approximately $0.3 millémd $1.6 million in the six months ended June2B04 and 2005, respectively.
These expenditures were primarily for the purcledsmsmputer equipment and development tools antcetpgpment for engineering
development. We anticipate an increase in our aggipenditures consistent with our anticipatedwiino Net cash used in investing activities
also consisted of the net purchase of $40.1 milbshort-term marketable securities in the six theended June 30, 2005, with no similar
purchases in the same period last year.

Capital expenditures were approximately $1.2 nmillio 2002, $47,000 in 2003 and $0.6 million in 2004ese expenditures were
primarily for the purchase of computer equipmert davelopment tools and test equipment for engingefevelopment. The decrease in
2003 was primarily due to more leased or rentetstooequipment on each project instead of purahag@ipment. Although we have no
material commitments for capital expenditures, wicgate an increase in our capital expenditumssistent with our anticipated growth. |
cash used in investing activities also consistetth@fpurchase of $64.7 million of short-term maakdt securities in 2004.

Financing Activities

Net cash provided by financing activities was $8iBion in the six months ended June 30, 2004, &rhiét cash provided by financing
activities was $0.6 million in the six months endeahe 30, 2005. During the six months ended Jupn2@®, financing activities included
borrowings and repayments against our bank borigsyiand the exercise of options to purchase ounwmmstock. In the six months ended

June 30, 2004, we repaid $1.1 million against @ankbborrowings. In the six months ended June 305208et proceeds from the issuance of
our common stock as a result of stock option egescand employee stock purchases were $0.6 million.

Net cash provided by financing activities was $3&iBion in 2002, $0.3 million in 2003 and $110.2llion in 2004. Financing activitie
included sales from the issuance of our commorksaad convertible preferred stock, borrowings amhyments against our bank
borrowings, and the exercise of options to purchase
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our common stock. In 2002, we received $34.3 mmilfimm the issuance and sale of our preferred stockreceived $1.9 million from, and
repaid $0.5 million against, our bank borrowings2003, we received $1.3 million from, and repaldl$million against, our bank
borrowings. In November 2004, we raised $113.6iomlln net proceeds, not including expenses, tatimepany from our initial public
offering of approximately 7,187,500 shares of comratock, which includes 937,500 shares from theenmdters’ full exercise of the over-
allotment option. Cash paid for expenses relateditial public offering costs were $2.6 milliom R004 we additionally received $1.3 milli
from the issuance and sale of vested shares of constock pursuant to the exercise of stock optamsreceived $3.5 million from, and
repaid $5.6 million against, our bank borrowings.

As of June 30, 2005, we did not have any amourttstanding against a total of $15.0 million of bdmdtrowings available. We have a
revolving bank line of credit, which accrues intdrat a floating annual rate equal to the bankim@interest rate and expires in May 2007.

We expect to experience growth in our operatingeegps, including our research and development aalg marketing and general and
administrative expenses in the foreseeable futuoeder to execute our business strategy. We inttefighd these activities with cash
generated from operations. This increase in opgyakpenses may not result in an increase in eence and our anticipated revenue may
not be sufficient to support these increased expaed. We anticipate that operating expenses, wgrgapital as well as planned capital
expenditures will constitute a material use of cagh resources.

We believe that our current cash balance, excluthiagiet proceeds from this offering, and cash ige¢ed from operations, along with
our available line of credit, will be sufficient tneet our working capital and capital expendit@guirements for at least the next 12 months.
If we require additional capital resources to gmw business internally or to acquire complementacihnologies and businesses at any time
in the future, we may seek to sell additional ggaitdebt securities or obtain other debt financiFige sale of additional equity or convertible
debt securities could result in more dilution te stockholders. Financing arrangements may novb#able to us, or may not be available in
amounts or on terms acceptable to us.

Contractual Obligations
As of June 30, 2005, we had the following contrattbligations:

Payments Due by Period

After 3
Less Thar 1-
Contractual Obligations Total 1 Year 3 Years Years
($ in thousands)
Operating leases(: $ 2,231 $ 531 $1,14(C $56(
Unconditional purchase obligationsi 35,70 35,24¢ 45k —
Total $37,93¢ $35,78( $1,59¢ $56C

(1) Operating leases include agreements for buildiniitias.

(2) Unconditional purchase obligations include agnents to purchase goods or services that areceatale and legally binding on
PortalPlayer and that specify all significant teyimsluding: fixed or minimum quantities to be ploased; fixed, minimum or variable
price provisions; and the approximate timing of ttamsaction. Purchase obligations also includeegents for design tools and
software for use in product development. Of theomdlitional purchase obligations noted above, $&4lkon relates to commitments
for inventory.
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Recent Accounting Pronouncements

In November 2004, the Financial Accounting Standd@dard, or FASB, issued SFAS No. 151, “InventoostS—An Amendment of
ARB No. 43, Chapter 4,” or SFAS 151. SFAS 151 amsethd guidance in ARB No. 43, Chapter 4, “Invent@ricing,” to clarify the
accounting for abnormal amounts of idle facilityperse, freight, handling costs, and wasted matgpailage). SFAS 151 is required to be
adopted by us beginning on January 1, 2006. Welarently evaluating the effect that the adopti6®SBAS 151 will have on our
consolidated results of operations and financiabdition but do not expect SFAS 151 to have a mataripact.

In December 2004, the FASB issued SFAS No. 1234eeh2004), “Share-Based Payment,” or, SFAS 123i;iwreplaces SFAS No.
123 and supersedes APB 25. SFAS 123R requirebal sased payments to employees, including godrployee stock options, to be
recognized in the financial statements based dnfiievalues. The pro forma disclosures previgystrmitted under SFAS 123 no longer
will be an alternative to financial statement regitign. On April 14, 2005, the SEC adopted a nel& that amended the compliance dates for
FAS 123R such that we must adopt the new standfactige January 1, 2006. Under SFAS 123R, we rdattrmine the appropriate fair
value model to be used for valuing share-based patsnthe amortization method for compensation, testassumed forfeiture rate and the
transition method to be used at the date of adeplibe transition methods include prospective atiactive adoption options. Under the
retroactive options, prior periods may be restai#ter as of the beginning of the year of adoptiofor all periods presented. The prospective
method requires that compensation expense be etéod all unvested stock options and restrictedlsat the beginning of the first quarter
of adoption of SFAS 123R, while the retroactive inoets would record compensation expense for all stedestock options and restricted
stock beginning with the first period restated. &ve evaluating the requirements of SFAS 123R apéabthat the adoption of SFAS 123R
will have a material impact on our consolidatedilssof operations and earnings per share. We hawget determined the method of
adoption or the effect of adopting SFAS 123R, ameemot determined whether the adoption will resuétmounts that are similar to the
current pro forma disclosures under SFAS 123.

In January 2005, the FASB issued FASB Staff Pasitio FSP, No. FAS 109-1, “Application of SFAS N@9 to the Tax Deduction on
Qualified Production Activities Provided by the Arizan Jobs Creation Act of 2004.” This FSP provide&lance for the accounting of a
deduction provided to U.S. manufacturing compaaigdis effective immediately. The adoption of §hisition did not have a material effect
on our financial position or results of operations.

Quantitative and Qualitative Disclosures About Market Risk
I nterest Rate Risk

We do not use derivative financial instrumentsun iovestment portfolio. Our investments are intdabtruments of the U.S.
Government and its agencies, commercial paperhmidquality corporate issuers and, by policy, tithe amount of credit exposure to any
one issuer. We have investments in fixed incomar#tézs that are classified as “available-for-ssdeurities.” These securities, like all fixed
income instruments, are subject to interest rateand will fall in value if market interest ratesrease. We currently attempt to limit this
exposure by investing primarily in short-term sétes. Due to the short-term nature of our invesihportfolio, we do not believe that an
immediate 10% increase in interest rates would laawaterial effect on the fair market value of partfolio. Since we believe we have the
ability to liquidate this portfolio, we do not exgieour operating results or cash flows to be mallgraffected to any significant degree by a
sudden change in market interest rates on our timezg portfolio.

Foreign Currency Exchange Risk

Our exposure to adverse movements in foreign coyrerchange rates is primarily related to our whoillvned subsidiary’s operating
expenses in India, denominated in the local cusreAdypothetical change of 10% in foreign curreesghange rates would not have a
material impact on our consolidated financial staats or results of operations. All of our salestaansacted in U.S. dollars.

46



Table of Contents

BUSINESS

Overview

We are a fabless semiconductor company that designelops and markets comprehensive platformisakitincluding a system-on-
chip, firmware and software, for manufacturerseattire-rich, hard disk drive and flash membaged personal media players. Personal r
players are battery-powered, portable devicesddatiure, store and play digital media such as agpdtiotos and video. Our platform solutions
are designed to enable personal media players mageahousands of digital media files and allowaustomers to build intuitive and
customizable user interfaces. Our customers usplatiorms to produce high-performance, featuch; differentiated personal media play
in a cost-effective manner with fast time to mark&ar key customers include leading manufacturech &s Inventec and Hon Hai, who
manufacture products for Apple Computer Inc. afgbotompanies.

We believe that nearly all of our platforms soldhese customers are incorporated into various feedtin the Apple iPod product
family. Apple may choose to use platforms in additio ours for its products, use a different platfahan ours altogether or develop an in-
house solution. Any of these events would signifigaharm our business. Further, because suclge [artion of our revenue is tied to the
Apple iPod product family, our success depends pplé&s continued success with these products.

Industry Background

Consumer acceptance of personal media playersrbas gapidly in recent years due to the increasimgply of digital media content,
falling costs for storage technology and improvedice functionality and performance. Personal methgers are battery-powered, portable
devices that allow individuals to capture, stord play digital media. Today, digital media includeslio, photos and video.

The development of the portable audio player begénthe introduction of an analog cassette playdied the Walkman by the Sony
Corporation in 1979. Since its introduction, ov803nillion Walkmans have been shipped. During #te IL980s, digital compact disc players
began to replace analog cassette players. Todegnees in digital content and storage technologlytha proliferation of digital download
music services, such as the iTunes Music StoreNapdter, are revolutionizing the way music is distted to the consumer and are
contributing to the transition to personal mediayprs. IDC estimates portable hard disk drive-basetflash memory-based compressed
audio players will grow from 38.9 million units 2004 to 157.0 million units in 2009, a compounduairgrowth rate of 32.2%.

Today, the most popular feature of the personaliangldyer is audio playback. The personal mediggrlases audio compression
technologies that shrink the size of a digital aude to a fraction of its original size. Some gp@nal media players use flash memory while
others use a hard disk drive, or HDD, to storetdignedia content. Flash memory-based playersyaiealy small, low-power devices that
generally store up to 4 gigabytes, or GB, of contenapproximately 1,000 songs, on flash memoyDbased players typically utilize a
1.8-inch or a 1-inch hard drive and currently hapeo 60 GB of storage capacity, the equivalerapgroximately 15,000 songs. We refer to
personal media players with large storage capasuitsh as greater than 1GB, and advanced featuigsas a multi-line display, as feature-
rich personal media players. We believe the denfiantthese feature-rich personal media playersauilitinue to grow in the future.

We believe the personal media player will becorkeyaportable device individuals will use to captws®re and play personal digital
media content, such as audio, photos and videanber of factors are driving this trend:

« Proliferation of digital media contel. Advances in digital technology have enabledi@uphoto and video content to be digitized,
transmitted, stored and catalogued. With the grafirersonal computers, the availability of digitaédia content for mainstream
consumers has substantie
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increased. As the accessibility of digital mediatent continues to proliferate, demand has incebémea range of new digital
consumer devices. For example, digital imaging\daddo technology has already revolutionized thetpii@aphy, video and cellul;
phone industries. According to IDC, digital camshépments were 73.6 million units in 2004 and atineated to be 81.6 million
units in 2009. IDC also estimates mobile phonek wihbedded digital cameras will grow from 323.5iomil units in 2004 to 781.5
million units in 2009. In addition, advances inithgjvideo technology have resulted in the develeptof new consumer
electronics devices, including digital video re@mdsuch as TiVo and digital camcordt

» Increasing broadband Internet access and Inte-based content distribution Broadband penetration is increasing the uskeof
Internet as a method of accessing and distributigigal media content. Early content distributioegln as peer-to-peer file trading
networks of millions of downloadable MP3 songsAlril 2003, Apple launched its iTunes Music Stablowing consumers to
download music for a modest fee per song. A nurobether music distribution services, such as Algliahoo! MusicMatch,
Napster, Rhapsody and Sony Connect, have alsoldgeched. Additionally, the broadcasting of musiother audio content ov:
the Internet, commonly referred to as Podcastmfyrither developing the marketplace. Similarlftetnet-based photo services,
such as Kodak Ofoto, Shutterfly and Snapfish, abonwsumers to store, share and print their digitatos online. Additionally, a
library of downloadable video content, such as mugleos, television shows and movies, is expeitditcome available over the
next several year

« Greater storage capacity requirements and advantssorage technologies Increased storage capacity continues to fatlithe
capture, storage and playback of digital mediaemniGreater capacity is required to store theeimsing size of personal digital
audio libraries and digital photo and video coli@es. Both HDD-based and flash memory-based stalagiezes have continued to
expand storage capacities. High-capacity HDD-badeygkrs have increased their typical storage captiom approximately 5GB
in 1999 to 60GB today. High-capacity flash memoagdd players have increased their typical storagadity from 32 megabytes
in 1998 to 4GB today. We expect that both typestofage devices will be used in the future, offgiionsumers a variety of
personal media players for different needs and.!

« Increasing functionality of devict. Consumers are increasingly demanding that tesiices combine multiple functions. For
example, mobile phones have evolved from simplelbets that only function as telephones to devitaisaiso perform as a
personal digital assistant, an email terminal, b iv@wser, a camera and an audio and video plsyethelieve the personal media
player market is undergoing a similar transitionitidlly, personal media players served the sipgigpose of music playback for a
limited number of songs. As consumers amass laligéal media collections or utilize subscriptiogrgices, we expect personal
media players will continue to provide and enhafieegures, such as the ability to capture, storepdagldigital photos and videos.
In the future, we believe personal media playetksadd wireless functionality to allow these dedde connect to wireless netwo
and receive and download a variety of digital coht&/e expect the functionality of personal medayers to expand in tandem
with improvements in storage capacity, processmgegy, battery life, digital content and wirelessigectivity capabilities

« Demand for greater content accessibility and mgh. Consumers are increasingly using portableadsvio communicate, enjoy
music, take pictures, compute and exchange datrdingly, consumers now demand convenient acoetbeeir digital media
collection at any time. Traditionally, digital madhas been loaded on to personal media playerg asiighspeed wired connectic
with a computer. Developments in these high-spdesilvconnectivity protocols, such as Universal &eBus, or USB, and
FireWire, now allow personal media players to gasilnnect to other devices to enable the synchatioiz, back-up and sharing of
content. In the future, we also expect developmientéreless connectivity standards, such as 3@lesss, Bluetooth,
Ultrawideband, or UWB, and WiFi, will allow persdmaedia players to receive and download digitaltenhusing wireless
networks. We believe these connectivity options alibw personal media players in environments idetsf the home, such as the
car and public WiFi access poin

48



Table of Contents

Market Challenges

Although consumers are demanding greater funciigreahd improved performance from their personatimelayers, they also expect
new product releases to have more capabilitiearfiazqual or lower price than previous generatigey.requirements of OEMs include:

Improved power manageme. Power management is a critical aspect of ptateonsumer electronics devices. OEMs strive to
increase functionality while maintaining or extemglplay time between battery charges. In additalting image and video
functionality to a typical audio device requiregrsficantly greater processing power. Increasiracpssing capability is not diffict
by itself, but optimizing performance with reasolegiower consumption and a small design size @natant challenge

Intuitive user interfac.. The ease of using a device strongly affectbueer adoption and satisfaction. Functionality stadage
capacity are not sufficient to create a compeléngd user experience. When personal media playetd oaly store a few dozen
songs, using these devices was relatively simplgh We ability of today’s personal media playarstore thousands of songs and
photos and hours of video, using these devicedeanuch more complex. As a result, the abilityde multiple functions and
easily access, categorize and sort these mediadileritical to the overall user experience. OBEM=efore need to have an
embedded software system, or firmware, that allosess to easily manage, store and manipulate the tamounts of media conte
stored on these device

Shortened development cycle The demands of the personal media player nharkeconstantly changing and require OEMs to
rapidly add functions to capitalize on narrow windoof opportunity. Like most consumer electroniesides, a typical product life
cycle for a personal media player tends to bethems one year, which significantly increases thesgure to introduce new products
in a timely fashion. OEMs need to be able to redpguickly to changes in consumer demand and incatpdhe latest technology
into successive product generatic

Design and feature flexibilit. In order to differentiate their personal megliayers, OEMs must create unique product desigds a
feature sets. Since it is generally time-consunaing cost-prohibitive to create an entirely newetysto add new functions, OEMs
are investing in system platforms that not onlyvte core capabilities, but also enable them tadigadd needed functionality
through firmware or software upgrades, or by utiligother compani¢ components, such as-processors or transceive

Expertise to meet these challenges is costly teldpv Therefore, we believe OEMs are increasinglyimg upon ODMs, contract
manufacturers and independent providers such dslPlatyer to deliver comprehensive platform solsiagncluding semiconductor, firmwe
and software development, integration and impleatént. To assist OEMs, ODMs and contract manufacsuin addressing these challen
platform providers, including PortalPlayer, mushtioually develop technology innovations to redpogver consumption and improve dev
features, performance and ease of use. Theserpiapi@viders must also address changing market désnay adding new hardware,
firmware and software features to their platforrugons and by providing design and feature fleltipto enable OEMs to differentiate their
personal media players.

Our Solution

We develop comprehensive platform solutions, iniciga system-on-chip, or SoC, firmware and softwBmemanufacturers of HDD-
based and flash-based personal media players.|&tform solutions are designed to allow our custatie produce high-performance,
feature-rich, differentiated personal media playeith fast time to market.

Key elements of our solution are as follows:

Comprehensive platform solutions Our platform solutions consist of an integdapackage of hardware, firmware and software
designed to enable our customers to develop diffexted products i
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a cost-effective manner with fast time to marketadidition to a high-performance SoC, we provideaustomers with

customizable, high functionality firmware and scdte development kits to allow them to rapidly depehnd differentiate their
products. As a result, we reduce our customergstment in costly and time-consuming internal fimnevand software
development for their products, and from havingdarce different firmware and software for theid gmoducts from multiple
suppliers. We have extended the flexibility of platform solutions by enabling them to interfacéhwnultiple co-processors and
transceivers to support, for example, advancedovédel wireless functionality, and providing packegalternatives such as system-
in-package to optimize form factor and costs for oeMoand ODM customer:

Customizable firmware and software Our firmware, which is sold as a bundled dotutvith our SoCs, includes a real-time
operating system, intelligent library indexing witlvanced database engines, an architecture fhyadss multiple digital rights
management rules and an adaptive power managenogioien Benefits of our firmware include smooth naepliayback, the ability
for users to easily and flexibly organize and fihdir media, support for numerous online and wagleusic and video services,
reduced power requirements and longer batteryQfe. software development kit includes a compreiversuite of components,
such as device link libraries and drivers, toadsnple code and documentation to create PC applitathat allow personal media
players to interact with PCs, thereby increasirgpérsonal media players utility and enhancingetitbuse’s experience

Targeted, high-performance SoCs Our SoC solutions are specifically designadlie personal media player market. Our SoC
driven by multiple processing engines that allonptex multi-tasking such as real-time creation playback of synchronized
audio and photo slideshows and video playback.Sa@s support a variety of connectivity technologiesluding FireWire,
infrared, USB, Bluetooth and other wireless techgis including satellite radio for content deliwand synchronization. This
support enables connectivity to a variety of conhtistribution sources as well as playback, displagt content creation devices
including cameras, personal computers, televistmuscar and home audio systel

In contrast, competitors that do not provide corhpresive platform solutions such as ours may betaljpeoduce a greater variety of
customized SoCs to more specifically address acpéat OEM’s requirements. In addition, solutionkieh do not include customizable
firmware and software like ours may allow OEMsdke advantage of a wider range of third-party dgweis. Furthermore, these alternative
solutions may be lower in cost in comparison tomatform solutions due to lower performance lewel$éewer interface and connectivity

options.

Our Strategy

Our objective is to be the leading supplier of copmgnsive platform solutions for high-performarfeaturerich, differentiated person
media players. Key elements of our strategy are:

Maintain a full and flexible platform solution apgach with industr-leading SoCs, firmware and software We plan to continue
commit resources to each of our hardware, firmveauek software teams to drive innovation so thatioiegrated, comprehensive
platform solutions are at the forefront of the paa media player industry and capture a leadincketahare. For example, we
intend to continue to devote resources to incré@s@erformance, functionality, co-processor irgeges and connectivity options of
our SoCs and expand the features and capabilitiesrdirmware and softwart

Maintain our focus on the featt-rich personal media player market We intend to build on our experience as a igievof
platforms for advanced, feature-rich, HDD and flasised personal media players by continuing tofgeimarily on customers
that produce small form factor, high functionalitgrsonal media players. For example, our platfarlat®ns allow our customers
to develop personal media players that supportitheing of types of downloaded video content ardeweis captured on digital still
or video cameras and the ability to receive contgrglessly. In addition, we intend
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continue to work closely with manufacturers of flamsemory and HDDs to ensure that our platform smhstinterface with their
current and future technology for optimal perforiwaef our customers’ personal media players, régssdf the storage medium
used by their device

« Leverage our leadership position in the developro¢aidvanced capabilities for personal media playteraddress adjacent mark
opportunities. We believe that the personal media player staskl continue to grow and represents an ongaoiragket
opportunity. In addition, we believe that in théuite, devices such as mobile phones, personabdagsistants, portable video
recorders and other consumer electronic devicdsneibrporate the features and functionality ofqmeral media players, and some
of them will establish multiple recording scenargimilar to a television digital video recorder,affer consumers an integrated,
portable device. We intend to leverage our comngiths including efficient power management, semaaagement of content
through our extensive DRM expertise, sophisticated customizable user interfaces and rapid pradieaglopment to partner with
existing suppliers and manufacturers in these adjfamarkets to address these and other opportsritieddition, we intend to
continue to invest our research and developmeattsfand engineering resources as well as purspesitions to develop new
platforms and products to address adjacent magksirtunities

« Expand our customer base while securing additiaeasign wins with existing custom. We intend to continue the expansion of
our customer base by marketing our platform sohgtito additional manufacturers of portable consutesices. In addition, we
intend to deepen our penetration within existindiauphoto and video customers by securing mexteration personal media pla
design wins by meeting their product roadmap reguénts with a timely comprehensive platform solutieurther, we intend to
broaden our reach within our existing customer laigetheir adjacent product lines that can utilime technologies and personal
media player capabilitie
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Products and Technology

Our platforms consist of an SoC, firmware and saftw

System-on-Chip (SoC)

SoCs are integrated circuits that include a cepn@tessing unit, memory interfaces and other carapts. SoCs for personal media
players must address a range of requirements dimgjuow power, high performance, low cost and Higrels of system integration. We

believe that optimally balancing these conflictibgt concurrent, requirements for the target deisiche key to market leadership. We design

our family of SoCs to be optimized for hard-diskvdr or HDD, and flash memonyased personal media players. Our SoC platfornreaily
utilize dual 32-bit ARM7 microprocessor cores toyide scaleable performance. This enables suppodudio encoders, digital rights

management, networking connectivity enhancemerttsaadio post-processing effects, such as equalizatid stereo expansion. Our SoCs
are designed to work with HDDs and can supporhflagmory. They also include on-chip memory, a liqerystal display controller, HDD
controllers, flash memory controllers, televisiartput support controllers and analog componentdéiing analog to digital converters and
USB transceivers. Our SoCs are manufactured usamglard complementary metal-oxide semiconductog§MOS, processes. The following

table summarizes the key features of our princgmls:

Volume
Production Addressable
Date Device Markets Key Features
2001 PP5002 Audio » Reduced power consumption
* Increased on-chip memory
« Direct interface for up to four hard drives or -RW drives
2003 PP5020 Audio and phot  Further reduction in power consumption

* USB 2.0 controller with support for device hasd On-The-Go
connectivity

« Direct connectivity for digital still cameras
« FireWire integration
* PictBridge photo printer support
 Television output support
 Color liquid crystal display suppc

2005 PP5022/PP502 Audio, photo

and video

» Up to 3X improvement in battery life
¢ 0.13 micron CMOS process

« High “on demand” peak performance with ultra-lpawer in typical
operation

» Multiple high resolution display interface opi®including Dual Display|
option

» Mixed signal integration: USB 2.0 Host PHY, PLADC, PWM
controller

In March 2005, we introduced our latest produd, BfP5024. The PP5024 integrates a 0.13 micron rpeai@ssor with a 0.35 micron
analog SoC and is a flash-specific product. TheORB3ncludes analog audio, power management amnerpaharging integration, which

enables high-performance audio jukebox features
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such as subscription music services and databasegasupport in a low-power flash platform. We éaampled but not yet commenced
volume production of the PP5024. We cannot guaesthtat the PP5024 will be accepted by our targstoooers, will offer the features or
performance that our customers require or thatntieipate, or will be available as scheduled dtinme for our customers’ needs.

Firmware Development Kits

Our firmware development kits, or FDKs, include #mebedded firmware code, tools and documentatioagsary to develop personal
media player products. The principal capabilititsur FDKs include:

« Enabling high-quality audio playback and encodimgptgh optimized implementations of digital medienpression and
decompression function

e Supporting a range of file types, including musgieotos, images, video and text through a flexibkerhanagement system;
* Quickly sorting and indexing thousands of audimtptand video files through advanced database esgin

< Supporting multiple music services with the appiaterdecoders, decryption engines, application iarogning interfaces and
hardware designs required to securely transfere stod playback content to enable a customer paproduct and then provide a
firmware update to add a new music service or fea

» Actively scaling the processor speed or poweringiuch off various parts of the SoC, HDD or other ponents as required; and

« Reducing the required data movement and asso@atedr drain in an HDD-based system through advanaeling techniques.

Software Development Kit

Our software development kit, or SDK, helps ourtaoreers build applications that enable users tdyeasnage the audio, photo and
video files stored on their personal media playg@ng feature-rich PC user interfaces. Our SDK piesidevelopers with the components,
tools, sample code and documentation to creatstamudigital media management application for peabmedia players. The principal
features of our SDK include:

< Enabling the development of third-party PC appiaa, which can provide device file system acceskdevice control in
Microsoft Windows operating systen

< Enabling the transfer of content from the PC todbeice;
e Synchronizing content to the portable device basediles set up on the PC;
« Enabling firmware updates and device maintenanue; a

e Supporting cryptography services to enable OEMzutomize their content security policies on theicke

Customers

We sell our platforms primarily to original equipniananufacturers, or OEMs, and original design nfeaturers, or ODMs. Many of
our customers in turn sell to branded OEMs, whbesel products that incorporate our platform solusi In 2002, 2003, 2004 and the six
months ended June 30, 2005, Inventec accounte&®Bfd®o, 84.6%, 89.3% and 75.9% of our revenue, odisiedy. Hon Hai accounted for
14.3% of our revenue in the six months ended JOn@@05.
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We believe that nearly all of our platforms soldrigentec and Hon Hai, our two major customersjrzerporated into various models
within the Apple iPod product family. Apple may dse to use platforms in addition to ours for itsdarcts, use a different platform than ours
altogether or develop an in-house solution. Anthese events would significantly harm our businEssther, because such a large portion of
our revenue is tied to the Apple iPod product fgnolur success depends on Apple’s continued suedésshese products.

In addition, if either of these customer’s relasibip with Apple is disrupted for inability to deéiv sufficient products or for any other
reason, it could have a significant negative impacour business. We do not know the terms of eithéhese customer’s business
relationship with Apple. Apple may choose to worikhwother manufacturers. The loss by either of ¢hmsstomers of their sales to Apple will
harm our business and financial position.

The customers from whom we have derived at lea@®$D0 in revenue since January 1, 2003 includagBad Olufsen A/S,
Flextronics International, Hon Hai Precision IndysTorporation, Humax Co., Ltd., IDT Data Systemmited, Inventec, Inventec Malaysia,
Kaga Electronics Co. Ltd., Microstar InternationdlTAC Technology Corporation, Philips Consumer &tenics, Reigncom Korea Limited,
Samsung Bluetek Co., Ltd., Tatung Corporation, TeamMultimedia (RCA) and Wistron Corporation. Thesstomers together have
accounted for substantially all of our revenue sidanuary 1, 2003. In addition, our platforms s$oldur customers from whom we have
derived at least $200,000 in revenue since Jaryé2903 are also included in products branded byaABang & Olufsen, Gateway, iRiver,
Medion, MiTAC, NEC, Olympus, Philips, RCA, Rio, Rwid, Samsung, Sirius, Tatung and Virgin Electranics

Many of our ODM customers are based in Asia. Acitalg, sales to the Asia/Pacific region includirapan accounted for
approximately 96.1%, 98.5%, 99.1% and 97.7% ofreuenue in 2002, 2003, 2004 and the six monthsdeddee 30, 2005, respectively. We
anticipate that a significant amount of our revemilecontinue to be represented by sales to custsrin that region. For a discussion of our
revenue by geographic region, please see note thi afotes to our consolidated financial statements

Sales and Marketing

We market and sell our platforms worldwide throegtombination of direct sales personnel, indepetnshdas representatives and
distributors. We have direct sales personnel inthiged States, Taiwan, Japan and Korea. We alse ingirect sales representatives with
offices in Japan, Korea, Taiwan, China, Hong Kond &ingapore. We have distributors in Japan, KarneaTaiwan. Because industry
practice allows customers to reschedule or carrdelrs on relatively short notice and since ourssafe typically made pursuant to purchase
orders, we believe that backlog is not a good etdicof our future sales.

Our marketing group focuses on our product stratpgyduct road map, new product introduction precdemand assessment and
competitive analysis. Our marketing programs inelpdrticipation in industry tradeshows, technicaiferences and technology seminars,
sales training and public relations. The group warosely with our sales and research and developgreups to align our product
development road map. The group also coordinateprogluct development activities, product launciued ongoing demand and supply
planning with our development, operations and sgieaps, as well as with our ODM and OEM customsaigs representatives and
distributors. We support our customers throughfld application engineering and customer suppaganizations. Overall, we intend to
increase our sales and marketing efforts.

Research and Development

We devote a substantial portion of our resourcetet@loping new platforms and products and to gtieming our technological
expertise. Our engineering team has expertisecintacture design, integrated circuit design arfthsoe engineering. Our research and
development expenditures were approximately $16ll&min 2002 and $11.1 million in 2003. Our resefaand development expenditure:
2004 were $14.8 million, excluding stock-based censation of approximately $0.5 million, and $14.8iom in the six months
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ended June 30, 2005, excluding stock-based comiiemsd approximately $0.5 million. We intend tachease our research and development
efforts and related expenses significantly in tterle. Our hardware engineering staff is locatefidan Jose, California and Hyderabad, India.

Our firmware and software engineering staff is tedan Kirkland, Washington, Charlotte, North Camal Taiwan and Hyderabad, India. Our

development center in India allows us to reduceemgiineering labor costs and gives us accessitealbde pool of engineering talent.

Manufacturing
Manufacturing Logistics

We use third parties to manage our manufacturiggslizcs. We currently work with eSilicon and LSl dio to provide these
manufacturing logistics, including pre-producti@stthardware and test program development, chazatten and qualification testing,
production scheduling, capacity planning, work-nogress tracking, yield management, shipping lagissupplier management and quality
support functions, such as failure analysis. Weeruly do not have long-term supply contracts witin manufacturing logistics partners. We
may terminate our agreement with LS| Logic withd&ys, written notice and payment of a cancellafié@n and either we or LS| Logic may
terminate the agreement for the other party’s natbreach that is not cured within 30 days of c@tf the breach. Our agreement with
eSilicon will automatically renew on an annual basich year in October unless we or eSilicon pasvitbtice of nomenewal at least 90 da
prior to the expiration date, and either we orieSil can terminate the agreement for the othey/isamaterial breach that is not cured within
30 days of notice of the breach. In addition, weehaperations and quality engineering personnéhtioak with eSilicon and LSI Logic to
manage manufacturing logistics, including produahping, work-in-progress control, shipping andeieing and our relationships with
contractors.

We design and develop our SoCs and electroniaalhsfer our proprietary designs to our manufactulagistics partners, who in turn
contract with independent, third-party wafer fouadrand packaging subcontractors to process sili@iars and assemble and test our SoCs.
By contracting our manufacturing, we are able tufoour resources on product design and elimihatéatge capital investment and high
cost of owning and operating a semiconductor falioo facility. This fabless business model aldoved us to take advantage of the research
and development efforts of leading manufacturetstanmaintain flexibility in choosing suppliers tiraeet our technology and cost
requirements.

Two outside foundries, Taiwan Semiconductor Manuiidieg Company, or TSMC, and United Microelectran@orporation, or UMC,
in Taiwan, currently manufacture substantiallycdlbur semiconductors. Presently, each specificehoflour semiconductors is
manufactured at only one foundry supplier. Thesmdivies currently fabricate our devices using neaturd stable 0.18 and 0.13 micron
CMOS process technology.

Following wafer processing, wafers that are martufad for our SoCs are shipped to third-party pgaigsubcontractors managed by
our manufacturing logistics partners, where theysdiced into individual die, assembled into fimdrsemiconductor packages, and
electrically tested before we take delivery. Werently rely on Amkor facilities in Taiwan and Koraad Siliconware Precision Industries
Co., Ltd. (SPIL) in Taiwan to assemble and test®a€s. Our SoCs are designed to use low-cost, tiydstsndard packages and to be tested
with widely available automatic test equipment. ¥éatrol all product test programs used by the pgicigasubcontractors in cooperation w
our manufacturing logistics partners. These tesgjiams are developed based on product specificatibareby maintaining our ownership
for the functional and parametric performance afseamiconductors.

In addition to our warehouse located in San Josthe last quarter of 2004 we added a new logista®house in Hong Kong which is
managed by a local third party, and we expecttti@majority of our future shipments will be shigge our customers from the Hong Kong
warehouse. In the future we may begin to
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perform internally some of the services that oindtparty service providers currently perform f&. These functions may include direct
engagements with foundries, setting up our own prbdnd test engineering functions and managingjtiadity and failure analysis of our
SoCs.

Quality Assurance

We have designed and implemented a quality managiesystem that provides the framework for contirnogdrovement of products,
processes and customer service. We apply estathlggegn rules and practices for CMOS devices tiit@tandard design, layout and test
processes. We also rely on in-depth simulationistdesting and practical application testingabidate and verify our SoCs. We emphasize
a strong supplier quality management practice iithwthe manufacturing suppliers that are used yntanufacturing logistics partners are
pre-qualified by our operations and quality tealfsensure consistent product quality, reliabilihdayield, together with our manufacturing
logistics partners we closely monitor the produtiigcle by reviewing manufacturing process datenfemch wafer foundry and assembly
subcontractor.

Competition
The market for our platforms is competitive andidhpevolving. As we enter new markets and pursiditeonal applications for our
platforms, we expect to face increased competitidnich may result in price reductions, reduced rmergr loss of market share.

In particular, we face competition from semicon@uacompanies which have traditionally focused orspeal media players, such as
Freescale Semiconductor, Philips Semiconductom&igel, Telechips and Texas Instruments. Some skthempanies offer their customers
highly integrated SoCs, including analog componemitsch reduce system cost and size. We also campigt other semiconductor
companies, including austriamicrosystems, Intein&ag Semiconductor, Sharp and with other SoC wendtany of these companies have
significantly greater financial, technical, manutatg, marketing, sales and other resources than u

We may face competition from some of our customdrs have developed or may develop products or tdolgies internally which ar
competitive with our platforms, or who may entedoistrategic relationships with or acquire existaggniconductor providers. We may also
face competition from companies whose productsrataded in end-products that also incorporatepmatforms. Should these companies try
to increase the presence of their products in sachproducts to the detriment of our platforms, lousiness may be harmed. In addition, to
the extent we move into adjacent markets such Bdess and mobile phones, we will face new compatiand the difficulty and cost of
developing new technology.

In addition to the factors discussed above, weelielthat the key competitive factors in our markelude:

« ability to deliver comprehensive platform solutiomish the flexibility to allow customers to decreabe length of their product
design cycles

« power efficiency due to the increased power requémets of color displays and photo processing;
e price;

« timeliness of new product introductions;

« ability to support a wide variety of industry stands in a timely manner;

« intellectual property position and know-how; and

e customer support.

We believe we compete favorably because we prasadeprehensive platform solutions to enable quicletto market and allow
customer differentiation while reducing the ovesglétem cost and size.
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We believe that nearly all of our platforms soldr@entec and Hon Hai are incorporated in the Appted product family. As a result,
our business is also affected by competition inntfaeket for personal media players. If competingdpcts that are not based on our platform
solution take market share from the Apple iPodpitld harm our business and cause our revenuelinele

Intellectual Property

As of September 30, 2005, in the United States adkefive issued patents and 12 patent applicatiendipg. Although we file patents
protect our inventions, our revenue is not dependerany particular patent. We do not believe tkgration or loss of any particular patent
would materially harm our business. We do not kifoour patent applications or any future patentliapgion will result in a patent being
issued with the scope of the claims we seek, allabr whether any patents we may receive wiltballenged, invalidated or declared
unenforceable. We intend to continue to asses®pppte occasions for seeking patent protectionifose aspects of our technology that we
believe provide significant competitive advantages.

Our success also depends on our other rights prigtary technology. We rely on a combination gbwight, trade secret, trademark
and contractual protection to establish and praiaciproprietary rights that are not protected biepts, and we also typically enter into
confidentiality agreements with our employees amusaltants. PortalPlayer and the PortalPlayer brgoour registered trademarks. These
trademarks remain valid while we continue to use r@mew them. We require our customers to enteraanfidentiality and nondisclosure
agreements before we disclose any sensitive aspieots platforms, technology or business planssiite our efforts to protect our
proprietary rights through confidentiality and lise agreements, unauthorized parties may attenepiptoor otherwise obtain and use our
platforms or technology. It is difficult to monitanauthorized use of technology, particularly irefgn countries where the laws may not
protect our proprietary rights as fully as lawshe United States. In addition, our competitors imalgpendently develop technology similar
to ours. Our precautions may not prevent misappatpn or infringement of our intellectual property

Third parties could infringe or misappropriate patents, copyrights, trademarks and other propyieights. In addition, other parties
may assert infringement claims against us or ostorners. Although we do not believe our platfornfsimge any patents, our platforms may
be found to infringe one or more issued patentadidition, because many pending patent applicatiotitee United States are not publicly
disclosed by the United States Patent and Trade@tide until the application is published, therayrbe applications that relate to our
platforms of which we have no knowledge. We magligject to legal proceedings and claims in thenamyi course of our business,
including claims of alleged infringement of thedeanarks and other intellectual property rightsharftt parties. We may also be required to
resort to litigation to enforce our intellectuabperty rights. Intellectual property litigationégpensive and time-consuming and could divert
management’s attention away from running our bissin€his litigation could also require us to pagstantial damages to the party claiming
infringement, stop selling products or using tedbgy that contains the allegedly infringing intefleal property, develop non-infringing
technology or enter into royalty or license agreetsieThese royalty or license agreements, if regyimay not be available on acceptable
terms, if at all, in the event of a successfulrolaif infringement. Our failure or inability to ddee non-infringing technology or license the
proprietary rights on a timely basis would harm business.

Employees

As of September 30, 2005, we had 250 finle employees, including 197 in research and dgwveént, 18 in sales and marketing an
in general and administrative. Of these full-tinmepéoyees, 85 are located in San Jose, Califorfiaré located in Kirkland, Washington,
three are located in Charlotte, North Carolinagrane located in Taiwan, one is located in Japematre located in Korea and 110 are located
in Hyderabad, India. None of our employees is ceddry a collective bargaining agreement. We belibaérelations with our employees are
good.
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Legal Proceedings

We are not currently a party to any material lggakeeding. We may be subject to various claimslegal actions arising in the
ordinary course of business.

Facilities

Our corporate headquarters are located in San Gadifgrnia, where we occupy approximately 39,060a8¢ feet under a lease expiring
in August 2010. We also lease approximately 104¥fiéare feet in Kirkland, Washington under a lehaééxpires on March 14, 2006. We
also lease a total of approximately 18,500 squaeseif four buildings in Hyderabad, India, whicinvgeas our engineering and product
development locations. These leases in Hyderabdih expire between December 2005 and August 28@6expect to renew certain of our
leases in Hyderabad, India. We may require additispace in the future, which may not be availaloleommercially reasonable terms or in
the location we desire.
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MANAGEMENT

Executive Officers and Directors
The names of our executive officers and directadstheir ages as of September 30, 2005 are asv&llo

Age
Name Position(s)
Gary Johnsol 46 President, Chief Executive Officer and Direc
Svenc-Olav Carlser 40 Vice President and Chief Financial Offic
Sanjeev Kuma 40 Chief Operating Office
Michael J. Maie 47 Vice President of Sales and Market
Richard G. Miller 43 Vice President and Chief Technology Offit
Scott W. Tandy 38 Vice President of Strategic Marketi
Richard L. Sanquini(1 70 Chairman of the Board of Directa
Henry T. DeNero(2 59 Director
T. Raj Singh(1)(2)(3 41 Director
Shahan D. Soghikian(2)( 46 Director
James L. Whims(1)(: 50 Director

(1) Member of the Compensation Commit
(2) Member of the Audit Committe
(3) Member of the Nominating and Corporate Governanme@ittee

Gary Johnsonhas served as our President, Chief Executive Qféind director since April 2003. Prior to joining,drom March 2002
to April 2003, Mr. Johnson served as presidentdanief executive officer of Z-Force Communicatiohs;., a network storage technology
company. Mr. Johnson also served as chairman dfdhed of Z-Force Communications, Inc. from Mar€®2 to March 2002. From
February 2000 to May 2001, Mr. Johnson served esigeent and chief executive officer of Nanuk Netkgpa wireless technology company.
From December 1997 to June 1999, Mr. Johnson saweite chairman of S3 Incorporated, a providenoltimedia semiconductors. From
August 1996 to December 1997, Mr. Johnson servgaesident and chief executive officer of S3 Inavgted after joining them in July
1994. From September 1986 to July 1994, Mr. Johhstoh various management positions at National 8emcuctor, a semiconductor
company. Mr. Johnson holds a B.Sc. in electrongirexering from De Montfort University, England.

Svend-Olav Carlsenhas served as our Vice President and Chief Fine@¢ier since June 2004. Prior to joining us,nr@ctober
2000 to June 2004, Mr. Carlsen served as vicegeasifinance and corporate controller and chiedricial officer of Transmeta Corporation,
a semiconductor company. From April 1996 to Octat0, Mr. Carlsen served in various roles in tharfce organization, most recently as
corporate assistant controller, director of tax amernational finance of S3 Incorporated and Diach®ultimedia, Inc. which was acquired
by S3 Incorporated in 1999. Mr. Carlsen is a CRAtésof lllinois) and holds an undergraduate degrekan M.B.A. (Diplom) from LMU,
University of Munich, Germany.

Sanjeev Kumarhas served as our Chief Operating Officer since A@93. Prior to that, Mr. Kumar served as our piesident of
firmware engineering beginning in June 1999, wheioimed us as a founder. Prior to joining us, friapril 1997 to July 1999, Mr. Kumar
served as director of software engineering of Neticemiconductor Corporation. From April 1994 triA1997, Mr. Kumar served as a
software engineering manager of Digital EquipmenitgC (now part of Hewlett Packard), a computer eledtronics company. Mr. Kumar
holds a Masters in electrical engineering from hel&niversity and a B.Sc. in electrical engineefiogn the Indian Institute of Technology,
Kanpur, India.

Michael J. Maia has served in several roles since July 1999 whgaied us as a founder, most recently as Viceitkeas of Sales and
Marketing. Prior to joining us, from August 1996Xaly 1999, Mr. Maia served as
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senior director of marketing for the informatiorpipnces group of National Semiconductor Corporatlerom March 1994 to July 1996, Mr.
Maia served as vice president of marketing at Gitrogic, Inc., a semiconductor company. Mr. Maitde@ B.S. in marketing from San
Francisco State University and an M.B.A. from Saris College.

Richard G. Miller has served as our Vice President and Chief Techpddficer since June 2004. Prior to joining ugnfr September
2002 to June 2004, Mr. Miller served as an architecand strategy consultant for various technolomypanies. From April 2002 to August
2002, Mr. Miller served as vice president, DVD Bian of Genesis Microchip Inc., a semiconductor pany. From January 1995 to April
2002, Mr. Miller served as chief executive offiaard was the founder of VM Labs, Inc., a semiconglucompany. From February 1989 to
December 1994, Mr. Miller served as vice presideahnology at Atari Corp. Mr. Miller holds a B.Se.theoretical physics from Queen
Mary College, University of London.

Scott W. Tandyhas served as our Vice President of Strategic Miaiksince February 2004. Prior to joining us, frémgust 2002 to
February 2004, Mr. Tandy served as vice presidesales and marketing of Digital 5, Inc., a consugiectronics middleware company.
From May 2002 to August 2002, Mr. Tandy consultéthwhe venture capital community and investigateds markets. From January 2001
to May 2002, Mr. Tandy served as director of mangbf AON Networks, Inc., a networking softwarengoany. From August 2000 to
January 2001, Mr. Tandy consulted with Skymoon Ueag, a venture capital firm. From October 1998tgust 2000, Mr. Tandy served as
vice president of marketing for the web connectedrnet appliances group of SonicBlue Incorporatedm January 1999 to October 1999,
Mr. Tandy served as Business Unit Program Manag8Bdncorporated. Prior to January 1999, Mr. Tahdld various marketing positions
S3 Incorporated, including director of marketingl airector of strategic marketing. Mr. Tandy ho#dB.Sc. in electrical engineering from
Clarkson University.

Richard L. Sanquini has served as our Chairman since November 2002saAdting Chief Executive Officer from December 2Q0
April 2003. Mr. Sanquini retired from National Seonductor as senior vice president in January 28@0Sanquini had been with National
Semiconductor since 1980, except for between Mag&9 and December 1989, when he served as presidémhief executive officer of
Information Storage Devices, a semiconductor complde is presently a semiconductor industry coasitland serves on the boards of
Synaptics, Inc., ZiLOG, Inc., and a number of piéveompanies. Mr. Sanquini holds a B.Sc. in eleatengineering from the Milwaukee
School of Engineering, Wisconsin.

Henry T. DeNerohas served as one of our directors since Febr@y.2Mr. DeNero has been an independent manageroesiltant
since September 2000. From January 1999 to Au@@i Be was chairman and chief executive officéd@meSpace, Inc., a privately held
mortgage and real estate services provider. Ryithet, he was executive vice president of Firga@2orporation, an electronic commerce
payment services company, and vice chairman ared ihancial officer of Dayton Hudson Corporatioro(v Target Corporation). Earlier in
his career, Mr. DeNero spent 19 years at McKinsegainpany, most recently as a senior partner. MNdDe currently serves as a directo
Banta Corporation, Digital Insight Corporation, THiZ., Vignette Corporation and Western Digital @anation. Mr. DeNero holds a B.A. in
Psychology from Amherst College and an M.B.A. friva Stanford Graduate School of Business.

T. Raj Singh has served as one of our directors since May 28id2e January 2001, Mr. Singh has been a partrtbeofenture capital
arm of Investcorp International Inc., an investmiamt. From November 1995 to January 2001, Mr. 8isgrved as a principal of Booz, All
& Hamilton, a consulting firm. From July 1986 to Wamber 1995, Mr. Singh served in various positiandgM, most recently as a
consultant. Mr. Singh holds a B.Sc. in computeesceé from Imperial College in London, England andvaB.A. from INSEAD in
Fontainebleau, France.

Shahan D. Soghikiarhas served as one of our directors since March.28igde January 1992, Mr. Soghikian has been agavtith
JPMorgan Partners, the private equity investmentarJ.P. Morgan
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Chase. Prior to joining JPMorgan Partners in 1880,Soghikian served as a member of the mergersaqdisitions groups of Bankers Trust
and Prudential Securities, Inc., financial servicespanies. Mr. Soghikian holds a B.A. in biologym Pitzer College and an M.B.A. from
the Anderson Graduate School of Management at tineeltbity of California, Los Angeles.

James L. Whimshas served as one of our directors since Febr@drg. Mr. Whims has been a managing partner of TectiFCapital,
TFC Il and TF Capital Europe, information technglagvestment firms, since August 1998. Mr. Whimsves on the boards of THQ, Inc.
and a number of private companies. Mr. Whims hal@sA. from Northwestern University and an M.B.£orh the University of Arizona.

Board of Directors

Our bylaws currently provide for a board of dirgstoonsisting of not less than five nor more thex@ members. We currently have six
directors. There are no family relationships amanyg of our directors or executive officers.

Corporate Governance

We believe our corporate governance initiatives glgrwith the rules of The NASDAQ National MarketuCboard continues to
evaluate, and improves upon as appropriate, opocate governance principles and policies.

Our board and audit committee have also adoptedia of business conduct and ethics that applieadb of our directors, officers and
employees. The code addresses various topicsdingiu

« compliance with laws, rules and regulations;

« conflicts of interest;

 insider trading;

e corporate opportunities;

e competition and fair dealing;

* equal employment and working conditions;

« health and safety;

* record keeping;

« confidentiality;

» protection and proper use of company assets; and

+ payments to government personnel.

The code of business conduct and ethics is postediowebsite. We have whistleblower procedureshvpirovide formal procedures
for receiving and handling complaints from emplay/e®&ny concerns regarding accounting or auditingtengreported under these proced
will be communicated promptly to the audit comneétte

Board Committees

Our board of directors has appointed an audit cdtemia compensation committee, and a nominatidgcarporate governance
committee. The board of directors has determinatié@hch director who serves on these committé@sdspendent,” as that term is defined
by applicable listing standards of The NASDAQ Stdt&rket and rules of the Securities and Exchangar@ission, except that Mr. Sanquini
is not independent under
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the applicable listing standards of The NASDAQ &tbtarket. However, under those standards Mr. Samauay remain on the
Compensation Committee for up to one year frondtite of our initial public offering. The board dfettors has adopted written charters for
each of these committees. Copies of these chateravailable on our website.

Audit Committee

Our audit committee’ primary functions are to assist the board ofadines in its oversight of the integrity of our fimzal statements ar
other financial information, our compliance witlyé and regulatory requirements, the qualificationdependence and performance of our
independent registered public accounting firm, aadrisk management, cash management, auditinguatiog and financial reporting
processes in general. Other specific duties ambresbilities of the audit committee are to appotaimpensate, evaluate and, when
appropriate, replace our independent registeretigpatcounting firm; review and pre-approve audit germissible non-audit services;
review the scope of the annual audit; monitor titeependent registered public accounting firm'sti@teship with us; and meet with the
independent registered public accounting firm amesagement to discuss and review our financial rei@tés, internal controls, and
accounting and financial reporting processes. Theeot members of our audit committee are HenpdNero, Shahan D. Soghikian and T.
Raj Singh. Mr. DeNero is the chairman of the aadihmittee and both Messrs. DeNero and Soghikiae baen deemed financial experts by
our board of directors.

Compensation Committee

Our compensation committee’s primary functionstarassist the board of directors in its oversigitt determination of executive
compensation, set and administer the policies gowgrannual compensation of executive officers)uata such officers’ performance and
establish and approve such officerempensation, including bonuses. The compensatiomtttee administers our 2004 stock incentive |
and a subcommittee, consisting of Mr. Singh and\WInhims, has been formed for the purpose of grariptgns to individuals who are
subject to Section 16 of the Securities ExchangeoAt934 and whose compensation is covered byid®et62(m) of the Internal Revenue
Code. The compensation committee expects, pursoidstcharter, to periodically review the approéatexecutive compensation and make
changes as competitive conditions and other cirtaimees warrant, while seeking to ensure our conggiemsphilosophy is consistent with
our best interests and is properly implemented. cthieent members of the compensation committedarees L. Whims, Richard L. Sanqu
and T. Raj Singh. Mr. Whims is the chairman of ¢benpensation committee.

As allowed under its charter, the compensation citteenhas delegated to Mr. Johnson, our chief ekexofficer and a member of our
board of directors, the authority to grant optitméndividuals who are not subject to Section 16hef Securities Exchange Act of 1934 or
whose compensation is not covered by Section 16@{itie Internal Revenue Code. The guidelines pi@that Mr. Johnson may not grant
more than 30,000 options and/or up to 10,000 rtsttishares to any individual on an annual basisgkier, he has the discretionary authc
to deviate from these guidelines by up to 20%.

Nominating and Corporate Governance Committee

Our nominating and corporate governance commitiggsary functions are to seek, evaluate and selectinees for election to our
board of directors and to oversee matters of catpagovernance. Other specific duties and respititis®of the nominating and corporate
governance committee are to make recommendatigasdieg the size of the board of directors, revigwan annual basis the functioning .
effectiveness of the board of directors, and carsigthd make recommendations on matters relatdgtpractices, policies and procedures of
the board of directors. The current members ohthreinating and corporate governance committee aRajlSingh, Shahan D. Soghikian i
James L. Whims. Mr. Singh is the chairman of theimating and corporate governance committee.
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Director Compensation
Stock Option Grants and Restricted Stock Awards

Each outside director who is initially elected to doard of directors on or after July 22, 2005 ao was not previously one of our
employees, shall be granted as of the date ofrtheioelection an option to purchase 27,916 shafresr common stock and an award of
4,583 restricted shares of our common stock, sptibres and restricted stock awards to be grante@émuand according to the terms of our
2004 stock incentive plan. The shares underlyiegojtion and the restricted shares shall eachivestcordance with our 2004 stock
incentive plan.

Furthermore, commencing with the 2006 annual stoltkdrs’ meeting, each outside director who has served obaard of directors fi
at least six months and is re-elected at such ammereting shall be granted an option to purcha3@3shares of our common stock and an
award of 1,375 restricted shares of our commorkstah options and restricted stock awards torbetgd under and according to the terms
of our 2004 stock incentive plan. The shares ugdeylthe option and the restricted shares eachinestcordance with our 2004 stock
incentive plan; provided, however, that such optionestricted stock award shall become exercisatfigll immediately prior to the next
regular annual meeting of our stockholders follayihe date of grant in the event such meeting aagrior to the first anniversary date of
prior year's annual stockholders’ meeting.

In lieu of stock option grants that were to be ébto each of our outside directors elected a5 annual meeting of stockholders
and were previously suspended by our board of wirecour board of directors, upon the approval @edmmendation of the subcommittee
of the compensation committee, approved a graeath outside director of an option to purchase®BsBiares of our common stock and an
award of 1,375 restricted shares of our commorkstnd these options and restricted stock awards granted under and according to the
terms of our 2004 stock incentive plan. The sharekerlying the option and the restricted share8 shah vest in accordance with our 2004
stock incentive plan.

Cash Compensation
In lieu of meeting fees for board and committeeiser we pay our directors an annual retainer &fgrmance of such services as set
forth on the following table, effective as of Jutie 2005:
Retainer Amount

Description of Service

General Board servic $ 20,00(

Chairman of the Board of Directa 25,00+
Chairman of the Audit Committe 40,00¢*
Chairman of each of the Compensation Committeetamdominating and Corporate Governance

Committee 5,00C*
Members of the Audit Committe 5,00C*
Members of each of the Compensation Committee lraélbminating and Corporate Governance

Committee 2,50¢*

*  Amount is in addition to annual retainer for gehé@ard service

Other Arrangements

In January 2004, Richard Sanquini was issued aoropi purchase 133,333 shares with an exercise pfi$0.45 per share in
connection with his services to us as our Actinge€Bxecutive Officer for the period from Deceml2802 to April 2003. At the time of
grant, 100,000 of the shares subject to the optiare fully vested and the remainder were fully gdsh July 2004. In April 2003, we entered
into a consulting arrangement with Mr. Sanquinispant to which he provided management consuléngices for consideration in the
amount of $5,000 per month, receiving a total &8,880 in each of 2003 and 2004. Mr. Sanquini ngéomprovides management services to
us and accordingly we do not have any arrangenterttsmpensate Mr. Sanquini for
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any services other than as a director as descabede. In 2001, we negotiated and later amend2602 a consulting arrangement with
Thomas Spiegel. In 2002, Mr. Spiegel became a meoflmur board of directors. In 2004, the consgitagreement, as amended, was
terminated and we paid Mr. Spiegel approximatelypQ,000, representing payment in full of all remiragg amounts owed under this
agreement. In July 2005, Mr. Spiegel resigned foamboard of directors.

Compensation Committee Interlocks and Insider Parttipation

During 2004, Messrs. Whims, Sanquini and Singhestas members of our compensation committee. Miq@8ai served as our acting
chief executive officer for the period from DecemB802 to April 2003. No interlocking relationstegists between our board of directors or
compensation committee and the board of directoc®mpensation committee of any other entity, ra &ny interlocking relationship
existed in the past.
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EXECUTIVE COMPENSATION

Summary Compensation Table

The following table sets forth compensation fovgass rendered in all capacities to us for the fiseal years ended December 31, 2
for our Chief Executive Officer and the four ottmeost highly compensated executive officers as afdbeer 31, 2004 whose total annual
salary and bonus for 2004 exceeded $100,000, whemefer to in this prospectus as the “named exeeufificers.”

Long-Term
Annual Compensation Compensation
Shares
Underlying
Name and Position(s) Year Salary Bonus Options
Gary Johnson(1) 200<¢ $300,00( $285,40(
President and Chief Executive Officer 126,79
200¢ 219,23: 210,96( 1,028,76:!
Sanjeev Kumar 200¢ 189,71t 170,54(
Chief Operating Officer _
200¢ 166,29 142,68¢ 163,33¢
Michael J. Maia 200¢ 171,99(
Vice President of Sales and Marketing 68,48( 6,66¢
200z 172,94¢ 60,197 —
Scott W. Tandy(2) 200¢ 126,92:
Vice President of Strategic Marketing 60,19¢ 84,00(
200¢ — — —
Svend-Olav Carlsen(3) 200¢ 105,96
Vice President and Chief Financial Officer 64,917 179,16t
200¢ — — —

(1) Gary Johnson became President and Chief ExecOfificer in April 2003. During 2004 Mr. Johnsoaraed a cash and in-kind bonus
payment of $135,400. In addition, Mr. Johnson waarded a bonus for the period from January 1, 2663Lgh June 30, 2004,
consisting of a cash award of $150,000 and aniadditbonus in the form of an immediately exercisabkarrant to purchase up to
41,067 shares of our common stock at an exercise pf $4.50 per share. The warrant is includetthénshares underlying options
column and is not included in the bonus colu

(2) Scott Tandy became our Vice President of Syiatélarketing in February 2004. Mr. Tandysalary for 2004 on an annualized basis
$150,000

(3) Svend-Olav Carlsen became our Vice PresidethiCinef Financial Officer in June 2004. Mr. Carlsesalary for 2004 on an annualized
basis was $190,00

In May 2005, our compensation committee establistratial salaries effective as of April 1, 2005dar executive officers as follows:
Gary Johnson, $325,000; Sanjeev Kumar, $278,006ha&l J. Maia, $212,000; Sve@dav Carlsen, $210,000; Richard Miller, $210,000d
Scott W. Tandy, $200,000. Our compensation commiteo established target bonuses for each exeaifficer under our 2005 bonus plan,
calculated as a percentage of annual salary, lsvil Gary Johnson, 67%; Sanjeev Kumar, 50%; MicBa®laia, 50%; Svend-Olav Carlsen,
50%; Richard Miller, 50%; and Scott W. Tandy, 40%. Kumar will be entitled to an additional bonus$20,000 upon the achievement of
an additional revenue target.
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Grant of Stock Options

The following table sets forth information on granf options to purchase shares of our common $to2R04 to the named executive
officers. The percentage of total options gransegiaised on an aggregate of options and warraptgthase 1,190,289 shares of common
stock granted in 2004.

Potential Realizable
Value at Assumed Annual
Rates of Stock Price
Appreciation for

Individual Grants Option Term(3)
% of Total
Number of
Options Exercise
Shares Granted to
Underlying Price
Employees Per Expiration
Options Share
Name Granted in 2004 1) Date(2) 5% 10%
Gary Johnson(4 85,73( 7.2% $ 0.4t 5/19/1¢  $2,335,38]  $3,741,56.
Sanjeev Kuma — — — — — —
Michael J. Maie 6,66¢ 0.€ 2.4C 6/9/1¢ 168,59: 277,92¢
Scott W. Tandy 84,00( 7.1 0.4t 3/3/1¢ 2,288,25! 3,666,06:
Svenc-Olav Carlser 179,16¢ 15.1 2.4C 6/9/1¢ 4,531,31. 7,470,07;

(1) The exercise price for each grant is equalD@P4 of the fair market value of our common stocklmdate of grant, as determined by
our board of director:

(2) The options have a term of 10 years, subject tiieedermination in certain events related to taration of employmen
(3) Potential realizable values are calculated

« multiplying the number of shares of our common ktsuabject to a given option by $17.00 per shareckvivas the price we offered
our common stock to the public in our initial pubtiffering effected in November 20(C

e assuming that the aggregate stock value derivend fnat calculation compounds at the annual 5% &6 iftes shown in the table
for the entire 1-year term of the option; ar

« subtracting from that result the total option eisgqrice.

The 5% and 10% assumed rates of appreciatesauggested by the rules of the Securities antidhge Commission and do not
represent our estimate or projection of the fuam@mon stock price. There can be no assuranceatlyadf the values reflected in the
table will be achievec

(4) Excludes a warrant to purchase 41,067 sharesrofmon stock granted to Mr. Johnson at an exepeise of $4.50 per share, which
expires on November 17, 2014. The potential reblezgalue at the 5% and 10% rates would be $952288061,625,990, respective

The following table presents information regardapgions and restricted stock awards granted towgiexofficers by approval of a
subcommittee of the compensation committee in Mz352 The exercise price of shares underlying optisas equal to $16.68, the closing
price of our common stock as reported on The NASIMe@ional Market on May 3, 2005. Except as notkd,dptions vest as to 1/4®f the
shares monthly over four years, and the restristeck vests as to 20% of the shares on each difshéive anniversaries of the date of grant.

Shares Underlying Shares of Restrictel
Name of Executive Officer Options Stock
Gary Johnsol 67,00( 11,00(
Gary Johnsol 85,73* —
SvenOlav Carlser 12,43t 2,04z
Sanjeev Kuma 167,50( 27,50(
Sanjeev Kuma — 16,66 7**
Michael J. Maie 73,70( 12,10(
Richard G. Miller 10,49: 1,72
Scott W. Tandy 7,22¢ 1,185

* Immediately exercisable on the date of gr
**  Vests in full on May 3, 2008 (third anniversarytioé date of grant
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Aggregated Option Exercises in 2004 and Year-End Qjon Values

The following table sets forth, with respect to treaned executive officers, the number of sharesissdand the value realized upon
exercise of stock options during 2004 and the ésalpte and unexercisable options held by them &eoember 31, 2004.

Value of Unexercised

Number of Unexercised In-the-Money Options at
Shares Options at Fiscal Year-End December 31, 2004(2)
Acquired on Value
Exercise Realized(1) Exercisable Unexercisable Exercisable Unexercisable
Gary Johnson(z 278,57: $ 4,610,40 235,80¢ 600,11 $ 5,713,65: $ 14,540,78
Sanjeev Kuma 411,77¢ 6,814,87i 117,76: 37,11 2,846,10. 899,20(
Michael J. Maie 163,43: 2,704,78: 1,61( 5,83¢ 20,18¢ 129,95¢
Scott W. Tandy — — — 84,00( — 2,035,322
Svenc-Olav Carlser — — — 179,16¢ — 3,991,811

(1) Represents an amount equal to the differentedem the initial public offering price of $17.08share and the option exercise price
multiplied by the number of shares acquired on&ser

(2) Calculated on the basis of the fair market @alfithe underlying securities at December 31, Z824.68 per share) minus the exercise
price multiplied by the number of optior

(3) The number and value of options exercisabléueleca warrant to purchase 41,067 shares, whicimmediately exercisable at the date
of grant. The value of the warrant based on thenfiairket value of the underlying securities at Delger 31, 2004 ($24.68) was
$828,732

Employee Benefit Plans
2004 Stock Incentive Plan

General .  Our 2004 stock incentive plan became effeatiMdovember 2004 upon the completion of our ihpiablic offering, and
was amended and restated by the board of direatodsily 22, 2005.

Administration .  The 2004 stock incentive plan is administdng@dur compensation committee. The 2004 stock iteeplan
provides for the grant of options to purchase shafeommon stock, restricted stock, stock apptietiaights and stock units. Incentive st
options may be granted only to employees. Nongtgtgtock options and other stock-based awardsbreayanted to employees, non-
employee directors, advisors and consultants.

The board of directors may amend or modify the 2604k incentive plan at any time, with stockholdpproval, if required or
desirable.

Authorized Shares. As of September 30, 2005, 2,492,083 sharesmimon stock have been authorized for issuancer tne 004
stock incentive plan. In addition, any shares stthije outstanding options under our previous 1386ksoption plan, which plan terminated
upon completion of our initial public offering, thexpire unexercised or any unvested shares thdbeeited will be available for issuance
under our 2004 stock incentive plan. No particigarthe 2004 stock incentive plan can receive opgmants, stock appreciation rights,
restricted stock or stock units for more than 3,333 shares total in any calendar year. The nuibgnares reserved for issuance under the
2004 stock incentive plan will be increased onfitst day of each of our fiscal years from 2005tigh 2014 by the lesser of:

e 2,333,333 shares;

« 5% of our outstanding common stock on the lastafake immediately preceding fiscal year througfh2@nd 3% of our
outstanding common stock on the last day of theadiately preceding fiscal year for 2010 through£20i

» the number of shares determined by our board ettlirs.
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Plan Features. Under the 2004 stock incentive plan:
« Options generally vest as to 25% of the sharesyeaeafter the date of grant and as to 1/48thestiares each month thereafter.

« Each outside director who is initially elected tor doard of directors on or after July 22, 2005] euno was not previously one of
our employees, shall be granted as of the datésafrther election an option to purchase 27,916eshaf our common stock and an
award of 4,583 restricted shares of our commorkstearthermore, commencing with the 2006 annualldtolders’ meeting, each
outside director who has served on our board efctlirs for at least six months and is re-electedielh annual meeting shall be
granted an option to purchase 8,375 shares ofmunmn stock and an award of 1,375 restricted shidresr common stocl

< Generally, if we undergo a change in control, weg mecelerate the vesting or exercisability of anding options and terminate
any unexercised options unless they are assumggbetituted for by any surviving entity or a parensubsidiary of the surviving
entity. Stock options automatically granted to @edlirectors fully vest if we undergo a changearftrol.

* The plan terminates 10 years after its initial atop unless terminated earlier by our board. Grard may amend or terminate the
plan at any time, subject to stockholder approvang required by applicable law. Any amendmeneonination may not impair
the rights of holders of outstanding awards withtbeir consent

The number of shares or other benefits grantedrithde2004 stock incentive plan may be subjedhéoattainment of performance
goals.

2004 Employee Stock Purchase Plan

General .  Our 2004 employee stock purchase plan bec#fieetiee in November 2004 upon completion of outiah public offering.
As of September 30, 2005, a total of 564,249 shafreesmmon stock have been authorized for issuander our 2004 employee stock
purchase plan. The number of shares authorizeidfoance under the employee stock purchase plabeniihcreased on the first day of each
of our fiscal years from 2005 through 2014 by #e&skr of:

* 400,000 shares;
* 1% of our outstanding common stock on the lastafaiie immediately preceding fiscal year; or

« the number of shares determined by our board.

Administration. Our 2004 employee stock purchase plan, whichténded to qualify shares sold for the benefitsvided under
Section 423 of the Internal Revenue Code, is aditared by the compensation committee of our bdamployees, including our officers and
employee directors but excluding 5% or greaterlgtoltlers, and employees of our subsidiaries whietdasignated by our board, are elig
to participate if they are customarily employedrwore than 20 hours per week and for more thanrfigaths in any calendar year. Our 2004
employee stock purchase plan permits eligible eygae to purchase common stock through payroll deshs; which may not exceed 15%
of an employee’s total compensation. The maximumlyer of shares a participant may purchase dursiggle purchase period is 833
shares.

Offering and Purchase Periods. The 2004 employee stock purchase plan is im@feed by a series of overlapping periods of 12
months’ duration, with new offering periods, otliean the first offering period, beginning in MaydaNovember of each year except as
otherwise determined by our board of directorscRase periods for our 2004 employee stock purchlasewill each have a duration of six
months, unless otherwise determined by our boadire€tors. During each purchase period, payraludéons will accumulate, without
interest. On the last day of each purchase pegiociymulated payroll deductions will be used to pase common stock. The initial offering
period began on the date of our initial public dffg in
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November 2004 and ends in November 2005. The lipitichase period began on the date of our irptiddlic offering in November 2004 ai
ended in May 2005.

The purchase price will be equal to 85% of the ifi@@rket value per share of common stock on eitteefitst trading day of the offering
period or on the last trading day of the purchas@og, whichever is less. Employees may withdragirthccumulated payroll deductions at
any time. Participation in our 2004 employee stpakchase plan ends automatically on terminatioengbloyment with us. Immediately
before a corporate reorganization, the offeringgueand purchase period then in progress shallibexien and stock will be purchased with the
accumulated payroll deductions, unless the 2004@rap stock purchase plan is assumed by the sagvsdrporation or its parent
corporation under the plan of merger or consolatati

The 2004 employee stock purchase plan may be amemnderminated by our board at any time.

2005 Bonus Plan

General . Under the 2005 bonus plan, the bonuses foerecutive officers and certain other officers \w#l based on our achievem
of certain financial performance objectives andeatment of certain non-financial individual perfance objectives. The bonuses are
expected to be paid in 2006 after an evaluatich@fchievement of the objectives by the compemsabmmittee, and are calculated as a
percentage of annual salary for each executiveaffs follows: Gary Johnson, 67%; Sanjeev Kun¥;55vend-Olav Carlsen, 50%;
Richard Miller, 50%; Michael J. Maia, 50%; and Sdst Tandy, 40%. Mr. Kumar will be entitled to additional bonus of $20,000 upon the
achievement of an additional revenue target.

Target Bonus Calculation . Specifically, under the 2005 bonus plan, eackcutive officer will be entitled to a target berequal to:
(a) the percentage of his base salary as setdbufie (“the initial bonus amount”), upon achievehwfrcompany revenue and EBITDA
targets; (b) 120% of his initial bonus amount upchievement of specified higher company revenueEBi@ DA targets; or (c) 140% of his
initial bonus amount upon achievement of specifidditional higher company revenue and EBITDA taspetovided, however, that the
maximum bonus pool for employees and executiveef§ under the 2005 bonus plan will be approxingaté of EBITDA and provided
further that, in order to be eligible for a bonnsach case, both the specified revenue and EBIERets for our company must be met, after
which the exact amount of the bonus will also debgpon achieving or exceeding non-financial indibperformance objectives.

401(k) Plan

We have established a tax-qualified employee savamgl retirement plan for which our employees areeeplly eligible. Under our 401
(k) Plan, employees may elect to reduce their corsgtion and have the amount of this reduction dmutted to the 401(k) Plan. We currently
do not make matching contributions. The 401(k) Rdaintended to qualify under Section 401 of theelnal Revenue Code, so that
contributions to the 401(k) Plan, and income eareg@lan contributions, are not taxable to emplsya#il withdrawn from the 401(k) Plan,
and so that contributions by us, if any, will beldetible by us when made.

Employment Agreements and Change in Control Arrangments

On March 14, 2003, Mr. Johnson entered into arr ¢dfiter with us to serve as our President and fExecutive Officer. Under the
terms of the offer letter, Mr. Johnson is entitedeceive an annual salary of $300,000 subjeahtwal review by our board of directors and
subject to certain conditions related to our penfance and financial situation. In connection witis agreement, we granted Mr. Johnson an
option to purchase 1,028,768 shares of common stbak exercise price of $0.45 per share. Thiooptests monthly over four years. Mr.
Johnson is also eligible to receive an option ticpase an additional 85,730 shares annually upuoyfears based on our performance and if
we exceed our business objectives for each calgmdar These options, if granted, would vest immady and would have an exercise price
equal to the then fair market value
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per share of our common stock. The offer lettethierr provides that Mr. Johnson’s employment refetiop with us may be terminated at any
time by Mr. Johnson or us. If we terminate Mr. Jadm's employment without cause, Mr. Johnson idledtio receive monthly payments
after his termination equal to 12 months base galdre offer letter also provides that upon a cleaoigcontrol, Mr. Johnson’s options will
vest immediately and he will be eligible for ourmagement retention plan. Our management retentimpovides that if net proceeds, as
defined in the stock option grant, from a changeantrol are greater than $43.3 million, then Mihdson will be eligible to receive the
greater of (a) one-third interest in the managematention plan’s bonus pool or (b) the value of Myhnson’s vested options. Mr. Johnson is
also entitled to a bonus for the period from Janda2004 through June 30, 2004 due to the achiemeof specified performance criteria.
The bonus consisted of a cash award of $150,00@hvwias been paid, and an additional bonus amayattpe upon the closing of an
acquisition of us or our initial public offeringa konnection with the closing of our initial pubbiffering, this additional bonus amount was
paid in the form of a warrant to purchase up t®@1,shares of our common stock at an exercise pfi$d.50 per share.

On January 13, 2003, Mr. Kumar entered into ardeitgeement with us to receive a special bonu$0fR0 paid in 12 monthly
installments and an option to purchase 163,333shafrcommon stock at an exercise price of $0.4& Gption vested as to 63,000 shares on
December 19, 2003 and the remaining 100,333 slar@®ecember 19, 2004.

We also have offer letters with Svend-Olav Carlgem,Vice President and Chief Financial Officerchiiel J. Maia, our Vice President
of Sales and Marketing, and Scott W. Tandy, oue\Rcesident of Strategic Marketing. Under the teofridr. Carlsen’s offer letter, he is
entitled to receive an annual salary of $190,008.a/¢0 granted Mr. Carlsen an option to purcha8¢l66 shares of common stock at an
exercise price of $2.40. This option vests as & 2%ter one year and monthly thereafter. The stgtlons granted to Mr. Carlsen will
immediately vest as to 50% of the then outstandimgested shares in the event of a change of cohtraler the terms of Mr. Maia’s offer
letter, he is entitled to receive an annual satdi$174,996. We also granted to Mr. Maia 592 shafemmmon stock at a price of $0.0225
an option to purchase 555 shares of common stoak aekercise price of $2.25. This option vesto&b#o after one year and monthly
thereafter. Mr. Maia also received an option tachase 222 shares of common stock at an exercise @irt5450.00. This option vests as to
25% after one year and monthly thereafter. Undeteéhms of Mr. Tandy’s offer letter, he is entitledreceive an annual salary of $150,000.
We also granted Mr. Tandy an option to purchase@shares of common stock at an exercise pri§@.db. This option vests as to 25%
after one year and monthly thereafter.

Indemnification Agreements and Director and Officerlnsurance

We have entered into agreements to indemnify aectirs and executive officers. We believe thaséhgrovisions and agreements are
necessary to attract and retain qualified persertiractors and executive officers. We also intendbtain insurance that insures our direc
and officers against certain losses and which essus against our obligations to indemnify theda®s and officers. Our certificate of
incorporation and our bylaws contain provisiong thmit the liability of our directors. A descrigth of these provisions is contained under the
heading “Description of Capital Stock—Limitation lofbility and Indemnification Matters.”
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RELATED PARTY TRANSACTIONS

Other than compensation agreements and other amargs, which are described in “Management,” aedréinsactions described
below, since January 1, 2002 there has not beens tieere currently proposed, any transactioredes of similar transactions to which we
were or will be a party:

e in which the amount involved exceeded or will ext&60,000; and

« in which any director, executive officer, holders86 or more of our common stock on an as-convdyésis or any member of their
immediate family had or will have a direct or iretit material interes
Transactions with Management and 5% Stockholders
Between January 1, 2002 and September 30, 200Bswed and sold the securities listed below in eotion with private financings:

« December 12, 2001 to May 28, 2002: 28,675,989 stafreeries D preferred stock at a price of $1&di5share to 48 accredited
investors, of which 19,994,397 shares were congent® 19,994,397 shares of series E preferredksindarch 5, 2004; ar

* May 10, 2002: 24,555 shares of series C-1 prefestazk at a price of $531.00 per share to 13 adedthvestors.

Upon completion of our initial public offering, dashare of preferred stock was converted into @33@res of common stock, except
that each share of series C-1 preferred stock emgected into 116.8317 shares of common stock.

The table below summarizes purchases, in exce®800000, of shares of our capital stock by ourales since January 1, 2002:

Shares of Preferred Stock

Name Series C-1 Series D Series E
T. Raj Singh(1, - —  4,983,76.
Shahan D. Soghikian(: 10,06:  3,527,04 1,993,50.
James L. Whims( 1,12¢ 396,03¢ —

(1) Represents 4,983,764 shares held by Investcorp/@afires Technology Fund I, L.

(2) Represents 4,392,275 shares held by J.P. Mdtgeners (BHCA), L.P., 38,978 shares held byNi#tgan Partners Global Investors
(Cayman) Il, L.P., 349,762 shares held by J.P. iorfgartners Global Investors (Cayman), L.P., 93s9%0es held by J.P. Morgan
Partners Global Investors A, L.P. and 689,114 shhedd by J.P. Morgan Partners Global Investof3,

(3) Includes 342,487 shares held by TechFund ddpitaP., 69,139 shares held by TechFund Capitgt I, LLC and 1,620 shares held
by Techfarm I, L.P

Since January 1, 2002, Thomas Spiegel, a formectdir, or certain affiliates of Mr. Spiegel, purskd 2,660 shares of our series B-1
preferred stock, 2,382 shares of our series C{epesl stock, 1,056,105 shares of our series Demexd stock and 1,977,393 shares of our
series E preferred stock. The series B-1 prefesteck was issued and sold at a price of $601.5@hme on May 10, 2002 and each share
was converted into 132.3432 shares of common stpok completion of our initial public offering inadember 2004. Mr. Spiegel resigned
from our board of directors in July 2005.

In February 2001, we entered into a consultingement with Mr. Spiegel pursuant to which Mr. Spiggevided us with consulting
services in areas pertaining to general busineategy, business development, financings, mergetsiaquisitions and strategic alliances and
organizational development. Mr. Spiegel became
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one of our directors in January 2002. Pursuarttiodonsulting agreement, Mr. Spiegel receivedion to purchase 444 shares of our
common stock at an exercise price of $675.00 paresloptions to purchase 234,869 shares of our @mstock at an exercise price of $0.45
per share, and a warrant to purchase 1,333 shioes series C preferred stock at an exercise miéb31.00 per share. In addition, under
this agreement, Mr. Spiegel was entitled to rec&®@0,000 per month for seven months. In Novembée 2this agreement was amended.
Under the amended agreement, Mr. Spiegel wasezhtil receive $394,000 on each of January 29, Zé&uary 27, 2005, March 28, 2005
and April 29, 2005 in lieu of $200,000 per monthJuly 2004, the consulting agreement, as amenaesiterminated and we paid Mr.
Spiegel approximately $1.6 million, representingmant in full of all remaining amounts owed und@stagreement. Mr. Spiegel resigned
from our board of directors in July 2005.

In April 2003, we entered into a consulting arrangat with one of our directors, Richard SanquinirdRant to this arrangement,
Mr. Sanquini provided management consulting sesvared received consideration in the amount of @0 month. He received a total of
$35,000 in each of 2003 and 2004. Mr. Sanquiniomgér provides management services to us and aegtyrdve do not have any
arrangements to compensate Mr. Sanquini for angcses other than as a director.

We utilize LSI Logic, formerly a beneficial holdef 5% or more of our common stock, as a third paetyice provider. We engage LSI
Logic to implement certain aspects of the desigawsfsemiconductors and manage the manufactutepteskaging, warehousing and
shipping of our semiconductors. We purchased irorgrand services of $11.4 million and $8.5 millfioom LS| Logic in 2003 and the nine
months ended September 30, 2004, respectivelyLba§t acquired 3,766 shares of our series C-1 meddestock on December 12, 2001 and
1,320,132 shares of our series D preferred stodday10, 2002 for an aggregate cash considerafiapmroximately $4.0 million. Followir
the completion of our initial public offering in Nember 2004, LSI Logic was no longer a beneficatlar of 5% or more of our common
stock.

Indebtedness of Management

In February 2001, we entered into a consultingraieanent with Mr. Spiegel and, in 2002, Mr. Spidastame a member of our boar
directors. In 2002, we issued 1,056,105 sharesridsD preferred stock at $1.515 per share toSgiegel in exchange for a non-recourse
promissory note of $1,600,000. Of this amount, $2@0 was paid immediately and the remaining $12@Dwas due in four equal
installments on January 31, 2005, February 28, 20@ch 31, 2005 and April 30, 2005. Interest am phomissory note was payable on A
30, 2005 and accrued at the rate of 2.03% per ydsw.in 2002, the consulting agreement was ametwalét) extend the consulting term to
coincide with the final payment date under the pgssory note; (2) provide Mr. Spiegel with the rigbtoffset any payments due under the
consulting agreement with payments due to us utigepromissory note; and (3) establish paymentdamuder the consulting agreement
equal to $394,000 on each of January 29, 2005uBebl7, 2005, March 28, 2005 and April 29, 2005. Sbiegel had the right to cancel the
consulting agreement, in which case he would nathaired to repay the promissory note. Howevenybeld then forfeit the stock and
consulting fees. In July 2004, we paid $1,568,000ash to Mr. Spiegel for all consulting fees amithe same day, he repaid in cash the
outstanding balance of the promissory note, indgdinterest, totaling $1,557,000. Mr. Spiegel resi)from our board of directors in July
2005.

Registration Rights

We have entered into an investors’ rights agreemvéhtthe purchasers of our preferred stock, wipidferred stock was automatically
converted into common stock upon completion ofinitial public offering, including entities affilted with J.P. Morgan Partners, a benefi
owner of more than 5% of our common stock, Sani@awar, one of our executive officers, and LSI Logidormer beneficial owner of mc
than 5% of our common stock. Shahan D. Soghikianember of our board of directors, is a Managing€tor of JPMP Capital Corp., the
general partner of JPMP Master Fund Manager, In& J®MP Global Investors, L.P., the general pastn€EdPMP BHCA and the Global
Fund Entities, respectively. Each of these entisexfiliated
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with J.P. Morgan Partners. Under this agreemeaséland other stockholders are entitled to retjstraights with respect to their shares of
common stock issued upon the conversion of theffigpred stock upon completion of our initial puldifering in November 2004. This
investors’ rights agreement also entitles our exgsotfficers and directors certain piggyback ragison rights, unless inclusion of their shares
would diminish the number of shares in an offerfigcated to us and to the other holders of reafistn rights under the agreement. For
additional information, see “Description of Capitbck—Registration Rights.”

Indemnification Agreements and Director and Officerlnsurance

We have entered into indemnification agreementk edtch of our current directors and executive eficThese agreements require us
to indemnify these individuals to the fullest extparmitted under Delaware law against liabilitieat may arise by reason of their service to
us, and to advance expenses incurred as a reaulygiroceeding against them as to which they coelshdemnified. We have obtained
insurance that insures our directors and officgesrest certain losses and which insures us agaimatbligations to indemnify the directors
and officers. We also intend to enter into indeimaifon agreements with our future directors anecekive officers.
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PRINCIPAL AND SELLING STOCKHOLDERS

The following table sets forth information as op&smber 30, 2005 about the number of shares of @onstock beneficially owned ai
the percentage of common stock beneficially owrefdrie and after the completion of this offering by:

< each person known to us to be the beneficial owharore than 5% of our common stock;
« the selling stockholders;

» each of our named executive officers;

« each of our directors; and

« all of our directors and executive officers as augr.

Unless otherwise noted below, the address of eashfizial owner listed in the table is c/o Portalfr, Inc., 70 W. Plumeria Drive, S
Jose, California 95134.

We have determined beneficial ownership in accardamith the rules of the Securities and Exchangai@ission. Except as indicated
by the footnotes below, we believe, based on tfarimation furnished to us, that the persons antfiennamed in the table below have sole
voting and investment power with respect to alreshaf common stock that they beneficially own,jeabto applicable community property
laws.

Applicable percentage ownership is based on 23801shares of common stock outstanding on Septe®ih&005. For purposes of
the table below, we have assumed that 28,301,2&¢slof common stock will be outstanding upon cetiquh of this offering. In computing
the number of shares of common stock beneficiallped by a person and the percentage ownershiabpéison, we deemed outstanding
shares of common stock subject to options or wisraeld by that person that are currently exeréésabexercisable within 60 days after
September 30, 2005. We did not deem these shargtsioding, however, for the purpose of computirggglrcentage ownership of any other
person.

Number and Percentage Number and Percentage
of Shares of Common of Shares of Common
Stock Beneficially Owned Stock Beneficially
Before Offering Shares Owned After Offering
Being Solc
Percentagt
Number of in the Number Percentage
Name and Address of Beneficial Owner Shares of Shares Offering of Shares of Shares
5% Stockholders:
Entities affiliated with J.P. Morgan Partners 1,415,52 5.8%
FMR Corp.(2) 2,594,90! 10.€
Other Selling Stockholders:
Directors and Named Executive Officers:
Gary Johnson(z 693,47 2.8
Sanjeev Kumar(4 422,63 1.8
Michael J. Maia(5 101,04: *
Scott W. Tandy(6 11,98¢ *
Svenc-Olav Carlsen (7 14,44( *
Henry T. DeNerc 3,00( *
Richard L. Sanquini(8 93,50z *
T. Raj Singh(9 1,37t *
Shahan D. Soghikian(1! 1,415,52 5.6
James L. Whims(11 204,68: *
All directors and executive officers as a group
(11 persons)(12 2,972,90! 12.1% %
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1)

(2)

(3)

(4)

()

Represents beneficial ownership of less than

Based on a Form 4 filed with the Securities Brdhange Commission on August 25, 2005. Princgdress for J.P. Morgan affiliated
entities is 1221 Avenue of the Americas, New Ydtkw York 10020. Includes 1,146,136 shares held.ByMorgan Partners (BHCA),
L.P. (“JPMP BHCA"), 6,043 shares held by J.P. Morgartners Global Investors (Cayman) I, L.P., 888,shares held by J.P.
Morgan Partners Global Investors, L.P., 54,232ethheld by J.P. Morgan Partners Global Investoayit@n), L.P., 14,566 shares held
by J.P. Morgan Partners Global Investors A, L.Rd, 86,322 shares held by J.P. Morgan Partners Globsstors (Selldown), L.P.
(collectively, the “Global Fund Entities”). The gamal partner of JPMP BHCA is JPMP Master Fund Manag.P. (“MF Manager”),
whose general partner is JPMP Capital Corp. (“JPEIBCG wholly-owned subsidiary of JPMorgan Chas€é. (“*JPM Chase”), a
publicly traded company. As a result, each of MFliger, JPMPCC and JPM Chase may be deemed thédmdrefiners of the shares
held by JPMP BHCA, however, each disclaim such fieiaéownership except to the extent of such peispecuniary interest therein.
The general partner of the Global Fund Entitie¥iMP Global Investors, L.P. (“*JPMP Global Investonehose general partner is
JPMPCC, a wholly-owned subsidiary of JPM ChaseaAssult, each of JPMP Global Investors, JPMPCCJ&\ Chase may be
deemed beneficial owners of the shares held bgthbal Fund Entities, however, each disclaim sueheficial ownership except to the
extent of such person’s pecuniary interest thergdhlitionally, Jeffrey C. Walker, as president 8\MPCC, may be deemed to have
beneficial ownership of the shares held by JPMP Br@d the Global Fund Entities pursuant to poliéiaed procedures adopted by
JPMPCC. Mr. Walker has dispositive power over ssltfres. However, the foregoing shall not be coadtas an admission that

Mr. Walker is the beneficial owner of the shareklfiyy JPMP BHCA and the Global Fund Entities. Alsdudes 1,375 shares of
restricted stock assigned to entities affiliatethwli.P. Morgan Partners by Mr. Soghikian, whicht ue$ull on the earlier to occur of
June 10, 2006 or immediately preceding the dateenP006 annual meeting of stockhold:

Based on a Schedule 13G filed with the SecuritiesEexchange Commission on August 10, 2005. Priheigdress for FMR Corp. is
Devonshire Street, Boston, Massachusetts, 0216Rides 1,219,100 shares held by Fidelity Growth gamy Fund and 1,375,800
shares held by Fidelity OTC Portfolio. Edward Chidson Ill, Chairman of FMR Corp., FMR Corp. throutghcontrol of Fidelity
Management & Research Company, and the funds eeachdie power to dispose of the 2,594,900 sharasaWwy the funds

Includes 478,016 shares subject to optionsat@atmmediately exercisable, 45,657 shares sutmjemttions exercisable within 60 days
of September 30, 2005 and 41,067 shares subjeanants that are immediately exercisable. Alstuithes 11,000 shares of restricted
stock, which vest as to 20% of the shares on ehttiedirst five anniversaries of the May 3, 200amt date. Also includes 31,464
shares held by the Gary J. Johnson and Sarah hsdohas Trustees of the Johnson Revocable Trtext @t 11th 1999, 31,553 shares
held by Gary J. Johnson, as Trustee of the BeifAalknnuity Trust dated June 9, 2004, 31,553 shhedd by Sarah L. Johnson, as
Trustee of the Welby-(A) Annuity Trust dated Jun@@04, 11,167 shares held by Joel Silberman, &eust the Johnson Children’s
Trust F/B/O Clare Johnson, and 11,167 shares heldél Silberman, Trustee of the Johnson Chil's Trust F/B/O Matthew Johnsc

Includes 157,412 shares subject to optionsat@atmmediately exercisable and 12,688 sharegsttg options exercisable within 60
days of September 30, 2005. Also includes 13,338eshheld by Donna K. Kumar, as Trustee of the RdarKumar 2004 Annuity
Trust dated July 27, 2004 and 13,333 shares hefhbjeev Kumar, as Trustee of the Sanjeev Kumag 20Mwuity Trust dated July 27,
2004. Also includes 27,500 shares of restrictedkstahich vest as to 20% of the shares on eacheofittst five anniversaries of the
May 3, 2005 grant date, and 16,667 shares of cestiristock which vest as to 100% of the shares ay 3/ 2008

Includes 9,001 shares subject to options treairamediately exercisable and 3,348 shares sutgeaitions exercisable within 60 days
of September 30, 2005. Also includes 12,100 shafresstricted stock, which vest as to 20% of tharel on each of the first five
anniversaries of the May 3, 2005 grant d
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(6)

(7)

(8)
(9)

(10)

(11)

(12)

Includes 6,602 shares subject to options treairamediately exercisable and 3,801 shares sutgjeptions exercisable within 60 days
of September 30, 2005. Also includes 1,187 shdresstricted stock, which vest as to 20% of theast@an each of the first five
anniversaries of the May 3, 2005 grant d

Includes 3,733 shares subject to options treiramediately exercisable and 7,983 shares sutgeaitions exercisable within 60 days
of September 30, 2005. Also includes 2,042 shdresstricted stock, which vest as to 20% of theeb@n each of the first five
anniversaries of the May 3, 2005 grant d

Includes 33,544 shares subject to optionsateatmmediately exercisable and 1,375 shares tfatesl stock, which vest in full on the
earlier to occur of June 10, 2006 or immediatebcpding the date of the 2006 annual meeting okbtiders.

Consists of 1,375 shares of restricted stoslgasd to Investcorp/212 Ventures Technology FumdR., which vest in full on the earlier
to occur of June 10, 2006 or immediately precedlirgdate of the 2006 annual meeting of stockholdérsSingh disclaims beneficial
ownership of these shares except to the exterisgfdtuniary interest therei

Includes 1,375 shares of restricted stoclgassi to entities affiliated with J.P. Morgan Parsniay Mr. Soghikian, which vest in full on
the earlier to occur of June 10, 2006 or immedygieéceding the date of the 2006 annual meetirgjaaikholders. Based on a Form 4
filed with the Securities and Exchange Commissioiagust 25, 2005, also includes 1,146,136 shagkkby J.P. Morgan Partners
(BHCA), L.P. (“JPMP BHCA"), 6,043 shares held bi?.JMorgan Partners Global Investors (Cayman) P..1 106,852 shares held by
J.P. Morgan Partners Global Investors, L.P., 54gtt#2es held by J.P. Morgan Partners Global Inve¢@ayman), L.P., 14,566 shares
held by J.P. Morgan Partners Global Investors R, land 86,322 shares held by J.P. Morgan Partietm@nvestors (Selldown), L.P.
(collectively, the “Global Fund Entities”). The gamal partner of JPMP BHCA is JPMP Master Fund Manag.P. (“MF Manager”),
whose general partner is JPMP Capital Corp. (“JPEIBCG wholly-owned subsidiary of JPMorgan Chas€é. (“*JPM Chase”), a
publicly traded company. The general partner ofGtebal Fund Entities is JPMP Global Investors,.l[(:BPMP Global Investors”),
whose general partner is JPMPCC. Mr. SoghikianNtaaaging Director of JPMPCC. As a result, Mr. S&gm may be deemed a
beneficial owner of the shares held by JPMP BHCd the Global Fund Entities, however, Mr. Soghikisclaims such beneficial
ownership except to the extent of his pecuniargraggt therein, which is not readily determinableawse it is subject to several
variables, including without limitation, the inteirrates of return of JPMP BHCA and the Global FEmdities and the vesting of
interests thereir

Includes 1,375 shares of restricted stockctviiest in full on the earlier to occur of June 2006 or immediately preceding the date of
the 2006 annual meeting of stockholders. Basedkor@a 4 filed with the Securities and Exchange Cdassian on August 31, 2005,
also includes 109,938 shares held by TechFund &dpit..P., 45,834 shares held by TechFund Capigtl 11, LLC and 1,620 shares
held by Techfarm II, L.P. Mr. Whims is a managiragtper of TechFund Capital and disclaims benefmahership of the shares held
by TechFund Capital Il, L.P., TechFund Capital Mgt.LC and Techfarm Il, L.P. except to the extefthis pecuniary interest there

Includes 689,182 shares subject to optionsatgaimmediately exercisable, 81,379 shares sutgjexptions exercisable within 60 days
of September 30, 2005, and 41,067 shares subjearnants that are immediately exercisable. Alstuides 77,719 shares of restricted
stock, which vest over the periods described ie®¢8) to (11) abow«
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DESCRIPTION OF CAPITAL STOCK

General
Our authorized capital stock consists of 250,000 gitares of common stock, par value $.0001 peeshad 5,000,000 shares of
preferred stock, par value $.0001 per share.

As of September 30, 2005, there were 23,801,23&std common stock outstanding held by 284 stolcldne of record. The shares of
common stock to be outstanding after this offeringluding the shares of common stock to be solthimoffering, will be fully paid and
nonassessable.

Common Stock

Dividend Rights

Subject to preferences that may apply to sharpsadérred stock outstanding at the time, the hsldéoutstanding shares of our
common stock are entitled to receive dividendsobatssets legally available at the times and iratheunts that our board of directors may
determine from time to time.

Voting Rights

Each holder of common stock is entitled to one ¥oteeach share of common stock held on all matebsnitted to a vote of
stockholders. The affirmative vote of a majoritytloé shares present in person or represented dingd) &b a duly held meeting at which a
guorum is present shall be the act of the stocldreldVe have not provided for cumulative votingtfoe election of directors in our certifici
of incorporation. This means that the holders ofagority of the shares voted can elect all of threadors then standing for election. In
addition, our certificate of incorporation and hyaprovide that certain actions require the apgrof/awo-thirds, rather than a majority, of
the shares entitled to vote. For a descriptiomes$¢ actions, see “—Anti-Takeover Effects of Delenaaw and Our Certificate of
Incorporation and Bylaws.”

No Preemptive, Conversion or Redemption Rights
Our common stock is not entitled to preemptive tSggnd is not subject to conversion, redemptiosirddng fund provisions.

Right to Receive Liquidation Distributions

Upon our liquidation, dissolution or winding-upgtholders of common stock are entitled to shaadliassets remaining after payment
of all liabilities and the liquidation preferencafsany outstanding preferred stock. Each outstansirare of common stock is, and all shart
common stock to be issued in this offering, willfaly paid and nonassessable.

Preferred Stock

The board of directors may authorize the issuahpeederred stock with voting or conversion rigttiat could harm the voting power or
other rights of the holders of the common stocke Esuance of preferred stock, while providing ifdity in connection with possible
acquisitions and other corporate purposes, counlong other things, have the effect of delayinged&ig or preventing a change in contro
us and might harm the market price of our commooksénd the voting and other rights of the holadrsommon stock. We have no current
plans to issue any shares of preferred stock.

Warrants
As of September 30, 2005, we had outstanding wirtarpurchase a total of 41,542 shares of comrtawk &s follows:

* 41,067 shares of common stock at an exercise pfi$d.50 per share.

» 475 shares of common stock at an exercise prig2250 per share.
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Registration Rights
Certain holders of sharesahmon stock have the right to cause us to rediséese shares under the Securities Act based

on:

Demand registration rights. One or more holders086 or more of the common stock issued upon coiwes our preferred stock
in connection with our initial public offering indvember 2004 may request that we register theiestiathe anticipated aggregate
offering price is at least $5,000,0(

Piggyback registration rights. The holders of regisle securities may request to have their shagistered any time we file a
registration statement to register any of our séearfor our own account or for the account ofestetockholders subject to a pro
rata cutback to a minimum of 25% of any offerimgaddition, our existing officers and directors daertain piggyback registration
rights unless inclusion of their shares would distithe number of shares in an offering allocatedstand to the other holders of
registration rights under the agreem

S-3 registration rights. The holders of registred@eurities have the right to request registratmm&orm S-3 if we are eligible to
use Form S-3 and have not already registered shwi@son an S-3 registration statement withintBemonths preceding the
request and if the anticipated aggregate offerimgeps at least $2,500,00

Registration of shares of common stock becauskeoéxercise of demand registration rights, piggklvagistration rights or S-3
registration rights under the Securities Act worddult in the holders being able to trade theseeshaithout restriction under the Securities
Act when the registration statement is declareectiffe. We will pay all registration expenses, otthan underwriting discounts and
commissions, related to any registration. Thesestragion rights terminate in November 2009, fivaays after our initial public offering.

Anti-Takeover Effects of Delaware Law and Our Certficate of Incorporation and Bylaws

The provisions of Delaware law, our certificatéraforporation and our bylaws described below maxetthe effect of delaying,
deferring or discouraging another party from adqgicontrol of us.

Delaware Law

We are subject to the provisions of Section 20thefDelaware General Corporation Law regulatingpomate takeovers. In general,
those provisions prohibit a Delaware corporatiamfrengaging in any business combination with atsré@sted stockholder for a period of
three years following the date that the stockholograme an interested stockholder, unless:

the transaction is approved by the board beforel#ite the interested stockholder attained thaistat

upon consummation of the transaction that resuttéde stockholder becoming an interested stocldrpltie interested stockholder
owned at least 85% of the voting stock of the caapon outstanding at the time the transaction cemed; ol

on or after the date the business combinationpsased by the board and authorized at a meetirggogkholders by at least two-
thirds of the outstanding voting stock that is oened by the interested stockholc

Section 203 defines “business combination” to idelthe following:

any merger or consolidation involving the corparatand the interested stockholder;
any sale, transfer, pledge or other dispositiohQ86 or more of the assets of the corporation inmglthe interested stockholder;

subject to certain exceptions, any transactionrémilts in the issuance or transfer by the cotjmraf any stock of the corporation
to the interested stockhold:
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* any transaction involving the corporation that treseffect of increasing the proportionate sharthefstock of any class or series of
the corporation beneficially owned by the interdsteckholder; o

 the receipt by the interested stockholder of theefieof any loans, advances, guarantees, pledgether financial benefits provid
by or through the corporatio

In general, Section 203 defines an interested btudker as any entity or person beneficially ownlfago or more of the outstanding
voting stock of the corporation and any entity ergon affiliated with or controlling or controlldxyy any of these entities or persons.

A Delaware corporation may opt out of this provis&ther with an express provision in its originattificate of incorporation or in an
amendment to its certificate of incorporation olalwys approved by its stockholders. However, we mateopted out, and do not currently
intend to opt out, of this provision. The statubeld prohibit or delay mergers or other takeovectmnge in control attempts and, accordir
may discourage attempts to acquire us.

Certificate of Incorporation and Bylaws

Our certificate of incorporation and bylaws provitiat:

* no action can be taken by stockholders except ahanal or special meeting of the stockholdersdal accordance with our
bylaws, and stockholders may not act by writtenseor;

« the approval of holders of two-thirds of the shagestled to vote at an election of directors iguieed to adopt, amend or repeal our
bylaws or amend or repeal the provisions of outifaeate of incorporation regarding the electiordaemoval of directors and the
ability of stockholders to take actia

« our board of directors is expressly authorizeddops, amend or repeal our bylaws;

» stockholders may not call special meetings of theldolders or fill vacancies on the board;

« our board of directors is authorized to issue pretestock without stockholder approval; and

» we will indemnify officers and directors againss$es that they may incur in investigations andllpggceedings resulting from
their services to us, which may include servicesonnection with takeover defense meast

Limitation of Liability and Indemnification Matters

We have adopted provisions in our certificate abiporation that limit the liability of our direatefor monetary damages for breach of
their fiduciary duty as directors, except for liggithat cannot be eliminated under the Delawaem&al Corporation Law. Delaware law
provides that directors of a company will not bespeally liable for monetary damages for breacthefr fiduciary duty as directors, except
for liabilities:

« for any breach of their duty of loyalty to us or@tockholders;
« for acts or omissions not in good faith or whichalve intentional misconduct or a knowing violatiohlaw;

« for unlawful payment of dividend or unlawful stopurchase or redemption, as provided under Set#drof the Delaware
General Corporation Law; «

« for any transaction from which the director deriadimproper personal benefit.

Any amendment or repeal of these provisions regqufre approval of the holders of shares repregpatiteast 66/ 3% of the shares
entitled to vote in the election of directors, wotias one class.
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Our certificate of incorporation and bylaws alsowpde that we will indemnify our directors and ofs to the fullest extent permitted
by Delaware law. Our bylaws also permit us to pasghinsurance on behalf of any officer, directorpleyee or other agent for any liability
arising out of his actions as our officer, direcemployee or agent, regardless of whether theasyl@ould permit indemnification. We have
entered into separate indemnification agreemertts auir directors and executive officers that caelguire us, among other things, to
indemnify them against certain liabilities that n@jse by reason of their status or service agfdire and to advance their expenses incurred
as a result of any proceeding against them as tchwthey could be indemnified. We believe thatlihétation of liability provision in our
certificate of incorporation and the indemnificatiagreements will facilitate our ability to conteto attract and retain qualified individuals
serve as directors and officers. In addition, weshand intend to maintain insurance that insureslwactors and officers against certain
losses and which insures us against our obligatimiredemnify the directors and officers.

NASDAQ National Market Listing Symbol
Our common stock is listed on The NASDAQ Nationarkkt under the symbol “PLAY.”

Transfer Agent and Registrar
The transfer agent and registrar for our commooksito The Bank of New York.
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MATERIAL U.S. FEDERAL INCOME TAX CONSIDERATIONS FOR NON-U.S. STOCKHOLDERS

This is a general summary of material U.S. fede@me and estate tax considerations with respegbir acquisition, ownership and
disposition of our common stock if you are a besiafiowner of common stock other than:

* acitizen or resident of the United States;

e acorporation, or other entity treated as a cotpmrdor U.S. federal income tax purposes, createarganized in, or under the laws
of, the United States or any political subdivisadrthe United State:

e an estate, the income of which is subject to Le8efal income taxation regardless of its source; or

e atrust, if a court within the United States iseatnl exercise primary supervision over the adrmiaiisin of the trust and one or more
U.S. persons have the authority to control all farigal decisions of the trust; or a trust thased on August 20, 1996, was treated
as a U.S. person on August 19, 1996, and electbd teated as a U.S. pers

If a partnership holds our common stock, the Uelefal income tax treatment of a partner in théneaship generally will depend upon
the status of the partner and the activities ofpwenership. If you are a partner of a partnersioiging our common stock, you should con
your tax advisor regarding the U.S. federal incaaxeconsequences to you of the acquisition, owngraind disposition of our commu
stock.

This summary does not address all of the U.S. fddlecome and estate tax considerations that maglbeant to you in light of your
particular circumstances or if you are a benefigiaher subject to special treatment under U.S.nmectax laws, including a former U.S.
citizen or resident.

This summary does not discuss any aspect of &batd,or non-U.S. taxation. This summary is basedwrrent provisions of the
Internal Revenue Code of 1986, as amended, Treasgwyations, judicial opinions, published posisaf the U.S. Internal Revenue Service,
or the IRS, and other applicable authorities, Bill/bich are subject to change, possibly with rettve effect. This summary is not intended,
and should not be construed, as tax advice.

We urge prospective non-U.S. investors to conkeit tax advisors regarding the U.S. federal, statal and non-U.S. income and
other tax considerations with respect to acquirmdging and disposing of shares of our commonkstoc

Dividends

In general, any distributions we make to you wéhpect to your shares of our common stock thattitetesdividends for U.S. federal
income tax purposes will be subject to U.S. witklivad tax at a rate of 30% of the gross amount,asy®u are eligible for a reduced rate of
withholding tax under an applicable income taxtiyeand you provide proper certification of yourgdtility for such reduced rate (usually on
an IRS Form W-8BEN). A distribution will constitugedividend for U.S. federal income tax purposethé&extent paid from our current or
accumulated earnings and profits as determinedruhddnternal Revenue Code of 1986, as amendegdstribution not constituting a
dividend will be treated first as reducing youribas your shares of our common stock and, to #terg it exceeds your basis, as gain from
the disposition of your shares of our common stock.

Dividends we pay to you that are effectively coriadavith your conduct of a trade or business withim United States and, if you are
entitled to benefits under an applicable incometteaty, attributable to a U.S. permanent estafvlesit maintained by you, generally will not
be subject to U.S. withholding tax if you complytkvapplicable certification and disclosure requieens. Instead, such dividends generally
will be subject to U.S. federal income tax, neteftain deductions, at the same rates applicallleSopersons. If you are a corporation,
effectively connected income may also be subjeet‘foranch profits tax” at a rate of 30%, or a
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lower rate specified by an applicable income teatly. Dividends that are effectively connected witlir conduct of a trade or business but
that under an applicable income tax treaty areattabutable to a U.S. permanent establishment taiaied by you may be eligible for a
reduced rate of U.S. withholding tax under suchtyreprovided you comply with certification and elissure requirements necessary to obtain
treaty benefits.

If you are eligible for a reduced rate of U.S. wmitkding tax under an applicable income tax treabyy may obtain a refund of any exc
amounts withheld by filing an appropriate claim fefund with the IRS.

Sale or Other Disposition of Our Common Stock

You generally will not be subject to U.S. federatame tax on any gain realized upon the sale @ratisposition of your shares of our
common stock unless:

« the gain is effectively connected with your condofch trade or business within the United Statek dryou are entitled to benefits
under an applicable income tax treaty, is attribl@o a U.S. permanent establishment maintainegbhy

< you are an individual, you hold your shares of mmmon stock as capital assets, you are pres¢mt idnited States for 183 da
or more in the taxable year of disposition and ymet other conditions, and you are not eligibleréhief under an applicable
income tax treaty; c

« our common stock constitutes a U.S. real propatrést within the meaning of the Foreign InvestniefReal Property Tax Act,
which is referred to as FIRPTA. Our common stock egnstitute a U.S. real property interest for PIRA if we are or have been a
“U.S. real property holding corporation” for U.®dieral income tax purposes. We do not believevikare, have been or will
become a “U.S. real property holding corporaticn” {).S. federal income tax purposes. Even if weavgel).S. real property
holding corporation for FIRPTA, gain arising frond&position of our common stock still would notdeject to FIRPTA tax if ot
common stock is considered regularly traded ungpli@able Treasury regulations on an establishedrigees market, such as The
NASDAQ National Market, and you do not own, actyali constructively, more than 5% of the total faiarket value of ou
common stock at any time during the five year pegading on the date of dispositic

Gain that is effectively connected with your conidofca trade or business within the United Statssegally will be subject to U.S.
federal income tax, net of certain deductionshatdame rates applicable to U.S. persons. If yea &orporation, the branch profits tax, as
discussed above, also may apply to such effecto@mnected gain. If the gain from the sale or disfan of your shares is effectively
connected with your conduct of a trade or busiimesise United States but under an applicable inctardreaty is not attributable to a
permanent establishment maintained by you in thiéedStates, your gain may be exempt from U.Suteder the treaty. If you are described
in the second bullet point above, you generally él subject to U.S. tax at a rate of 30% on the galized, although the gain may be offset
by some U.S. source capital losses realized dthni@game taxable year.

Information Reporting and Backup Withholding

We must report annually to the IRS and to you thewnt of dividends or other distributions we payém and the tax withheld from
those payments. These reporting requirements apgardless of whether withholding was reduced ioniehted by any applicable income
tax treaty. Copies of the information returns réipgrthose dividends and amounts withheld may bésmade available to the tax authorities
in the country in which you reside pursuant tophavisions of an applicable income tax treaty ah@nge of information treaty.

The United States imposes a backup withholdingtadividends and certain other types of payments.& persons currently at a rate
of 28% of the gross amount. You will not be subjedbackup withholding tax on dividends you receiweyour shares of our common stock
if you provide proper certification (usually on BRIS
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Form W-8BEN) of your status as a non-U.S. persaifiyau are a corporation or one of several typlesntities and organizations that qualify
for an exemption.

Information reporting and backup withholding getigrare not required with respect to the amouramy proceeds from the sale of y
shares of our common stock outside the United Stateugh a foreign office of a foreign broker tbaes not have certain specified
connections to the United States. However, if yellysour shares of our common stock through a br8ker or the U.S. office of a foreign
broker, the broker will be required to report te tRS the amount of proceeds paid to you and askup withhold at a rate of 28% of that
amount unless you provide appropriate certificafisually on an IRS Form W-8BEN) to the broker otiy status as a non-U.S. person or
you are a corporation or one of several types tifies and organizations that qualify for exemptitirthe appropriate certification is n
provided, the amount of proceeds paid to you vélklbject to information reporting, and may be scitjo backup withholding, if you sell
your shares of our common stock outside the Urittades through the n-U.S. office of a U.S. broker or a foreign brokeriging more than
a specified percentage of its income from U.S. @@aior having certain other connections to theddn8tates.

Any amounts withheld with respect to your shareswfcommon stock under the backup withholdingsuiél be refunded to you or
credited against your U.S. federal income tax lighiif any, by the IRS if the required informatias furnished in a timely manner.
Estate Tax

Shares of our common stock owned or treated asa¥wyan individual who is not a citizen or residexst specifically defined for U.S.
federal estate tax purposes, of the United Statiedime of his or her death will be subject t& federal estate tax unless an applicable
estate tax treaty provides otherwise.
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UNDERWRITING

Under the terms and subject to the conditions @oatkbin an underwriting agreement dated the dathisfprospectus, we and the sell
stockholders have agreed to sell to the undensritamed below, for whom Citigroup Global Markets.JiCredit Suisse First Boston LLC,
CIBC World Markets Corp. and Needham & Company, Ldr€ acting as representatives, the following retspenumbers of shares of
common stock:

Number
Underwriter of Shares
Citigroup Global Markets Inc.
Credit Suisse First Boston LLt
CIBC World Markets Corp.
Needham & Company, LLC
Total

The underwriting agreement provides that the undters are obligated to purchase all the shareswfmon stock in the offering if ar
are purchased, other than those shares coverdzt lmywér-allotment option described below. The uwdéng agreement also provides that if
an underwriter defaults the purchase commitment®ofdefaulting underwriters may be increased erdtffiering may be terminated.

We have granted to the underwriters a 30-day optigrurchase on a pro rata basis up to  additional shares at the public offering
price less the underwriting discounts and commissidhe option may be exercised only to cover argy-allotments of common stock.

The underwriters propose to offer the shares ofrmomstock initially at the public offering price ¢ime cover page of this prospectus
and to selling group members at that price lesdlmg concession of $ per share. Theeuwriters and selling group members may
allow a discount of $ per share onstdeother broker/dealers. After the public offgrithe representatives may change the public
offering price and concession and discount to hvdiealers.

The following table summarizes the compensationestiinated expenses we and the selling stockholdénsay:

Per Share Total
Without With Without With
Over- Over- Over- Over-
allotment allotment allotment allotment
Underwriting Discounts and Commissions paid
us $ $ $ $
Expenses payable by $ $ $ $
Underwriting Discounts and Commissions paid
Selling Stockholder $ $ $ $
Expenses payable by the Selling Stockhols $ $ $ $

We have agreed that we will not offer, sell, cocttta sell, pledge or otherwise dispose of, digeotlindirectly, or file with the
Securities and Exchange Commission a registrataterment under the Securities Act of 1933 relatingny shares of our common stock or
securities convertible into or exchangeable or@gable for any shares of our common stock, oriplybdlisclose the intention to make any
offer, sale, pledge, disposition or filing, withdbe prior written consent of both Citigroup Globdarkets Inc. and Credit Suisse First Boston
LLC for a period of 90 days after the date of fiiespectus, except for grants of employee stockppursuant to the terms of our 2004
stock incentive plan or issuances pursuant toxkecese of employee stock options outstanding erdtiite hereof or issuances pursuant tc
2004 employee stock purchase plan.
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However, in the event that either (1) during thet 7 days of the “lock-up” period, we release ggy®mresults or material news or a material
event relating to us occurs or (2) prior to theigatpn of the “lock-up” period, we announce tha will release earnings results during the
16-day period beginning on the last day of theKlop” period, then in either case the expirationhaf “lock-up” will be extended until the
expiration of the 18-day period beginning on thtedsd the release of the earnings results or tiearoence of the material news or event, as
applicable, unless both Citigroup Global Markets. lnd Credit Suisse First Boston LLC waive, inting, such an extension.

Our officers and directors who own shares and dmioprincipal stockholders have agreed that thigynot offer, sell, contract to sell,
pledge or otherwise dispose of, directly or indisg@ny shares of our common stock or securit@s/ertible into or exchangeable or
exercisable for any shares of our common stoclerento a transaction that would have the samegffe enter into any swap, hedge or of
arrangement that transfers, in whole or in pay, @frthe economic consequences of ownership otommon stock, whether any of these
transactions are to be settled by delivery of ammon stock or other securities, in cash or othewar publicly disclose the intention to
make any offer, sale, pledge or disposition, agriter into any transaction, swap, hedge or otlrangement, without, in each case, the prior
written consent of both Citigroup Global Markets.land Credit Suisse First Boston LLC for a pend@0 days, and in the case of the
principal stockholder 60 days, after the date @f finospectus. However, in the event that eithed(ting the last 17 days of the “lock-up”
period, we release earnings results or materiabr@va material event relating to us occurs op(®r to the expiration of the “lock-up”
period, we announce that we will release earniegalts during the 16-day period beginning on tiseday of the “lock-up” period, then in
either case the expiration of the “lock-up” will brtended until the expiration of the 18-day petiedinning on the date of the release of the
earnings results or the occurrence of the mateeais or event, as applicable, unless both Citig®@lgial Markets Inc. and Credit Suisse
First Boston LLC waive, in writing, such an extarsi A transfer of securities to a family membeustr affiliate, partner or member of such
person, or as a bona fide gift, may be made, peavttie transferee agrees to be bound in writinheyabove restrictions prior to the transfer.
Any securities sold by such person pursuant tocamsently existing written trading plan adoptedsuant to Rule 10b5-1 of the Securities
Exchange Act of 1934, as amended, will not be suiltgethe above “lock-up” restrictions. In additi@uch person may enter into at any time
during the “lock-up” period a Rule 10b5-1 tradingmpwith respect to their PortalPlayer securit@@syided, however, that no direct or
indirect offers, sales, pledges, dispositions beparrangements to transfer such securities majfeeted by such person pursuant to such
newly entered into Rule 10b5-1 trading plan dutimg “lock-up” period. Of the shaubject to the above restrictions,
are subject to the 60-day “lock-up” period and are subject to the 90-day “lock-up”ipdr

We and the selling stockholders have agreed taindg the underwriters against liabilities undee tBecurities Act, or contribute to
payments that the underwriters may be requiredakenin that respect.

Our common stock is listed on The NASDAQ Nationarkkt under the symbol “PLAY™.

The underwriters and their respective affiliateg/pieom time to time, provide various financial #&hry, commercial banking and
investment banking services for us in the ordiramyrse of business for which they will receive oustry fees.

In connection with the offering the underwritersyneggage in stabilizing transactions, over-allottrteansactions, syndicate covering
transactions, penalty bids and passive market rgakiaccordance with Regulation M under the Seiesriexchange Act of 1934 (the
“Exchange Act”).

« Stabilizing transactions permit bids to purchageuhderlying security so long as the stabilizingstdo not exceed a specified
maximum.

< Over-allotment involves sales by the underwritdrshamres in excess of the number of shares therwritkers are obligated to
purchase, which creates a syndicate short posifiea.short position may be either a covered shusitipn or a naked short
position. In a covered short position, the numbdeshares over-allotted by the underwriters is netatgr than the number of shares
that they may purchase in the c-allotment option. In a naked short position, thenbar of shares involved is greater than
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number of shares in the over-allotment option. Tihéerwriters may close out any covered short sty either exercising their
ovel-allotment option and/or purchasing shares in thenoparket

< Syndicate covering transactions involve purchaséiseocommon stock in the open market after theiligion has been completed
in order to cover syndicate short positions. Ired®ining the source of shares to close out thet gfosition, the underwriters will
consider, among other things, the price of sharaable for purchase in the open market as condgp@r¢he price at which they
may purchase shares through the over-allotmendropii the underwriters sell more shares than cobel@¢overed by the over-
allotment option, a naked short position, the paisican only be closed out by buying shares irofieen market. A naked short
position is more likely to be created if the undetevs are concerned that there could be downwegsispire on the price of the
shares in the open market after pricing that cadicersely affect investors who purchase in therioifle

< Penalty bids permit the representatives to reckaselling concession from a syndicate member wherdmmon stock originally
sold by the syndicate member is purchased in dligtal or syndicate covering transaction to cosgndicate short position

* In passive market making, market makers in the comstock who are underwriters or prospective und&rg may, subject to
limitations, make bids for or purchases of our camratock until the time, if any, at which a stahiig bid is made

These stabilizing transactions, syndicate covetriagsactions and penalty bids may have the effe@tising or maintaining the market price
of our common stock or preventing or retarding elide in the market price of the common stock. Assult, the price of our common stock
may be higher than the price that might otherwigstén the open market. These transactions magffeeted on The NASDAQ National
Market or otherwise and, if commenced, may be disnaed at any time.

A prospectus in electronic format may be made abtgl on the web sites maintained by one or motbeofinderwriters, or selling gro
members, if any, participating in this offering amte or more of the underwriters participatinghis offering may distribute prospectuses
electronically. The representatives may agreeltcate a number of shares to underwriters anchgaliifoup members for sale to their online
brokerage account holders. Internet distributioiishe allocated by the underwriters and sellingugr members that will make internet
distributions on the same basis as other allocation

In relation to each Member State of the EuropeamBmic Area which has implemented the Prospectuscive (each, a “Relevant
Member State”), each underwriter has representddigreed that with effect from and including théedan which the Prospectus Directive is
implemented in that Relevant Member State (the éRaht Implementation Date”) it has not made andivat make an offer of shares to the
public in that Relevant Member State prior to thelgation of a prospectus in relation to the skavhich has been approved by the
competent authority in that Relevant Member Statevbere appropriate, approved in another ReleMemhber State and notified to the
competent authority in that Relevant Member Sttén accordance with the Prospectus Directiveegx that it may, with effect from and
including the Relevant Implementation Date, makeféer of shares to the public in that Relevant NdemState at any time,

» to legal entities which are authorised or regulatedperate in the financial markets or, if notshorised or regulated, whose
corporate purpose is solely to invest in secuti

< to any legal entity which has two or more of (1)aaerage of at least 250 employees during thdifestcial year; (2) a total balan
sheet of more than €43,000,000 and (3) an annaalimover of more than €50,000,000, as showrsiteit annual or consolidated
accounts; o

* in any other circumstances which do not requirepthigication by the issuer of a prospectus purst@aiticle 3 of the Prospectus
Directive.

For the purposes of this provision, the expresaiotioffer of shares to the publiai relation to any shares in any Relevant Membate
means the communication in any form and by any measufficient information

86



Table of Contents

on the terms of the offer and the shares to beeaifso as to enable an investor to decide to paecbasubscribe the shares, as the same may
be varied in that Member State by any measure imgfting the Prospectus Directive in that Membetestad the expression “Prospectus
Directive” means Directive 2003/71/EC and includey relevant implementing measure in each Reldvamber State.

Each of the underwriters has represented and atjraed

« it has not made or will not make an offer of shacethe public in the United Kingdom within the nmérgg of section 102B of the
Financial Services and Markets Act 2000 (as amexithesMA™) except to legal entities which are authorised gulated to opera
in the financial markets or, if not so authorisedegulated, whose corporate purpose is solelguest in securities or otherwise in
circumstances which do not require the publicakipithe company of a prospectus pursuant to thepPotiss Rules of the Financial
Services Authority

« it has only communicated or caused to be commuedcand will only communicate or cause to be comgated an invitation or
inducement to engage in investment activity (witthie meaning of section 21 of FSMA) to persons Wwhee professional
experience in matters relating to investmentsrfglivith Article 19(5) of the Financial Services avidrkets Act 2000 (Financial
Promotion) Order 2005 or in circumstances in wisebtion 21 of FSMA does not apply to us;

« it has complied with, and will comply with all ajiqrble provisions of FSMA with respect to anythotane by it in relation to the
shares in, from or otherwise involving the Uniteisth¢ddom.

Each person who is in possession of this prospéssare of the fact that no German sales prospdbterkaufsprospekt) within the
meaning of the Securities Sales Prospectus Acttdpier-Verkaufsprospektgesetz, the “Act”) of theEral Republic of Germany has been
or will be published with respect to our commorcktdn particular, each underwriter has represetttatit has not engaged and has agreed
that it will not engage in a public offering (offtinhes Angebot) within the meaning of the Act wilspect to any of our common stock
otherwise than in accordance with the Act and thiikoapplicable legal and regulatory requirements.

Our common stock is being issued and sold outsidérepublic of France and each of the underwiitassrepresented and agreed that,
in connection with the underwriters’ initial diditition, it has not offered or sold and will noteafbr sell, directly or indirectly, any shares of
our common stock to the public in the Republic @frfee, and that it has not distributed and will distribute or cause to be distributed to the
public in the Republic of France this prospectuary other offering material relating to our comnsbock, and that such offers, sales and
distributions have been and will be made in theuRép of France only to qualified investors (invieseurs qualifiés) in accordance with
Article L.411-2 of the Monetary and Financial Caatel décret no. 98-880 dated 1st October, 1998.

Our common stock may not be offered, sold, tramsteor delivered in or from the Netherlands as pathe underwriters’ initial
distribution or at any time thereatfter, directlyindirectly, other than to, individuals or legaliéies situated in The Netherlands who or which
trade or invest in securities in the conduct ofiaitkess or profession (which includes banks, seéesiintermediaries (including dealers and
brokers), insurance companies, pension funds,atdléeinvestment institution, central governmetdsge international and supranational
organizations, other institutional investors arlteotparties, including treasury departments of cencral enterprises, which as an ancillary
activity regularly invest in securities; hereinaftéProfessional Investors”), provided that in tiféer, prospectus and in any other documents
or advertisements in which a forthcoming offerirfgpor common stock is publicly announced (whetHecteonically or otherwise) in The
Netherlands it is stated that such offer is andl lvélexclusively made to such Professional Invaestmdividual or legal entities who are r
Professional Investors may not participate in thierimg of our common stock, and this prospectuaryr other offering material relating to
our common stock may not be considered an offéheprospect of an offer to sell or exchange ounroon stock.
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NOTICE TO CANADIAN RESIDENTS

Resale Restrictions

The distribution of the common stock in Canadagimpp made only on a private placement basis exémpi the requirement that we
and the selling stockholders prepare and file ageotus with the securities regulatory authoritiesach province where trades of common
stock are made. Any resale of the common stoclaima@a must be made under applicable securitiesWdneh will vary depending on the
relevant jurisdiction, and which may require resatebe made under available statutory exemptionsder a discretionary exemption
granted by the applicable Canadian securities atgyl authority. Purchasers are advised to seel &dyice prior to any resale of the
common stock.

Representations of Purchasers

By purchasing the common stock in Canada and dogeptpurchase confirmation a purchaser is reptegeto us, the selling
stockholders and the dealer from whom the purchaséirmation is received that:

« the purchaser is entitled under applicable proaimrsécurities laws to purchase the common stodkoutitthe benefit of a prospect
qualified under those securities lav

« where required by law, that the purchaser is pugidgsas principal and not as agent;
« the purchaser has reviewed the text above undel&Bestrictions; and

» the purchaser acknowledges and consents to thesjamowf specified information concerning its puask of the common stock to
the regulatory authority that by law is entitlecctalect the information

Further details concerning the legal authoritytfos information is available on request.

Rights of Action—Ontario Purchasers Only

Under Ontario securities legislation, certain pasgrs who purchase a security offered by this paiap during the period of
distribution will have a statutory right of actiéer damages, or while still the owner of the comnstack, for rescission against us and the
selling stockholders in the event that this profyecontains a misrepresentation without regamhether the purchaser relied on the
misrepresentation. The right of action for damagescercisable not later than the earlier of 18@sdeom the date the purchaser first had
knowledge of the facts giving rise to the causaation and three years from the date on which paytisenade for the common stock. The
right of action for rescission is exercisable ratet than 180 days from the date on which paynsemizide for the common stock. If a
purchaser elects to exercise the right of actiomdscission, the purchaser will have no rightaifan for damages against us or the selling
stockholders. In no case will the amount recoverabhny action exceed the price at which the shafeommon stock were offered to the
purchaser and if the purchaser is shown to havehpsed the securities with knowledge of the missgmtation, we and the selling
stockholders will have no liability. In the caseanf action for damages, we and the selling stodkdrelwill not be liable for all or any portion
of the damages that are proven to not represemtepieciation in value of the common stock as alre$ the misrepresentation relied upon.
These rights are in addition to, and without detiogafrom, any other rights or remedies availaliliae to an Ontario purchaser. The
foregoing is a summary of the rights availableridCntario purchaser. Ontario purchasers should teféae complete text of the relevant
statutory provisions.

Enforcement of Legal Rights

All of our directors and officers as well as th@ess named herein and the selling stockholdersbadgcated outside of Canada ant
a result, it may not be possible for Canadian pasebs to effect service of process within Canada ws or those persons. All or a substai
portion of our assets and the assets of those
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persons may be located outside of Canada andiessilh, it may not be possible to satisfy a judghagainst us or those persons in Canada or
to enforce a judgment obtained in Canadian cograinat us or those persons outside of Canada.

Taxation and Eligibility for Investment

Canadian purchasers of common stock should cotaittown legal and tax advisors with respect ttdx consequences of an
investment in the common stock in their particagiacumstances and about the eligibility of the casnnstock for investment by the purche
under relevant Canadian legislation.

LEGAL MATTERS

Selected legal matters with respect to the validftthe common stock offered by this prospectuslvélpassed upon for us by Pillsbury
Winthrop Shaw Pittman LLP, Palo Alto, Californieel8cted legal matters with respect to the validitthe common stock offered by this
prospectus will be passed upon for the underwritgrShearman & Sterling LLP, San Francisco, Catifr

EXPERTS

The consolidated financial statements as of DeceB®ibe?003 and 2004, and for each of the threesyieahe period ended
December 31, 2004, included in this prospectus baes audited by Deloitte & Touche LLP, an indeendegistered public accounting
firm, as stated in their report appearing heremd, lbave been so included in reliance upon the tea@uch firm given upon their authority as
experts in accounting and auditing.

CHANGE IN INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

On December 4, 2003, our board of directors dismlis3ricewaterhouseCoopers LLP (“PWC”) as our inddpat registered public
accounting firm and subsequently appointed Delditfeouche LLP as our independent auditors. Thenewe disagreements with PWC in
connection with the audit for the year ended Deam3i, 2002 or during the subsequent interim pepi@deding their replacement on any
matter of accounting principles or practices, ficiahstatement disclosure, or auditing scope ocgulares, which disagreements, if not
resolved to PWC'’s satisfaction, would have caubeditto make reference to the subject matter oflisegreement in connection with their
report. The report of PWC on the financial statetséor the year ended December 31, 2002 containetimerse opinion or disclaimer of
opinion and was unqualified and not modified agrioertainty, audit scope or accounting principkeept that the report included an
explanatory paragraph indicating that there wastsutial doubt about our ability to continue asang concern. We did not consult with
Deloitte & Touche LLP on any accounting or finarcigporting matters in the periods prior to thegdpaintment.

We requested PricewaterhouseCoopers LLP to fumlstter addressed to the Securities and Exchangerssion, stating whether it
agrees with these statements made by us and, i$tating the respects in which it does not aghesopy of this letter, dated as of July 30,
2004 which states that it agreed with these statesneras filed as Exhibit 16.1 to our registratsdatement on Form S-1 (File No. 333-
117900), filed with the Securities and Exchange @dsgsion on August 3, 2004.
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WHERE YOU CAN FIND ADDITIONAL INFORMATION

We have filed with the Securities and Exchange Ca@sion a registration statement under the Secsitkist of 1933 with respect to the
common stock offered by this prospectus. This prosps does not contain all of the information sethfin the registration statement and the
exhibits and schedules to the registration staténfe@ase refer to the registration statement,bétshand schedules for further information
with respect to the common stock offered by thsspectus. Statements contained in this prospeetizsding the contents of any contract or
other document are only summaries. With respeahyocontract or document filed as an exhibit tortrggstration statement, you should refer
to the exhibit for a copy of the contract or docamend each statement in this prospectus regatdaigontract or document is qualified by
reference to the exhibit. A copy of the registnatidatement and its exhibits and schedules magdpected without charge at the SEC'’s
public reference room, located at 100 F Street, NRBom 1580, Washington, DC 20549. Please calbth€ at 1-202-551-8090 for further
information on the public reference room. Our SH@ds are also available to the public from theC3Ewebsite at www.sec.gov.

We are subject to the information reporting requieats of the Securities Exchange Act of 1934, aedil reports, proxy statements
and other information with the SEC. These periodorts, proxy statements and other informatioraaeglable for inspection and copying at
the SEC'’s public reference room and the websitb®fSEC referred to above.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders
of PortalPlayer, Inc.:

We have audited the accompanying consolidated balsineets of PortalPlayer, Inc. and subsidiares“‘@ompany”) as of
December 31, 2003 and 2004, and the related cdasetl statements of operations, stockholders’ edditficit), and cash flows for each of
the three years in the period ended December 4. Zthese financial statements are the resporigibilithe Company’s management. Our
responsibility is to express an opinion on thesarftial statements based on our audits.

We conducted our audits in accordance with thedstals of the Public Company Accounting OversighafBioUnited States). Those
standards require that we plan and perform thet &amdbtain reasonable assurance about whethdindmecial statements are free of material
misstatement. The Company is not required to hamewere we engaged to perform, an audit of itsrirel control over financial reporting.
Our audit included consideration of internal cohtrneer financial reporting as a basis for desigranglit procedures that are appropriate in the
circumstances but not for the purpose of expressmgpinion on the effectiveness of the Compamytarhal control over financial reporting.
Accordingly, we express no such opinion. An autlibancludes examining, on a test basis, evideapparting the amounts and disclosures
in the financial statements, assessing the acamuptinciples used and significant estimates mad@énagement, as well as evaluating the
overall financial statement presentation. We belithat our audits provide a reasonable basis floopinion.

In our opinion, such consolidated financial statetag@resent fairly, in all material respects, tinaricial position of the Company at
December 31, 2003 and 2004, and the results afdperations and their cash flows for each of tired years in the period ended
December 31, 2004, in conformity with accountinipgiples generally accepted in the United State&roérica.

/s/ DELOITTE & TOUCHE LLP

San Jose, California
March 18, 2005
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PORTALPLAYER, INC.
CONSOLIDATED BALANCE SHEETS

(In thousands, except share and per share amounts)

ASSETS
Current asset:
Cash and cash equivalel
Shor-term investment
Accounts receivab—net
Inventory—net
Prepaid expenses and other current a:

Total current asse
Property and equipme—net
Other asset

Total asset

LIABILITIES, CONVERTIBLE PREFERRED STOCK AND STOCKH OLDERS’
EQUITY (DEFICIT)
Liabilities:
Current liabilities:
Bank borrowing—net of debt discount of $37 in 20
Accounts payabl
Accrued liabilities
Deferred incom
Deferred ren
Income taxes payab

Total current liabilities
Deferred rent, lor-term
Bank borrowings, lon-term—net of debt discount of $16 in 20

Total liabilities

Commitments and contingencies (Notes 6 an
Convertible preferred sto—aggregate liquidation preference of $138,945 inx

Stockholder' equity (deficit):

Common stock, $.0001 par value—authorized: 60,@Mghares in 2003, 250,000,000
shares in 2004 and 2005 (unaudited), respectiisdypd and outstanding: 138,733
shares in 2003, 23,091,660 shares in 2004 and 23D in 2005 (unaudite!

Note receivable from stockhold

Deferred stoc-based compensatic

Accumulated other comprehensive i

Accumulated defici

Total stockholdel equity (deficit)

Total liabilities, convertible preferred stock astdckholder equity (deficit)

December 31,

June 30,
2003 2004 2005

(Unaudited)
$10,77¢ $ 58,89: $ 45,83:
— 64,70¢ 104,62!
4,982 20,08( 25,16¢
99¢ 1,762 1,05(
434 1,872 3,37¢
17,19( 147,31 180,05(
94¢ 661 1,93(
52€ 521 672
$ 18,66¢ $148,49¢ $182,65:

$ 1,58 § — $  —
2,80( 1,29 15,58t
1,95( 4,19t 7,20¢
1,15¢€ 4,02¢ 5,01z
81 55 15

— 47¢ —
7,57¢ 10,04: 27,811
60 5 231

44z — —
8,071 10,04¢ 28,04¢

83,16! — —
58t 205,46¢ 209,61¢

(594) - -
— (4,799 (6,799
- (37) (179
(72,567 (62,182 (48,042
(72,576 138,44t 154,60:
$ 18,66¢ $148,49¢ $182,65:

See accompanying Notes to Consolidated Financidt®ents.
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Revenue
Cost of revenu

Gross profit
Operating expense
Research and development
Selling, general and administrative
Stocl-based compensatic
Total operating expens
Operating income (lost
Interest incomt
Interest and other exper—net

Income (loss) before income tax
Provision for income taxe

Net income (loss
Basic net income (loss) per shi

Diluted net income (loss) per sh:

PORTALPLAYER, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS
(In thousands, except share and per share amounts)

Six Months Ended

Shares used in computing basic net income (loss) pe

share

Shares used in computing diluted net income (lpss)

share

(1) Amounts exclude stock-based compensatiofollasvs:

Research and developmt
Selling, general and administrati

Years Ended December 31, June 30,
2002 2003 2004 2004 2005
(Unaudited)

$ 8,76: $ 20,93¢ $ 92,56! $ 22,23: $ 89,03t
5,67¢ 12,27 53,74: 13,50: 50,69:
3,081 8,66% 38,82( 8,72¢ 38,34
16,56: 11,10: 14,82: 5,59¢ 14,25!
8,611 5,072 7,60t 2,791 6,40¢
554 472 5,79 3,637 854
25,72¢ 16,64¢ 28,22t 12,02 21,51
(22,647 (7,989 10,59¢ (3,299 16,82¢
27¢ 15¢ 461 35 2,017
(157) (222) (192) (32) 10
(22,520) (8,04¢6) 10,86¢ (3,29)) 18,85¢
— — 481 — 4,71¢
$(22,52() $ (8,046 $ 10,38 $ (3,297 $ 14,14
$(968.3%) $(124.1)) $ 2.4€ $ (4.32 $ 0.61
$(968.3%) $(124.1)) $ 0.57 $ (4.32 $ 0.5€
23,25¢ 64,80( 4,223,60! 762,17t 23,203,01
23,25¢ 64,80( 18,127,96 762,17¢ 25,068,25
$ — $ — $ 494 $ 92 $ 45E
554 473 5,30¢ 3,54¢ 39¢
$ 554 $ 47: $ 5,791 $ 3,63 $ 854

See accompanying Notes to Consolidated Financidt®ents.
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PORTALPLAYER, INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY (DE FICIT)
(In thousands, except share amounts)

Common Stock Note Accumulated Total
Receivable Deferred Other Stockholders’
from Stock-Based Comprehensive Accumulated Equity
Shares Amount Stockholder Compensatior Loss Deficit (Deficit)

Balance—December 31, 2001 22,00: $ 36¢ $ — $ — $ — $ (42,007) $ (41,637
Exercise of stock options 6,58¢ 5 — — — — 5
Issuance of fully vested common stock options t

nonemployees for services — 81 — — — — 81
Issuance of convertible preferred stock warrants to

bank — 80 — — — — 80
Issuance of convertible preferred stock for note

receivable from stockholder — — (2,600 — — — (1,600
Collection of note receivable from stockhol — — 12C — — — 12C
Accrued interest on note receivable from

stockholder — — (30) — — — (30)
Stockholder consulting services (Note — — 478 — — — 478
Net loss — — — — — (22,52() (22,52()
Balance—December 31, 2002 28,58t¢ 53¢ (1,039 — — (64,527) (65,027
Exercise of stock optior 110,14 50 — — — — 50
Accrued interest on note receivable from

stockholder — — (30) — — — (30)
Stockholder consulting services (Note — — 478 — — — 472
Net loss — — — — — (8,04¢) (8,04¢€)
Balance—December 31, 2003 138,73 58t (594) — — (72,567 (72,57¢)
Issuance of common stock in initial public offering

net of issuance costs of $11,730 7,187,501 110,45¢ — — — — 110,45¢
Conversion of preferred stock to common stock 12,854,23 85,13: — — — — 85,13:
Exercise of stock optior 2,911,191 1,30« — — — — 1,30¢
Warrants issued from bonus award (Note 10) — 631 — — — — 631
Net unrealized loss on availa-for-sale securities,

net of tax — — — — 37) — 37)
Accrued interest on note receivable from

stockholder — — (25) — — — (25)
Stockholder consulting services (Note — — 63C (625) — — 5
Payment of consulting fee — — (1,56¢) — — — (1,56¢)
Collection of stockholder note — — 1,557 — — — 1,557
Deferred stoc-based compensatic — 6,561 — (6,567) — — —
Cancellation of deferred stock-based compensation — 80) — 80 — — —
Amortization of deferred stock-based compensa — — — 2,307 — — 2,307
Issuance of common stock options to non-employee

for services — 87€ — — — — 87¢€
Net income — — — — — 10,38: 10,38:
Balanc—December 31, 200 23,091,66 205,46¢ — (4,799 37) (62,18¢) 138,44
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Issuance costs related to issuance of common stock
initial public offering (unaudited

Issuance of common stock under options exercisgs an
employee stock purchase plan (unaudited)

Issuance of common stock in connection with netrargr
exercises (unaudited)

Net unrealized loss on availa-for-sale securities, net of
tax (unaudited

Cancellation of deferred stock-based compensation
(unaudited)

Amortization of deferred stock-based compensation
(unaudited)

Restricted stock-based compensation (unaudited)

Amortization of restricted stock-based compensation
(unaudited’

Variable stock compensation (unaudited)

Tax benefits from stock options (unaudited)

Net income (unauditec

Balance—June 30, 2005

Common Stock Note Accumulated Total
Receivable Deferred Other Stockholders’
from Stock-Based Comprehensive Accumulated Equity
Shares Amount Stockholder Compensatior Loss Deficit (Deficit)
— 20 — — — — 20
234,92: 627 — — — — 627
16,21¢ — — — — — —
— — — — (142) — (142)
— (29 — 29 — — —
— — — 70€ — — 70€
167,00: 2,83( — (2,830) — — —
— — — 98 — — 98
— 48 — — — — 48
— 65% — — — — 65¢
_ — — — — 14,14 14,14:
23,509,800  $209,61¢ $ — $ 6,799 % e s (48,047 $ 154,60«
I I I L | I I L]

See accompanying Notes to Consolidated Financidt®ents.
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PORTALPLAYER, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands)

Six Months
Years Ended December 31, Ended June 30,
2002 2003 2004 2004 2005
(Unaudited)
Cash flows from operating activities:
Net income (loss $(22,52() $(8,046) $ 10,38: $(3,297) $ 14,14
Adjustments to reconcile net income (loss) to resthcprovided by (used in) operating activities:
Depreciation and amortization 1,77 1,39: 86€ 50¢ 36€
Loss on disposal of proper — Q) 9) ?3) —
Amortization of discounts and premiums on investteemet — — — — 80
Non-cash stock-based compensation 554 473 5,797 3,631 854
Accrued interest on note receivable from stockho (30) (30) (25) (15) —
Amortization of debt discount 83 163 53 21 —
Income tax benefit from stock options — — — — 65E
Changes in assets and liabilities:
Accounts receivabl (529) (3,569 (15,09¢) (2,427 (5,08%)
Inventory (722) 1,91¢ (76€) (3,499 71z
Prepaid expenses and other current assets 107 95 (1,43%) (6) (1,507
Other asset 8) 8 5 11 (152)
Accounts payable (1,63%) 97€ (1,88¢) (1,67¢) 14,29
Accrued liabilities 28¢ 18 2,052 1,54( 3,00¢
Deferred income¢ (28¢€) 1,07¢ 2,86¢ (69) 98¢
Income taxes payable — — 47¢ — 479
Deferred rent 37 (18) (81) 33 18€
Net cash provided by (used in) operating activi (22,88¢) (5,53%) 3,201 (5,300 28,06¢
Cash flows from investing activities:
Proceeds from sale of property and equipn — 3 9 3 —
Proceeds from sales or maturities of investments — — — — 51,80(
Purchase of investments — — 64,744 — 91,939
Purchase of property and equipm (1,1679) 47) (57¢) (310C) (1,635
Net cash used in investing activities (1,167 (44) (65,317) (307) (41,779
Cash flows from financing activitie
Proceeds from issuance of stock, net of issuansts co 34,31% 50 112,32( 1,24¢ 647
Payments for consulting services — — (1,56¢) — —
Collections on note receivable from stockhol 12C — 1,557 — —
Proceeds from notes payable, net of fees 1,86( 1,34( 3,47¢ 3,47¢ —
Repayments on notes payable (49¢) (1,117 (5,562) (1,12%) —
Net cash provided by financing activiti 35,80: 27¢ 110,22t 3,59¢ 647
Net increase (decrease) in cash and cash equis. 11,74¢ (5,300 48,11« (2,009 (13,067)
Cash and cash equivale—beginning of yea 4,33 16,07¢ 10,77¢ 10,77¢ 58,89:
Cash and cash equivalents—end of year $16,07¢ $10,77¢ $58,89: $ 8,76¢ $45,83:
Supplemental cash flow information—interest paid $ 50 $ 10z $ 106 $ 40 $ —
Supplemental cash flow information—taxes paid $ — $ — $ 42 $ — $ 4,582
Supplemental disclosure of noncash investing amhfting activities—Issuance of preferred stocknfate receivable fronm
stockholder and periodic revaluation in 2004 $ 160 $ — $ 197¢ $184¢ $ —

©»
|

©»
|

Deferred stoc-based compensati—net $ 6481 $568: $ (29

@
|
@
|
@
|
@
|
@
N
[
@

Restricted stoc-based compensati—net

©“
|

©
|

©

Conversion of preferred stock to common st 8513: $ — $ —

See accompanying Notes to Consolidated Financit®ients.
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PORTALPLAYER, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(INFORMATION WITH RESPECT TO THE SIX MONTHS ENDED
JUNE 30, 2004 AND 2005 IS UNAUDITED.)

1. Organization and Summary of Significant Accounting Policies

PortalPlayer, Inc. (the “Company”) was incorporaite€alifornia on May 17, 1999 and reincorporated®elaware in October 2004.
The Company designs, develops and markets comsiglegplatform solutions, including a system-on-caiql firmware, for personal media
players.

Certain Significant Risks and Uncertainties=tture sales are subject to various risks and tainées. The market for the Company’s
products is characterized by rapid technologicaktiyments, frequent new product introductions evalving standards. These changes
require the Company to continually improve the parfance, features and reliability of its produptsticularly in response to competition.
New products and enhancements necessary to mepetiton and expand the Compi's business may require substantial research and
development. The Company has one customer thatiatambfor approximately 88%, 85%, 89% and 76% wénele in 2002, 2003 and 2004
and the six-month period ended June 30, 2005, cdgply. Additionally, approximately 14% of the Cpamny’s revenue for the six-month
period ended June 30, 2005 was concentrated witth@ancustomer. Both of these customers manufapra@ucts for the same original
equipment manufacturer. The loss of sales to tbes®mers would have a significant negative impadhe Company’s business.
Competitors with greater financial and marketingptaces may be able to better respond to changimgjtoons.

Basis of Consolidatior—~The consolidated financial statements includeatteounts of PortalPlayer, Inc., and its wholly odine
subsidiary, PortalPlayer (India) Private Limiteogated in India. All significant intercompany batas and transactions have been eliminated
in consolidation.

Stock Split—The consolidated financial statements reflectfari3 reverse stock split of the Company’s commimtlsin November
2004. The reverse stock split reduced the conversitio of the convertible preferred stock by?6§% (but not the number of outstanding

convertible preferred shares). All common sharecpenmon share, and convertible preferred stockeion ratio information in the
accompanying consolidated financial statementdhkas retroactively restated to reflect this split.

Use of Estimates-The preparation of financial statements in confywith accounting principles generally acceptedhie United
States of America requires management to make agtinand assumptions that affect the reported amofiassets and liabilities and the
disclosure of contingent assets and liabilitiehatdate of the financial statements and the redaimounts of revenue and expenses during
the reporting period. Actual results could diffesrh those estimates.

Cash, Cash Equivalents and Short-Term Investmeflise Company considers all highly liquid investmegmischased with a remainil
maturity of three months or less to be cash egental The Company’s cash equivalents consist oemamarket funds, certificates of
deposits, U.S. Agency, asset backed securitieCantmercial Paper. Debt securities with maturitiesater than three months are available-
for-sale and are classified as short-term investsaél of the Company’s short-term investments evelassified as available-feale as of tr
balance sheet dates presented and, accordinglsg@eted at fair value with unrealized gains arsbés recorded net of tax as a compone
accumulated other comprehensive loss in stockhsléeuity. Fair values of cash equivalents appraxéd original cost due to the short
period of time to maturity. The cost of securitsedd is based on the specific identification methdie Company’s investment policy limits
the amount of credit exposure to any one issudebf securities.
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PORTALPLAYER, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(INFORMATION WITH RESPECT TO THE SIX MONTHS ENDED
JUNE 30, 2004 AND 2005 IS UNAUDITED.)

There were no cash equivalents and short-term timeggs at December 31, 2003. Cash, cash equivaledtshort-term investments
consist of the following at December 31, 2004 amaeJ30, 2005 (in thousands):

At December 31, 2004:

Gross Gross
Unrealized Unrealized
Amortized

Cost Gain Loss Fair Value
Cash $ 11,07t $ — $ — $ 11,07¢
Money market fund 8,40¢ — — 8,40¢
Commercial pape 44,74 9 @ 44,75
Corporate bonds and not 31,63¢ — (50) 31,58¢
U.S. agency note 27,717( 7 — 27,77
Total availabl-for-sale securitie $123,63! $ 16 $ (B5) $123,60(
Less: amounts classified as cash and cash equis 58,89:
Total shor-term investment $ 64,70¢

At June 30, 2005 (unaudited):

Gross Gross
Unrealized Unrealized
Amortized

Cost Gain Loss Fair Value
Cash $ 8,83t $ — $ — $ 8,83¢
Money market fund 7,681 — — 7,68
Asset backed securitis 10,75: — (16) 10,731
Commercial pape 38,33t 1 (8) 38,32¢
Corporate bonds and not 56,03¢ — (131) 55,90¢
U.S. agency note 28,98t — (25) 28,96(
Total availabl-for-sale securitie $150,63! $ 1 $ (180 $150,45¢
Less: amounts classified as cash and cash equis 45,83:
Total shor-term investment $104,62!

At June 30, 2005, the contractual maturities ofahailable-for-sale securities are less than oae.ye

As of December 31, 2003 and 2004 and June 30, 2080%;ompany has restricted cash related to a ddpothe Company’s facilities
lease in Washington totaling $0.3 million. As ohéu30, 2005, the Company also had approximately0®@0of deposits held in security in
relation to certain customs and duties guarantaesur engineering facility in India. These amoumise been included within other assets in
the consolidated balance sheets.

Concentration of Credit Risk-Financial instruments that potentially subject @@mmpany to a concentration of credit risk consist
primarily of trade receivables. The Company prosideedit, in the normal course of business, torabrar of companies and performs credit
evaluations of its customers. As of December 3032hd 2004 and June 30, 2005, approximately 88%, 8nd 79%, respectively, of gross
accounts receivable were concentrated with a gobaffiliated companies, collectively referred ®laventec. For the years ended
December 31, 2002, 2003 and 2004 and the six-nmaribds ended June 30, 2004 and 2005, the samp gooounted for 88%, 85%, 89%,
89% and 76%, respectively, of revenue. In connactiith
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PORTALPLAYER, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(INFORMATION WITH RESPECT TO THE SIX MONTHS ENDED
JUNE 30, 2004 AND 2005 IS UNAUDITED.)

contracts to this customer, the Company is requivdak prepared to ship additional quantities gémtory in excess of existing orders within
specified periods in the future. Additionally, appimately 20% of the Company’s gross accounts ved#é as of June 30, 2005 was
concentrated with another customer, who accoumteddne of the gross accounts receivable as ofrbleee31, 2003 and 2004. For the six-
month periods ended June 30, 2004 and 2005, teismmer accounted for 0% and 14% of revenue, reispéct

Inventory—Inventory is comprised of the cost of finished dewalued at the lower of cost or market, compoted first-in, first out
basis. The Company evaluates inventory for exced®hsolescence and writes off units that are ahylito be sold based upon demand
forecasts.

The Company is dependent on two suppliers for smlisily all of its inventory requirements. One pligr is also a stockholder of the
Company (see Note 15). The inability of a supglefulfill the production requirements of the Compaon a timely basis could negatively
impact future results. Although there are othempsieps that could provide similar services, a cheimsupplier could cause delays in the
Company’s products and possible loss of revenue.

Property and Equipment-Property and equipment are recorded at costalemsmulated depreciation. Depreciation is compusiag
the straight-line method over the estimated udefe$ of the assets, which is three years. Leasdhgbrovements are amortized over the
shorter of the lease term or the estimated usiéubf the related asset.

Long- Lived Assets—The Company evaluates long-lived assets for impaiit whenever events or changes in circumstandesaie
that the carrying amount of an asset may not baverable. When the sum of the undiscounted futeteash flows expected to result from
the use of the asset and its eventual dispos#itess than its carrying amount, an impairmentyessld be measured based on the discountec
cash flows compared to the carrying amount.

Revenue Recognitier-The Company sells its products to original equiptmeanufacturers, original design manufacturers and
distributors and recognizes revenue in accordariitethie Securities and Exchange Commission’s $taffounting Bulletin No. 104, or SAB
104, when persuasive evidence of an arrangement edidtgery of the product has occurred, the salesegs fixed and determinable,
collectibility of the resulting receivable is reastly assured, and the rights and risks of ownpiisave passed to the customer. Revenue to
customers is recorded at the later of the timéngfreent when title and risk of loss passes to tigtamer or when customer acceptance
periods expire, generally within 15 days of recéypthe customer. The Company has no return poligyost-shipment obligations. The
Company defers the gross margin on these shiprmaetitexpiration of the acceptance period. The Canypdoes not offer subsequent
discounts, marketing credits, rebates, couponshardorms of sales incentives to its customethiattime. To date, management has not
reserved for product returns as customer returms haen insignificant.

Firmware is an integral and significant compondmiroducts when shipped. Firmware upgrades, maames and support are not
offered to customers. Revenue from customer sean@gements is recognized in accordance with $&Bon a straight-line basis over the
contractual period, generally one year and is mgtificant for any period presented.

Product Warranty—The Company provides a warranty on its produatsfperiod of twelve to fifteen months from theedaf sale or
manufacture, and provides for warranty costs atithe of sale based on historical activity for iv@r 12 months. The determination of such
provisions requires the Company to make

F-10



Table of Contents

PORTALPLAYER, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(INFORMATION WITH RESPECT TO THE SIX MONTHS ENDED
JUNE 30, 2004 AND 2005 IS UNAUDITED.)

estimates of the frequency and extent of warraatiyity and estimated future costs to replace tloalpcts under warranty. If actual warranty
activity and/or repair and replacement costs dfgnificantly from these estimates, adjustmentetmgnize additional cost of sales may be
required in future periods. Components of the reséor warranty costs consisted of the following tfiousands):

Years Ended

December 31, Six Months
Ended

2003 2004 June 30, 200

(Unaudited)

Beginning balanc $ 26 $ 30 $ 20¢
Additions related to current period sa 15 24¢€ 71
Warranty costs incurred in the current pel (12) (68) (70
Ending balanc: $30 $20¢ $ 20¢

Research and Development and Software Developnuats-GResearch and development costs are expenseduaieshcCapitalization
of software development costs begins upon the ksttatent of technological feasibility of the produ€o date, the period between achieving
technological feasibility, which the Company hafirtedl as the establishment of a working model tyically occurs when beta testing
commences, and the general availability of suctwso€ has been short, and as such, software deweltposts qualifying for capitalization
have been insignificant.

The Company has entered into engineering servieeatents with several customers to customize éqein products. The Company
provides resources in connection with these agretsand, in return, requires reimbursement frors¢t@dmpanies to cover some of the
costs. For the years ended December 31, 2002,2802004 and the six-month periods ended Junel®@, @nd 2005, the Company reduced
research and development expense by $0.4 milli@8, &illion, $0.5 million, $0.3 million and $0.1 hidn, respectively, for reimbursements
provided by these companies.
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PORTALPLAYER, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(INFORMATION WITH RESPECT TO THE SIX MONTHS ENDED
JUNE 30, 2004 AND 2005 IS UNAUDITED.)

Stock-Based CompensatieaThe Company accounts for its stock-based awardsgloyees using the intrinsic value method in
accordance with Accounting Principles Board (orBAB®pinion No. 25, “Accounting for Stock Issued to Employgesnd its related
interpretations. The Company accounts for stocletb@svards to non-employees, other than restrictexd swards, in accordance with
Emerging Issues Task Force (or, EITF) Issue Nol®BAccounting for Equity Instruments That Are IssuedDther Than Employees for
Acquiring, or in Conjunction with Selling, Goods ®ervices” Restricted stock awards are recorded at theivédire, based on the closing
market price of the Company’s common stock on tiamtgdate, as a component of stock-based compens8&tiatement of Financial
Accounting Standards (or, SFAS) No. 123ccounting for Stock-Based Compensatiomquires the Company to disclose pro forma
information regarding what its net income (loss)dohave been if equity awards to employees had beeounted for using the fair value
method of SFAS 123 rather than the intrinsic vahethod of APB 25. The pro forma information is akofws (in thousands, except per-
share amount

Six Months Ended

Years Ended December 31, June 30,
2002 2003 2004 2004 2005
(Unaudited)

Net income (loss) as report $(22,52() $ (8,046) $10,38:  $(3,29)  $14,14:
Add: Total stock-based employee compensation irdud reported net

income (loss — — 1,68 984 707

Less: Fair value of sto-based employee compensat (30¢) (13¢) (1,809 (1,027) (2,999

Pro forma net income (los $(22,82¢) $ (8,184  $10,25: $(3,32¢)  $12,85(

Net income (loss) per shal

Basi—Reportec $(968.35)  $(124.17) $ 246 $ (437 $ 061

Pro form. $(981.5) $(126.3() $ 2.4: $@43) $ 05t

Diluted—Reportec $(968.3Y) $(124.17) $ 0.57 $(43) $ 05¢

Pro form $(981.5) $(126.3) $ 0.57 $@43) $ 051

The Company'’s calculation of additional stock-basechpensation expense was made using a Black-Scbpt®n-pricing model with
the following assumptions:

Options ESPP
Years Ended Six Months Years Ended Six Months
December 31, Ended June 30, December 31, Ended June 30,
2002 2003 2004 2004 2005 2002 2003 2004 2004 2005
(Unaudited) (Unaudited)
Risk-free interest rate 2.48 to
2.76% 3.23% 3.59% 3.84%  3.88% — — — — 3.03%
Expected life Syears b5years b5years b5years 5years — — — — 0.5 years
Expected volatility (subsequent to August 3, 2004) — — 71.1% — 71.1% — — — 71.1%
Expected dividends $ — $ — $ — $ — $ — $ — $ — $ — $ — $ —

The above pro forma disclosures are not necessaphgsentative of the effects on reported netrirecor loss for future years.
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PORTALPLAYER, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(INFORMATION WITH RESPECT TO THE SIX MONTHS ENDED
JUNE 30, 2004 AND 2005 IS UNAUDITED.)

Net Income (Loss) per ShareBasic net income (loss) per share is computed\aglidg net income (loss) by the weighted average
number of common shares outstanding for the pebddted net income (loss) per share was the sanimsic net income (loss) per share for
2002 and 2003 and the six-month period ended JOn20®4, since the effect of any potentially difetsecurities is excluded, as they are anti-
dilutive due to the Company’s net losses.

Unaudited Interim Financial Information-The interim financial information for the six méwstended June 30, 2004 and 2005 is
unaudited and has been prepared on the same bdkis audited financial statements. In the opimbmanagement, such unaudited
information includes all adjustments (consistindyasf normal recurring adjustments) necessary &ir fresentation of the interim financial
information.

Foreign Currency Translatioar-The U.S. dollar is the functional currency of tbempany’s foreign subsidiary located in India.
Monetary assets and liabilities of the subsidiag/rameasured into U.S. dollars at current exchaatgs prevailing at the balance sheet date,
non-monetary assets and liabilities as well astggue remeasured into U.S. dollars at historigahange rates, and income and expense
accounts are remeasured into U.S. dollars at agerachange rates.

Comprehensive Income (Loss)IComprehensive income (loss) is defined as thegdanequity of a company during a period from
transactions and other events and circumstancésdixg transactions resulting from investments frmnmers and distributions to owners.
Comprehensive income (loss) includes the Compamtsncome (loss), as well as unrealized gain Jlossavailable-for-sale investments.
Net comprehensive income (loss) for the years eldsx@mber 31, 2002, 2003 and 2004 and tt-month periods ended June 30, 2004 and
2005, respectively, is as follows (in thousands):

Six Months Ended

Years Ended December 31, June 30,
2002 2003 2004 2004 2005
(Unaudited)
Net income (loss $(22,52() $(8,04¢) $10,38:  $(3,29]) $14,14:
Net change in unrealized loss on investm — — (37 — (142
Net comprehensive income (lo $(22,52() $(8,04€) $10,34¢  $(3,29) $14,00(

Income Taxes—The Company accounts for income taxes under thet asnd liability method, under which deferreddasets, including
the tax effects attributable to net operating kesyforwards, and deferred tax liabilities areedetined based on temporary differences
between the book and tax bases of assets andtieshilThe Company believes sufficient uncertagmists regarding the realizability of the
deferred tax assets such that a full valuationnalhtce is required. Under certain conditions relédeslur future profitability and other busin
factors, we believe it is possible that our reswitsyield sufficient positive evidence to suppdine conclusion that it is more likely than not
that we will realize the tax benefit of our net ogtég losses and other deferred tax assets ahdubh a conclusion may be reached as early
as the fourth quarter of 2005. If that is the casbject to review of other qualitative factors amtertainties, in the period that such a
determination is made, we would reverse some afallr deferred tax asset valuation allowance imtome as a reduction of tax expense.
The portion of the valuation allowance reversat tiedates to net operating losses associated wittk ®ption transactions would be taken |
credit to stockholders’ equity. Thereafter, we wbekpect to record income tax expense at a higtter r
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PORTALPLAYER, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(INFORMATION WITH RESPECT TO THE SIX MONTHS ENDED
JUNE 30, 2004 AND 2005 IS UNAUDITED.)

Reclassifications—Certain amounts in the prior years have beenssiflad to conform with the current year presentati

Recently Issued Accounting Pronouncemenlis November 2004, the FASB issued SFAS No. 19hyentory Costs—An Amendment
of ARB No. 43, Chapter*4or SFAS 151. SFAS 151 amends the guidance in ARB43, Chapter 4, “Inventory Pricing,” to clariflye
accounting for abnormal amounts of idle facilityperse, freight, handling costs, and wasted mateailage). SFAS 151 is required to be
adopted by PortalPlayer beginning on January 16 2B@nagement is currently evaluating the effeat the adoption of SFAS 151 will have
on its consolidated results of operations and firrcondition but does not expect SFAS 151 to hmwaterial impact.

In December 2004, the Financial Accounting Stansl&uiard issued SFAS No. 123 (revised 2008hare-Based Paymehfor, SFAS
123R), which replaces SFAS No. 123 and superseB&25. SFAS 123R requires all shéy@sed payments to employees, including grar
employee stock options, to be recognized in thenfimal statements based on their fair values. Thégoma disclosures previously permitted
under SFAS 123 no longer will be an alternativériancial statement recognition. On April 14, 20€% SEC adopted a new rule that
amended the compliance dates for FAS 123R suchhtea@ompany must adopt the new standard effedtimeary 1, 2006. Under SFAS
123R, the Company must determine the appropriatediue model to be used for valuing share-basganents, the amortization method for
compensation cost, the assumed forfeiture ratahenttansition method to be used at the date gbtamta The transition methods include
prospective and retroactive adoption options. Utiderretroactive options, prior periods may beatest either as of the beginning of the year
of adoption or for all periods presented. The peasipe method requires that compensation expensecbheded for all unvested stock options
and restricted stock at the beginning of the fitsdrter of adoption of SFAS 123R, while the rettiv@cmethods would record compensation
expense for all unvested stock options and resttistock beginning with the first period restafBge Company is evaluating the requirem
of SFAS 123R and expects that the adoption of SE2Z&R will have a material impact on its consolidatesults of operations and earnings
per share. The Company has not yet determined étleath of adoption or the effect of adopting SFASR2and has not determined whether
the adoption will result in amounts that are simitathe current pro forma disclosures under SF23. 1

In January 2005, the FASB issued FASB Staff Pasitio FSP, No. FAS 109-1,Application of SFAS No. 109 to the Tax Deduction on
Qualified Production Activities Provided by the Aroan Jobs Creation Act of 2004 This FSP provides guidance for the accounting of
deduction provided to U.S. manufacturing compaaigsis effective immediately. The adoption of §hésition did not have a material effect
on the Company’s financial position or results pémtions.

2. Inventory

Inventory, net of write-offs, consists of (in thaunsls):

December 31,

June 30,
2003 2004 2005
(Unaudited)
Inventory:
Finished good $ 2,64¢ $ 3,53¢ $ 1,397
Write-off of excess unit (1,650 1,779 (341)
$ 99¢ $ 1,762 $ 1,05(
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3. Property and Equipment
Property and equipment consists of (in thousands):

December 31,

June 30,
2003 2004 2005
(Unaudited)
Purchased softwal $ 3,211 $ 3,371 $ 3,441
Computer equipmet 1,321 1,54C 1,64t
Office equipment, leasehold improvements and gthaperty
and equipmer 1,63¢ 1,742 3,20z
6,17( 6,65¢ 8,28t
Less: accumulated depreciation and amortize (5,222 (5,999 (6,35¢)
$ 94¢ $ 661 $ 1,93(
4. Accrued Liabilities
Accrued liabilities consist of (in thousands):
December 31,
June 30,
2003 2004 2005
(Unaudited)
Accrued compensation relat $ 728 $1,17¢ $ 2,52¢
Accrued development fel 88 681 1,13C
Reimbursements received in adva 127 37¢ 18
Accrued legal and accounting fe 111 26¢ 694
Other 901 1,68¢ 2,83¢
$1,95( $4,19¢ $ 7,204
5. Bank Borrowings
Bank borrowings consist of the following (in thonda):
December 31,
200¢ June 30,
2003 2005
(Unaudited)
Revolving credit line —
$ 37E $ $ —
Equipment advance —
1,70¢ —
Debt discounts —
(53 —
Total —
$2,03( $ $ —
Current portion —
$1,58¢ $ $ —

Long-term portion
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On September 26, 2002, the Company entered intorawing arrangement with a bank and granted airmainig security interest in
substantially all of the Company’s assets to thekbin 2002, in connection with the agreement,Gloenpany paid facility fees of $140,000
and issued a warrant with an estimated fair vafu86,000 to purchase up to 66,007 shares of SBrigmvertible preferred stock, which in
relation to the Company’s November 2004 reversekssplit (see Note 1), was effectively converte@d twarrant to purchase 22,002 shares of
common stock (see Note 10). In 2003, the Compait/fpaility fees of $35,000. These amounts havenbreeorded as a debt discount on the
consolidated balance sheet as of December 31, 208 /ere amortized as additional interest expemneetbe terms of the lines of credit and
term loan. For the years ended December 31, 2@IR &nd 2004, amortization expense amounted t®$a9$164,000 and $53,000,
respectively. As of December 31, 2004, the Compet/repaid all amounts owed and no further amaitizaxpense related to this
arrangement will be recorded.

Revolving Credit Line—Under the borrowing arrangement, the Company cbatdow an amount not to exceed the lesser of $5000
or the borrowing base (as defined), minus, in ez, all outstanding letters of credit. Advanassen the revolving credit line accrued
interest on the outstanding principal balancerat@equal to 0.75% above the bank’s prime raterasas the rate is at least 4.75%. Interest
was payable on a monthly basis. During fiscal Y&13, the Company borrowed $375,000 under the letteredit arrangement, and in 2004
has repaid all amounts owed.

Discount Guidance Line of Credi+On November 12, 2003, the Company negotiated 20900000 letter of credit arrangement.
Advances under the arrangement accrued interaestaa of 0.5% or 0.75% above the bank’s prime Bderowings under the arrangement
were secured by substantially all of the Compaag%ets. During 2004, the Company borrowed $1,408)8der the line of credit and repaid
the amounts owed.

Equipment Advance-On September 27, 2002, a bank made an equipmeaneel of $2,000,000 to the Company to purchase
equipment. Interest was payable monthly at a rqileto 2.5% above the bank’s prime rate. The g had been fully paid by the end of
2004.

On November 10, 2003, a bank made an equipmentadw $1,000,000 to purchase equipment. Interastpayable monthly at a rate
equal to the greater of 5% or 1% above the banifi'seprate. In December 2004, the Company repaidratiunts owed.

Term Loan—On June 18, 2004, a bank made an advance of $2@D®& the Company. Interest was payable monthéyrate equal to
the greater of 4.5% or 0.5% above the bank’s prae In December 2004, the Company repaid all amsoawed.

In May 2005, the Company entered into a loan andrig agreement (the “Loan Agreement”) that repththe loan and security
agreement dated as of September 26, 2002. TheAg@®ement provides a revolving line of credit oftog15 million, accruing interest at a
floating annual rate equal to the Bank’s prime, rpteyable monthly, and expires on May 31, 200Whath time all outstanding principal and
interest amounts are due. The Loan Agreement izsgdy the Company’s tangible assets and centgangible assets other than intellectual
property. The Loan Agreement contains certain fifgrand reporting covenants, including the maiatere of specified levels of quick ratio
and tangible net worth, as well as non-financialez@ants, including the Company’s agreement no¢lfiptsansfer, assign, mortgage, pledge,
lease or grant a security interest in, or encurabgrof its intellectual property, except as otheevéxpressly permitted under the terms of the
Loan Agreement. As of June 30, 2005, there weramounts outstanding under the Existing Loan Agregme
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6. Commitments

In April 2005, the Company entered into a new ofiegdease agreement for approximately 39,000 sgfemt of office space in San
Jose, California to serve as the Company's corpdraadquarters. The lease, which commenced on M2805, has an initial term of 65
months and the Company has an option to extenkdse for five years at fair market value. Underdgreement, the landlord will contribi
to certain tenant improvements made by the Compartp an agreed-upon amount. The total amountraér@ayments due over the initial
lease term, net of expected landlord contribut@mthe tenant improvements, is being charged toeeménse on the straight-line method over
the term of the lease. The difference betweenarpénse recorded and the net amount paid is regardkeferred rent, which is included in
liabilities in the accompanying balance sheetaddition to the base rent on the facilities le#ise,Company is responsible for certain costs
and charges specified in the lease.

The Company leases facilities under noncancelgi#eating leases. Future minimum lease paymentasaf@lows (in thousands,
unaudited):

Six months ending December 31, 2( $ 274
Year ending December 31, 20 42¢
Year ending December 31, 20 34k
Year ending December 31, 20 40E
Year ending December 31, 20 443
Year ending December 31, 20 33€

$2,231

Rent expense totaled $1.5 million, $1.5 million,4stillion, $0.7 million and $0.7 million for theears ended December 31, 2002, 2003
and 2004 and the six-month periods ended Juned8d, &nd 2005, respectively. Rent expense in 2084tensix-month periods ended
June 30, 2004 and 2005 is net of sublease incorapprbximately $45,000, $11,000 and $28,000, resmdye. There was no sublease inca
in 2002 or 2003.

The Company has purchase commitments with its tweritory suppliers with due dates within the néxinsonths. Both the quantities
and purchase prices are fixed in the noncancetaffenitments. The following summarizes the Compamgntractual obligations to purch
inventory and other design tools and software & in product development at June 30, 2005 (inséiods)(unaudited):

Less than 1-3 After

Total 1 Year Years 3 years
Non-cancelable inventory purchase ord $34,55¢ $34,55¢ $— $—
Engineering development toc 1,14¢ 693 45E —
Total $35,70¢ $35,24¢ $45E $—

7. Contingencies and Litigation

The Company is subject to various claims, whicheaimn the course of business. In the opinion ofagament, the ultimate disposition
of these claims will not have a material adverdectfon the Company’s financial position, liquiddy results of operations.
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Certain of the Company’s customer agreements aoitingement indemnification provisions for clarfrom third parties related to
the Company’s intellectual property. These indematfon provisions are accounted for in accordamitle SFAS No. 5. The Company has
entered into indemnification agreements with carddiits directors and officers in which the Compdwas agreed to indemnify such directors
and officers to the fullest extent allowable unDetaware law if any such director or officer is maparty to any action or threatened with
any action as a result of such person’s servidewing served as an officer, director, employeagemt of PortalPlayer, Inc. or having served,
at the Company’s request, as an officer, direemployee or agent of another company. The maximot@ngial amount of future payments
that the Company could be required to make undeintlemnification agreements is unlimited; howette#, Company has directors’ and
officers’ liability insurance policies that, in nosases, would mitigate the potential exposureaarable the Company to recover a portion of
any future amounts paid. The estimated fair vafubese indemnification provisions is minimal. Tatel, the Company has not incurred any
costs related to any claims under these provisamasno amounts have been accrued in the accomgfityémcial statements.

8. Convertible Preferred Stock

In November 2004, the Company completed its infiigblic offering (“the offering”) of 7,187,500 skex (including 937,500 shares in
connection with the exercise of the underwriteremallotments option) at a price to the publicéaf.00 per share. Upon consummation of
the offering, all outstanding shares of the Comfmognvertible preferred stock were automaticatipwerted into an aggregate of 12,854,231
shares of common stock. Subsequent to the offetliege were no preferred shares outstanding.

9. Common Stock
Common stock reserved for issuance as of June(®®, i8 as follows:

Warrants outstandin 41,54;
Options outstandin 3,542,99
Employee stock purchase pl 531,61¢
Future option grant 923,18!

5,039,33

2004 Stock Incentive Plar-The 2004 stock incentive plan was adopted in 20@#as of June 30, 2005, 2,492,083 shares of common
stock have been authorized for issuance underléime jm addition, any shares subject to outstandptgpns under our 1999 stock option plan
that expire unexercised or any unvested sharesitadorfeited will be available for issuance under 2004 stock incentive plan. As a result
of this provision, 14,489 shares were added t®08 stock incentive plan in the six-month periaded June 30, 2005. The number of
shares authorized for issuance under the 2004 stoektive plan will be increased on the first @dyach of our fiscal years from 2005
through 2014 by the lesser of:

e 2,333,333 shares;

* 5% of our outstanding common stock on the lastafafie immediately preceding fiscal year throug@2@nd 3% of our
outstanding common stock on the last day of theadiately preceding fiscal year for 2010 through£2Qi

» the number of shares determined by the board etttirs.
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Under the 2004 stock incentive plan, options gidutbeoptionees will generally vest as to 25% ofghares one year after the date of
grant and as to 1/48th of the shares each monteafter and expire ten years from the date of grant

In the six-month period ended June 30, 2005, thafgamy’s Board of Directors approved the grant of,061 shares of restricted stock
under the 2004 stock incentive plan. The Compaogroed the $2.8 million value of these restrictiedtls grants as a component of
stockholders’ equity and will amortize that amoaonér the vesting period, typically five years. Madue of the restricted stock awards was
based on the closing market price of the Compatysmon stock on the date of grant. Amortizationegrge for these awards for the six-
month period ended June 30, 2005 was $0.1 mildaod,is included as a component of stock compemsatipense. Shares related to these
restricted stock awards were included in the catauh of diluted earnings per share utilizing tteasury stock method. There were no grants
and therefore no amortization expense recordédeicorresponding period for the prior year.

1999 Stock Option Plan-The Company’s 1999 Stock Option Plan (the “Plamds terminated upon completion of the Company’s
initial public offering of common stock in 2004. dbares of common stock are available under the ®keer than to satisfying exercises of
stock options granted under this plan prior tagtsnination. Previously authorized yet unissuedeshander the Plan were cancelled upon
completion of the Company’s initial public offering

Under the Plan, incentive stock options were giaatea price that was not less than 100% of thenfarket value of the Company’s
common stock, as determined by the board of directm the date of grant. Non-statutory stock opstizere granted at a price that is not less
than 85% of the fair market value of the Compamgsimon stock, as determined by the board of directim the date of grant.

Generally, options granted under the Plan are esadle for a period of ten years after the datgraht, and shares vest at a rate of 25%
on the first anniversary of the grant date of thgéam, and an additional 1/48th of the shares ugmmpletion of each succeeding full month of
continuous employment thereafter.
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The following table summarizes activity under tf99 Stock Option Plan and the 2004 Stock IncerRias:

Options Outstanding Weighted
Average
Exercise
Shares Number of Exercise Price Per
Available Shares Price Share
Balance—December 31, 2001 $2.25-
992 16,23¢ 675.00 $293.97
Additional shares authorized for gre 3,647,82. —
Granted (3,689,97) 3,589,97 0.45 0.4t
Exercised 0.45-
— (6,585 450.00 0.7t
Cancelled 0.45-
295,43: (295,43)) 675.00 5.67
Balance—December 31, 2002 0.45-
354,27( 3,304,119 675.00 1.41
Additional shares authorized for gre 758,33: —
Granted (1,469,16) 1,469,16 0.45 0.4
Exercisec — (110,14) 0.45 0.4t
Cancelled 0.45-
485,17¢ (485,17¢) 675.00 2.1¢
Balance—December 31, 2003 0.45-
128,61: 4,178,04. 675.00 1.0z
Additional shares authorized for gre 2,380,83 —
Granted (1,149,22) 1,149,22; 0.4%-26.1€ 4.11
Exercisec — (2,911,19)) 0.45 0.4t
Cancellec 28,21 (28,217 0.45-2.40 8.72
Cancellation of 1999 Plan available for grant opsi (98,26¢) —
Balance—December 31, 2004 0.45-
1,290,161  2,387,85! 675.00 3.1C
Additional shares authorized for grant (unaudi 1,157,44! —
Granted (unaudited) 16.68-
(1,386,55) 1,386,55: 25.27 17.8¢
Restricted stock shares granted (unaudi (167,00) —
Exercised (unauditec — (202,29) 0.4£-9.72 0.77
Cancelled (unaudited) 0.45-
29,12° (29,129 675.00 30.5(C
Balance—June 30, 2005 (unaudited) $0.45-

923,18!  3,542,99. 675.00 $ 8.7¢

The estimated weighted-average fair value of ogtgnanted was $0.09 in 2002, $0.06 in 2003, $h @04 and $10.95 in the six
months ended June 30, 2005.
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The options outstanding and currently exercisaplexXercise price at June 30, 2005 are as follows:

Options Outstanding Options Currently Exercisable

Weighted Average

Ol’;igtrgr?(?irng Remaining Contractual E)l:leurrcr}gaetr)le Weighted Average

Exercise Price Life (in Years) Exercise Price
$0.4¢ 1,403,15 7.9¢ 665,59: $0.4¢
2.2¢ 1,95: 4.27 1,95 2.2t
2.4C 449,74’ 8.94 100,12: 2.4C
5.7(-9.72 265,75! 9.1t 18,86¢ 6.0z
16.6¢ 887,78 9.84 102,36° 16.6¢
16.9(-21.2¢ 391,76¢ 9.7¢ 492 18.82
21.3(-26.1¢€ 139,02¢ 9.5t 2,19/ 22.5(
112.5( 60C 4.8t 60C 112.5(
450.0( 2,357 5.2z 2,357 450.0(
675.0( 84z 5.6t 84z 675.0(
$0.45-675.0( 3,542,99: 8.7¢ 895,38t $4.6(

2004 Employee Stock Purchase Plakhe Company’s 2004 employee stock purchase plarad@sted by the board of directors and
was approved by the Company’s stockholder’'s andieceffective in October 2004. As of June 30, 2@06tal of 564,249 shares of
common stock have been authorized for issuancer thed 004 employee stock purchase plan. The nuoflavares authorized for issuance
under the employee stock purchase plan will beseed on the first day of each fiscal year fromb20@ugh 2014 by the lesser of:

. 400,000 share:
. 1% of our outstanding common stock on the lastafdfie immediately preceding fiscal year;
. the number of shares determined by our bc

The 2004 employee stock purchase plan is intermlgdalify shares sold for the benefits providedarrlection 423 of the Internal
Revenue Code. Employees, including officers andieyee directors are eligible to participate if thag customarily employed for more than
20 hours per week and for more than five monttenincalendar year. The 2004 employee stock purgilasepermits eligible employees to
purchase common stock through payroll deductiomsgtwmay not exceed 15% of an employee’s total @reation. The maximum number
of shares a participant may purchase during aesipgichase period is 833 shares. The purchasegiribe stock will be equal to 85% of the
fair market value per share of common stock oreeithe first trading day of the offering periodar the last trading day of the purchase
period, whichever is less. As of June 30, 2005632 shares had been issued under the 2004 em@maepurchase plan.

Stock-Based Compensation Related to Consultaidsiring the years ended December 31, 2002, 2002864, and during the six-
month period ended June 30, 2005, the Companyegtartions to purchase 243,950, zero, 15,000 amdstares, respectively, of common
stock to consultants and advisors. Options to dtansts and advisors which are not fully vestedsangiect to periodic revaluation over the
vesting terms. The options granted in 2002 welly fidsted at the time of grant. The options grame2004 either immediately vested at the
time of grant or over periods up to four years. Twenpany recorded $81,000 fair value of such vesteatds as a general and administrative
expense in the accompanying statement of operdiiorise year ended December 31, 2002, using thekBEcholes option pricing model
with the following assumptions: expected life
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of 10 years, risk free interest rate ranging fraib%6 to 5.01%, annualized volatility of 60% anddigdends during the expected term. The
Company recorded $96,000 fair value of such vestealds as a general and administrative expen$e iadcompanying statement of
operations for the year ended December 31, 20@4g tise Black-Scholes option pricing model with fblowing assumptions: expected life
of 10 years, risk free interest rate ranging fraB883%6 to 3.80%, annualized volatility ranging froth 786 to 80% and no dividends during the
expected term.

In January 2004, the Company granted options tohfase 133,333 shares of common stock to a memiblee doard of directors in
connection with his management services to the GompAt the time of grant, 100,000 options werdyfubsted and the remainder vested
over 11 months. In the year ended December 31,,2884Company recorded $0.8 million of stock congagion expense associated with the
fair value of the vested portion of this award. Taie value was derived using the Black-Scholesomppricing model with an expected life of
10 years, risk free interest rate ranging from 286 3.84%, annualized volatility of 80% and noidands during the expected term. In July
2004, the Company accelerated the remaining urdvegtions.

In the six-month period ended June 30, 2005, theg2my granted 600 shares of restricted stock tmaudtant. The Company recorded
the $13,000 value of this restricted stock graased on the closing market price of the Companysrmon stock on the date of grant, as a
component of stockholders’ equity and will amortizss amount over the vesting period.

Bonus Award—In May 2004 the Company modified a cash bonusgement with an officer to replace a portion of blo&us
obligation with an additional bonus amount payalgen the closing of an initial public offering oran acquisition of the Company. The
additional bonus amount was paid in November 28G#e form of a five-year warrant to purchase ugt@®67 common shares at $4.50 per
share. In the year ended December 31, 2004, theo@wyrecorded $0.8 million related to this arrangetnincluding $0.2 million for the
cash portion and $0.6 million for the stock compgios expense associated with the fair value afdlward. The fair value was derived using
the Black-Scholes option pricing model with an etpd life of 10 years, risk free interest rate af08%, annualized volatility of 71% and no
dividends during the expected term.

Additional Stock Plan Informatior-As discussed in Note 1, the Company continuestount for its stock-based awards using the
intrinsic value method in accordance with APB OpinNo. 25 and its related interpretations. Underititrinsic-value method of accounting
for stock-based compensation arrangements for srap#n compensation cost is recognized to the ettierfair value of the underlying
common stock exceeds the exercise price of th& siptons at the date of grant. Deferred stock-h@asenpensation, net of cancellations, of
approximately $6.5 million was recorded during ylear ended December 31, 2004, for the excessrofdhie of the common stock
underlying the options at the date of grant overekercise price of the options. These amountbeing amortized over the vesting period on
a straight-line basis. Amortization of deferredcétased compensation related to employee grargsapgroximately $1.7 million during the
year ended December 31, 2004 and $1.0 million &id ®illion in the si-month periods ended June 30, 2004 and 2005, risggc

10. Warrants

In connection with the 2002 bank borrowing arrangemthe Company issued a detachable warrant thase 66,007 shares of the
Company'’s Series D convertible preferred stocklab 36 per share, which in relation to the Compahigsember 2004 reverse stock split
(see Note 1), was effectively converted to a wan@apurchase 22,002 shares of common stock a#t$48r share. The warrant was
immediately
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exercisable and expired on September 25, 2009Cbhepany determined the fair value of the warrarte&®80,000 using the Black-Scholes
option pricing model and the following assumptiofas: value of Series D convertible preferred statkhe date of issuance of $4.545 per
share, a contractual life of seven years, an amslafree interest rate of 3.48%, volatility of%Qand no future dividends. This amount was
treated as a loan discount and was amortized @®8gitexpense over the 24-month term of the armege In April 2005, the warrant was
exercised and the exercise price was paid for bjseae exercise, in which the holder of the warralinquished its right to purchase 5,78«
these shares, pursuant to the terms of the waarahtvas issued 16,218 shares of common stock.

In 1999, in connection with various service agreetsiche Company issued warrants to purchase &teslf common stock at an
exercise price of $22.50 per share. These wareaatgenerally exercisable at any time and expionupe earlier of specific dates through
June 2009 or the closing date of a merger, acounsiir consolidation of the Company into or withotlrer corporation in which the
stockholders of the Company own less than 50%ef/tting securities of the surviving corporatiohelCompany recorded the estimated
value upon issuance of each warrant, as computed the Black-Scholes option-pricing model, if méke

In 2004, in connection with a bonus award arrangegméh an officer (see Note 9), the Company issdig®67 shares of common stc
warrants at an exercise price of $4.50 per shdre vilarrant is immediately exercisable and expireBlovember 17, 2014.

11. Net Income (Loss) Per Share

Years Ended December 31, Six Months Ended June 30,
2002 2003 2004 2004 2005
(Unaudited)
(In thousands, except share and per share amounts)
Net income (loss $(22,52() $ (8,046 $ 10,38 $ (3,297 $ 14,14

Denominator
Weighted average shares outstanding—used for basic
calculation 23,25¢ 64,80( 4,223,60! 762,17t 23,203,01
Weighted average effect of dilutive securiti
Redeemable convertible preferred stock (assuming

conversion to common share — — 11,352,224 — —
Warrants — — 15,47: — 35,34¢
Unvested restricted stock awal — — — — 6,301
Employee stock optior — — 2,536,63! — 1,823,59
Denominator for diluted calculatic 23,25¢ 64,80( 18,127,96 762,17¢ 25,068,25
Basic net income (loss) per sh $(968.3%) $(124.17) $ 2.4¢ $ (4.32 $ 0.61
Diluted net income (loss) per sh: $(968.35) $(124.1) $ 0.57 $ (4.39) $ 0.5€
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The following outstanding convertible preferredcét@and warrants, common stock warrants, commorksiptions, and employee sto
options were excluded from the computation of diflibet income (loss) per share for the years ebdedmber 31, 2002, 2003 and 2004 and
the six-month periods ended June 30, 2004 and 28@3ey had an antidilutive effect:

December 31, June 30,
2002 2003 2004 2004 2005
(Unaudited)

Redeemable convertible preferred stock (assumingession to

common shares 12,854,23 12,854,23 — 12,854,23 —
Redeemable convertible preferred stock warransutamg conversio

to common share! 22,75¢ 22,75¢ — 22,75¢ —
Other redeemable securiti — — — 44,33 —
Common stock warran 557 557 47¢ 557 47¢
Stock options 3,304,19 4,178,04. 36,15¢ 2,181,65/ 193,46t

12. Income Taxes

No provision for federal or state income taxesthean recorded for the year ended December 31,20€8 Company incurred a net
operating loss during that period. A current prmnisof $0.5 million and $4.7 million for federatase and foreign taxes has been recorded for
the year ended December 31, 2004 and the six mented June 30, 2005, respectively.

Deferred tax assets (liabilities) related to théofeing (in thousands):

December 31,

June 30,
2003 2004 2005

(Unaudited)

Capitalized sta-up costs $ 471 $ 207 $ —
Capitalized research and development c 692 714 621
Depreciation and amortizatic (280) 15E 15E
Net operating losse 24,69t 17,79¢ 15,457
Federal and state credit carryforwa 3,15z 4,35¢ 2,107
Other 2,08: 4,05¢ 2,744
30,81« 27,28¢ 21,08¢
Less valuation allowanc (30,819 (27,289 (21,089

$ — $ — $ —

Management believes that, based on a number afrfadthe available objective evidence createsdeafft uncertainty regarding the
realization of the deferred tax assets such tlfalt @aluation allowance has been recorded. Thastofs include the Company’s history of
losses, the fact that the market in which the Campmampetes is intensely competitive and charaedrby rapidly changing technology and
the uncertainty regarding market acceptance o€ttrapany’s products. Based on the currently avalabidence, management is unable to
assert that it is more likely than not that the @any will generate sufficient taxable income tdimathe Company’s deferred tax assets. The
Company will continue to assess the realizabilitthe deferred tax assets based on actual andafstext operating results.
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The effective tax rate differs from the applicablé. statutory federal income tax rate as follows:

Six Months
Ended
December 31, June 30,
2002 2007 200¢ 200¢ 200t
(Unaudited)
U.S. statutory federal taxes at statutory rate ¢br (35)% (39)% 35% (39)% 35%
Research and development credits (ben (@)} (6) 4 (5) (6)
Difference between U.S. statutory rate and foreign
effective rate — @ D — —
Stocl-based compensatic — — 9 — 1
Other 2 9) 4) — —
Change in valuation allowan: 38 51 (32) 40% (5)
Effective tax rate —% —% 4% —% 25%

At June 30, 2005, the Company had net operatirggydagyforwards for federal and state income tayp@ses of approximately $39.4
million and $18.7 million respectively. The federat operating losses expire at various dates hegjr2020 through 2023. The state net
operating losses expire at various dates begir2®0@ through 2013. At June 30, 2005, the Compasty lad federal and state research and
development credit carryforwards of approximatelyldmillion and $0.8 million, respectively, to rexufuture taxable income. The federal
research and development credit will begin to expir2019, while the state research and developoredit may be carried forward
indefinitely. At June 30, 2005, the Company alss &&alifornia manufacturer’s investment crediapproximately $0.1 million to reduce
future California taxable income. The use of $Iilion and $9.0 million of the federal and stat pperating losses, respectively, and
$1.1 million and $0.9 million of the federal andtst credits, respectively, may be restricted dwgtoty transactions defined as ownership
changes. Additional ownership changes could résualtiditional restrictions.

Additionally due to the change of ownership rufes federal and state tax purposes, a portion®Gbmpany’s net operating loss carry
forwards are subject to an annual limitation ofiastiion of $1.6 million, which is cumulative. Tlremulative net operating loss available at
June 30, 2005, including these prior limited curtiuéalosses, is $6.3 million for federal purposed &1.7 million for state purposes.

In January 2005, the FASB issued FASB Staff Pasitio FSP, No. FAS 109-1,Application of SFAS No. 109 to the Tax Deduction on
Qualified Production Activities Provided by the Aroan Jobs Creation Act of 2004 The American Jobs Creation Act introduces a &pec
tax deduction on qualified production activitieSH-1091 clarifies that this tax deduction should be acted for as a special tax deductio
accordance with Statement 109. The adoption ofpibéstion did not have a material effect on the @any’s financial position or results of
operations.

13. Segment Information and Operations by GeograpkiArea

The Company currently operates in one reportalgenset, the designing, developing and marketingoofigrehensive platform
solutions, including a system-on-chip and firmwdoe,manufacturers of personal media players. Thmg@any’s chief operating decision
maker is the CEO.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(INFORMATION WITH RESPECT TO THE SIX MONTHS ENDED
JUNE 30, 2004 AND 2005 IS UNAUDITED.)

Geographic Informatior—Long-lived assets outside of the United Statesresignificant. Revenue consists of sales to custsm
assigned to countries based on the address afitb&é and is attributed to the following countries

Six Months
Years Ended Ended
December 31, June 30,
2002 2003 2004 2004 2005
(Unaudited)
Taiwan 90.(% 48.1% 4.S% 5.C% 14.2%
China 2.€ 43.7 90.4 88.1 77.4
Japar 3.5 1.8 1.3 3.5 0.2
Malaysia — 2.€ 0.¢ 1.1 0.1
Korea — 2.3 1.5 1.€ 5.7
United State: 2.6 0.2 0.8 0.1 2.2
Singapore — — 0.1 — —
Denmark 1.3 1.3 0.1 0.€ 0.1

14. Note Receivable from Stockholder

In 2001, the Company negotiated a consulting agarant and, in 2002, the consultant became a direEtbe Company. In 2002, the
Company issued 1,056,105 shares of Series D at3pér share to the director of the Company in argh for a non-recourse promissory
note of $1.6 million. Of this amount, $0.1 millievas paid immediately and the remaining $1.5 millicas due in four equal installments on
January 31, 2005, February 28, 2005, March 31, 20@5April 30, 2005. Interest on the promissoryengas payable on April 30, 2005 and
accrued at the rate of 2.03% per year. Also in 2682 consulting agreement was amended to (1) éxttenconsulting term to coincide with
the final payment date under the promissory n@gpfovide the director with the right to offsetygmayments due to the director under the
consulting agreement with payments due to the Cosnpader the promissory note; and (3) establishrgay terms under the consulting
agreement equal to $0.4 million on each of Jan@&r2005, February 27, 2005, March 28, 2005 and 2pr 2005. The director may cancel
the consulting agreement, in which case he woutdaaequired to repay the promissory note. Howdwemwould then forfeit the stock and
consulting fees. Since the promissory note is remourse and is effectively repaid through consgliervices rendered, the Company
accounted for the stock issuance, promissory nadecansulting arrangements as a grant of restritimek to a non-employee in exchange for
future services. Accordingly, the Company expertbedair value of the preferred stock over the tefrthe consulting arrangement and in
each period adjusted the stock-based compensagi@nse for changes in the fair value of the stdtle Company recognized $0.5 million,
$0.5 million and $2.6 million of stock-based comgetion expense related to this award in the yeatedDecember 31, 2002, 2003 and
2004, respectively. The portion ($1.6 million) bése amounts which represented consulting feesegasded as an offset to the n@zours:
promissory note in recognition of the effectiveagment through performance of consulting servigesesthe inception of the arrangement.

In July 2004, the Company paid $1.6 million in c&sithe director for all consulting fees and, oa same day, the director repaid in
cash the outstanding balance of the promissory, imatkiding interest, totaling $1.6 million. The @pany recorded $1.0 million in stock-
based compensation in the third quarter of 20@bimection with the termination of this consultergangement. No further stock-based
compensation expense was recognized in connecttarthis arrangement after its termination.
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PORTALPLAYER, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(INFORMATION WITH RESPECT TO THE SIX MONTHS ENDED
JUNE 30, 2004 AND 2005 IS UNAUDITED.)

15. Related Party Transactions

One of the Company’s suppliers is also a stockhiollee Company purchased inventory and servic&§ & million, $11.4 million,
$9.1 million, $8.0 million and $32.4 million frorhis supplier in the years ended December 31, 20023 and 2004 and the six-month
periods ended June 30, 2004 and 2005, respectRaljables to this stockholder at December 31, 20@32004 and June 30, 2005 were $2.2
million, $0.7 million and $10.0 million, respectiyeAs of June 30, 2005, this supplier is no longensidered a related party.

16. Employee Benefit Plan

The Company has established a ¢@alified employee savings and retirement planfisich the employees are generally eligible. Ui
the 401(k) Plan, employees may elect to reduce tlmgipensation and have the amount of this reductmtributed to the 401(k) Plan. The
401(k) Plan is intended to qualify under Sectiod 40the Internal Revenue Code, so that contrilmstio the 401(k) Plan, and income earned
on plan contributions, are not taxable to employe## withdrawn from the 401(k) Plan, and so tbantributions by the Company, if any,
will be deductible by the Company when made.
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PART Il
INFORMATION NOT REQUIRED IN PROSPECTUS

Item 13. Other Expenses of Issuance and Distributio

The following table sets forth the various experesqsected to be incurred by the Registrant in cotime with the sale and distribution
of the securities being registered hereby, othem tmderwriting discounts and commissions. All amsware estimated except the Securities
and Exchange Commission registration fee, the Natidssociation of Securities Dealers, Inc. filieg and The NASDAQ National Market
listing fee.

Securities and Exchange Commission registratiol $13,74(
National Association of Securities Dealers, Inkingdj fee 12,17:
NASDAQ National Market listing fe 45,00(

*

Blue Sky fees and expens

Accounting fees and expens *
Legal fees and expens *
Printing and engraving fet *
Registrar and Transfer Ag¢'s fees *
Miscellaneous fees and expen *

Total $ *

* To be filed by amendmer

Iltem 14. Indemnification of Directors and Officers

Section 145 of the Delaware General Corporation peavides for the indemnification of officers, diters and other corporate agents
in terms sufficiently broad to indemnify such persainder certain circumstances for liabilities Ifiding reimbursement for expenses
incurred) arising under the Securities Act of 1988amended (the “Act”). Article VIII of the Regiaht's Amended and Restated Certificate
of Incorporation (Exhibit 3.(i) hereto) and Artioteof the Registrant’s Restated Bylaws (ExhibitiBhEereto) provide for indemnification of
the Registrant’s directors, officers, employees ather agents to the extent and under the circurossapermitted by the Delaware General
Corporation Law. The Registrant also intends t@emto agreements with its directors and offidee will require the Registrant, among
other things, to indemnify them against certaibiliies that may arise by reason of their statuseasvice as directors or officers to the fullest
extent allowed. The Underwriting Agreement (Exhihit) provides for indemnification by the undererg of the Registrant, its directors and
officers, and by the Registrant and the sellingldtolders of the underwriters, for certain liai@, including liabilities arising under the Act
and affords certain rights of contribution with pest thereto.

Item 15. Recent Sales of Unregistered Securities
Since January 1, 2002, the Registrant has issukdad the following securities:
From January 1, 2002 to September 30, 2005, thestRegt issued and sold the following unregistesecurities to employees, directors
and consultants under the Registrant’s stock plans:
e options to purchase 6,161,034 shares of commoR ataexercise prices ranging from $0.45 to $9.%2spare.

» 3,026,510 shares of common stock pursuant to teecise of stock options at exercise prices rangimm $0.45 to $450.00 per
share

From December 12, 2001 through May 28, 2002, ttgadRant issued and sold 28,675,989 shares ofssBrigreferred stock to 48
accredited investors at $1.515 per share for agégempnsideration of
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$43,252,628, of which 19,994,397 shares were coeénto 19,994,397 shares of series E prefer@zksin March 5, 2004.

On May 10, 2002, the Registrant issued and sol@42shares of series Bpreferred stock to 11 accredited investors al & Dper shau
for aggregate cash consideration of $1,761,077.

On May 10, 2002, the Registrant issued and sol5Mshares of series C-1 preferred stock to 13dited investors at $531.00 per
share for aggregate cash consideration of $13,831,2

On September 26, 2002, the Registrant issued amtar purchase 66,007 shares of series D prefetoe#f to one accredited investa
an exercise price of $1.515 per share.

In addition, upon completion of its initial publidfering, the Registrant issued to Gary Johnsargliief executive officer, a warrant to
purchase up to 41,067 shares of common stock exexcise price of $4.50 per share, which warrapabe fully vested upon issuance.

In April 2005, the Registrant issued 16,218 shafeommon stock to Silicon Valley Bank, pursuanthe exercise of a warrant held by
the warrant holder that was granted in connectith 2002 borrowing arrangement. The warrant vxasatsable for a total of 22,002 shares
of common stock, and the exercise price of $4.55pare was paid for by net issue exercise, in lwttie warrant holder relinquished its ri¢
to purchase 5,784 of these shares, pursuant tertims of the warrant.

The sales of the above securities were deemed @zdrapt from registration under the SecuritiesiActliance on Section 4(2) of the
Securities Act, or Regulation D promulgated thedmmor Rule 701 promulgated under Section 3(lhefSecurities Act, as transactions by
an issuer not involving a public offering or tracSans pursuant to compensatory benefit plans antracts relating to compensation as
provided under Rule 701. The recipients of seasiin each of these transactions representedititention to acquire the securities for
investment only and not with view to or for salecamnection with any distribution thereof, and aygprate legends were affixed to the share
certificates and instruments issued in such traimee All recipients had adequate access, thrahein relationship with the Registrant, to
information about the Registrant.

Item 16. Exhibits and Financial Statement Schedules

(@) Exhibits
Exhibit
Number
Description

1.1* Form of Underwriting Agreemer

3.(1) Restated Certificate of Incorporation of the Regist. (1)

3.(ii) Amended and Restated Bylaws of the Registrar

4.1 Specimen Common Stock Certificate.

4.2 Fifth Amended and Restated Inves’ Rights Agreement, dated March 5, 2004

5.1* Opinion of Pillsbury Winthrop Shaw Pittman LL

10.1 Form of Indemnification Agreement between the Regig and its officers and directors.:
10.2 1999 Stock Option Plan and form of agreements thmeter.(1)
10.3 2004 Employee Stock Purchase Plan
10.4 Lease Agreement, dated June 11, 1999, betweenatistRint and John Arrillaga Survivor’'s Trust aridiard T. Peery

Separate Property Trust and amendments theretd diale 16, 1999 and March 16, 2000.
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Exhibit
Number

10.5

10.6
10.7
10.8
10.9
10.10
10.11
10.12

10.13
10.14
10.15

10.16
10.17
10.18

10.19
10.20
10.21
10.23
10.24
16.1
211
23.1
23.2%
24.1

Description

Office Lease, dated January 13, 2001, between égésRant and Touchstone Building LLC and suppldadatter thereto
dated April 5, 2001.(1

Offer Letter dated March 14, 2003, between the egyit and Gary Johnson.|

Letter Agreement dated January 13, 2003, betweeR@dgistrant and Sanjeev Kumar.
Offer Letter dated May 6, 2004, between the Regigtand Sver-Olav Carlsen.(1
Offer Letter dated May 28, 2004, between the Resyistand Richard Miller.(1

Offer Letter dated January 30, 2004, between thggsRant and Scott Tandy.(

Offer Letter dated June 16, 1999, between the Ragtsand Michael Maia.(J

Loan and Security Agreement, dated November 103 20€&tween the Registrant and Silicon Valley Bamd amendment
thereto dated June 18, 2004.

Streamline Facility Agreement, dated November D03 between the Registrant and Silicon Valley B@n)!
Term Sheet dated as of November 13, 2003 betweeRelistrant and Silicon Valley Bank.|

LSI Logic Corporation ASIC Terms of Engagementeddtebruary 19, 2003, between the Registrant ahdlagic
Corporation.(1,

Master ASIC Services Agreement, dated as of OctBBeR001, between the Registrant and eSilicon @atjon.(1)
Amended and Restated 2004 Stock Incentive Pladicaandof agreements thereunder.

Lease Agreement, dated February 5, 2000, betwedtalPlayer Private Limited and Sri S.K. Jayachandesmse Agreement,
dated August 6, 2000, between PortalPlayer Privibéted and Sri R.C. Samal. Lease Agreement, dataglist 27, 1999,
between PortalPlayer Private Limited and Sri N. Basiva Rao. Lease Agreement, dated May 1, 200d/gleet PortalPlayer
Private Limited and Sri R.C. Samal. Lease Agreerraated August 15, 2004, between Pinexe SysteraatBriiimited and
Sri N. Sambasiva Rao. Lease Deed, dated Novemh&0P@&, between Pinexe Systems Private LimitedSan@.
Umamaheswara Rao.(

Lease dated April 6, 2005, between the RegistnadhitGarrAmerica Realty Operating Partnership L.F
Form of Restricted Stock Agreement under the Peldgkr, Inc. 2004 Stock Incentive Plan.

Loan and Security Agreement dated May 31, 200%yden the Registrant and Silicon Valley Bank
Warrant to Purchase Shares of Common Stock Issu@ary Johnson. (¢

Offer Letter dated February 15, 2005, between thgisrant and Henry DeNero.(

Letter re Change in Certifying Accountants.

List of Subsidiaries.(1

Consent of Independent Registered Public Accouriing.

Consent of Pillsbury Winthrop Shaw Pittman LLP (uted in Exhibit 5.1)

Power of Attorney (see page5).

*  To be filed by amendmer
(1) Incorporated by reference to the exhibit beathe same number filed with the Registrant’s Regfion Statement on Form S-1 (File
No. 33:-117900).
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(2) Incorporated by reference to Exhibit 3.(ii) to fRegistrar’s Quarterly Report on Form -Q for the quarter ended March 31, 20
(3) Incorporated by reference to Exhibit 10.1 to thgiBean’s Current Report on Forn-K filed July 28, 2005

(4) Incorporated by reference to Exhibit 10.7 to thgiBean’s Annual Report on Form -K for the year ended December 31, 2C
(5) Incorporated by reference to Exhibit 10.1 to thgiRean’s Quarterly Report on Form -Q for the quarter ended June 30, 2(
(6) Incorporated by reference to Exhibit 10.1 to thgiBean’s Quarterly Report on Form -Q for the quarter ended March 31, 20

(b) Financial Statement Schedi
Schedules are omitted because they aneqoired.

Item 17. Undertakings

Insofar as indemnification for liabilities arisimmder the Securities Act of 1933, as amended @o#’), may be permitted to directors,
officers and controlling persons of the Registianisuant to the foregoing provisions, or otherwibe,Registrant has been advised that in the
opinion of the Securities and Exchange Commissimi sndemnification is against public policy as mgsed in the Act and is, therefore,
unenforceable. In the event that a claim for indéication against such liabilities (other than {heyment by the Registrant of expenses
incurred or paid by a director, officer or contiofj person of the Registrant in the successfulriefef any action, suit or proceeding) is
asserted by such director, officer or controllirgggon in connection with the securities being tegésl, the Registrant will, unless in the
opinion of its counsel the matter has been seftjedontrolling precedent, submit to a court of ampiate jurisdiction the question whether
such indemnification by it is against public poliay expressed in the Act and will be governed byfitkal adjudication of such issue.

The undersigned Registrant hereby undertakes that:

(1) For purposes of determining any liability unttee Act, the information omitted from the formprbspectus filed as part of this
registration statement in reliance upon Rule 4364 eontained in a form of prospectus filed by tlegyRtrant pursuant to Rule
424(b)(1) or (4) or 497(h) under the Act shall eewhed to be part of this registration statemenof #se time it was declared
effective.

(2) For the purpose of determining any liabilityden the Act, each post-effective amendment thatados a form of prospectus shall
be deemed to be a new registration statementrrgltadithe securities offered therein, and the ofteof such securities at that tit
shall be deemed to be the initial bona fide offgtimereof.

(3) It will provide to the underwriters at the diag(s) specified in the underwriting agreementifieates in such denominations and
registered in such names as required by the unidersvto permit prompt delivery to each purcha
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SIGNATURES

Pursuant to the requirements of the SecuritiesoA&B33, the Registrant has duly caused this Redjiish Statement to be signed on its
behalf by the undersigned, thereunto duly authdrizethe City of San Jose, State of Californiattoe 20th day of October 2005.

PortalPlayer, Inc

By /sl GARY JOHNSON

Gary Johnson
President and Chief Executive Officer

POWER OF ATTORNEY

KNOW ALL MEN BY THESE PRESENTS, that each personoat signature appears below constitutes and agp®ary Johnson and
Svend-Olav Carlsen and each of them, his true antll attorneys in fact and agents, each withgollver of substitution and resubstitution,
for him and in his name, place and stead, in anlyadircapacities, to sign any and all amendmentduding post-effective amendments, to
this Registration Statement, and any registratiatement relating to the offering covered by thigRtration Statement and filed pursuant to
Rule 462(b) under the Securities Act of 1933, anfilé the same, with exhibits thereto and otherwinents in connection therewith, with the
Securities and Exchange Commission, granting uasitbattorneys in fact and agents, and each of th@hpower and authority to do and
perform each and every act and thing requisitere@éssary to be done, as fully to all intents ammggses as he might or could do in person,
hereby ratifying and confirming all that each ofisattorneys in fact and agents or their substitutsubstitutes may lawfully do or cause tc
done by virtue hereof.

Pursuant to the requirements of the SecuritiesoA&B33, this Registration Statement has been digetow by the following persons in
the capacities and on the dates indicated.

Name Title Date

/ s/ G ARY JOHNSON President and Chief Executive Officer October 20, 2005
(Principal Executive Officer) and Director

Gary Johnson

/ s/ SVEND -O LAV C ARLSEN Vice President and Chief Financial Officer October 20, 2005
(Principal Financial and Accounting
Svend-Olav Carlsen Officer)
/ s/ RICHARD L. S ANQUINI Chairman of the Board October 20, 2005

Richard L. Sanquini

/s/HENRYT. DEN ERO Director October 20, 2005

Henry T. DeNero

/s!/ T. RAJSINGH Director October 20, 2005
T. Raj Singh
/ s/ SHAHAN D. SOGHIKIAN Director October 20, 2005

Shahan D. Soghikian

/ s/ JAMES L. W HIMS Director October 20, 2005

James L. Whims
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Exhibit Index
Exhibit
Number Description
1.1* Form of Underwriting Agreemer
3.(1) Restated Certificate of Incorporation of the Regist. (1)
3.(ii) Amended and Restated Bylaws of the Registran
4.1 Specimen Common Stock Certificate.
4.2 Fifth Amended and Restated Inves’ Rights Agreement, dated March 5, 2004.
5.1* Opinion of Pillsbury Winthrop Shaw Pittman LL

10.1 Form of Indemnification Agreement between the Regig and its officers and directors.

10.2 1999 Stock Option Plan and form of agreements thneter. (1)

10.3 2004 Employee Stock Purchase Plan.

10.4 Lease Agreement, dated June 11, 1999, betweenetistRint and John Arrillaga Survivor’s Trust aridiard T. Peery Separate
Property Trust and amendments thereto dated Jul¥98® and March 16, 2000. (

10.5 Office Lease, dated January 13, 2001, between ¢igésRant and Touchstone Building LLC and suppleaidatter thereto dated
April 5, 2001. (1)

10.6 Offer Letter dated March 14, 2003, between the &egit and Gary Johnson. |

10.7 Letter Agreement dated January 13, 2003, betweeRé#gistrant and Sanjeev Kumar.

10.8 Offer Letter dated May 6, 2004, between the Regigtand Sver-Olav Carlsen. (1

10.9 Offer Letter dated May 28, 2004, between the Regyistand Richard Miller. (1

10.10 Offer Letter dated January 30, 2004, between thlggsRant and Scott Tandy. (

10.11 Offer Letter dated June 16, 1999, between the Ragisand Michael Maia. (!

10.12 Loan and Security Agreement, dated November 103 206tween the Registrant and Silicon Valley Bamd amendment thereto
dated June 18, 2004. (

10.13 Streamline Facility Agreement, dated November D03 between the Registrant and Silicon Valley Bdhk

10.14 Term Sheet dated as of November 13, 2003 betweeRelistrant and Silicon Valley Bank. |

10.15 LSI Logic Corporation ASIC Terms of Engagementgedatebruary 19, 2003, between the Registrant ahd.ag@c Corporation.
1)

10.16 Master ASIC Services Agreement, dated as of OctdBeP001, between the Registrant and eSilicon @atn. (1)

10.17 Amended and Restated 2004 Stock Incentive Pladaxndof agreements thereunder.

10.18 Lease Agreement, dated February 5, 2000, betwedalPlayer Private Limited and Sri S.K. Jayachantemse Agreement dated
August 6, 2000, between PortalPlayer Private Lich#ad Sri R.C. Samal. Lease Agreement, dated ARJsit999, between
PortalPlayer Private Limited and Sri N. Sambasiea.R.ease Agreement, dated May 1, 2001, betweenlfayer Private
Limited and Sri R.C. Samal. Lease Agreement, dataglist 15, 2004, between Pinexe Systems Privat@&ddnand Sri N.
Sambasiva Rao. Lease Deed, dated November 26, Béfideen Pinexe Systems Private Limited and Sdi@amaheswara Rao.
(4)

10.19 Lease dated April 6, 2005, between the RegistnaditGarrAmerica Realty Operating Partnership L.

10.20 Form of Restricted Stock Agreement under the P@ldstkr, Inc. 2004 Stock Incentive Plan.

10.21 Loan and Security Agreement dated May 31, 200%yéden the Registrant and Silicon Valley Bank.
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Exhibit

Number Description

10.23 Warrant to Purchase Shares of Common Stock Issu@dity Johnson. (¢

10.24 Offer Letter dated February 15, 2005, between thgistrant and Henry DeNero. (
16.1 Letter re Change in Certifying Accountants.

21.1 List of Subsidiaries. (1

23.1 Consent of Independent Registered Public Accouriing.

23.2* Consent of Pillsbury Winthrop Shaw Pittman LLP (imed in Exhibit 5.1)

24.1 Power of Attorney (see page-5).

*

1)

(2)
(3)
(4)
(5)
(6)

To be filed by amendmer

Incorporated by reference to the exhibit begatire same number filed with the Registrant’s Regfion Statement on Form S-1 (File
No. 33:-117900).

Incorporated by reference to Exhibit 3.(ii) to fRegistrar’s Quarterly Report on Form -Q for the quarter ended March 31, 20
Incorporated by reference to Exhibit 10.1 to thgiBan’s Current Report on Forn-K filed July 28, 2005

Incorporated by reference to Exhibit 10.7 to thgiBtan’s Annual Report on Form -K for the year ended December 31, 2C
Incorporated by reference to Exhibit 10.1 to thgiBtean’s Quarterly Report on Form -Q for the quarter ended June 30, 2(
Incorporated by reference to Exhibit 10.1 to thgiBan’s Quarterly Report on Form -Q for the quarter ended March 31, 20

2
Exhibit 23.1

CONSENT OF INDEPENDENT REGISTERED
PUBLIC ACCOUNTING FIRM

We consent to the use in this Registration Statémeirorm S-1 of our report dated March 18, 200&tirgg to the consolidated

financial statements of PortalPlayer, Inc. appegirinthe Prospectus, which is part of this RegigtraStatement. We also consent to the
references to us under the headings “Selected Gdatsal Financial Data” and “Experts” in such Precios.

Is/

Deloitte & Touche LLP

San Jose, California
October 21, 2005

End of Filing
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