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PART |
FORWARD LOOKING STATEMENTS

When used in this Annual Report on Form 10-K (tReport”), the words “believes,” “plans,” “estimates “anticipates,” “expects,”
“intends,” “allows,” “can,” “will” and similar expr essions are intended to identify forward-lookingtsients. These are statements that
relate to future periods and include statementatieg to the features and benefits of our platf@wiutions, the incorporation of our products
into the Apple iPod product family, anticipatedrtds and challenges in our business, technologytlamdnarkets in which we operate, our
customers and customer concentration, our abititdévelop, and our customers’ willingness to pusehanew products such as our PP5024
flash memor-specific product, statements regarding our Prefeemhnology platform, the geographic concentratibiour revenues, sources
of revenue, elements of our growth strategy inclgdincreases in sales and marketing efforts, oiticail accounting policies, our gross
margins, our expenses, our revenues, level ofrdarnal manufacturing logistics, use of our logistivarehouse in Hong Kong, our
anticipated cash needs, our estimates regardingcapital requirements, price reductions, our nefmtsadditional financing, costs of being
public company, future acquisitions or investmeotsnpetition, dependency on key employees, androployee relations, our propertie
our intellectual property, potential legal proceads, our income taxes, currency fluctuations, auidénd policy, fluctuation in interest ratt
impact of new accounting rules and our disclosuwretmls and procedures. Forward-looking statememessubject to risks and uncertainties
that could cause actual results to differ mategidiiom those projected. These risks and uncertsriticlude, but are not limited to, those
risks discussed below and under Item 1A, “Risk &iaGt as well as the seasonality of the buying @ats of our customers, the concentration
of sales to large customers, dependence upon anddrin consumer spending on personal electrothiesdifficulty of designing and testing
new products, the reluctance of customers to censidw product offerings, fluctuations in generabeomic conditions and increased
competition and costs related to expansion of qarations. These forward-looking statements spefkas of the date hereof. We expressly
disclaim any obligation or undertaking to releasébficly any updates or revisions to any forwardkow statements contained herein to
reflect any change in our expectations with regéueteto or any change in events, conditions orurinstances on which any such stateme
based.

Item 1. Business.
Overview

We are a fabless semiconductor company that designelops and markets comprehensive platformisakitincluding a system-on-
chip, firmware and software for manufacturers a@ftfee-rich personal media players and notebook atenp with secondary displays.
Personal media players are battery-powered, hakddiive and flash memotyased portable devices that capture, store andddétal medic
such as audio, photos and video. Our platform ®ulstare designed to enable personal media playefsther devices to manage thousands
of digital media files and allow our customers toldb intuitive and customizable user interfacesr @ustomers use our platforms to produce
high-performance, feature-rich, differentiated prog in a cost-effective manner with fast time tarket. In our industry, original equipment
manufacturers, or OEMSs, typically make decisiomgrding product designs and rely on original desigmufacturers, or ODMs, for
manufacturing capabilities; however, increasinggM are relying upon ODMs, contract manufactureusiadependent providers such as
PortalPlayer to deliver comprehensive platform sohs, integration and implementation.

Our key personal media player customers includéingamanufacturers such as Inventec and Hon Haj, wanufacture products for
Apple Computer Inc. and other companies. We belibaenearly all of our platforms sold to thesetoosers are incorporated into various
models within the Apple iPod product family. Appley choose to use platforms in addition to ourstfoproducts, use a different platform
than ours altogether or develop an in-house soluf\my of these events would significantly harm business. Further, because such a large
portion of our revenue is tied to the Apple iPoddurct family, our success depends on Apple’s caertinrsuccess with these products.
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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@atessing unit, memory interfaces and other carapts. SoCs for personal media
players and notebook computers must address a odimgguirements, including low power, high perfamoe, low cost and high levels of
system integration. We believe that optimally balag these conflicting, but concurrent, requirersdot the target device is the key to
market leadership. We design our family of SoClse@ptimized for hard-disk drive, or HDD, and flasemory-based personal media
players. Our SoC platforms currently utilize duatdt ARM7 microprocessor cores to provide scalegd@drformance. This enables support
for audio encoders, digital rights management, ngtimg connectivity enhancements and audio postgssing effects, such as equalization
and stereo expansion. Our SoCs are manufactured stsindard complementary metal-oxide semicondustda€MOS, processes. The
following table summarizes the key features of mmcipal SoCs:

Volume
Production Addressable
Date Device Markets Key Features
2001 PP5002 Audio » Low power consumption for battery powered agailons

* Increased on-chip memory for lower power angdrioved performance
» Direct interface for up to four hard drives or -RW drives

2003 PP5020 Audio and photo * Improved battery life compared to PP5002
* USB 2.0 controller with support for device hastd 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/PP50:  Audio, photo and video e Up to 3X improvement in battery life over the3920
e 0.13 micron CMOS process
» High “on demand” peak performance with ultra+lpower in typical

operation

« Multiple high resolution display interface optioingluding Dual Displa
option

« Mixed signal integration: USB 2.0 Host PHY, BIADC, PWM
controller

2006 PP5024 Audio, photo and video Integrated System in Package (SiP)
Integrated PP5022 SoC functionality
Analog audio functionality

Power management functional

2
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Firmware Development Kits for Personal Media Player

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

« Enabling high-quality audio playback and encodimgptigh optimized implementations of digital medenpression and
decompression function

* Supporting a range of file types, including mugicotos, images, video and text through a flexibderhanagement system;
* Quickly sorting and indexing thousands of audimtphand video files through advanced database esgin

»  Supporting multiple music services with the appiatgrdecoders, decryption engines, applicationarogning interfaces and
hardware designs required to securely transfere stiod playback content to enable a customer asproduct and then provide a
firmware update to add a new music service or fea

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

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

Software Development Kit for Personal Media Players

Our software development kit, or SDK, helps ourtaorers build applications that enable users tdyeasnage the audio, photo and
video files stored on their personal media playsngifeature-rich PC user interfaces. Our SDK ptesidevelopers 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 applara, which can provide device file system accesksdevice control in
Microsoft Windows operating systen

« Enabling the transfer of content from the PC todbeice;

* Synchronizing content to the portable device baserlles set up on the PC;

* Enabling firmware updates and device maintenanue; a

» Supporting cryptography services to enable OEMzustomize their content security policies on theicke

We also recently announced our new technologygiaitf Preface ™initially targeted at the notebook computer marléiis technolog
platform, using a secondary display, is designegite notebook users access to data, music andpkdthout opening the notebook, boot
the system and loading the needed application.fAeoember 31, 2005, we have made only limited samsipipments of this platform and
have not yet derived significant revenue from ti&form. We cannot be certain that this new platfevill achieve market acceptance or
otherwise be successful. If the Preface technopbatform does not achieve market acceptance oeigmcounter product defects or delays or
other difficulties in the introduction, sales andnieting of this platform, our business and opetptesults may suffer.

Customers

We sell our platforms primarily to original equipntenanufacturers, or OEMs, and original design rfacturers, or ODMs. Many of
our customers in turn sell to branded OEMs, whbes®l products that
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incorporate our platform solutions. In 2005, 2004 2003, Inventec accounted for 56.7%, 89.3% an@%4f our revenue, respectively. F
Hai accounted for 36.3% of our revenue in 2005.

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 as® 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 fanolur success depends on Apple’s continued suedésshese products.

In addition, if either of these customers’ relatibip 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 customers’ business
relationship with Apple. Apple may choose to worilthwother manufacturers. The loss by either ofé¢hasstomers of their sales to Apple will
harm our business and financial position.

Many of our ODM customers are based in Asia. Actalg, sales to the Asia/Pacific region, includidepan, accounted for
approximately 99.0%, 99.1% and 98.5% of our revéni2905, 2004 and 2003. We anticipate that a gamit amount of our revenue will
continue to be represented by sales to customéhnaimegion. For a discussion of our revenue lggaphic region, please see Note 13 of the
notes to our consolidated financial statements.

Sales and Marketing

We market and sell our platforms worldwide thro@gtombination of direct sales personnel, indepetrgbkias representatives and
distributors. Because industry practice allows eugtrs to reschedule or cancel orders on relatstedyt notice and since our sales are
typically made pursuant to purchase orders, weebelihat backlog is not a good indicator of ouunfetsales.

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 warlosely with our sales and research and developgreups to align our product
development road map. The group also coordinateprodluct development activities, product launciwesd 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 suppoganizations. 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 in 2005 were $36.2 millexcluding stock-based compensation of approxip&te 1 million, and $14.8 million
in 2004, excluding stockased compensation of approximately $0.5 millionr @search and development expenditures were $iillidn in
2003. We intend to increase our research and dewelot efforts and related expenses significantihéfuture. Our hardware engineering
staff is located in San Jose, California and Hyblada India. Our firmware and software engineeriadf $s located in Kirkland, Washington,
Charlotte, North Carolina, Taiwan and HyderabadijdnOur development center in India, which emplagproximately one-half of our
employees, allows us to reduce our engineering lebsts and gives us access to a sizeable poolgifeering talent.
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Manufacturing
Manufacturing Logistics

We primarily use third parties to manage our mactuféng logistics. We currently work with eSilicamd LSI Logic to provide these
manufacturing logistics, including pre-producti@stthardware and test program development, chamatten and qualification testing,
production scheduling, capacity planning, work-nogress tracking, yield management, shipping lagissupplier management and quality
support functions, such as failure analysis. Weenily do not have longerm supply contracts with our manufacturing lagspartners. To
lesser extent, we have recently started workingedly with third-party manufacturing vendors, ane @xpect that in the future we may
gradually increase our level of managing certagidtical aspects associated with a traditionalda®lsemiconductor business model. We may
terminate our agreement with LSI Logic with 30 day#ten notice and payment of a cancellation &ew®] 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 pesvitbtice of nomenewal at least 90 da
prior to the expiration date, and either we orieSil can terminate the agreement for the otheyisamaterial 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 proddahping, work-in-progress control, shipping andeieing and our relationships with
contractors.

We design and develop our SoCs and electroniaaisfer our proprietary designs to our manufactuliigistics 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 faltioo facility. This fabless business model aldoves us to take advantage of the research
and development efforts of leading manufacturetstarmaintain flexibility in choosing suppliers tiraeet our technology and cost
requirements.

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

Following wafer processing, wafers that are marntufad 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 tesgfams are developed based on product specificatibareby maintaining our ownership
for the functional and parametric performance afsamiconductors.

In addition to our warehouse located in San Josthd last quarter of 2004 we added a new logista®house in Hong Kong which is
managed by a local third party, from which locatiem expect the majority of future shipments to customers to continue to be made. In the
future we may begin to perform internally somehs services that our third-party service providensently perform for us. These functions
may include direct engagements with foundriesjrggetip our own product and test engineering fumstiand managing the quality and fail
analysis of our SoCs.
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Quality Assurance

We have designed and implemented a quality managesystem that provides the framework for contiriogdrovement of or produc
including firmware and software, our processes@rglomer service. We apply established design andspractices for CMOS devices
through standard design, layout and test proce¥g¢eslso rely on in-depth simulation studies, testind practical application testing to
validate and verify our SoCs. We emphasize a stsupplier quality management practice in whichrtteufacturing suppliers that are used
by our manufacturing logistics partners are prelifigd by our operations and quality teams. To easwonsistent product quality, reliability
and yield, together with our manufacturing logistartners we closely monitor the production cgleeviewing manufacturing process data
from each 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 rimargr loss of market share.

In particular, we face competition from semiconduatompanies which have traditionally focused orspeal media players, such as
Freescale Semiconductor, Samsung SemiconductanaSigl, Telechips and Texas Instruments. Some sEthempanies offer their
customers highly integrated SoCs, including analmgponents, which reduce system cost and size.|S@eampete with other
semiconductor companies, including austriamicr@syst Broadcom, Intel, Sharp and with other SoC sendviany of these companies have
significantly greater financial, technical, manutaing, marketing, sales and other resources than u

We may face competition from some of our customeérs have developed or may develop products or tdolgies internally which ar
competitive with our platforms, or who may entevistrategic relationships with or acquire existdggniconductor providers. We may also
face competition from companies whose productsrataded in end-products that also incorporatematforms. 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 m®pal media display and personal wireless enterntaint devices, we will face new
competitors and the difficulty and cost of devet@gpnew technology.

In addition to the factors discussed above, weebelthat the key competitive factors in our marketude:

» 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 requémgts of color displays, photo processing and vidlagback;
* price;

» timeliness of the introductions of new product teas desired by our customers;

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

» intellectual property position and know-how; and

. customer support.

We believe we compete favorably because we praxadeprehensive platform solutions to enable quicletto market and allow
customer differentiation while reducing the ovesglétem cost and size.

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 inntlaeket for personal media players.
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If competing products that are not based on oufgsta solution take market share from the Appledfibcould harm our business and cause
our revenue to decline.

Intellectual Property

As of December 31, 2005, in the United States wetissued patents and 12 patent applications pgndithough we file patents to
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 kifosur patent applications or any future patentliagion 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 priptary technology. We rely on a combination gbyaght, 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 aspieats platforms, technology or business planssiiite our efforts to protect our
proprietary rights through confidentiality and lhse 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 ostotners. 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 applicatiotiee United States are not publicly
disclosed by the United States Patent and Trade@giite 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 bsin€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 December 31, 2005, we had 284 employeesjditg 227 in research and development, 20 in saldanarketing and 37 in
general and administrative. Of these full-time eogpks, 98 are located in San Jose, Californiardloaated in Kirkland, Washington, three
are located in Charlotte, North Carolina, 12 acated in Taiwan, one is located in Japan, two@gatéd in Korea and 127 are located in
Hyderabad, India. None of our employees is covesed collective bargaining agreement. We belieat thlations with our employees are
good.
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Available Information

We are subject to the informational requirementthefSecurities Exchange Act of 1934. We therefitggeriodic reports, proxy
statements and other information with the Securiied Exchange Commission. Such reports may b@ebthy visiting the Public Referer
Room of the SEC at 100 F Street, NE, Washingto@, R0549, or by calling the SEC at 1-202-551-808@&ddition, the SEC maintains an
internet site (http://www.sec.gov) that containgams, proxy and information statements and othfarination regarding issuers that file
electronically.

Our internet address is www.portalplayer.com. W&eravailable, free of charge, through our intemebsite copies of our Annual
Report on Form 10-K, quarterly reports on Form 1@&@rent reports on Form 8-K and amendments teetheports, if any, filed or furnished
pursuant to Section 13 (a) or 15 (d) of the Excleafagt, as soon as reasonably practicable aftegfduch material electronically or otherwise
furnishing it to the SEC. Information containedaur website is not incorporated by reference urdessifically referenced herein.

ltem 1A. 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 tteees the trading price of our common si
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 Report, including our consolidated financitdtements and the related notes.

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., lndentec Appliances (Pudong) C
Ltd. and Inventec Appliances Corp., which are &ffdd with each other and which we refer to colledy as Inventec, accounted for
approximately 56.7%, 89.3% and 84.6% of our revani905, 2004 and 2003, respectively. In additaurjng the first quarter of 2005 we
began shipping in volume to Hon Hai Precision Indu€o., Ltd., or Hon Hai, which accounted for 3%.8f our revenue in 2005. The loss of
sales to either of these customers would haverdfisignt negative impact on our business. Becausesales to these customers are made
pursuant to standard purchase orders rather th#@racts, orders may be cancelled or reduced matlyethan if we had long-term purchase
commitments with these customers. Purchase orderb& cancelled or rescheduled on relatively siatite. Cancellations of customer
orders could result in the loss of anticipatedsalghout allowing us sufficient time to reduce dawentory and operating expenses. In
addition, changes in forecasts or the timing okesdrom these customers expose us to the risksefitory shortages or excess inventory,
particularly during end product transitions thajuiee a new generation of our platforms. This imtcould cause our operating results to
fluctuate. For example, we experienced a lower tharected number of orders from Inventec in th& fiuarter 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 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.

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
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know the terms of either of these customers’ bissimelationships with Apple. Apple may choose tokwwith other manufacturers. The loss
by either of these customers of sales to Applectaldo harm our business and financial position.

There are a relatively small number of potentiatomers for our platforms and we expect this custatoncentration 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 pigid that incorporate our platforms. In additioe, avay from time to time enter into customer
agreements providing for exclusivity periods dunmigich we may only sell a specified product to ttagtomer or only sell a limited amount
of a specified product to other customers. Exceptriventec and Hon Hai, our customer relationshigpge been developed over a short pe
of time and are generally in their preliminary gagWe cannot be certain that these customergevrikrate significant revenue in the future.
If our relationships with our newer customers documntinue to develop, we may not be able to exgandustomer base or maintain or
increase our revenue.

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 softwsVe.currently derive, and expect to continue towein the near term, all of our revenue
from sales of our platforms. Continued market atage 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 growthffectively.

We have experienced significant growth in a shertqal of time. For example, our revenue has ing@@é&om $1.9 million in 2001 to
$225.2 million in 2005. We will likely not achies@milar revenue growth rates in future periods. ¥bould not rely on the results of any
prior quarterly or annual periods as an indicatibour future operating performance. If we are deab maintain adequate revenue growth,
our 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 aetiyiiales and marketing
personnel, and financial and information technolpgysonnel

* enhance our customer resource management and roamirfg 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
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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 rafts 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 atfgsins historically were used only in hard diskdfbased personal media players, in
2005 we began deriving revenue from flash memogetapplications and, in 2006, the Company recamfypunced a new technology
platform targeted at the computer notebook matiateénables a secondary display. In addition, canlycts have recently been designed into
personal media players that utilize satellite raz#ipabilities. However, if personal media playgyatdlities are adopted by adjacent markets
such as wireless and mobile phones, we may negeviglop platforms that can operate with these @sviéd/e may not have the technological
capabilities to develop, or the financial resouncesessary to fund, these future innovations. EHwee are able to develop future innovatio
if our future innovations produce technology tlsabeéhind that of our competitors, we may lose gusts. Similarly, if our future innovations
are ahead of the then-current technological stalsdarour industry, customers may be unwilling twghase our platforms until the consumer
electronics market is ready to accept them. If veeumable to successfully define, develop and chtee competitive new platforms or other
products and enhance existing platforms, we mayaatble to compete successfully. In addition,éf ar our customers, are unable to
manage product transitions, our business and sesiperations would be negatively 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.

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

We recently announced our new technology platfétreface™, initially targeted at the notebook coraputarket. This technology
platform, using a secondary display, is designegiie notebook users access to data, music andghs of December 31, 2005, we have
made only limited sample shipments of this platf@mad have not yet derived significant revenue ftbim platform. The success of our
Preface technology platform depends on severabf@cincluding, but not limited to, the market fatebook computers in general and the
demand for notebook computers with the Prefacent@dolyy platform by notebook computer manufactuesrd consumers. Notebook
computer manufacturers may choose to only inclhdePreface technology into their notebook desigremmbination with notebooks
planned for introduction with Microsoft's Windowssfa. If the timing and introduction of Windows Yasor Windows Sideshow (a feature
set in Microsoft Windows Vista) is delayed or does$ happen when anticipated, then demand for Reefédtbe severely impaired. In
addition, the development and introduction of a neehnology platform such as Preface involves aafwit risks, including intellectual
property risks as discussed above, the risk ofyrbdefects which in turn could harm our reputat&ades of our platforms and cause
unexpected costs, and the reliance on third-padiyrtology incorporated into the platform. If oueface technology platform does not
achieve market acceptance or is not otherwise safideor if we encounter product defects or delaysther difficulties in the introduction,
sales and marketing of this platform, our busiras$ operating results may suffer.

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 resnltsome quarters will be below
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market expectations or our guidance. This wouldljilcause the market price of our common stocletide. Our quarterly operating results
are affected by a number of factors, including:

unpredictable volume and timing of customer ordetsch are not fixed by contract but vary on a jase order basis;
the loss of one or more key customers or the sagmif reduction or postponement of orders fromelmstomers;

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

decreases in the overall average selling pricesipplatforms;

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 pattendsrazentory adjustments based on consumer densnttigeneral economic
conditions;

unplanned additional expenses such as mask ssiaes;j
our effective tax rate and the use of availablectxyforwards;
product obsolescence and our ability to manageyatadansitions; and

our ability to successfully develop, introduce &etl new or enhanced platforms in a timely manner.

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 hhwéted historical financial data from
which to predict future sales for our platforms. &dsesult, 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 g expenses for that quarter, which
would harm our operating results for that quarter.

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

At December 31, 2005, we had an accumulated deficipproximately $14.0 million. Although we haveh&eved profitability in the
past six quarters, we cannot be certain that wieswdtain profitability in the future. To sustairofitability, we will need to continue to
generate and grow our revenue to support an ineiessxpense levels. We may not be able to sustdircrease profitability on a quarterly
an annual basis. If we do not sustain profitabibityotherwise meet the expectations of securitiedyats or investors, the market price of our
common stock will likely decline.

Because the markets in which we compete are hightympetitive and many of our competitors have greataesources 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 compegijtincluding austriamicrosystems, Broadcom, Fr&lesSemiconductor, Intel,
Samsung Semiconductor, Sharp, SigmaTel, Telechis;Texas Instruments. We expect to face increesmgetition in the future. We may
also face competition from some of our customers hdwve developed or may develop products or teogies internally which are
competitive with our platforms, or who may entebistrategic relationships with or acquire existiggniconductor providers. In
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addition, because our platforms are compatible fléish memory-based applications, we face compatiftiom companies that produce
platforms for both hard disk drive and flash membaged applications. Many of our competitors heffered 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, wihdctne 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 thacampetitive with our platforms, our sales anosgrmargins may suffer. For example,
as the feature-rich personal media player markétmas, the capabilities our platform solutions pdevmay be subject to commoditization,
similar to the commoditization which has occurnedhie more mature, non-feature-rich flash-basedgoerl media player market. Similarly,
we may lose existing customers if any of them goabibusiness or are unable to effectively comjretbe highly competitive personal me:
player market.

Many of our current and potential competitors hlawveyer operating histories, greater name recognitiecess 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 deuelop 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 competitotdd emerge and rapidly acquire significant magkere, 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 soldrigentec 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.

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 insgrwe would be required to write-off excess ineeynin 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 arrangemenisédset 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 with manufacturing logistics partners in advance ofikéicg purchase orders from our
customers. Changes in forecasts or timing of ordgp®se us to risks of
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inventory shortages or excess product inventorgtiquéarly during end-product transitions. Obtaigiadditional supply in the face of
increased demand or supply shortages may be anstlypossible, particularly in the shagrm, which could prevent us from fulfilling orde
As a result, an incorrect forecast may result iostantial inventory that is aged and obsolete, wbiuld result in write-downs of excess,
aged or obsolete inventory. In addition, our platfe have rapidly declining average selling priddserefore, our failure to adequately
estimate demand for our platforms could cause oartgrly operating results to fluctuate and caugestock price to decline.

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

Our sales cycles from design to manufacture ofptatforms 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 origi@equipment manufacturers and original device mactufers is typically limite
during the initial release of their products to leate performance and consumer demi

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

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

As a result of our lengthy sales cycles, we mawiistibstantial expenses before we earn associtedue because a significant por
of our operating expenses is relatively fixed aadda on expected revenue. If customer cancellatiopsoduct changes occur, this could
result in the loss of anticipated sales withoutwaihg 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 incatg 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. We belikraethese supply constraints may
have caused our customers to purchase fewer pfegftiran they might otherwise have purchased, thgatively impacting our revenue.
Although we cannot estimate the impact on our reegnom these supply constraints, we believe thiatré supply problems with the other
components of the end products of our customeckjding small form factor hard disk drives and flamemory chips, may negatively impact
our business and revenue in the future. As a redeithand for our platforms depends on the avaitalof other components that we do not
control.

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

We primarily rely on thirdparty service providers, including eSilicon Corgama, or eSilicon, and LSI Logic Corporation, orILlSygic,
to implement certain aspects of the design of earisonductors, and to
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manage the manufacture, test, packaging, warehpasith shipping of our semiconductors. eSilicon laBHLogic either provide these
services directly or engage and manage other pddiprovide them. As a result, we have signifiyaletss control over certain aspects of the
design and manufacture of our semiconductors antbtldirectly control our product delivery schedulassembly and testing costs or quality
assurance and control. We do not have lanmg: agreements with eSilicon or LSI Logic. We tglly procure services from these supplier:

a purchase order basis. If the operations of efilar LS| Logic were disrupted or their financitdlslity impaired, if eSilicon or LSI Logic
were unable to properly manage the service prosithext they retain for us or if they should chooseto devote capacity to our
semiconductors in a timely manner, our businesddvsuffer as we would be unable to produce finispladforms on a timely basis.

Because we use manufacturing logistics partnersiwhan use independent foundries and subcontrsitbomanufacture, assemble and
test our semiconductors, we may face risks sudhsagficient allocation of assembly and test cafyaand limited control over the associated
costs and semiconductor output, or yield. Damagésitd-party facilities caused by natural or maad® 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 thildsmuptions occur. If we do not manage these rslexjuately, our business and results of
operations would be harmed.

We have started to perform internally some of theervices of our third-party service providers, we wil 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

We have recently started to perform internally safihe services that our third-party service pdevs currently perform for us. These
functions include direct engagements with foundrsesting up our own product and test engineenimgtions and managing the quality and
failure analysis of our SoCs. In order to fully feem these services internally, we will need touina significant amount of expense to pro
the necessary infrastructure to support theseiietivWe also will need to devote a substantiabant of time and resources to acquiring the
necessary tools, implementing these activities antooverall company structure and hiring additi@maployees to manage the operations. In
addition, we will most likely be required to inveshigher level of financial resources into invegtancreasing at a minimum our raw
materials and work in process inventory levels.8se we have not previously performed such a@sjitive may not be able to successfully
manage this process. This expansion could placdfis@nt strain on our management, personnel, systnd resources as we develop these
capabilities in-house rather than relying on anegigmced third-party provider. In addition, we ntamage our relationships with our current
third-party service providers if, on a larger scale begin performing some of their services iraflyn Any damage to these relationships
could hinder our ability to procure our semiconduston a timely and cost efficient basis, or gtallich could in turn harm our relationships
with our customers and negatively affect our bussremnd results of operations.

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 fabrindtaility. Instead, we rely on third parties toma&acture our semiconductors. Two
outside foundries, Taiwan Semiconductor Manufanti€ompany, or TSMC, in Taiwan, and United Micraglenics Corporation, or UMC,
in Taiwan, currently manufacture substantiallyadlbur semiconductors, and no single foundry marctufes more than one model of our
semiconductors. As a result, we face several sggmif risks, including:

» lack of manufacturing capacity and higher wafecesi
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» limited control over delivery schedules, qualitgasnce and control, manufacturing yields and prtydn costs; and

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

The ability of each foundry to provide us with seariductors is limited by its available capacityitNer we, nor our manufacturing
logistics partners have a guaranteed level of pribolu capacity with any of these foundries andg iifficult to accurately forecast our
capacity needs. In addition, neither we nor our ufeeturing logistics partners have long-term agrestsiwith either of these foundries and
place orders on a purchase order basis. We placerders on the basis of our customers’ purchadersrand sales forecasts; however, the
foundries can allocate capacity to the productibotieer companies’ products and reduce delivedesur manufacturing logistics partners on
short notice. It is possible that foundry custontbet are larger and better financed than us onmnufacturing logistics partners, or that t
longterm agreements with these foundries, may induesetfioundries to reallocate capacity to them. Asaflocation could impair our abili
to secure the supply of semiconductors that we fareaur platforms. In addition, interruptions teetwafer manufacturing processes caused
by a natural or man-made disaster could resulaitigl or complete disruption in supply until weaur manufacturing logistics partners are
able to shift manufacturing to another fabricatiacility. It may not be possible to obtain suffictecapacity or comparable production costs at
another foundry. We might at any time decide toratiggour design methodology to a new third-partynfiry which could result in increased
costs, resources and development and customeficatidin time for new or transferred products. Asguction in the supply of
semiconductors for our platforms could significgritelay our ability to ship our platforms and pdielty damage our relationships 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 cemplocess. Minor deviations in the manufacturimacpss can cause substantial
decreases in yield and in some cases, cause pimdtcbe suspended or yield no output. The fowwsditiat 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 architeg$wor the installation and start-up of new protesknologies or equipment. We may also
experience yield problems as we migrate our manurfag processes to smaller geometries. If the doies that manufacture our
semiconductors do not achieve planned yields, oagfyxt costs could increase, and product avaitghilould decrease. Although to date we
have not experienced unsatisfactory yields thaelmad a significant negative impact on our busingedelieve we may face risks of
unsatisfactory yields in the future.

Our semiconductors are qualified with the foundtfest manufacture our semiconductors, at which imeinimum acceptable yield is
established. If actual yield is below the minimuhre 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 n@atforms tend to be lower initiall
Our platform pricing is based on the assumptiomh dénancrease in manufacturing yields will continaeen with the increasing complexity of
our semiconductors. Short product life cycles rezjus to quickly develop new platforms and to mantifre these platforms for short periods
of time. In many cases, these short product lifdesywill not lead to the higher manufacturing gieelnd declining costs typically associated
with longer, high-volume manufacturing periods.a\sesult, if our foundries fail to deliver fabriedtsilicon wafers of satisfactory quality in
the volume and at the price required, we will bahia to meet our customers’ demand for our platéoomto sell those platforms at an
acceptable profit margin, which would adverselyeffour sales and margins and damage our custemagonships.
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Failure to comply with certain environmental regulaions could harm our business, operating results ahfinancial condition.

We may be subject to various state, federal amtnational laws and regulations governing the emvirent, including those restricting
the presence of certain substances in electrooiugts and making producers of those products dia#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 memétates to enact laws, regulations, and adminiggrarovisions to ensure that producers
of electrical and electronic equipment are finalig@sponsible for the collection, recycling, tieent, 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 gedf Certain Hazardous Substances in ElectrichEd@ctronic Equipment Directive, or
RoHS. RoHS prohibits the use of certain substanoekiding lead, in certain products put on the keaafter 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, finalhoondition and results of operations.

We could incur substantial costs in connection with compliance with such environmental laws amllaions, and we could also be
subject to governmental fines and liability to customers if we were found to be in violation a#th 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 wglinh 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 uplaéamwvo 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 facititere 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 avian flu or geaeute respiratory syndrome, or SARS,
which could disrupt the operation of these fourslead in turn harm our business. Increased indtalvilthese regions may also negatively
impact the desire of our employees and customeravel and the reliability and cost of transpadat thus harming our business.

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 oussaoatain undetected hardware
or software errors or defects, especially wher fimsoduced or when new versions are releasedekample, 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 @liwer platforms with errors, defects or bugs, owgdibility and the market acceptance and
sales of our platforms could be harmed. Defectédcalso trigger
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warranty obligations and lead to product liabikity a result of lawsuits against us or against nstomers. We have agreed to indemnify our
customers in some circumstances against liabilignfdefects in our platforms. A successful prodiadtility claim against us could require
to make significant damage payments, which woulghtieely affect our financial results. In additiome might incur additional costs to meet
the specifications of our customers.

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

Our success and ability to compete depends tondisant degree upon the protection of our propgtechnology. 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 competitivantages to us. For example, competitors guddessfully challenge any issued
patents or, alternatively, could develop similahigologies on their own or design around our pateiiso, patent protection in foreign
countries may be limited or unavailable in areasngtwe 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 semicondudtms control of our intellectual property, it would more difficult for us to take remedial
measures because some of our foundries are loicatedntries 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 resinistisuch as confidentiality
agreements and licenses, to establish and praiegiroprietary rights. We seek to protect our seued 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 otliers developing similar
technologies; an

» policing unauthorized use of our intellectual pnapés difficult, expensive and timeensuming, and we may be unable to deteri
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 misgmation of our proprietary
technologies could enable third parties to beffiefih our technologies without paying us for doirg Any inability to adequately protect our
proprietary rights could harm our ability to commeagenerate 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 oulfgrats 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

17



Table of Contents

designed for use in devices manufactured by ouomesrs that comply with international standardshsas the MP3 compression standard.
These international standards are often coverguhtgnt rights held by third parties, which may urtlel our competitors. The combined costs
of identifying and obtaining licenses from all hetd of patent rights essential to such internatistsndards could be high and could reduce
our profitability or increase our losses. The adstot obtaining these licenses could also be Higholder of the patent rights brings a claim
for patent infringement. We are aware that somauofcustomers have received a notice from a thartiyseeking to grant a royalty bearing
patent license to those customers and claimingttoge customers’ manufacture and sale of prodiagtable of decoding MP3 files violates
patents which the third party has the right to ecéoln the contracts under which we distribute Mg8oding products, we generally have
agreed to indemnify our customers with respecetem claims related to MP3 decoding technologyleast one of our key customers has
requested indemnification relating to notices reeeifrom this third party. As we expand our teclogyl platforms, we increase our exposure
to claims for indemnification for patent infringenteFor example, the Company has received a clairméiemnification from a customer
based upon a notice of patent infringement recefinad a third party, unrelated to MP3 decoding pretd. We cannot assure you that
additional claims for indemnification will not beade or that these claims would not harm our busjr@serating 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 receiverigtincluding letters from various industry peigants, alleging infringement of
patents. Although we are not currently aware of jgaigies pursuing or intending to pursue infringatrdaims against us, we cannot assure
you that we will not be subject to such claimsha future. In some cases, a company can avoidtte Begation on favorable terms becat
it possesses patents that can be asserted agdlieshged to the plaintiff. Due to the very lindtaumber of patents that we hold (8 as of
December 31, 2005), we would not be in a favorlhlgaining position in these situations. Our thpedty suppliers may also become subject
to infringement claims, which in turn could negativimpact our business. We may also initiate ctaimmdefend our intellectual property.
Intellectual property litigation is expensive andeé-consuming and could divert management’s atiarftom our business and could have a
material adverse effect on our business, operagisglts or financial condition. If there is a sugsfel claim of infringement against us, our
customers or our third-party intellectual propestgviders, we may be required to pay substantiadadpes to the party claiming infringement,
develop norinfringing technology, stop selling products orngstechnology that contains the allegedly infringintellectual property or ent
into royalty or license agreements that may naavmalable on acceptable terms, if at all. Our f&ilto develop non-infringing technologies or
license the proprietary rights on a timely basislddarm our business. Also, we may be unawarenfiing patent applications that relate to
our platforms. Parties making infringement claimeyrbe able to obtain an injunction, which couldverg us from selling our platforms or
using technology that contains the allegedly irtfimg intellectual property which could have a mialenegative effect on our business. Pa
making infringement claims may also be able todan action before the International Trade Commis#iat 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 o#tggeements. We rely on third-
party technology in our platforms and there mayb®suitable alternate sources for this technoibgye were to lose rights to use this
technology. If these license or other agreements wegminated by the third parties or we otherdase rights to use this technology, this
termination or loss could materially harm our besm In addition, if such thirdarty technology is delayed or has defects, we nodye able
to incorporate it into our platforms and our busimeould suffer.
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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, includingalapmccounted for approximately 99.0%, 99.1% an8%&f our revenue in 2005, 2(
and 2003. We anticipate that a significant amodiimiuo revenue will continue to be represented bgssto customers in that region. A large
percentage of our sales outside the United Statesiade to original design manufacturer customesssia, who may ultimately sell their
products to original equipment manufacturers oetsiflAsia. We also maintain an engineering facilityndia, where we conduct a signific
portion of our engineering activities, and may expaur international operations, such as in Asiardased instability in the Asia/Pacific
region may adversely impact the desire of our egrg#e and customers to travel, as well as the iktjadnd cost of transportation, which in
turn would harm our business. Risks we face in gotidg business internationally include:

« multiple, conflicting and changing laws and regiaias, 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 pesty rights, for example, in China;
» inadequate local infrastructure;

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

» failure by us or our customers to gain regulatgrgraval for use of our platforms; and

» political and economic instability, including waests of terrorism, political unrest, a recurrentavian flu or SARS outbreaks in
Asia, boycotts, curtailments of trade and othelii®ss restrictions

Specifically, in the Asia/Pacific region, we fadsks associated with a recurrence of avian fluARS, tensions 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 reggrch 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 currencesaild make our platforms more expensive for
our international customers, thus potentially legdo 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 associatétdsuch currency fluctuations in the future.
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Our business will suffer if we cannot meet increasein demand due to seasonality.

Because our platforms are designed for use in eoeselectronic products, such as personal medigegdaour business is subject to
seasonality, with increased revenue typically mtthird and fourth quarters of each year, whenoeuets place orders to meet year-end
holiday demand, and lower revenue in the first sexbnd quarters of each year. However, our reegehue growth makes it difficult for us
to accurately assess the impact of seasonal famtoosir business. If we or our customers are urtalfierecast the impact of seasonality on
the end user demand for portable media playerssales 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 othetdies. We expect that we will have to similarly ued 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 have aydmthe future enter into agreements
providing for maximum prices that would limit ourags margins. Our financial results will suffenigé are unable to offset any reductions in
our average selling prices by increasing our sadismes, reducing our costs, adding new featuresite@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 exeautificers, including Gary Johnson, our Presidet @hief Executive Officer. In
addition, our technical personnel represent a Bggmt asset and serve as the source of our teatical and product innovations. We believe
our future success will depend upon our abilityefain these key employees and our ability to etmad retain other skilled managerial,
engineering and sales and marketing personnel.ofoyr current employees, including our senior nggmaent, may terminate their
employment with us at any time. In addition, we édan engineering facility in India, where the enypl® turnover rate has traditionally been
significantly higher than in the United States. Thenpetition for qualified personnel is intenseur industry. We may not be successful in
attracting and retaining sufficient numbers of dfieal personnel to support our anticipated growthe loss of any of our key employees or
our inability to attract or retain qualified persah, including engineers, could delay the develapma@d introduction of, and negatively
impact our ability to sell, our platforms. We mdgaincur increased operating expenses and bereebja 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 casirophes.

Our business operations depend on our ability tmtaia 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 da have readily available alternative facilities
from which to conduct our business.

Changes in our tax rates could affect our future reults.

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 ofdeferred tax assets and
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liabilities, or by changes in tax laws or theirdrgretation. These factors may affect our busirressilts of operations and financial condition.
In addition, we are subject to the examinationwfiacome tax returns by the Internal Revenue $erand other tax authorities. The
outcomes of these examinations, if they occur,coes$ult in an adjustment to our tax provision,akhtould harm our net income and
financial condition.

Changes to financial accounting standards may afféour results of operations and cause us to changair business practices.

We prepare our financial statements to conform waittounting principles generally accepted in théddinStates, or GAAP. These
accounting principles are subject to interpretabigrihe American Institute of Certified Public Aeodants, the Securities and Exchange
Commission and various bodies formed to interpnet @eate appropriate accounting policies. A changleose policies can have a
significant effect on our reported results and rafigct our reporting of transactions completed befochange is announced. Changes to
those rules or the questioning of current practinag adversely affect our reported financial resattthe way we conduct our business. For
example, accounting policies affecting many aspefctair business, including rules relating to emgpko stock option grants, have recently
been revised. The Financial Accounting Standardedand other agencies have made changes to U/&SP @#at will require us, starting in
our first quarter of 2006, to record a charge tmieas for employee stock option grants and otlgeiitg incentives. We will have significant
and ongoing accounting charges resulting from opgi@nt and other equity incentive expensing thltaduce our overall net income. In
addition, since we historically have used equitaterl compensation as a component of our total @epl compensation program, the
accounting change could make the use of equityagleompensation less attractive to us and thexefake 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 ugrtavide reliable financial reports and effectivplgvent fraud. Section 404 of the
Sarbanes-Oxley Act of 2002 requires our managemoengport on, and our independent registered pagiounting firm to attest to, the
effectiveness of our internal control structure anocedures for financial reporting, commencingwatir annual report for the year ended
December 31, 2005. As a result, we are experierintrgased expense and have devoted additionalgearent resources to Section 404
compliance. We have completed our assessment damheth our independent registered public accourfiings attestation as to the
effectiveness of our internal control over finaheeporting as of December 31, 2005. In future gediwe fail to timely complete this
assessment, or if our independent registered pabtiounting firm cannot timely attest to our asses#, we could be subject to regulatory
sanctions and a loss of public confidence in otarimal control. In addition, any failure to implemeequired new or improved controls, or
difficulties encountered in their implementatiooutd harm our operating results or cause us tdddimely meet our regulatory reporting
obligations. In the future, if our chief executieicer, chief financial officer or independent i&tgred public accounting firm determines that
our internal controls over financial reporting ai effective as defined under Section 404, inwgs¢oceptions of our company may be
adversely affected and could cause a decline imtind&et price of our stock.

The demand for personal media players is affectedybgeneral economic conditions, which could impactur business.

The United States and international economies frane time to time experienced a period of slow emoit growth. In particular,
terrorist acts and similar events, turmoil in thaltide East or war in general, and rising oil pricesild contribute to a slowdown of the mai
demand for luxury consumer electronic productduiog demand for personal media players. If thenemic growth slows down as a result
of the recent economic, political and social tulmai if there are further terrorist attacks in theited States or elsewhere, we may experii
decreases in the demand for our platforms, which Imaam our operating results. Our business has aeeersely affected by previous
economic downturns. For example, during the gl@sahomic
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downturn in 2002 to 2003, demand for many semicotaitand consumer electronics products sufferesbasumers delayed purchasing
decisions or changed or reduced their discretioapending. As a result, demand for our productiesed and we had to implement
headcount reductions and restructuring initiatieealign our corporate spending with a slower thaticipated revenue growth during that
timeframe.

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

Our platforms are primarily designed for use indiee-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 content. The continued groWthe personal media player market will depengart on:

» their price;

» their functionality and quality;

» the availability of downloadable content;

» consumer demands and preferences;

e 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 camtimo grow for any reason, we may not be able tegee significant revenue from the
sales of our platforms, and our financial resultsild 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 theeeices, our sales and financial results woulfesuf

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

One of the main competitive advantages of featigte gersonal media players is that they providecttressumer with a variety of media
content and feature options. Our business straiegymes that a substantial portion of consumetlsvaiit personal media players that
provide a large number of features and accessémyalarge number of songs or photos or to very prgrimtensive content, such as video. If
consumers are unwilling to carry very large libearof music or photos or very memory-intensive eoptor 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 tagtcdbur platforms to support relevant industry déads, such as compression
algorithms, digital rights management and deliv@gandards. We may be required to invest signifitiarg and effort and to incur significant
expense to redesign our platforms to address mneleandards. If our platforms do not meet relevaghistry standards for a significant pel
of time, we could miss opportunities to achievec@udesign wins.
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The emergence of alternative models for downloadindigital music content may impact our business in ays we cannot
anticipate.

Currently, most purchased music content is avaléinlough a pay-per-download model in which congsmarchase 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 suipsicm basis in which consumers can pay a subsaoni
fee to rent, rather than own, the song file. Wenotupredict 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 mahHeeesaway 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 productg lmaadversely impacted by the adoption or enfoetdrof 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 reegk to restrict uses of digital content, atteragilock new functionalities through lawsuits
or additional regulation, or attempt to renegottatens of existing licenses, any of which couldiithe availability of digital content. If mus
or video content is not readily available, the dechfor personal media players that use our platfommay decline, which in turn could harm
our business, financial condition and results arafions.

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 @ trading volume fluctuations that have adveraéflycted 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 exampleijimiy the time in which our common stock has bedbliply traded, the sale prices of our
common stock as reported on The NASDAQ Nationalkdaranged from $33.45 on November 29, 2004 to3RL6n April 22, 2005. In the
past, securities class action litigation has oftean brought against a company after periods aitiity in the market price of its securities,
and in the future, we may be a target of similggdition. Any lawsuits to which we become a pavithether ultimately resolved in our favor
not, may not be resolved quickly, and coveraget$iraf our insurance or our ability to pay such anteunay not be adequate to cover the
and expenses and any ultimate resolution assoaiatlduch litigation. The size of these paymeititany, 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 whiowe 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, potenigtbmers, 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.
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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-tenastments and additional amounts available undebank line of credit will be
sufficient to meet our anticipated cash needs ffteast the next 12 months. The timing and amofiotioworking capital and capital
expenditure requirements may vary significantlyeteting on numerous factors, including:

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

e access to and availability of sufficient managemttthnical, 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 resaliricreased 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.

We may be unable to consummate future potential acgsitions or investments or successfully integratacquired businesses or
investments or foreign operations with our businessvhich may disrupt our business, divert managemers attention and slow our
ability to expand the range of our technologies angroducts.

We intend to continue to expand the range of cchirtelogies and products, and we may acquire or nmdestments in additional
complementary businesses, technologies or prodfiefspropriate opportunities arise. We may be imébidentify suitable acquisition or
investment candidates at reasonable prices oramonable terms, or consummate future acquisitionsvestments, each of which could sl
our growth strategy. We have no prior history goenence in investing in or acquiring and integrgtcomplementary businesses and
therefore may have difficulties completing suchngactions or realizing the benefits of such tratisas, or they may have a negative effec
our business. Such investments or acquisitiondo@gjuire us to devote a substantial amount of einteresources and could place a
significant strain on our management and persofiiefinance any acquisitions, we may choose toeishares of our common stock, which
would dilute your interest in us. Any future acdqtigms by us also could result in significant wrdéfs or the incurrence of debt and conting
liabilities, any of which could harm our operatirggults.

If securities or industry analysts downgrade theirecommendations regarding our stock, our stock prie and trading volume
could decline.

The trading market for our common stock is influethdy research and reports published by industsgourities analysts regarding us,
our business or our industry. If one or more ofdhalysts who cover us downgrade their recommendagigarding our stock adversely, our
stock price would likely decline. If one or moretbése analysts cease coverage of our companyt tw fagularly publish reports on us, we
could lose visibility in the financial markets, whiin turn could cause our stock price or tradinfyme to decline.

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 nfagve the effect of delaying or preventing a chasfgmontrol 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;
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» 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 nomination®lection to the board of directors or for prejmy matters that can be acted
upon at a stockholde meeting;

» the ability of the board of directors to alter dmptaws without obtaining stockholder approval;

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

» the required approval of holders of at least twiodghof the shares entitled to vote at an eleatiodirectors to adopt, amend or
repeal our bylaws or amend or repeal the provisidrmur certificate of incorporation regarding #lection and removal of directc
and the ability of stockholders to take acti

» the required approval of holders of at least twicdghof 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 Sectiondf@Be Delaware General
Corporation Law. These provisions may prohibit éasgockholders, in particular those owning 15% orerof our outstanding voting stock,
from merging or combining with us. These provisiagmsur certificate of incorporation, bylaws andlen 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 theyldovithout these provisions. In addition, we magppt 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@anting and other expenses. In addition, the $mb®xley Act of 2002, as well as
rules subsequently implemented by the SecuritidsEassthange Commission and NASDAQ, have required@dsin corporate governance
practices of public companies. These rules anda&guos have increased our legal and financial d@mpe costs and made some activities
more time-consuming and costly. In addition, weauinadditional costs associated with our public campreporting requirements. We also
expect these rules and regulations to make it miiffieult and more expensive for us to obtain dicgand officer liability insurance and we
may be required to accept reduced policy limits emkrage or incur substantially higher costs tmiolthe same or similar coverage. As a
result, it may be more difficult for us to attrastd retain qualified persons to serve on our boadirectors or as executive officers.

ltem 1B. Unresolved Staff Comments
Not applicable.

Item 2. Properties.

Our corporate headquarters are located in San Gadiégrnia, where we occupy approximately 79,7§0ase feet under a lease expiring
in September 2010. We also renewed a lease in &gb2006 for approximately 10,000 square feet irkkldnd, Washington. The renewed
lease expires in December 2008 and expands owdgaemises to a total 17,700 square feet of offiaee as of March 1, 2006. We also
lease a total of approximately 18,500 square fe&ur buildings in Hyderabad, India, which sergeoar engineering and product
development locations. These leases in Hyderabdih expire throughout 2006. In 2005, we
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entered into an agreement to purchase a thregkotref land in Hyderabad, India. We have made payisifor the purchase and registration
of this land and are in the process of developgiigland as of December 31, 2005. We will have aslmp of this land upon completion of
the construction project, which we expect to odnutthe second half of 2006. Additionally, we enteneto a similar agreement to purchase an
adjacent 2.18 acre plot of land. We have made paigifer the purchase and registration of this lanthave not begun construction on the
land as of December 31, 2005. We may require additispace in the future, which may not be avadlaisl commercially reasonable terms
in the location we desire.
Item 3. Legal Proceedings.

We are not currently a party to any material lggrakeeding. We may be subject to various claimslegal actions arising in the
ordinary course of business.
Item 4. Submission of Matters to a Vote of Securitydolders.

Not applicable.

Executive Officers
The names of our executive officers and their agesf December 31, 2005 are as follows:

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 41  Chief Operating Office
Michael J. Maie 48  Vice President of Sales and General Mani
Richard G. Miller 43  Vice President and Chief Technology Offi

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 esigent and chief executive officer of Nanuk Netwgoa 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 8emcductor, a semiconductor
company. Mr. Johnson holds a B.Sc. in electrongir@ering from De Montfort University, England.

Svend-Olav Carlsenhas served as our Vice President and Chief Finb®@¢i@er 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 Octa0, Mr. Carlsen served in various roles in tharfce organization, most recently as
corporate assistant controller, director of tax smtelrnational finance of S3 Incorporated and DiachMultimedia, 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 pi@sident of
firmware engineering beginning in June 1999, wheioimed us as a founder. Prior to joining us, frapril 1997 to July 1999, Mr. Kumar
served as director of software engineering of NeticGGemiconductor Corporation. From April 1994 triA1997, Mr. Kumar served as a
software engineering manager of Digital EquipmeoitpC (now part of Hewlett Packard), a computer aledtronics company.
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Mr. Kumar holds a Masters in electrical engineefirmgn Tulane University and a B.Sc. in electricajmeering from the Indian Institute of
Technology, Kanpur, India.

Michael J. Maia has served in several roles since July 1999 wheoiied us as a founder, most recently as Viceiékasof Sales and
General Manager. Prior to joining us, from Augu89a to July 1999, Mr. Maia served as senior dineafanarketing for the information
appliances group of National Semiconductor Corpamat-rom March 1994 to July 1996, Mr. Maia seresdvice president of marketing at
Cirrus Logic, Inc., a semiconductor company. Mr.idaolds a B.S. in marketing from San FranciscaeSthiversity and an M.B.A. from St.
Mary’s 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 technologypanies. From April 2002 to August
2002, Mr. Miller served as vice president, DVD Biain of Genesis Microchip Inc., a semiconductor pany. From January 1995 to April
2002, Mr. Miller served as chief executive offieard was the founder of VM Labs, Inc., a semiconaiucompany. From February 1989 to
December 1994, Mr. Miller served as vice presiduthnology at Atari Corp. Mr. Miller holds a B.Se.theoretical physics from Queen
Mary College, University of London.
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PART Il
Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Isuer Purchases of Equity 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 $24.17 $15.5¢
Quarter ended September 30, 2! $30.2( $20.61
Quarter ended December 31, 2( $31.9¢ $18.6¢€

As of December 31, 2005, there were 306 holdersaurd of our common stock, although we believé tinere 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 expmerttain future earnings, if any, to fund the depelent and growth of our business. Our
board of directors will determine future dividendsny. In addition, our bank line of credit cuntly prohibits the payment of cash dividends
without the prior written consent of the bank.
Securities Authorized for Issuance Under Equity Corpensation Plans

The information regarding the Securities Authorifedissuance under our Equity Compensation Plansbe found under Item 12 of
this report.
Use of Proceeds from Registered Securities

Our Registration Statement on Form S-1 (File N&-B887900) related to our initial public offering wadsclared effective by the SEC
November 18, 2004. A total of 7,187,500 sharesunf@ommon Stock were registered with the SEC witlaggregate offering price
approximately $122.2 million.

From the time of receipt through December 31, 28251 million of the net proceeds were applied taithe repayment of bank
borrowings. The remaining net proceeds have besstad in interest bearing, investment-grade seestri

Recent Sales of Unregistered Securities
During the fiscal year ended December 31, 2005ssued and sold the following unregistered se@iiti

In April 2005, we issued 16,218 shares of commonksto Silicon Valley Bank, pursuant to the exezai$ a warrant held by the warr:
holder that was granted in connection with a 20@2dwing arrangement. The
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warrant was exercisable for a total of 22,002 shafeommon stock, and the exercise price of $p&sShare was paid for by net issue
exercise, in which the warrant holder relinquisitedight to purchase 5,784 of these shares, potsaahe terms of the warrant.

The sales of the above securities were deemed @zdrapt from registration under the SecuritiesiAcktliance on Section 4(2) of the
Securities Act, or Regulation D promulgated thedmmor Rule 701 promulgated under Section 3(lihefSecurities 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 aypprate legends were affixed to the share
certificates and instruments issued in such traiee All recipients had adequate access, thralgin relationship with the Registrant, to
information about the Registrant.
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Iltem 6. Selected Financial Data

The following selected consolidated financial dgttauld be read together with “Management’s Disausand Analysis of Financial
Condition and Results of Operation” and our comaid financial statements and related notes irddsewhere in this Form 10-K.

Years Ended December 31,

2005 2004 2003 2002 2001

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

Revenue $ 22518 $ 92,56 $20,93¢ $ 8,76: $ 1,87
Cost of revenu 124,34 53,74: 12,27+ 5,67¢ 1,49¢
Gross profit 100,84¢ 38,82( 8,66t 3,081 388
Operating expense
Research and developmel 36,23 14,82 11,10: 16,56: 17,24¢
Selling, general and administrativ 16,41: 7,60¢ 5,072 8,611 8,13¢
Stocl-based compensatic 2,217 5,797 473 554 58¢
Total operating expens 54,86¢ 28,22t 16,64¢ 25,72¢ 25,972
Operating income (los 45,98: 10,59¢ (7,989 (22,64)) (25,589
Interest income (expense) and other, 4,97¢ 26¢ (63) 121 33t
Income (loss) before income tax 50,95 10,86¢ (8,04¢) (22,520) (25,529
Provision for income taxe 2,73( 481 — — —
Net income (loss $ 48227 $ 10,38! $ (8,046  $(22,520 $ (25,529
Basic net income (loss) per sh $ 20¢ % 2.4€  $(124.1)) $(968.3%) $(1,151.3¢)
Diluted net income (loss) per sh $ 19C $ 0.57 $(124.1) $(968.3%) $(1,151.3¢)
Shares used in computing basic net income (lossyhzere
@ ) 23,424,41 4,223,60! 64,80( 23,25¢ 21,93¢
Shares used in computing diluted net income (Ipeskhare
@) 2 25,358,08 18,127,96! 64,80( 23,25¢ 21,93
*  Amounts exclude stock-based compensation, as
follows:
Research and developmte $ 1,144 % 494 $ — $ — $ —
Selling, general and administrati 1,07z 5,30z 473 554 58¢
2,213 5,791 473 554 58¢€

(1) The basic and diluted net loss per share caatiputin 2001, 2002, and 2003 excludes potentiateshof common stock issuable upon
conversion of convertible preferred stock and eserof options and warrants to purchase commork stec¢heir effect would be
antidilutive. Certain antidilutive options, unvedtestricted stock awards and warrants have additiopbeen excluded from the 2005 and
2004 basic and diluted net income per share cortipnts&See Note 1 of the notes to our consolidateahtial statements for a detailed
explanation of the determination of the shares isedmputing basic and diluted income (loss) |rare.

(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,

2005 2004 2003 2002 2001

(in thousands)



Consolidated balance sheet datz

Cash and cash equivalel

Shor-term investment

Working capital

Total asset

Long-term obligations, less current porti
Convertible preferred stoc

Total stockholder equity (deficit)

30

$ 48,07«
131,43!
187,50:
252,12¢

331

197,45t

$ 58,89:
64,70¢
137,27:
148,49¢

138,44t

$ 10,77¢

9,61t
18,66+
502
83,16:
(72,576)

$ 16,07¢
16,17¢
23,77
86¢
83,16:
(65,029

$ 4,33:

2,371
11,48:
182
47,25:
(41,637)
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Item 7. Managemen’s Discussion and Analysis of Financial Condition ahResults of Operation.

The following discussion of our financial conditiand results of operations should be read togettitr the consolidated financial
statements and related notes that are includedaisee in this Report. This discussion may contaiwdrd-looking statements based upon
current expectations that involve risks and undettas. Our actual results may differ materiallpfin those anticipated in these forward-
looking statements as a result of various factorsluding those set forth under Item 1A—"Risk Fastm@r elsewhere in this Report.

General

We are a fabless semiconductor company that designslops and markets comprehensive platformisalitincluding a system-on-
chip, firmware and software, for manufacturerseaaftéire-rich personal media players and secondapyagienabled notebook computers.
Personal media players are battery-powered, hakddiive and flash memotyased portable devices that capture, store anddigéal medie
such as audio, photos and video. Our platform swlatare designed to enable personal media playetether devices to manage thousands
of digital media files and allow our customers tald intuitive and customizable user interfacesr @ustomers use our platforms to produce
high-performance, feature-rich, differentiated protd in a cost-effective manner with fast time @rket. Our key personal media player
customers include leading manufacturers such antee and Hon Hai, who manufacture products forl&gmmputer Inc. and other
companies. In 2005, 2004, and 2003, Inventec a¢edunr 56.7%, 89.3% and 84.6% of our revenue getsygely. During the first quarter of
2005, we began shipping in volume to Hon Hai, whichounted for 36.3% of our revenue in the yeaedridecember 31, 2005. In recent
months, Hon Hai has accounted for a larger pergeméour revenue than Inventec.

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 aumiare and software development kits. Our platfoimestude an SoC, firmware and
software, and we do not market, sell or recognéxemnue on these components separately. We begaragjiag revenue in 2001, and have
since increased our revenue from $1.9 million iI626& $225.2 million in 2005. We generated net memf $10.4 million in 2004, our first
profitable year, and generated net income of $48li®n in 2005. Net income included non-cash, ktbased compensation charges of $5.8
million in 2004 and $2.2 million in 2005. These dies are described in more detail under “Finar@jsrations Overview—Stock-Based
Compensation.”

We have grown our employee base from six at inoapt 284 people as of December 31, 2005 in fiustites, with approximately
one-half of our employees, primarily engineerirgffsiocated in India. We expect that our headcauititincrease further to support our
expected growth.

In addition to seeking to expand relationships witin existing customers, our strategy is to pursag 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 irmarated into hard disk driieased personal media players. However, in 2005ntn@ducec
the PP5022/5021 and the PP5024. The PP5022/502fiftbgeneration SoC, is designed for use in bwhd disk drive and flash-based
personal media players, and the PP5024 is a flastifsc product. These new platforms have enabetbuarget a larger percentage of the
personal media player market, and we began redogrievenue from flash-based platforms in the thindrter of 2005. Many of our
competitors have offered flash memory-specific pids for some time and may have better establiphadlicts or more expertise with flash
memory-specific solutions. We intend to continuéaitus primarily on customers that produce smalhféactor, feature-rich personal media
players and to leverage our personal media plageatulities to address adjacent market opportungtiech as secondary displays in notebook
computers. Additionally, during 2005, we
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made investments in innovative wireless techno®tiat we believe will contribute to our future wth. For example, our products have
recently been designed into personal media plaheatatilize satellite radio capabilities.

Some of our customer relationships, other thanriteeand Hon Hai, have been developed over a pbddd of time and are generally
in the preliminary stages. We cannot assure yaiitiese customers will generate significant revethat we will be able to retain these
customers or that we will continue to be successfaltracting new customers. We expect that weaeihtinue to depend upon a relatively
limited number of customers for substantially dlbar revenue for the foreseeable future.

We market and sell our platforms worldwide throegtombination of direct sales personnel, indepetnshdas representatives and
distributors. Substantially all of our revenue cerfrem ODM customers in Asia. A significant amoohthe systems designed and
manufactured by these customers are then soldgimalrequipment manufacturers, or OEMs, and cormsugtectronics companies outside of
Asia. Our sales to the Asia/Pacific region, inchgddapan, accounted for approximately 99.0%, 99ak#¥,98.5% in 2005, 2004 and 2003,
respectively. We anticipate that a significant antaf our revenue will continue to be generateddlgs to customers in that region. All of
our sales are denominated in United States dollars.

We outsource to independent third parties substintll of the implementation of certain desigpasts of our SoCs and substantially
all of our manufacturing logistics, including thenmufacturing, test, packaging, warehousing andpdgpof our SoCs. By outsourcing these
functions, we are able to focus more of our finahgsources on product design and eliminate tijie ¢dst of owning and operating a
semiconductor fabrication facility. We also havegistics warehouse in Hong Kong, which is managyed local third party, from which
location we expect the majority of future shipmeawntsur customers to continue to be made. We hesently started working directly with
third-party manufacturing vendors, and we expeat it the future we may gradually increase ourllefenanaging certain logistical aspects
associated with a traditional fabless semicondumtiginess model.

Because our platforms are designed for use in ecoeselectronics products, such as personal medjem, 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
yearend holiday demand. However, our recent rapidmagegrowth makes it difficult for us to assessithpact of seasonal factors on our
business.

Our internal forecasting and planning is basedairt pn our customer forecasts. As we are curr@mérating in a relatively new
industry segment, availability of current marketefwasts for feature-rich personal media playelisised. Because industry practice allows
customers to reschedule or cancel orders on relgtshort notice, backlog is not a good indicatbowr future sales. Cancellations of
customer orders or changes in product specificattmuld result in the loss of anticipated saleseuit allowing us sufficient time to reduce
our inventory and operating expenses.

Due to a worldwide unfavorable economic environmamiuding the economic downturn in the Unitedt&an 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 predutfered as consumers delayed purchasing desisiocthanged 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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Financial Operations Overview
The following describes certain line items in otatements of operations:
Revenue

We generate revenue from sales of our platforms.riin factors that impact our revenue are unitimals shipped and average selling
prices. We have experienced quarter-over-quariévatume increases for the past ten quarters whddhave 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 pdadicescribed in more detail under “Critical AccdngtPolicies and Estimates.”

Cost of Revenue

Cost of revenue consists primarily of the costinEhed goods and, to a lesser extent, certaimtéoby license fees, freight charges,
personnel and occupancy associated with manufagtstipport, quality assurance and internal invgrttandling costs. The cost of finished
goods includes the cost for fully packaged andetesemiconductors that we purchase from our maturfag logistics partners. Cost of
revenue may additionally include write-offs of @@ntinventories based on declines in forecastedadenn 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#tmtiljustment to our inventory valuation. In 20@% 2004, we recorded revenue, and
accordingly, gross profit of approximately $0.6 lrait and $0.3 million, respectively, related to gade of inventory that had been previously
written-off due to changes in customer demand fderogenerations of SoC platforms.

Operating Expenses

Research and development expense consists primoasblaries, bonuses, benefits and related overbests for engineering personnel,
non-recurring engineering costs, costs of outsidpreering services from contractors and consudtand depreciation of engineering
equipment. Before releasing new products, we iobarges for prototype wafers and mask set revisishigh can cause a fluctuation in
research and development expense. Some of ouropeweht costs have been offset by amounts we refreineour customers on non-
recurring engineering services arrangements wherare reimbursed for a portion of our engineeriogts Typically, these services are for
the development of customized product designsudetamers during the early pre-production stage.csts of these development projects
are expensed as incurred and the reimbursemestagmized when the development is accepted byustermer. The reimbursements against
research and development expense on these resesirdties were approximately $0.2 million, $0.5llinin and $0.8 million in 2005, 2004
and 2003, respectively. In the future, we do ngteet reimbursements from engineering services &idmficant. We expect our research and
development expense to increase in absolute daltavge continue to invest to develop new productsetcompetitive in the future.

Selling, general and administrative expense canpistnarily of salaries, bonuses, benefits andedlaverhead costs for sales,
marketing and administrative personnel, legal amwbanting services, as well as marketing activitge 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, inclu8ergpanes-Oxley compliance costs, and
improvements to our information technology infrasture.

Stock-Based Compensation

Stock-based compensation includes three comporteetamortization of deferred compensation rel&testock options, variable stock-
based compensation and the amortization of comfiensessociated with
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restricted stock awards. Deferred compensationei® stock options results from the grant of Istoygtions at exercise prices less than the
deemed fair value of the underlying common stockhengrant date for directors, officers and empésyéd/ariable stock-based compensation
equals the fair value of stock options, prefertedlsand warrants granted to consultants and ceetaployees. Restricted stock compensi
equals the fair value of the restricted stock awdrased on the closing market price of our comnbackson the grant date, which is then
amortized over the vesting period for the grant.

Variable stock-based compensation results frontifierence between the fair value of the stock awaard the price at which the
instrument can be exercised. We have recordedblarstock-based compensation related to optiondsaara director, four non-employee
advisory consultants and certain employees, asagal note to a stockholder, who was also a direcidl his resignation in July 2005, for
consulting services. Although most of such instratadave vested or have been terminated, we elgautur variable stock-based
compensation from some of these instruments imdyteriods. Through December 31, 2005, we repockdbased compensation as a
separate expense rather than including it in thetfonal category to which it relates, as we bd@ig\provides a more meaningful comparis

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 s@piers Accounting Principles Board Opinion 25,
“ Accounting for Stock Issued to Employ&es APB 25. SFAS 123R requires all share-baseangats to employees, including grants of
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 alternativéirtancial statement presentation. On April 14, 2068 SEC adopted a new rule that
amended the compliance dates for SFAS 123R sutlwtheust adopt the new standard effective JanLig2p06. Under SFAS 123R, we
must determine the appropriate fair value modéleased for valuing share-based payments, the aatorh 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 consigsslyrof interest earned on our cash and investseiffiset 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 recogbhasell on the expected realization of availabl@petating loss 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 recognize a beneditrdassessment indicates that it is more likely tia that these benefits will be realized. In
addition, we continuously evaluate our tax contimges and will recognize a liability when we bebethat it is probable that a liability exists.
Further, our use of the net operating loss carwdods and credit carryforwards is limited by theaal limitations described in Internal
Revenue Code Sections 382 and 383.

Critical Accounting Policies and Estimates

Our discussion and analysis of our financial caaditand results of operations are based on ounéiahstatements, 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 judgriat affect the reported amounts of assetslitias, revenue and expenses. We base
our estimates on historical experience and on uarather assumptions that we believe to be reatmnaber the circumstances, the
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results of which form the basis for making judgnsesibout the carrying values of assets and liadslitihat are not readily apparent from other
sources. Actual results may differ from these esti® under different assumptions or conditions. i®ast critical policies include:

(a) revenue recognition, which impacts the recagrdifhrevenue; (b) valuation of inventories, whiafpiacts cost of revenue and gross margin;
(c) stock option valuation, which impacts the discire and recognition of stock-based compensadiuthjd) income taxes, which impacts the
disclosure and recording of income tax valuatiot expense. We also have other key accounting pslitiat 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 an@jjndnts 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 on-hand amaventory for which we have placed non-cancelalties for estimated lower of cost or
market, obsolescence or unmarketable inventory \Wirfte-offs are equal to the difference betweendbst of inventory and the estimated
market value based upon assumptions about futunauie and market conditions. If actual market coowé are less favorable than those
projected by management, additional inventory woitis may be required that could adversely affestaperating results. If actual market
conditions are more favorable, we may have highesggmargins when products incorporating inventbay was previously written down are
sold. In 2005 and 2004, we sold inventory that been previously written-off due to changes in coiodemand for older generations of
SoC. In 2005 and 2004, we recorded revenue, aratdingly, gross profit of $0.6 million and $0.3 foh, 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 emplogtxk options rather than adopting the alternéairevalue accounting provided under SF
123, “ Accounting for Stock-Based Compensatiofherefore, we do not record any compensatioreasp for stock options we grant to our
employees where the exercise price equals the aktinenarket value of the stock on the date ohgemd the exercise price, number of
shares issuable under the options and vestingcparsfixed. We comply with the disclosure requiesits of SFAS 123, which requires that
we disclose our pro forma net income or loss andmeeme or loss per common share as if we hadresqakthe fair value of the options. In
calculating such fair value, there are certain mggions that we use, as disclosed in Note 1 oftousolidated financial statements, consis
of the expected life of the option, risk-free imstrrate, volatility and dividend yield.

In December 2004, the Financial Accounting Stansl&alard, or FASB, issued SFAS No. 123 (revised p0@&hare-Based Payment,”
or SFAS 123R, which replaces SFAS No. 123 and sepless Accounting
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Principles Board Opinion No. 25, “Accounting foiloBk Issued to Employees.” SFAS 123R requires aiesivased payments to employees,
including grants of employee stock options, tod@gnized in the financial statements based on fieivalues. The pro forma disclosures
previously permitted under SFAS 123 no longer bdlan alternative to financial statement preseantatn March 2005, the U.S. Securities
and Exchange Commission, or SEC, issued Staff Awauogi Bulletin No. 107, which provides supplemeritaplementation guidance for
SFAS 123R. On April 14, 2005, the SEC adopted a m#svthat amended the compliance dates for FARI2&h that we must adopt the
new standard effective January 1, 2006. Under SEZ&R, we are required to determine the transitiethimd to be used at date of adoption,
an appropriate fair value model to be used forimglshare-based payments and the amortization miétih@ompensation cost and. In
addition, the adoption of SFAS 123R will requireléibnal accounting related to the tax benefit bare-based payments.

We plan to adopt SFAS 123R using the modified peope method. We anticipate using the Black-Schaotedel to determine the fair
value of our share-based payments and recogninimgensation cost on a straight-line basis ovevéiséing periods. We expect that the
adoption of SFAS 123R will have a material impattoar results of operations. However, uncertaintieduding our future stock-based
compensation strategy, stock price volatility, rstied forfeitures and employee stock option exersehavior, make it difficult to determine
whether the stock-based compensation expense ¢haidlinncur in future periods will be similar thé SFAS 123 pro forma expense
disclosed in Note 1 to the Consolidated Financiate®nents.

We grant options and warrants to employees, direeod consultants. Stock-based compensation iesltie fair value of instruments
issued to consultants and directors and the amatidiz of deferred stock compensation associatdu eyitions to employees. The fair value of
instruments to consultants is based on managenesitimates using Black-Scholes option pricing medelstruments 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 sukiigchange over the lives of the
instruments.

In 2005, our board of directors approved the godushares of restricted stock. We recorded theevafutthese restricted stock grants as a
component of stockholders’ equity and will amortikat amount over the vesting period, typicallyefixears. The value of the restricted stock
awards was based on the closing market price of@mmon stock on the date of grant. Shares retattese restricted stock awards were
included in the calculation of diluted earnings gleare utilizing the 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 deferredigdities are determined based on temporary thffiees between the book and tax bases of
assets and liabilities. We believe sufficient utaety exists regarding the realizability of sonfeor deferred tax assets such that a valuation
allowance is required for those assets. Underioectanditions related to our future profitabilitpéhother business factors, we believe it is
possible that, as in 2005, our results will yialdfisient positive evidence to support the condusihat it is more likely than not that we will
realize the tax benefit of all or part of our npeoating losses and other reserved deferred tatsadkthat is the case, subject to review of
other qualitative factors and uncertainties, ingleod that such a determination is made, we seveome or all of our deferred tax asset
valuation allowance into income as a reductioragféxpense. The portion of the valuation allowaresersal that relates to net operating
losses associated with stock option transactiotekien as a credit to stockholders’ equity. Theesaive would expect to record income tax
expense at a higher rate.
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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.

Years Ended December 31,

2005 2004 2003
Revenue 100.0% 100.% 100.(%
Cost of revenu 55.2 58.1 58.¢€
Gross profit 44.¢ 41.¢ 41.4
Operating expense

Research and developmt 16.1 16.C 53.C

Selling, general and administrati 7.3 8.2 24.2

Stocl-based compensatic 1.C 3 2.3

Total operating expens 24.4 30.t 79.5

Operating income (los 20.4 11.¢ (38.])
Other income (expense), r 2.2 0.2 0.3
Income (loss) before income tax 22.¢ 11.7 (38.9
Provision for income taxe (1.2 (0.5) —
Net income (loss 21.4% 11.2% (38.9)%

Years Ended December 31, 2005 and 2004

Revenue Revenue increased to $225.2 million in 20@nfi$92.6 million in 2004, a 143% increase. Thigéase was primarily due
to an approximately 187% increase in unit shipmehtsur platforms, partially offset by an approxitelst 15% decline in our overall average
selling prices as certain products matured. We epe trend of declining average selling priceseiisting 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 sellingggrfor our products in aggregate to decline aweg,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 personal media player market, thedhction of our PP5022 product family into the ketrin 2005, with increased sales in the
second half of 2005 as our PP5022 product family iweorporated into new flash memdrgsed products, and an increase in market she
products manufactured by our primary customerseRe® on sales to the Asia/Pacific region, includiagan, was 99.0% and 99.1% in 2005
and 2004, respectively. Sales to Inventec and HairirH2005 represented 93.0% of our revenue inghebd. Inventec also accounted for
89.3% of our revenue in 2004. Both Inventec and Hahmanufacture products for Apple Computer Inc.

Cost of revenue and gross margin Cost of revenue increased to $124.3 millio@G05 from $53.7 million in 2004, a 131% increase.
This increase was primarily due to an approximat@y% increase in unit shipments of our platformd #he associated costs to produce and
support these higher unit volumes, partially offsgtan approximately 20% decline in our averagé cost as we were able to negotiate more
favorable pricing from our manufacturing logistfartners.

Gross margin was 44.8% in 2005 and 41.9% in 2002l r&ognized revenue of approximately $0.6 milhon $0.3 million,
respectively, in 2005 and 2004 on the sale of presty written-off older-generation inventory. Grasargin in 2004 was negatively impacted
by approximately $0.6 million of charges relatecdizess and obsolete inventory. Similar charg@90b were negligible. We expect that we
may need to record adjustments to our inventoryatan from time to time and that our gross margay fluctuate as we introduce new
platforms and products and as the market for catfgrins becomes more competitive. We expect thatdu

37



Table of Contents

sales, if any, of our current balance of writtehinfentory would not have a material impact on future gross profits.

Research and development Research and development expense, not ingudotkbased compensation, increased to $36.2 millic
2005 from $14.8 million in 2004, a 145% increaspprfoximately $11.4 million of the increase was tluan increase in engineering-related
expenses, including non-recurring engineering aigpmaid to our vendors, as well as license feesdidain technologies that we may
incorporate into our future products. Most of ongimeering expenses related to design work ondytooduct generations as well as
supporting hardware and software modificationsuoaurrent product. In addition, approximately $mlion of the increase was due to an
increase in personnel-related expenses, resulimg & 54.4% increase in research and developmeaxtbant at December 31, 2005
compared to December 31, 2004, as well as an iselieaour utilization of outside consultants. Weoahad an increase of approximately $0.8
million related to expensed equipment and softwaseye continued to invest in technology to supportcurrent and future products. We
expect to continually increase our spending fordéeelopment of future product generations in 2806 beyond, including investments in
innovative wireless technologies.

Selling, general and administrative Selling, general and administrative expensgjntluding stock-based compensation, increased tc
$16.4 million in 2005 from $7.6 million in 2004,146% increase. Professional services-related ergeimeluding accounting and legal
expenses, increased by $4.1 million, primarily thueosts for Sarbané3xley compliance, our expenses associated witfilthg of our Form
S-1 with the Securities and Exchange Commissidherfourth quarter of 2005 and other costs assetiaith our becoming a publicly-held
company in November 2004. Additionally, personre&ied expenses increased by $3.1 million, reguftom a 67.6% increase in selling,
general and administrative headcount at Decemhe2®I5 compared to December 31, 2004. Travel anéating expenses also increasec
approximately $0.8 million, which was primarily astated with the promotion of our products. We estie continually increase our selling,
general and administrative expenses as we grolusiness.

Stock-based compensation Stock-based compensation expense decrea$@®taillion in 2005 from $5.8 million in 2004. SHo
based compensation expense for the year ended Dec&h, 2005 was comprised of $1.4 million relatethe amortization of deferred stc
compensation, $0.6 million related to restrictextktawards, and $0.2 million related to variablmpensation for stock options granted to
non-employee advisory consultants and certain eyepl® Stock-based compensation expense for thegdad December 31, 2004 was
primarily comprised of $2.6 million related to am@course promissory note issued by a director am&mge for his consulting services to
$1.7 million related to the amortization of deferstock option compensation, $0.8 million relaedptions granted to a director in
connection with his management services to us, ®dli®n related to a common stock warrant offeteaur chief executive officer in
connection with a bonus award and $0.1 milliontezldo variable compensation for stock options w@mo non-employee advisory
consultants.

Interest and other income (expense),.netnterest and other income, net, increasedtd illion in 2005 from $0.3 million in 2004.
This increase was primarily due to an increaseterést income related to our significantly incexhbalance of cash, cash equivalents and
short-term investments.

Provision for income taxes Our provision for income taxes was $2.7 millia 2005, compared to $0.5 million in 2004. The ta
provision for 2005 is the result of applying an aalized effective tax rate of 5.4%. We recordedxaprovision in the same period of the p
year that represented an annualized effectiveatmxaf 4.4%. During 2005, management assessedpleeted realization of available defer
tax assets, including the net operating loss canwdrds and certain research and development deakecredits. Based on this assessment, it
was determined that, more likely than not, we waoekllize a benefit from certain of those assetd, accordingly, we reduced the related
valuation allowance for those assets. As a resuhis reversal of the valuation allowance, we reled a benefit of $8.6 million to our tax
provision for the year ended December 31, 2003utfieg this $8.6 million benefit to the tax prowsi, we recorded a net tax provision of
$2.7 million for
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2005. In 2004, we were able to fully utilize avhiladeferred tax assets to offset all taxable iredmt we were required to record a tax
provision as a result of alternative minimum tax.

Years Ended December 31, 2004 and 2003

Revenue Revenue increased to $92.6 million in 2004nfi$20.9 million in 2003, a 343% increase. This éase was primarily due to
an approximately 437% increase in unit shipmentsuofplatforms, partially offset by an approximst&B% decline in our overall average
selling prices as certain products matured. We epe trend of declining average selling priceseixisting products to continue as these
products mature further in the market, althoughewgect to sell new products with enhanced featatreslatively higher prices initially.
Overall, however, we expect the average sellingggrfor our products in aggregate to decline dweg,twhich may have a negative impac
our future margins if we cannot reduce our assediabsts accordingly. Our increased sales volunees primarily due to the continued
growth of the HDD-based personal media player ntaakd the introduction of our PP5020 SoC into tleekat at the end of 2003. Revenue
on sales to the Asia/Pacific region, including Japacreased to 99.1% in 2004 from 98.5% in 20@3e$Sto Inventec accounted for 89.3% of
our revenue in 2004 compared to 84.6% of our reeeém2003.

Cost of revenue and gross margin Cost of revenue increased to $53.7 millio2@@4 from $12.3 million in 2003, a 337% 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 approximat&B26 decline in our average cost per unit shippedeagere able to negotiate more
favorable pricing from our manufacturing logistjgartners.

Gross margin was 41.9% in 2004 and 41.4% in 2008r&¥ognized revenue and gross profit of approxip&0.3 million in 2004 on
the sale of previously written-off inventory fordelr generations of SoC platforms with an origir@teof approximately $0.2 million. There
were no such sales of previously written off maten 2003. In 2004 we wrote-off approximately $énélion for excess and obsolete
inventory for older generation products in excessiture demand as most of our principal custonmaid successfully transitioned to our la
product during 2004. Similar inventory write-offs®0.6 million were recorded in 2003. We expectiddal inventory write-offs from time
to time and our gross margin to fluctuate as weduce 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 increagdd 8 million in 2004 from $11.1 million in 2003 38%
increase. Approximately $2.8 million of the increagas due to an increase in personnel-related sgparsulting from a 43% increase in
research and development headcount as of Decerhp2034 over the period ended December 31, 2008 nTdjority of this headcount
increase occurred in the second half of 2004. titad, we had an increase of approximately $1.Baniin 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. OVieifeg 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 expenseesimsed to $7.6 million in 2004 from $5.1 million i
2003, a 49% increase. The increase of approxim&&k million was primarily due to an increase afsmillion in personnel-related
expenses, resulting from a 31% increase in selfjiegeral and administrative headcount in 2004 2068, an increase of $0.3 million in
marketing and travel-related expenses, and anaseref $0.7 million in professional services-radaggpenses, including outside services,
accounting and legal expenses, as well as an seiaacommissions paid to outside sales represezgat
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Stock-based compensation Stock-based compensation expense increassi8anillion in 2004 from $0.5 million in 2003. D04,
we recorded $0.6 million of stock compensation esperelated to the director’s consulting servitesddition, 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 tweleeths. 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 imanagement services to us. Further, an additgfh&lmillion in stockiased compensatir
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 grantedan-employee advisory consultants. The $0.5 onilbf stock compensation expense in
2003 related to variable stock compensation in eotion with a director’s consulting services.

Liquidity and Capital Resources

We have historically financed our operations priitgahrough sales of equity securities and, tosséz extent, through our bank
borrowings. Additionally, during our fiscal year8@ and 2004 we generated $54.9 million and $3lBomirespectively, of cash from our
operating activities. Through December 31, 2005raised approximately $200.3 million through eqdibancings and, to a lesser extent, the
exercise of stock options, which includes approxatya$111.0 million, net of fees and cash paiddrpenses, raised from the initial public
offering of our common stock in November 2004. A®ecember 31, 2005, we had approximately $179Ikomiin cash, cash equivalents
and short-term investments. We outsource our desiglementation and all of our manufacturing loigist semiconductor fabrication,
assembly and test. By outsourcing these functiwesare able to focus more of our financial resosi@® product design and eliminate the
high fixed cost of owning and operating a semicatdiufabrication facility.

Operating Activities

Net cash provided by operating activities was $5dilflon in year ended December 31, 2005, comp&we®B.2 million in the year
ended December 31, 2004. In the year ended Dece3th@005, net cash generated by operating aeswigsulted primarily from net income
of $48.2 million as well as the increases in act®payable, accrued liabilities and deferred incontgch more than offset the growth in
accounts receivable, inventory and other curresgtas The increase in accounts payable was dueitwieased volume of inventory receipts
and the related payments to our inventory vendomnspared to the prior period. In 2004, net cash gaed by operating activities resulted
primarily from net income and the increases in aedrliabilities and deferred income, which morentbéset the growth in accounts
receivable and inventory driven by higher sales Significant increase in deferred income for tearyended December 31, 2004 compared
to the prior year was due to an increase in shipsnduring the last weeks of 2004, which, in acconcgawith our revenue recognition policy,
we did not recognize as revenue until the firstrggraof 2005. The deferred income represents thgimassociated with this deferred
revenue. See “Critical Accounting Policies and fiates—Revenue Recognition.” The increase in otbenad liabilities at December 31,
2004 was mainly due to the larger amount of engingeelated expenses incurred compared to the pear period.

Net cash used in operating activities was $5.5anilin 2003. In 2003, net cash used in operatitiyities resulted from our losses and
the growth in accounts receivable driven by higgades, offset by a corresponding decrease in iovgiaind the increase in accounts payable.
The increase in accounts payable reflects increasedtory purchasing activity.

Investing Activities

Capital expenditures were approximately $3.1 nmillio 2005, $0.6 million in 2004 and $47,000 in 200Bese expenditures were

primarily for the purchase of computer equipmert davelopment tools and test
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equipment for engineering development. The incr@asapital expenditures was primarily due to tvechase of more equipment in recent
years, compared to prior years when more toolgjoipeent on each project were leased or rentedaMieipate an increase in our cap
expenditures consistent with our anticipated growitiuding development costs for the purchaseuwofllin India. Net cash used in investing
activities also consisted of the net purchase @t@®illion and $64.7 million of short-term markiela securities in 2005 and 2004,
respectively.

Financing Activities

Net cash provided by financing activities was $#iion in 2005, $110.2 million in 2004 and $0.3lkoin in 2003. Financing activities
included the issuance and sale of our common stodkconvertible preferred stock, borrowings andyements against our bank borrowings,
and the exercise of options to purchase our constamk. In 2005, net proceeds from the issuanceiotommon stock as a result of stock
option exercises and employee stock purchases$detdemillion. In November 2004, we raised $113.8iami in net proceeds to the
company, not including expenses, from our initiablc offering of approximately 7,187,500 sharezofmon stock, which includes 937,*
shares from the underwriters’ full exercise of tver-allotment option. Cash paid for expenses relataditial public offering costs were $2
million. In 2004, we additionally received $1.3 haih from the issuance and sale of vested sharesrmamon stock pursuant to the exercis
stock options and received $3.5 million from, aedaid $5.6 million against, our bank borrowings2093, we received $1.3 million from,
and repaid $1.1 million against, our bank borrowing

As of December 31, 2005, we did not have any ansoutstanding against a total of $15.0 million ahk borrowings available. We
have a revolving bank line of credit, which accrirgsrest at a floating annual rate equal to th&lsaprime interest rate and expires in May
2007.

We expect to experience growth in our operatingeesgps, including our research and development aal# marketing and general and
administrative expenses in the foreseeable futuoeder to execute our business strategy. We irttefthd these activities with cash
generated from operations. This increase in opeyakpenses 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 and casérgted from operations, along with our availdéibke of credit, will be sufficient to
meet our working capital and capital expendituguieements for at least the next 12 months. If guire additional capital resources to
grow our business internally or to acquire completasy technologies and businesses at any timeeifutinre, we may seek to sell additional
equity or debt securities or obtain other debtrftiag. The sale of additional equity or convertiebt securities could result in more dilution
to our stockholders. Financing arrangements maypeatvailable to us, or may not be available in@m®or on terms acceptable to us.

Contractual Obligations
As of December 31, 2005, we had the following cactral obligations:

Payments Due by Period

After 3
Less than 1-
Contractual Obligations Total 1 Year 3 Years years
(in thousands)
Operating Leases (. $ 2,63¢ $ 61t $1,59( $ 43¢
Unconditional Purchase Obligations 50,01t 48,75: 1,26: —
Total $52,65: $49,367 $2,85: $43¢

(1) Operating leases include agreements for buildiniitias.
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(2) Unconditional purchase obligations include agnents to purchase goods or services that areceatale and legally binding on
PortalPlayer and that specify all significant termsluding: fixed or minimum quantities to be poased; 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 and lanekb@ment costs. Of the unconditional purchasegatitbns noted above, $46.6
million relates to commitments for invento

Recent Accounting Pronouncements

In December 2004, the Financial Accounting Stansl@&alard, or FASB, issued SFAS No. 123 (revised p0@&hare-Based Payment,”
or SFAS 123R, which replaces SFAS No. 123 and sepless Accounting Principles Board Opinion No. 2&counting for Stock Issued to
Employees.” SFAS 123R requires all share-based paisiio employees, including grants of employeekstptions, to be recognized in the
financial statements based on their fair value® fito forma disclosures previously permitted urgleAS 123 no longer will be an alternat
to financial statement presentation. In March 2@068,U.S. Securities and Exchange Commission, &, 8Sued Staff Accounting Bulletin
No. 107, which provides supplemental implementatjoitlance for SFAS 123R. On April 14, 2005, the SH0pted a new rule that amen
the compliance dates for FAS 123R such that we et the new standard effective January 1, 2086er SFAS 123R, we are requirec
determine the transition method to be used atafedidoption, an appropriate fair value model taibed for valuing shareased payments a
the amortization method for compensation cost Emdddition, the adoption of SFAS 123R will requirgditional accounting related to the
tax benefit on share-based payments.

We plan to adopt SFAS 123R using the modified peospe method. We anticipate using the Black-Schaotedel to determine the fair
value of our share-based payments and recognizimgpensation cost on a straight-line basis ovevdisting periods. We expect that the
adoption of SFAS 123R will have a material impattoar results of operations. However, uncertaintieduding our future stock-based
compensation strategy, stock price volatility, rstied forfeitures and employee stock option exersehavior, make it difficult to determine
whether the stock-based compensation expense ¢haidlinncur in future periods will be similar thé SFAS 123 pro forma expense
disclosed in Note 1 to the Consolidated Financiatednents.

In November 2005, the FASB issued FASB Staff Pasjtor FSP, FAS 115-1 and FAS 124-1, “The Meaniin@tber-Than-Temporary
Impairment and Its Application to Certain Investrisghor FSP 115-1, which provides guidance on daeitging when investments in certain
debt and equity securities are considered impaivbdther that impairment is other-than-temporangl an measuring such impairment loss.
FSP 115-1 also includes accounting consideratiobhsexjuent to the recognition of an other-than-tearydmpairment and requires certain
disclosures about unrealized losses that haveawst tecognized as other-than-temporary impairmévsare currently evaluating the effect
that the adoption of FSP 115-1 will have on oursmtidlated results of operations and financial cbowlibut do not expect FSP 115-1 to have
a material impact.

ltem 7A.  Quantitative and Qualitative Disclosures Aout Market Risk.
Interest 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#tezs 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 ratiegrease. 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 laavaterial effect on the fair market value of partfolio. Since we believe we have the
ability to liquidate this portfolio, we do not
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expect our operating results or cash flows to beerialy affected to any significant degree by dden change in market interest rates on our
investment portfolio.

Foreign Currency Exchange Risk

Our exposure to adverse movements in foreign coyrerchange rates is primarily related to our wholvned 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 salesteainsacted in U.S. dollars.
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Item 8. Consolidated Financial Statements and Supplementarata.
INDEX TO CONSOLIDATED FINANCIAL STATEMENTS
The following financial statements are filed as parof this Report:

Report of Independent Registered Public AccourfEing
Consolidated Balance She:

Consolidated Statements of Operati

Consolidated Statements of Stockhol’ Equity (Deficit)
Consolidated Statements of Cash Flc

Notes to Consolidated Financial Stateme
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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 its subsidigtiee “Company”) as of
December 31, 2005 and 2004, and the related cdasetl statements of operations, stockholders’ yaquidl cash flows for each of the three
years in the period ended December 31, 2005. Tiremcial statements are the responsibility of @rmmpan’s management. Our
responsibility is to express an opinion on thesarftial statements based on our audits.

We conducted our audits in accordance with stasdafrthe Public Company Accounting Oversight Bo@tdited States). Those
standards require that we plan and perform thet amdbtain reasonable assurance about whethdindmecial statements are free of material
misstatement. An audit includes examining, on tildasis, evidence supporting the amounts and disads in the financial statements. An
audit also includes assessing the accounting ptegused and significant estimates made by marageas well as evaluating the overall
financial statement presentation. We believe thatadits provide a reasonable basis for our opinio

In our opinion, such consolidated financial statetag@resent fairly, in all material respects, timaricial position of PortalPlayer, Inc.
and its subsidiaries as of December 31, 2005 afd,2hd the results of their operations and theshdlows for each of the three years in the
period ended December 31, 2005 in conformity witboainting principles generally accepted in the ébhibtates of America.

We have also audited, in accordance with the stasd# the Public Company Accounting Oversight Bo@snited States), the
effectiveness of the Company’s internal controlrdirancial reporting as of December 31, 2005, dasethe criteria establishedlimernal
Control—Integrated Framewoiiksued by the Committee of Sponsoring Organizatidrike Treadway Commission and our report dated
March 8, 2006 expressed an unqualified opinion anagement’s assessment of the effectiveness @dhmpany’s internal control over
financial reporting and an unqualified opinion te effectiveness of the Company'’s internal cordxa@r financial reporting.

/s/DELOITTE& T oUcCHELLP

San Jose, California
March 8, 2006
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PORTALPLAYER, INC.

CONSOLIDATED BALANCE SHEETS
(In thousands, except share and par value amounts)

ASSETS

Current asset:

Cash and cash equivalel

Shor-term investment

Accounts receivabl

Inventory—net

Deferred tax asse

Prepaid expenses and other current a:

Total current asse
Property and equipme—net
Deferred tax asse
Other asset

Total asset

LIABILITIES AND STOCKHOLDERS ' EQUITY
Liabilities:
Current liabilities:
Accounts payabl
Accrued liabilities
Deferred incomt
Deferred ren
Income taxes payab

Total current liabilities
Deferred rent, lon-term

Total liabilities

Commitments and contingencies (Notes 6 an
Stockholder' equity:
Preferred stock, $.0001 par v&—5,000,000 shares authorized; None issued in 20026064
Common stock, $.0001 par value—250,000,000 shatbe@zed; issued and outstanding: 24,376,670
shares in 2005 and 23,091,660 shares in 2004,atbsgg
Deferred stoc-based compensatic
Accumulated other comprehensive |
Accumulated defici

Total stockholdel equity

Total liabilities and stockholde’ equity

See accompanying Notes to Consolidated Financi®ents.
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December 31,

2005 2004
$ 48,07«  $ 58,89:
131,43! 64,70¢
46,67¢ 20,08(
7,212 1,767

3,571 —
4,86: 1,872
241,83 147,31
3,76¢ 661

5,02t —
1,497 521
$252,12(  $148,49¢
$29,35. $ 1,29
12,08: 4,19
10,85( 4,02
5 55
2,047 47¢
54,33’ 10,04:
331 5
54,66¢ 10,04¢
219,44¢ 205,46
(7,767) (4,799
(264) (37)
(13,95) (62,189
197,45¢ 138,44¢
$252,12(  $148,49¢
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PORTALPLAYER, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

Revenue
Cost of revenu

Gross profit
Operating expense
Research and development
Selling, general and administrative
Stocl-based compensatic
Total operating expens
Operating income (los
Interest incom
Interest and other expense,

Income (loss) before income tax
Provision for income taxe

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

Diluted net income (loss) per sh:

Shares used in computing basic net income (lossyhzere

Shares used in computing diluted net income (Ipsskhare

(1) Amounts exclude sto-based compensation, as follov

Research and developmt

Selling, general and administrati

(In thousands, except share and per share amounts)

Years Ended December 31,

2005 2004
$ 225,18 $ 92,56
124,34: 53,74:
100,84 38,82(
36,23 14,82:
16,41: 7,60¢
2,217 5,797
54,86« 28,22t
45,98: 10,59¢
4,98t 461
(10) (192)
50,95’ 10,86«
2,73( 481
$ 48,22 $ 10,38
$ 2.0€ $ 2.4¢
$ 1.9C $ 0.57
23,424,41 4,223,60!
25,358,08 18,127,96
$ 1,14 $ 494
1,07¢ 5,30%
$ 2217 $ 579

See accompanying Notes to Consolidated Financi¢®ents.
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PORTALPLAYER, INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY (DE FICIT)

(In thousands)

Common Stock

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

Balance—December 31, 2002 29 535 (1,039 — — (64,527) (65,027
Net loss — — — — — (8,04¢€) (8,04¢€)
Exercise of stock options 11C 50 — — — — 50
Accrued interest on note receivable from stockholde — — (30) — — — (30)
Stockholder consulting services (Note — — 473 — — — 478
Balance—December 31, 2003 13¢ 585 (594) — — (72,567 (72,57¢)
Components of comprehensive incor
Net income — — — — — 10,38: 10,38:
Net unrealized loss on availa-for-sale securities, net of tax — — — — 37 — 37
Total comprehensive incon 10,34¢
Issuance of common stock in initial public offerimget of

issuance costs of $11,730 7,18¢ 110,45¢ — — — — 110,45¢
Conversion of preferred stock to common st 12,85¢ 85,13: — — — — 85,13:
Exercise of stock options 2,911 1,30« — — — — 1,30¢
Warrants issued from bonus award (Note 10) — 631 — — — — 631
Accrued interest on note receivable from stockho — — (25) — — — (25)
Stockholder consulting services (Note 14) — — 63C (625) — — 5
Payment of consulting fee — — 1,56¢) — — — 1,56¢)
Collection of stockholder not — — 1,557 — — — 1,557
Deferred stock-based compensation — 6,561 — 6,567) — — —
Cancellation of deferred stock-based compensation — (80) — 80 — — —
Amortization of deferred stock-based compensation — — — 2,307 — — 2,307
Issuance of common stock options to -employee for service — 87€ — — — — 87¢€
Balance—December 31, 2004 23,092 205,46¢ — (4,799 37) (62,18¢) 138,44
Components of comprehensive incor
Net income — — — — — 48,227 48,22
Net unrealized loss on availa-for-sale securities, net of tax — — — — (227) — 227)
Total comprehensive incon 48,00(
Issuance costs related to issuance of common staokial

public offering — 20 — — — — 20
Issuance of common stock under options exercisgs an

employee stock purchase plan 1,01t 4,34z — — — — 4,34z
Issuance of common stock in connection with netrargr

exercises 16 — — — — — —
Cancellation of deferred stock-based compensation — (60) — 60 — — —
Amortization of deferred stock-based compensation — — — 1,422 — — 1,422
Restricted stoc-based compensatic 261 5,15¢ — (5,159 — — —
Cancellation of restricted stock-based compensation (@) (121) — 121 — — —
Amortization of restricted stock-based compensation — — — 583 — — 582
Issuance of common stock options to non-employesdovices — 128 — — — — 12¢
Tax benefits from stock optior — 4,51¢ — — — — 4,51¢
Balance—December 31, 2005 24,37 $219,44¢ $ — $ (7,767%) 2649 $ (13,95) $ 197,45¢

See accompanying Notes to Consolidated Financidt®ients.
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CONSOLIDATED STATEMENTS OF CASH FLOWS

Cash flows from operating activitie
Net income (loss

PORTALPLAYER, INC.

(In thousands)

Adjustments to reconcile net income (loss) to msthcused in operating activitie

Depreciation and amortizatic
Loss (gain) on disposal of prope

Amortization of discounts and premiums on investtaenet

Non-cash stoc-based compensatic

Accrued interest on note receivable from stockht

Amortization of debt discout
Deferred income taxe
Income tax benefit from stock optio
Changes in assets and liabiliti
Accounts receivabl
Inventory
Prepaid expenses and other current a:
Other asset
Accounts payabl
Accrued liabilities
Deferred incom
Income taxes payab
Deferred ren

Net cash provided by (used in) operating activi

Cash flows from investing activitie
Proceeds from sale of property and equipn
Proceeds from sales or maturities of investm
Purchase of investmer
Purchase of property and equipm

Net cash used in investing activiti
Cash flows from financing activitie

Proceeds from issuance of stock, net of issuansts
Payments for consulting servic
Collections on note receivable from stockhol
Proceeds from notes payable, net of 1
Repayments on notes paya

Net cash provided by financing activiti

Net increase (decrease) in cash and cash equis
Cash and cash equivale—beginning of yea

Cash and cash equivale—end of yea
Supplemental cash flow informati—interest paic

Supplemental cash flow informati—taxes paic

Supplemental disclosure of noncash investing amehfiing activities
Issuance of preferred stock for note receivablmfstockholder and periodic revaluation in 2(

Deferred stoc-based compensation, r

Year Ended December 31,

2005 2004 2003
$ 48,227 $10,38:  $(8,046
902 86€ 1,39:
10 © 1)

39 — —
2,13¢ 5,791 47z
— (25) (30)

— 53 162
(8,602) — —
4,51 — —
(26,599 (15,099 (3,569
(5,450) (76€) 1,91¢
(2,990) (1,43¢) 95
(97€) 5 8
27,95¢ (1,886) 97€
7,06¢ 2,05: 18
6,82¢ 2,86¢ 1,07¢
1,56¢ 47¢ —
27¢€ (81) (18)
54,90: 3,201 (5,535)
— 9 3
123,48« — —
(190,47) (64,749 —
(3,089 (57¢) A7)
(70,08) (65,319 (44)
436: 112,32 50
— (1,568 —

— 1,557 —

— 3,47¢ 1,34(
— (5565 (1,119
436: 110,22 27¢
(10,819 48,11 (5,300)
58,89: 10,77¢  16,07¢
$ 4807: $5889:  $10,77¢
$ — $ 106 $ 10z
$ 5251 $ 42 $ —
$ — $ 1,97¢ $ —
$ (60) $ 6481 $ —



Restricted stoc-based compensation, r
Liabilities accrued for the purchase of propertd aquipmen
Conversion of preferred stock to common st

See accompanying Notes to Consolidated Financi®ents.
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PORTALPLAYER, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Organization and Summary of Significant Acconting Policies

PortalPlayer, Inc. (the “Company”) was incorporate€alifornia on May 17, 1999 and reincorporate®elaware in October 2004.
The Company develops semiconductor, firmware aftivace platforms for portable multimedia produatsls as personal media players and
secondary display-enabled notebook computers.

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 technologicaktisyments, frequent new product introductions evalving standards. These changes
require the Company to continually improve the parfance, features and reliability of its produpticularly in response to competition.
New products and enhancements necessary to mepetitan and expand the Compi's business may require substantial research and
development. The Company has one customer thatiatmbfor approximately 57%, 89% and 85% of revanu005, 2004 and 2003.
Additionally, approximately 36% of the Company’seaue in 2005 was concentrated with another custddaoth of these customers
manufacture products for the same original equigmeanufacturer. The loss of sales to these cus®meuld have a significant negative
impact on the Company'’s business. Competitors giigater financial and marketing resources may ketalbetter respond to changing
conditions.

Basis of Consolidatior—~The consolidated financial statements includeatteounts of PortalPlayer, Inc., and its wholly odine
subsidiary, PortalPlayer (India) Private Limitedcated 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 689%/(but not the number of outstanding
convertible preferred shares). All common sharecpenmon share, and convertible preferred stockeaion 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 a&stiand assumptions that affect the reported aimo@iassets 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 ofemararket funds, certificates of
deposits, U.S. Agency, asset backed securitie€Cantmercial Paper. Debt securities with maturitiesater than three months and remaining
maturities less than one year are available-faz-aatl are classified as short-term investmentst Ssturities with maturity dates greater than
one year are also classified as short-term invassres management considers them to be availabbaifiient operations if needed. All of the
Company’s short-term investments were classifiedvaslable-forsale as of the balance sheet dates presentedcaoddiagly, are reported
fair value with unrealized gains and losses reabru of tax as a component of accumulated othrapeehensive loss in stockholders’
equity. Fair values of cash equivalents approxichatgginal cost due to the short period of timertaturity. The cost of securities sold is
based on the specific identification method. Thenany’s investment policy limits the amount of dtexkposure to any one issuer of debt
securities.
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Cash, cash equivalents and short-term investmentsst of the following at December 31, 2005 an@df0espectively (in thousands):

At December 31, 2005:

Gross Gross

Amortized Unrealized Unrealized Fair

Cost Gain Loss Value
Cash $ 24,82¢ $ — $ — $ 24,82¢
Money market fund 4,15 — — 4,152
Asset backed securitis 17,89( — (48) 17,84:
Commercial pape 91,98: 3 (15€) 91,83(
Corporate bonds and not 23,08: — (43) 23,03¢
U.S. agency note 17,831 1 (22) 17,817
Total $179,77: $ 4 $ (269 $179,50¢
Less: amounts classified as cash and cash equis 48,07
Total shor-term investment $131,43!

At December 31, 2004:
Gross Gross

Amortized Unrealized Unrealized Fair

Cost Gain Loss Value
Cash $ 11,07t $ — $ — $ 11,07t
Money market fund 8,40¢ — — 8,40¢
Commercial pape 44.74¢ 9 2) 44.75;
Corporate bonds and not 31,63¢ — (52) 31,58¢
U.S. agency note 27,717( 7 — 27,77
Total $123,63 $ 16 $ (59 $123,60(
Less: amounts classified as cash and cash equis 58,89:
Total shor-term investment $ 64,70¢

Amortized costs and estimated fair values of atgldor-sale securities by contractual maturity aseollows (in thousands):

Amortized Fair
Cost Value
As of December 31, 200
Amounts maturing within one ye $130,17( $129,90¢
Amounts after one year and through 5 ye 1,53¢ 1,527

$131,70: $131,43!

As of December 31, 2005 and 2004, the Companydsisated cash related to a deposit for the Comipdayilities lease in
Washington totaling $0.3 million. As of December, 2005, the Company also has approximately $4209@@posits held in security in
relation to certain customs and duties guarantaesur
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

engineering facility in India. These amounts hagerbincluded within other current assets and ahsets in the consolidated balance sheets.

Fair Value of Financial Instruments-The fair value of the Company’s financial instrurtee including cash and cash equivalents, short
term investments, accounts receivable, prepaidresgzeand other current assets, accounts payabbecandd liabilities approximate their
carrying value due to the short-term nature ofdéHesancial instruments.

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 30528hd 2004, approximately 38% and 98% respectieélgross accounts receivable were
concentrated with a group of affiliated companaeslectively referred to as Inventec. For the yearded December 31, 2005, 2004 and 2
the same group accounted for 57%, 89% and 85%cteply, of revenue. In connection with contraaghis customer, the Company is
required to be prepared to ship additional quagtitif inventory in excess of existing orders witkfrecified periods in the future.
Additionally, approximately 59% of the Company’®gs accounts receivable as of December 31, 200seveentrated with another
customer, who accounted for none of the gross axtsaaceivable as of December 31, 2004. For thesysreded December 31, 2005, 2004
and 2003, this customer accounted for 36%, 0% &ndfrevenue, respectively.

Inventory—Inventory is comprised of the cost of work in pregg and finished goods valued at the lower of @ostarket, computed «
a first-in, first out basis. The Company evaluategntory on-hand and inventory for which we halaepd non-cancelable orders for excess
and obsolescence and writes off units that areiylito 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 creimsupplier 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 udefes$ of the assets, which is three years. Leasehgbrovements are amortized over the
shorter of the lease term or the estimated usiééubf the related asset. Upon retirement or otligposal of property and equipment, the cost
and related amount of accumulated depreciatiomar@ézation are eliminated from the asset and acdat®ed depreciation accounts,
respectively. The related gain or loss, if anynduded in the consolidated statements of oparatio

Long- Lived Assets—The Company evaluates long-lived assets for impaiit whenever events or changes in circumstandesie
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 impairmentessld 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 accordaiiitethie Securities and Exchange Commission’s $taffounting Bulletin No. 104, or SAB
104, when persuasive evidence of an arrangement
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exists, delivery of the product has occurred, tdlessprice is fixed and determinable, collectipibf the resulting receivable is reasonably
assured, and the rights and risks of ownership passed to the customer. Revenue to customersasdes at the later of the time of
shipment when title and risk of loss passes tatltsomer or when customer acceptance periods exginerally within 15 days of receipt by
the customer. The Company has no return policyost-phipment obligations. The Company defers thegprofit on these shipments until
expiration of the acceptance period. The Compasyaima may in the future enter into agreements giogifor maximum prices that would
limit our gross margins. The Company does not cftdrsequent discounts, marketing credits, coupoother forms of sales incentives to its
customers at this time.

Firmware is an integral and significant compondrgroducts 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 issigntificant for any period presented. To date, ngen@ent has not reserved for product
returns as customer returns have been insignificant

Shipping and Handling Costs-Shipping and handling costs are expensed as edtamd included in cost of revenue in the Company’s
statements of operations.

Product Warranty—The Company provides a warranty on its produatsfperiod of twelve to fifteen months from thealaf delivery
or manufacture, and provides for warranty costh@time of sale based on historical activity fog prior 12 months. The determination of
such provisions requires the Company to make etsraf the frequency and extent of warranty agtiaitd estimated future costs to replace
the products under warranty. If actual warrantyégtand/or repair and replacement costs diffgn#icantly from these estimates,
adjustments to recognize additional cost of saleg be required in future periods. Components oféiserve for warranty costs consisted of
the following (in thousands):

Years Ended
December 31,

2005 2004
Beginning balanc $ 20¢ $ 30
Additions related to current period sa 18¢ 24¢€
Warranty costs incurred in the current pel (209) (68)
Ending balanci $ 28¢ $20¢

Research and Development and Software Developnusts-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 hafirdsd as the establishment of a working model tyaitally occurs when beta testing
commences, and the general availability of suctwss€ has been short, and as such, software deweltrosts qualifying for capitalization
have been insignificant.

The Company has entered into engineering servieeatents with several customers to customize étfqusin products. The Company
provides resources in connection with these agretsand, in return, requires reimbursement frorsgl@ompanies to cover some of the
costs. For the years ended December 31, 2005, 802003, the Company reduced research and deveht@xpense by $0.2 million, $0.5
million and $0.8 million, respectively, for reimts@ments provided by these companies.

Stock-Based CompensatienThe Company accounts for its stock-based awardsnfgoyees using the intrinsic value method in
accordance with Accounting Principles Board (orBA®pinion No. 25, “Accounting
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for Stock Issued to Employe”, and its related interpretations. The Companyaots for stock-based awards to non-employeesr tiha
restricted stock awards, in accordance with Emertgaues Task Force (or, EITF) Issue No. 96A&ounting for Equity Instruments That
Are Issued to Other Than Employees for Acquirimgn &onjunction with Selling, Goods or Servi’ Restricted stock awards are recorded
at their fair value, based on the closing markestepof the Company’s common stock on the grant,dete&n component of stock-based
compensation. Statement of Financial Accounting&eads (or, SFAS) No. 123 Accounting for Stock-Based Compensatiomquires the
Company to disclose pro forma information regardirat its net income (loss) would have been if ggaivards to employees had been
accounted for using the fair value method of SFR&S tither than the intrinsic value method of APB B3 pro forma information is as
follows (in thousands, except per-share amoynts

Years Ended December 31,

2005 2004 2003
Net income (loss) as report $48,22: $10,38: $ (8,046
Add: Total stock-based employee compensation irdud reported
net income (loss 1,422 1,68 —
Less: Fair value of sto-based employee compensat (4,7272) (2,809 (13¢)
Pro forma net income (los $44,927 $10,257 $ (8,189
Net income (loss) per shal
Basic—Reportec $ 2.0¢ $ 2.4¢€ $(124.1)
Pro forma $ 1.92 $ 2.4z $(126.30)
Diluted—Reportec $ 1.9C $ 0.57 $(124.1)
Pro forma $ 1.7¢ $ 0.57 $(126.3()

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

Options ESPP
Years Ended December 31, Years Ended December 31,
2005 2004 2003 2005 2004 2003
Risk-free interest rat 3.87%1t04.39% 359% 2.48%1t03.23% 3.18%t04.25% — —
Expected life 5 years 5 years 5 years 0.5 years — —
Expected volatility (subsequent to August 3, 2C 71.1%to 72.5% 71.1% — 50.3% to 71.1¥ — —
Expected dividend $— $— $— $— $— $—

The above pro forma disclosures are not necessaphgsentative of the effects on reported netrmecor loss for future years.

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 loss per share was the same as basloss per share for 2003, since the
effect of any potentially dilutive securities isofxded, as they are anti-dilutive due to the Comgfsanet losses.

Foreign Currency Translatior-The U.S. dollar is the functional currency of thempany’s foreign subsidiary located in India.
Monetary assets and liabilities of the subsidiasyremeasured into U.S. dollars at
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current exchange rates prevailing at the balaneetstate, non-monetary assets and liabilities dsaw@quity are remeasured into U.S.
dollars at historical exchange rates, and inconteexipense accounts are remeasured into U.S. datlarerage exchange rates.

Comprehensive Income (Loss)IComprehensive income (loss) is defined as theganequity of a company during a period from
transactions and other events and circumstancdsdixg transactions resulting from investments frmnmers and distributions to owners.
Comprehensive income (loss) includes the Compamtsncome (loss), as well as unrealized gain Jloesavailable-for-sale investments.
Net comprehensive income (loss) for the years efdemmber 31, 2005, 2004 and 2003, respectiveds fsllows (in thousands

Year Ended December 31,

2005 2004 2003
Net income (loss $48,22" $10,38: $(8,04¢)
Net change in unrealized loss on investm (227) (37 —
Net comprehensive income (lo¢ $48,00( $10,34¢ $(8,04¢)

Income Taxes—-The Company accounts for income taxes under thet and liability method, under which deferred dasets, 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 uncertaemists regarding the realizability of some
of the net deferred tax assets such that a vatuatiowance is required. Under certain conditicelated to our future profitability and other
business factors, we believe it is possible train&005, our results will yield sufficient posii evidence to support the conclusion that it is
more likely than not that we will realize the taeriefit of all or part of our net operating lossed ather deferred tax assets. If that is the case,
subject to review of other qualitative factors aimtertainties, in the period that such a deterrnunas made, we would reverse some or all of
our deferred tax asset valuation allowance intorime as a reduction of tax expense. The portiohef/aluation allowance reversal that
relates to net operating losses associated with stption transactions would be taken as a creditackholderséquity. Thereafter, we wou
expect to record income tax expense at a higher rat

Reclassifications—Certain amounts in the prior years have beenssifiad to conform with the current year presentatiThese
amounts consist of $196,000 as of December 31, #i@04vas reclassified from the “Accrued compewsatelated” component to the
“Other” component of accrued liabilities (see NdtgThe Company believes that this reclassificationsistently applies the methodology
used to classify the amounts included in accruaullities.

Recently Issued Accounting Pronouncemenlis December 2004, the Financial Accounting Stadsi@oard, or FASB, issued SFAS
No. 123 (revised 2004“Share-Based Payment,” or SFAS 123R, which repl&fesS No. 123 and supersedes Accounting Princidesd
Opinion No. 25, “Accounting for Stock Issued to Hoyees.” SFAS 123R requires all shdna@sed payments to employees, including grar
employee stock options, to be recognized in thenfial statements based on their fair values. Thdégoma disclosures previously permitted
under SFAS 123 no longer will be an alternativéirtancial statement presentation. In March 2008,uhS. Securities and Exchange
Commission, or SEC, issued Staff Accounting Bullétio. 107, which provides supplemental implemeatagjuidance for SFAS 123R. On
April 14, 2005, the SEC adopted a new rule thatraded the compliance dates for FAS 123R such thahust adopt the new standard
effective January 1, 2006. Under SFAS 123R, thepaom is required to determine the transition metiodoe used at date of adoption, an
appropriate fair value model to be used for valishgre-based payments and the

55



Table of Contents

PORTALPLAYER, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

amortization method for compensation cost. In agidjtthe adoption of SFAS 123R will require additibaccounting related to the tax
benefit on share-based payments.

The Company plans to adopt SFAS 123R using thefraddirospective method. The Company anticipatesgube Black-Scholes
model to determine the fair value of its share-tlgsgyments and recognizing compensation cost traiglst-line basis over the vesting
periods. The Company expects that the adoptio-8iSS123R will have a material impact on its resoft®perations. However, uncertainti
including the Company’s future stock-based compmsatrategy, stock price volatility, estimatedféitures and employee stock option
exercise behavior, make it difficult to determinkether the stock-based compensation expense th@wampany will incur in future periods
will be similar to the SFAS 123 pro forma expeniseldsed in Note 1 to the Consolidated Financiatéhents.

In November 2005, the FASB issued FASB Staff Pasjtor FSP, FAS 115-1 and FAS 124-1, “The Meaniin@tber-Than-Temporary
Impairment and Its Application to Certain Investrisghor FSP 115-1, which provides guidance on daeitging when investments in certain
debt and equity securities are considered impaibdther that impairment is other-than-temporangl an measuring such impairment loss.
FSP 115-1 also includes accounting consideratiohsexjuent to the recognition of an other-than-tegangdmpairment and requires certain
disclosures about unrealized losses that haveawst tecognized as other-than-temporary impairmévsare currently evaluating the effect
that the adoption of FSP 115-1 will have on oursmtidated results of operations and financial cooibut do not expect FSP 115-1 to have
a material impact.

2. Inventory
Inventory, net of write-offs, consists of (in theunsls):

December 31,

2005 2004
Inventory:
Work in progres: $ 757 $ —
Finished good 6,721 3,53¢
Write-off of excess unit (272 2,779

$7,21: $ 1,762

3. Property and Equipment
Property and equipment consists of (in thousands):

December 31,

2005 2004

Purchased softwai $ 2,911 $ 3,371

Computer equipmet 801 1,54(
Building 112 —

Office equipment and furnitui 3,60¢ 1,49¢

Leasehold improvements and other property and atgngt 573 24€

8,00¢ 6,65

Less: accumulated depreciation and amortize (4,240 (5,999

Property and equipment, r $ 3,76¢€ $ 661
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Depreciation expense was approximately $0.9 millioR005, $0.9 million in 2004 and $1.4 million2003. Upon retirement or other
disposal of property and equipment, the cost alade® amount of accumulated depreciation or anmetitim are eliminated from the asset and
accumulated depreciation accounts, respectivelg.rélated gain or loss, if any, is included in tbesolidated statements of operations. In
2005, the Company retired approximately $2.6 miliio property and equipment, most of which wasyfdipreciated. In relation to the
retirement of these assets, we recorded a charggpobximately $10,000.

4. Accrued Liabilities
Accrued liabilities consist of (in thousands):

December 31,

2005 2004
Accrued compensation relat $ 2,752 $1,17¢
Accrued development fel 3,55¢ 681
Reimbursements received in adva 58 37¢
Accrued legal and accounting fe 754 26¢
Other 4,971 1,68¢

$12,08:¢ $4,19¢

5. Bank Borrowings

On September 26, 2002, the Company entered intrawing arrangement with a bank and granted airmainig security interest in
substantially all of the Comparg/assets to the bank. In 2002, in connection Wmighagreement, the Company paid facility fees of $dillion
and issued a warrant with an estimated fair vafu®0dL million to purchase up to 66,007 shareserfeés D convertible preferred stock, which
in relation to the Company’s November 2004 revsteek split (see Note 1), was effectively convetted warrant to purchase 22,002 shares
of common stock (see Note 10). In 2003, the Comppeniy facility fees of $35,000. These amounts Haen recorded as a debt discount on
the consolidated balance sheet as of Decembef083B, @&nd were amortized as additional interest esgener the terms of the lines of credit
and term loan. For the years ended December 34, &0@ 2003, amortization expense amounted to $Dibmrand $0.2 million respectivel
As of December 31, 2004, the Company had repaiahatlunts owed and no further amortization expeelsg¢ed to this arrangement was
recorded in the year ended December 31, 2005.

Revolving Credit Line—Under the borrowing arrangement, the Company cbatdow an amount not to exceed the lesser of $5.0
million or the borrowing base, minus, in each cadleputstanding letters of credit. Advances urttierrevolving credit line accrued interesi
the outstanding principal balance at a rate equ@l%5% above the bank’s prime rate as long asdtieds at least 4.75%. Interest was payable
on a monthly basis. During fiscal year 2003, thenany borrowed $0.4 million under the letter ofdit@arrangement, and in 2004 has repaid
all amounts owed.

Discount Guidance Line of Credit+On November 12, 2003, the Company negotiated 20$h0lion 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 Compamgsets. During 2004, the Company borrowed $1lmunder the line of credit and rep:
the amounts owed.

Equipment Advance-On September 27, 2002, a bank made an equipmeanegl of $2.0 million to the Company to purchase
equipment. Interest was payable monthly at a rqialeto 2.5% above the bank’s prime rate. The g had been fully paid by the end of
2004.
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On November 10, 2003, a bank made an equipmentadwat $1.0 million to purchase equipment. Intevess payable monthly at a
rate equal to the greater of 5% or 1% above th&'bamime rate. In December 2004, the Company cephiamounts owed.

Term Loan—On June 18, 2004, a bank made an advance of $Ridnhnto the Company. Interest was payable monttlp rate 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 acdritg agreement (the “Loan Agreement”) that repththe loan and security
agreement dated as of September 26, 2002. TheAg@®ement provides a revolving line of credit oftog15.0 million, accruing interest at
a floating annual rate equal to the Bank’s printe,rpayable monthly, and expires on May 31, 200Whéch time all outstanding principal
and interest amounts are due. The Loan Agreemesetisred by the Company'’s tangible assets andrcantangible assets other than
intellectual property. The Loan Agreement contaiedain financial and reporting covenants, inclgdine maintenance of specified levels of
quick ratio and tangible net worth, as well as fioancial covenants, including the Company’s agreethmot to sell, transfer, assign,
mortgage, pledge, lease or grant a security irttéreer encumber any of its intellectual propegxcept as otherwise expressly permitted
under the terms of the Loan Agreement. As of Deaarlh, 2005, there were no amounts outstandingrihdd_oan Agreement.

6. Commitments

In April 2005, the Company entered into a new ofiegdease agreement for approximately 39,300 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 extenkg#ise for an additional five years at fair marlatie. Under the agreement, the landlord
contributed to certain tenant improvements madgbyCompany up to an agreed-upon amount. In Dece?®s, the Company entered into
an amendment of the lease agreement which expahddelased premises to include an additional 40s4@@re feet of office space. The tc
amount of rental payments due over the initialée@sm, net of expected landlord contribution ® tinant improvements, is being charge
rent expense on the straight-line method overdha bf the lease. The difference between rent esgoegcorded and the net amount paid is
recorded in deferred rent, which is included ibilities in the accompanying balance sheets. Intiadto the base rent on the facilities lease,
the Company is responsible for certain costs aadgas specified in the lease.

The Company leases facilities under noncancelgi#eating leases. At December 31, 2005, future mininease payments are as
follows (in thousands):

Year ending December 31, 20 $ 61t
Year ending December 31, 20 47€
Year ending December 31, 20 54¢
Year ending December 31, 20 56E
Year ending December 31, 20 432

$2,63¢

Rent expense totaled $1.1 million, $1.4 million,Sfillion, for the years ended December 31, 2Q084 and 2003, respectively. Rent
expense in 2005 and 2004 is net of sublease inchmgproximately $28,000 and $45,000. There wasulbease income in 2003.
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The Company has purchase commitments with its tavgrsuppliers with due dates within the next sixmis. Both the quantities and
purchase prices are fixed in the noncancelable domants. The following summarizes the Company’stiaaiual obligations for inventory
purchases, other design tools and software foirugeoduct development and land development cdsisiraindia location at December 31,
2005 (in thousands):

Less than 1 Yea 1- After 3 years
Total 3 Years
Non-cancelable inventory purchase ord $46,59: $ 46,59: $ — $ —
Engineering development toc 1,60¢€ 343 1,26: —
Land developmer 1,813 1,815 — —
Total $50,01¢ $ 48,75: $1,26: $ —

7. Contingencies and Litigation

The Company is subject to various claims, whicheaim 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.

Certain of the Company’s customer agreements aoirthingement indemnification provisions for clarfrom third parties related to
the Company’s intellectual property. These indeioatifon provisions are accounted for in accordamite 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, employeagant of PortalPlayer, Inc. or having served,
at the Company’s request, as an officer, direemployee or agent of another company. The maximotengial 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 mosases, would mitigate the potential exposurearable the Company to recover a portion of
any future amounts paid. The estimated fair vafubese indemnification provisions is minimal. Tate, 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 infigblic offering (“the offering”) of 7,187,500 sher (including 937,500 shares in
connection with the exercise of the underwritersmallotments option) at a price to the publicafZ.00 per share. Upon consummation of
the offering, all outstanding shares of the Compmognvertible 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 DeceniheX®5 is as follows:

Warrants outstandin 41,54;
Options outstandin 3,320,44.
Employee stock purchase pl 486,71«
Future option grant 323,76¢

4,172,46
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2004 Stock Incentive PlarThe 2004 stock incentive plan was adopted in 20@#tas of December 31, 2005, 2,492,083 shares of
common stock have been authorized for issuancerdheelan. In addition, any shares subject totantling options under our 1999 stock
option plan that expire unexercised or any unveshedes that are forfeited will be available fausnce under our 2004 stock incentive plan.
As a result of this provision, 29,735 shares welaged to the 2004 stock incentive plan as of Decer®bg2005. The number of shares
authorized for issuance under the 2004 stock ineeptan will be increased on the first day of eatlur fiscal years from 2006 through
2014 by the lesser of:

2,333,333 shares;

» 5% of our outstanding common stock on the lastafahe immediately preceding fiscal year througf2@nd 3% of our
outstanding common stock on the last day of theadiately preceding fiscal year for 2010 through£2Qt

» the number of shares determined by the board etttirs.

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 monteafier and expire ten years from the date of gtarthe year ended December 31, 2005
Company had a net issuance of 253,828 sharestatted stock under the 2004 stock incentive pladre Company recorded the $5.1 million
value of these restricted stock grants as a commaiestockholders’ equity and will amortize that@unt over the vesting period, typically
five years. The value of the restricted stock awavds based on the closing market price of the @oyip common stock on the date of
grant. Amortization expense for these awards feryémr ended December 31, 2005 was $0.6 milliathjamcluded as a component of stock
compensation expense. Shares related to thesietexsstock awards were included in the calculatibdiluted earnings per share utilizing
the treasury stock method. There were no grantsterdfore no amortization expense recorded irctheesponding 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 gihatea price that was not less than 100% of thenrfarket value of the Company’s
common stock, as determined by the board of directm the date of grant. Non-statutory stock oytizere 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 directm 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 thgam, 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

Balanc—December 31, 20C 354,27! 3,304,19° $0.45-675.0C $ 1.41
Additional shares authorized for gre 758,33: —

Granted (1,469,16) 1,469,16 0.4t 0.4t

Exercisec — (110,149 0.4t 0.4t

Cancellec 485,17t (485,17¢) 0.45-675.0( 2.1¢

Balanc—December 31, 20C 128,61: 4,178,04. 0.45-675.0( 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)) 0.4t 0.4t

Cancellec 28,21: (28,217 0.45-2.4C 8.72
Cancellation of 1999 Plan available for grant opsi (98,26¢) —

Balanc—December 31, 20C 1,290,16: 2,387,85! 0.45-675.0( 3.1C
Additional shares authorized for gre 1,157,44! —

Granted (1,969,25) 1,969,25: 16.6¢-29.91 19.9¢
Restricted stock shares gran (261,29 —

Exercisec — (937,429 0.4£-22.5( 3.4z

Cancellec 99,23t (99,23 0.45-675.0( 22.0¢
Restricted stock shares cancel 7,46¢ —

Balanc—December 31, 20C 323,76¢ 3,320,44. $0.45-675.0C $ 12.4:

The estimated weighted-average fair value of optgnanted was $12.28 in 2005, $7.09 in 2004 ar@$i6.2003. The estimated
weighted-average fair value of restricted stockehgranted was $19.73 in 2005. There were ndaeestrstock shares granted in 2004 and
2003. In 2004 and 2003, the Company granted cestatk options at exercise prices less than thedddair value of the underlying
common stock on the grant date for directors, efcand employees. The following table summarizesseighted average exercise price
grant date fair value of these options:

Weighted Average Weighted Average
Exercise Price Grant Date Fair Value
Years Ended December 31, Years Ended December 31,
Options Granted with Exercise Price 2005 2004 2003 2005 2004 2003
Equal to market price at date of gr: $19.98 $26.1¢ $04t $122¢ $1597 $0.07
Less than market price at date of gi $ — $ 3.1€ 3$04tf $ — $ 6.71 $1.92

The following table summarizes the shares exertdsaformation:

Weighted Average

Number
Shares Exercisable at Exercisable Exercise Price
December 31, 20C 2,767,02: $ 1.1¢
December 31, 20C 639,99¢ 3.9t
December 31, 200 612,49: 6.4=
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The options outstanding and currently exercisapleXercise price at December 31, 2005 are as fellow

Options Outstanding Options Currently Exercisable

Weighted Average

Omggrﬁ)girng Remaining_ E)lzl:rrgg);tr)le Weighted Average
Contractual Life

Exercise Price (in Years) Exercise Price
$ 0.4t 1,001,27: 7.3¢€ 471,55 $ 0.4t
2.25-5.70 405,96: 8.4¢ 29,12( 4.2¢
9.72 82,90¢ 8.74 4,967 9.72
16.68 754,52( 9.3: 82,68 16.6¢
16.9C-20.72 334,84: 9.2¢ 3,37¢ 18.92
20.8C-24.43 371,14 9.4¢ 4,29¢ 21.81
24.45-29.91 365,99: 9.64 12,69¢ 26.2:
112.5C 60C 4.34 60C 112.5(
450.0C 2,35¢€ 4.71 2,35¢€ 450.0(
675.0C 84z 5.1¢ 84z 675.0(
$ 0.45-675.00 3,320,44. 8.6¢ 612,49: $ 6.4%

2004 Employee Stock Purchase Plamhe Company’s 2004 employee stock purchase plarad@gsted by the board of directors and
was approved by the Company’s stockholder’s andineceffective in October 2004. As of December 8052 a total of 564,249 shares of
common stock have been authorized for issuancer the @004 employee stock purchase plan. The nuoflstrares authorized for issuance
under the employee stock purchase plan will beeed on the first day of each fiscal year from620@ugh 2014 by the lesser of:

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

» the number of shares determined by our board.

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 montheniyn calendar year. The 2004 employee stock purgiiasgpermits eligible employees to
purchase common stock through payroll deductiomsgiwmay not exceed 15% of an employee’s total aameation. 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 periodasr the last trading day of the purchase
period, whichever is less. As of December 31, 200535 shares had been issued under the 2004 ywem@tock purchase plan.

Stock-Based Compensation Related to Consultaidsiring the years ended December 31, 2005, 2002608, the Company granted
options to purchase zero, 15,000 and zero shagsectively, of common stock to consultants andsads. Options to consultants and
advisors which are not fully vested are subjegédnodic revaluation over the vesting terms. Theoms granted in 2002 were fully vested at
the time of grant. The options granted in 2004ezitmmediately vested at the time of grant or @ariods up to four years. The Company
recorded $128,000 fair value of such vested awasds general and administrative expense in thengzaoying statement of operations for
the year ended December 31, 2005, using the Blabki8s option pricing model with the following asgutions: expected life of 10 years,
risk free interest rate ranging from 3.77% to 4.48%nualized volatility of 71.1% to 72.5% and neidiénds during the expected term. The
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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, 200dg tise Black-Scholes option pricing model with fbBowing assumptions: expected life
of 10 years, risk free interest rate ranging fraB8%6 to 3.80%, annualized volatility ranging froth 7% to 80% and no dividends during the
expected term.

In January 2004, the Company granted options tohase 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,,2804Company 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-Scholesooppricing 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 urvegtions.

In the year ended December 31, 2005, the Compamteg 600 shares of restricted stock to a congulfaie Company recorded the
$13,000 value of this restricted stock grant, basethe closing market price of the Company’s comrsiock on the date of grant, as a
component of stockholders’ equity and will amortizes amount over the vesting period.

Bonus Award— In May 2004 the Company modified a cash bonuang@ment with an officer to replace a portion &flonus
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 26Gte form of a five-year warrant to purchase ugt®67 common shares at $4.50 per
share. In the year ended December 31, 2004, thep@woynrecorded $0.8 million related to this arrangetnincluding $0.2 million for the
cash portion and $0.6 million for the stock compeios expense associated with the fair value afdlwiard. The fair value was derived using
the Black-Scholes option pricing model with an eotpd life of 10 years, risk free interest rate 0fB%, annualized volatility of 71% and no
dividends during the expected term.

Additional Stock Plan Information- As discussed in Note 1, the Company continuestount for its stock-based awards using the
intrinsic value method in accordance with APB OpimNo. 25 and its related interpretations. Underittrinsic-value method of accounting
for stock-based compensation arrangements for rap#n compensation cost is recognized to the ettierfair value of the underlying
common stock exceeds the exercise price of th& siptions at the date of grant. Deferred stock-h@senpensation, 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 overakercise price of the options. These amountbeing amortized over the vesting period on
a straight-line basis. Amortization of deferredcktdased compensation related to employee grargap@aroximately $1.4 million and $1.7
million during the years ended December 31, 20@b2004, respectively.

10. Warrants

In connection with the 2002 bank borrowing arrangetnthe Company issued a detachable warrant thase 66,007 shares of the
Company'’s Series D convertible preferred stocklab$5 per share, which in relation to the Compahigsember 2004 reverse stock split
(see Note 1), was effectively converted to a wan@purchase 22,002 shares of common stock att$4ér share. The warrant was
immediately exercisable. The Company determinedaieralue of the warrant to be $80,000 usingBleck-Scholes option pricing model
and the following assumptions: fair value of Sefdesonvertible preferred stock at the date of isseaof $4.545 per share, a contractual life
of seven years, an annual risk free interest faBe4@%, volatility of 60%, and no future dividendsis amount was treated as a loan disc
and was amortized as interest
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expense over the 24-month term of the arrangerireApril 2005, the warrant was exercised and thereise price was paid for by net issue
exercise, in which the holder of the warrant raliished its right to purchase 5,784 of these shatesyant to the terms of the warrant and
was 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, acerisir consolidation of the Company into or witho#lver corporation in which the
stockholders of the Company own less than 50%ef/dting securities of the surviving corporatioheTCompany 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. NetIncome (Loss) Per Share

Years Ended December 31,

2005 2004 2003

(In thousands, except share and
per share amounts)

Net income (loss $ 48,22% $ 10,38 $ (8,04¢)
Denominator
Weighted average shares outstanding—used for basic
calculation 23,424,41 4,223,60! 64,80(
Weighted average effect of dilutive securiti
Redeemable convertible preferred stock (assuming

conversion to common share — 11,352,24 —

Warrants 31,99¢ 15,47: —

Unvested restricted stock awal 33,51« — —

Employee stock optior 1,868,15I 2,536,63! —
Denominator for diluted calculatic 25,358,08 18,127,96 64,80(
Basic net income (loss) per shi $ 2.0¢ $ 2.4¢€ $(124.17)
Diluted net income (loss) per sh $ 1.9C $ 0.57 $(124.1))

The following outstanding convertible preferredcét@and warrants, common stock warrants, unvestdated stock awards, and
common stock options were excluded from the contjautaf diluted net income (loss) per share forykars ended December 31, 2005,
2004 and 2003 as they had an antidilutive effect:

December 31,

2005 2004 2003
Redeemable convertible preferred stock (assumingession to common share — — 12,854,23
Redeemable convertible preferred stock warransitasg conversion to common

shares — — 22,75¢
Common stock warran — 47¢ 557
Unvested restricted stock awal 12,97: — —
Common stock option 200,77! 36,15¢ 4,178,04.
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12. Income Taxes
The provision for income taxes consists of (in sends):

December 31,

200z
2005 2004

Current tax expens:

Federal —
$11,257 $42( $
State —
25 61
Foreign —
10 —
11,29: 481
Deferred tax expens
Federal —
(7,10 —
State —
(1,467) —
Foreign —
6 J—
(8,562) —

$ 273  $481  $

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

December 31,

2005 2004
Capitalized sta-up costs $ — $ 207
Capitalized research and development ¢ 497 714
Depreciation and amortizatic (35) 15t
Net operating loss and credit carryforwa 12,74( 17,79¢
Federal and state credit carryforwa 1,94( 4,35¢
Other 5,50¢ 4,05¢

20,64¢ 27,28¢
Less: valuation allowanc (12,04¢) (27,289

$ 8,60z $ —

As of December 31, 2005, the Company had defeseddsets arising from tax losses, tax creditsoimer deductible temporary
differences of $20.6 million before being offsetdyaluation allowance. Management believes, basetinumber of factors, that it is more
likely than not that a portion of the deferred &eset at year end will be realized in future peyidds of December 31, 2005, a valuation
allowance of $12.0 million was recorded againstdéferred tax asset. The Company will continuesteas the realizability of the deferred
tax assets based on actual and forecasted operasulgs. The Company has not provided for U.Sorime tax on undistributed earnings for
foreign operations, which were approximately $1lilliom as of December 31, 2005. Those earningsraemded to be permanently
reinvested, and accordingly, the Company has rotigeed deferred income taxes of $0.4 million onhsundistributed earnings.
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The effective tax rate differs from the applicablé. statutory federal income tax rate as follows:

December 31,

200¢ 200¢ 200:
U.S. statutory federal taxes at statutory rate ¢br 35% 35% (35)%
Carryforward losses (benef (11) — —
Research and development credits (ben 4 4 (6)
Difference between U.S. statutory rate and foreiffjactive rate — (1) (§N)]
Stocl-based compensatic — 9 —
Other (@) 4 9)
Change in valuation allowan (14 (32) 51
5% 4% — %

At December 31, 2005, the Company had net operiisgycarryforwards for federal and state incomeptaposes of approximately
$32.3 million and $16.1 million respectively. TredlEral net operating losses expire at various deggsning 2020 through 2022. The state
net operating losses expire in 2013. At DecembeRB@5, the Company also had federal and statanasand development credit
carryforwards of approximately $1.1 million and $illion, respectively, to reduce future taxabiedme. The federal research and
development credit will begin to expire in 2019,il@hhe state research and development credit rmasatried forward indefinitely. The use
of $1.4 million of federal net operating lossesd &1.1 million and $0.8 million of the federal astdte credits, respectively, may be restricted
due to equity transactions defined as ownershipgds Additional ownership changes could resudidditional restrictions.

Additionally, due to the change of ownership rufesfederal and state tax purposes, a portiom®@iGompany’s net operating loss
carryforwards are subject to an annual limitatiorutilization of between $1.6 million and $3.6 naili on utilization. The cumulative net
operating loss available and utilized in 2005, udahg these prior limited cumulative losses, was.$illion for federal purposes and $7.1
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 Geogghic Area

As of December 31, 2005, the Company operateserr@portable segment, the designing, developinghaarteting of comprehensive
platform solutions, including a system-on-chip éinthware, for manufacturers of personal media ptay&@he Company’s chief operating
decision maker is the CEO.
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Geographic Informatior— Long-lived assets outside of the United Statesmsignificant. Revenue consists of sales to enets
assigned to countries based on the address afitb&é and is attributed to the following countries

Years Ended December 31,

2005 2004 2003
Taiwan 36.€% 4.9% 48.1%
China 58.¢ 90.4 43.7
Japar 0.1 1.3 1.8
Malaysia 0.1 0.9 2.€
Korea 3.4 15 2.3
United State: 0.¢ 0.8 0.2
Singapore — 0.1 —
Denmark 0.1 0.1 1.3

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 at$pér share to the director of the Company in axgke 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@bApril 30, 2005. Interest on the promissoryengas payable on April 30, 2005 and
accrued at the rate of 2.03% per year. Also in 2882 consulting agreement was amended to (1) éxtenconsulting 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. Howawvemwould then forfeit the stock and
consulting fees. Since the promissory note is remourse and is effectively repaid through consglervices 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 experibedair 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 $2.6 million,
$0.5 million and $0.5 million of stock-based comgetion expense related to this award in the yeatedDecember 31, 2004, 2003 and
2002, 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 céslthe 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.

15. Related Party Transactions

One of the Company’s suppliers is also a stockholflee Company purchased inventory and servic&d ©8.7 million, $9.1 million
and $11.4 million in the years ended December 82522004 and 2003,
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PORTALPLAYER, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
respectively. Payables to this stockholder at Déxer1, 2005 and 2004 were $27.1 million and $0llifom, respectively. As of
December 31, 2005, this supplier is no longer amrsid a related party.
16. Employee Benefit Plan

The Company has established a t@alified employee savings and retirement planfisich the employees are generally eligible. Ui
the 401(k) Plan, employees may elect to reduce toenpensation and have the amount of this reductmtributed to the 401(k) Plan. The
401(k) Plan is intended to qualify under Sectiofh 40the Internal Revenue Code, so that contrilmsgtio 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.

17. Quarterly Results of Operations (Unaudited)

The following table sets forth our consolidatedestzents of operations data for the eight quartede@ December 31, 2005. This
unaudited quarterly information has been preparethe same basis as our audited consolidated falastatements and, in the opinion of
management, includes all adjustments, consistifgaimormal recurring adjustments, necessaryHerfair presentation of this data.
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Quarter Ended

Mar. 31,
Dec. 31, Sept. 30 June 30, Mar. 31, Dec. 31, Sept. 30 June 30,
2005 2005 2005 2005 2004 2004 2004 2004
(in thousands, except share and per share amounts)
Revenue $ 78,24¢ $ 57,90¢ $ 44,567 $ 44,46¢ $ 44,724 $ 25,60¢ $ 12,03t $ 10,19¢
Cost of revenu 42,06 31,58¢ 25,40: 25,29: 25,301 14,93: 6,91¢ 6,58¢
Gross profit 36,18« 26,32( 19,16¢ 19,177 19,417 10,67¢ 5,12( 3,60¢
Operating expense
Research and development 12,74¢ 9,231 7,90( 6,351 5,327 3,90z 2,98¢ 2,60¢
Selling, general and administrative 6,00¢ 3,99¢ 3,47¢ 2,932 2,79 2,01¢ 1,34¢ 1,44¢
Stoclk-based compensatic 664 69¢ 47C 384 735 1,42¢ 1,66( 1,977
Total operating expenses 19,41¢ 13,93¢ 11,84¢ 9,667 8,857 7,34¢€ 5,991 6,031
Operating income (los: 16,76¢ 12,38t 7,31¢ 9,51( 10,56( 3,32¢ (872) (2,427)
Interest and other income (expense), net 1,63: 1,31¢ 1,11¢ 90¢€ 263 3 9) 12
Net income (loss) before income ta 18,40: 13,70( 8,43¢ 10,41¢ 10,82: 3,33 (880) (2,41))
Provision for (benefit from) income
taxes (1) (5,409 3,42t 2,10¢ 2,60¢ 30¢ 172 — —
Net income (loss $  23,81( $ 10,27¢ $ 6,33¢ $ 7,80¢ $ 10,51« $ 3,16( $ (880) $ (2,41)
L] I I I I I | I
Shares used in computing basic net incc
(loss) per share 23,801,04 23,490,60 23,258,09 23,147,92 12,382,03 2,988,05: 1,367,51! 156,83
Shares used in computing diluted net
income (loss) per sha 25,754,87 25,540,96 25,103,05 25,033,44 21,105,38! 17,395,14 1,367,51! 156,83
Basic net income (loss) per share $ 1.0C $ 0.44 $ 0.27 $ 0.34 $ 0.8t $ 1.0¢€ $ (0.69 $ (15.3)
L] I I I I I | I
Diluted net income (loss) per share $ 0.92 $ 0.4C $ 0.2 $ 0.31 $ 0.5C $ 0.1¢ $ (0.69 $ (15.3)
L] I I I I I | I

(1) The benefit from income taxes for the quartedesl December 31, 2005 includes an $8.6 millioersal of a valuation allowance that was previousborded against the Company’s
deferred tax assets.
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Item 9. Changes in and Disagreements With Accountants on Aounting and Financial Disclosure
Not applicable.

ltem 9A. Controls and Procedures

Disclosure Controls and Procedures. We maintain “disclosure controls and procedfiras such term is defined in Rule 13a-15(e)
under the Securities Exchange Act of 1934 (the Haxge Act”), that are designed to ensure that inédion required to be disclosed by us in
reports that we file or submit under the Exchangeig\recorded, processed, summarized, and repwaitkih the time periods specified in
Securities and Exchange Commission rules and faandsthat such information is accumulated and comcated to our management,
including our Chief Executive Officer and Chief Birtial Officer, as appropriate, to allow timely gémns regarding required disclosure. In
designing and evaluating our disclosure controtsaocedures, management recognized that disclesuteols and procedures, no matter
how well conceived and operated, can provide oegonable, not absolute, assurance that the ofgiectf the disclosure controls and
procedures are met. Our disclosure controls ancepitres have been designed to meet reasonablamssstandards. Additionally, in
designing disclosure controls and procedures, @amagement necessarily was required to apply ignght in evaluating the cost-benefit
relationship of possible disclosure controls amatpdures. The design of any disclosure controlspanckdures also is based in part upon
certain assumptions about the likelihood of futewents, and there can be no assurance that argndeili succeed in achieving its stated
goals under all potential future conditions.

Based on this evaluation, our Chief Executive @ffiand Chief Financial Officer concluded that, isuxh date, our disclosure controls
and procedures were effective at the reasonableaas= level.

Management's Report on Internal Control over Finarad Reporting. Our management is responsible for establishim
maintaining adequate internal control over finah@aorting, as defined in Rule 13a-15(f) and 15¢fjlof the Exchange Act. Under the
supervision and with the participation of our CHieecutive Officer and Chief Financial Officer, acuanagement conducted an evaluation of
the effectiveness of our internal control over fioi@l reporting based on the framework in “Inter@ahtrol—Integrated Framework” issued
by the Committee of Sponsoring Organizations offtreadway Commission. Based on this evaluationpomamagement concluded that our
internal control over financial reporting was effee as of December 31, 2005. Our independenttezgid public accounting firm, Deloitte &
Touche LLP, who also audited our consolidated fomrstatements, has issued an attestation repatiomanagement’s assessment of the
effectiveness of our internal control over finaheéporting. Their report on the audit of intereahtrol over financial reporting appears
herein.

Changes in Internal Control over Financial Reportn  During the fourth fiscal quarter of 2005, therere no changes in the internal
control over financial reporting that have matdyialffected, or are reasonably likely to materiaffect, our internal control over financial
reporting.

Report of Independent Registered Public Accountiigm.

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

We have audited management’s assessment, inclodbd accompanying Management’s Report on InteCoakrol Over Financial
Reporting, that PortalPlayer, Inc. and its subsiéga(the “Company”) maintained effective internahtrol over financial reporting as of
December 31, 2005, based on the criteria establishaternal Control—Integrated Frameworksued by the Committee of Sponsoring
Organizations of the Treadway Commission. The Camijsamanagement is responsible for maintainingatiffe internal control
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over financial reporting, and for its assessmerhefeffectiveness of internal control over finaheceporting. Our responsibility is to express
an opinion on management’s assessment, and amopnithe effectiveness of the Company’s internatml over financial reporting based
on our audit.

We conducted our audit in accordance with the stadwof the Public Company Accounting Oversighti@d&/nited States). Those
standards require that we plan and perform thet &amdbtain reasonable assurance about whetheatigianternal control over financial
reporting was maintained in all material respe®is: audit included obtaining an understanding térimal control over financial reporting,
evaluating management’s assessment, testing ahgaéag the design and operating effectivenessateirnal control, and performing such
other procedures as we considered necessary airthenstances. We believe that our audit providesgonable basis for our opinions.

A company'’s internal control over financial repogiis a process designed by, or under the supenvidi the company’s principal
executive and principal financial officers, or mars performing similar functions, and effected g tompany’s board of directors,
management, and other personnel to provide reapassurance regarding the reliability of financegorting and the preparation of
financial statements for external purposes in ataoce with generally accepted accounting princigdesompany’s internal control over
financial reporting includes those policies andcgdures that (1) pertain to the maintenance ofrdscihat, in reasonable detail, accurately
and fairly reflect the transactions and disposgiofthe assets of the company; (2) provide redsersssurance that transactions are recordec
as necessary to permit preparation of financiaéstants in accordance with generally accepted attmuprinciples and that receipts and
expenditures of the company are being made ordg@ordance with authorizations of management anedtdirs of the company; and
(3) provide reasonable assurance regarding prereatitimely detection of unauthorized acquisitiose, or disposition of the company’s
assets that could have a material effect on ttaniial statements.

Because of the inherent limitations of internaltcolhover financial reporting, including the pogiti of collusion or improper
management override of controls, material misstatémdue to error or fraud may not be preventatbtacted on a timely basis. Also,
projections of any evaluation of the effectivenekthe internal control over financial reportingftdure periods are subject to the risk that the
controls may become inadequate because of chamgesditions, or that the degree of compliance Withpolicies or procedures may
deteriorate.

In our opinion, management’s assessment that thep@oy maintained effective internal control oveaficial reporting as of
December 31, 2005, is fairly stated, in all mategapects, based on the criteria establishédt@rnal Control—Integrated Frameworksuec
by the Committee of Sponsoring Organizations offtteadway Commission. Also, in our opinion, the @amy maintained, in all material
respects, effective internal control over financegorting as of December 31, 2005, based on ttexiarestablished iimternal Control—
Integrated Frameworissued by the Committee of Sponsoring Organizatidrise Treadway Commission.

We have also audited, in accordance with the stasd# the Public Company Accounting Oversight Bo@snited States), the
consolidated financial statements and consolidfiethcial statement schedule as of and for the geded December 31, 2005 of the
Company and our report dated March 8, 2006 exptesms@inqualified opinion on those financial statetae

/ s/ DELOITTE& T OUCHELLP

San Jose, California
March 8, 2006

Item 9B.  Other Information.
Not applicable.
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PART Il
ltem 10.  Directors and Executive Officers of the Registrant

Directors

The information required by this Item regarding directors is incorporated by reference to thermfation contained in the section
captioned “Election of Directors” in the Compangafinitive proxy statement that the Company wik fpbursuant to Regulation 14a of the
Exchange Act in connection with the 2006 annualtmgeof our stockholders (the “Proxy Statement”).
Executive Officers

The information required by this Item regarding emecutive officers is incorporated by referencthinformation contained in the
section captioned “Executive Officers” included enéPart | of this report.
Audit Committee

The information required by this Item regarding audit committee and audit committee financial ekgeincorporated by reference to
the information contained in our Proxy Statement.
Section 16(a) Beneficial Ownership Reporting Compdince

The information required by this Item regarding et 16(a) beneficial ownership reporting compliane incorporated by reference to
the information contained in the section captiotfeection 16(a) Beneficial Ownership Reporting Coizupte” in our Proxy Statement.
Code of Ethics and Business Conduct

We have adopted a Code of Ethics and Business Cobtitat applies to our chief executive officer amaior financial officers, as
required by the SEC, and is publicly available anwebsite at www.portalplayer.com.
ltem 11. Executive Compensation

Information regarding the compensation of our naeeztutive officers is set forth under “Executiven@pensation” in the Proxy
Statement, which information is incorporated hetwirreference. Information regarding the compensadif our directors is set forth under
“Election of Directors—Director Compensation” iretProxy Statement, which information is incorpodaterein by reference. Additional
information regarding our directors is set forttden“Election of Directors—Compensation Committetetlocks and Insider Participation
our Proxy Statement, which information is incorgecaherein by reference.

Item 12.  Security Ownership of Certain Beneficial Owners andManagement and Related Stockholder Matters

Information regarding security ownership of certbéneficial owners, directors and executive offidsrset forth under “Security
Ownership of Certain Beneficial Owners and Manag#iria our Proxy Statement, which information is@mporated herein by reference.
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Equity Compensation Plan Information

The following table gives information about our ssof common stock that may be issued upon thesisgeof options, warrants and
rights under all of our existing equity compensafitans as of December 31, 2005, including our 13@gk Option Plan, 2004 Stock
Incentive Plan and 2004 Employee Stock Purchase Btawell as shares of our common stock that reagsued under individual
compensation arrangements that were not approvedirbstockholders, also referred to as our Non-Beamnts.

Number of Securities Remaining

Number of Securities to b Weighted-average
Exercise Price of Available for Issuance Under
Issued Upon Exercise of Outstanding Options Equity Compensation Plans
Outstanding Options, (Excluding Securities Reflected
Warrants and Rights Warrants and Rights in Column (a)) (1) (2)
Plan Category (@) (b) (c)
Equity compensation plans
approved by security holde 3,320,911 $ 12.4: 810,48:
Equity compensation plans not
approved by security holde 41,06° $ 4.5(C —
Total 3,361,98! $ 12.3¢ 810,48:

(1) The number of shares reserved for issuancerihd@004 stock incentive plan will be increasadte first day of each of our fiscal
years from 2006 through 2014 by the lesser of: 2,38 shares; 5% of our outstanding common stocketast day of the immediate
preceding fiscal year through 2009 and 3% of oustanding common stock on the last day of the imately preceding fiscal year for
2010 through 2014; or the number of shares detexinty the board of directors. The number of shaassrved for issuance under the
employee stock purchase plan will be increasedheriitst day of each of our fiscal years from 28@®ugh 2014 by the lesser of:
400,000 shares; 1% of our outstanding common stadke last day of the immediately preceding fiseslr; or the number of shares
determined by our board of directors. Stock optioestricted stock, restricted stock units or stapfreciation rights may be awarded
under the 2004 Stock Incentive Pl

(2) Includes 486,714 shares issuable under the 2004cge®wStock Purchase Pl:

The only outstanding Non-Plan Grant as of Decerthie2005 relates to an individual compensationngeanent that was made prior to
the initial public offering of our common stock2904. The outstanding Non-Plan Grant involved thard of directors’ grant of a warrant to
purchase 41,067 shares of our common stock atemsisg price of $4.50 to Mr. Johnson. This warreas non-qualified and was
immediately exercisable, with a term of 10 yeatse Warrant was fully vested at grant. Mr. Johnsas 1ot exercised the warrant with resj
to any shares, and as of December 31, 2005, thentantitles Mr. Johnson to purchase 41,067 shardsr the Non-Plan Grant.

Item 13.  Certain Relationships and Related Transactions

Information regarding certain relationships anated transactions is set forth under “Certain Redahips and Related Transactions” in
our Proxy Statement, which information is incorgedaherein by reference.
Iltem 14.  Principal Accountant Fees and Service:

Information regarding principal auditor fees andvames is set forth under “Principal Accountant §eed Services” in our Proxy
Statement, which information is incorporated hetmjirreference.
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PART IV

Item 15.  Exhibits and Financial Statement Schedules
(a) The following documents are filed as part of tlepart:
1. Financial Statements-See Index to Consolidated Financial Statemen@am I, Iltem 8.

2. Financial Statement SchedulesAll financial statement schedules have been onhitiecause the information required is not
applicable or is shown in the Consolidated Findrfgiatements or notes thereto.

3. Exhibits—
Exhibit
Number Description
3.(1) Form of Restated Certificate of Incorporation af fRegistrant (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.
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* Amended and Restated 2004 Stock Incentive Pladaxndof agreements thereund
10.4* Form of 2004 Employee Stock Purchase Plan
10.5 Lease Agreement, dated June 11, 1999, betweenethistRint and John Arrillaga Survivor’'s Trust aridiard T. Peery
Separate Property Trust and amendments theretd diale 16, 1999 and March 16, 2000.
10.6 Office Lease, dated January 13, 2001, between ¢igésRant and Touchstone Building LLC and suppleiaidatter thereto
dated April 5, 2001. (1
10.7 Lease Agreement, dated February 5, 2000, betwesdalPlayer Private Limited and Sri S.K. Jayachantemse Agreements
dated August 6, 2000 and May 1, 2001, between IPtedger Private Limited and Sri R.C. Samal. Leageetment, dated
August 27, 1999, between PortalPlayer Private ldchdand Sri N. Sambasiva Rao. Lease Agreement, daigasst 15, 2004,
between Pinexe Systems Private Limited and Srid¥hl&asiva Rao. Lease Agreement, dated NovembeOR8, Between
Pinexe Systems Private Limited and Sri C. Umamahesw3)
10.8* Offer Letter dated March 14, 2003, between the &egit and Gary Johnson. |
10.9* Letter Agreement dated January 13, 2003, betweeRé#gistrant and Sanjeev Kumar.
10.10* Offer Letter dated May 6, 2004, between the Regigtand Sver-Olav Carlsen. (1
10.11* Offer Letter dated May 28, 2004, between the Regyistand Richard Miller. (1
10.12* Offer Letter dated January 30, 2004, between thlggsRant and Scott Tandy. (
10.13* Offer Letter dated June 16, 1999, between the Ragisand Michael Maia. (!
10.14 Loan and Security Agreement, dated November 103 206tween the Registrant and Silicon Valley Bamd amendment
thereto dated June 18, 2004.
10.15 Streamline Facility Agreement, dated November D03 between the Registrant and Silicon Valley Bdhk
10.16 Term Sheet dated as of November 13, 2003 betweeRélistrant and Silicon Valley Bank. |
10.17 LSI Logic Corporation ASIC Terms of Engagementedatebruary 19, 2003, between the Registrant ahdlagc

Corporation. (1,
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Exhibit
Number Description

10.18 Master ASIC Services Agreement, dated as of OctdBeR001, between the Registrant and eSilicon @atn. (1)

10.19 Lease between the Registrant and CarrAmerica R€glgrating Partnership L.P., effective as of ABriR005 and dated as
of April 16, 2005. (4,

10.20* Form of Restricted Stock Agreement under the P@ldstkr, Inc. 2004 Stock Incentive Plan.

10.21 Loan and Security Agreement between the RegistnaahtSilicon Valley Bank, effective as of May 31080and dated as of
May 31, 2005. (6

10.22* Warrant to Purchase Shares of Common Stock Issu@ary Johnson. (i

10.23* Offer Letter dated February 15, 2005, between thgifrant and Henry DeNero. (

10.24* Offer Letter dated November 8, 2005, between thgigtant and Tomas Isaksson.

10.25* Offer Letter dated December 22, 2005, between #gsRant and Robert A. Gunst. (]

10.26 First Amendment to Lease between PortalPlayer,dnd.CarrAmerica Realty Operating Partnership,,lefective as of
December 27, 2005 and dated as of December 22, pDD}

21.1 List of Subsidiaries. (1

23.1 Consent of Independent Registered Public Accouriing.

24.1 Power of Attorney (see page 68 of this Forr-K).

31.1 Rule 13i-14(a)/15¢14(a) Certification of Chief Executive Office

31.2 Rule 13i-14(a)/15¢14(a) Certification of Chief Financial Office

32.1%* Section 1350 Certification

(1) Incorporated by reference to the exhibit begathe same number filed with the Registrant’s Regfion Statement on Form S-1
(Registration Statement 3-117900).

(2) Incorporated by reference to Exhibit 3(ii) to thedistran’s Quarterly Report on Form -Q for the quarter ended September 30, 2

(3) Incorporated by reference to Exhibit 10.7 to thgiBean’s Annual Report on Form -K for the year ended December 31, 2C

(4) Incorporated by reference to Exhibit 10.1 to thgiBean’s Current Report on Forn-K filed April 14, 2005.

(5) Incorporated by reference to Exhibit 10.1 to thgiRean’s Current Report on Forn-K filed May 9, 2005

(6) Incorporated by reference to Exhibit 10.1 to thgiR®an’s Current Report on Forn-K filed June 6, 200~

(7) Incorporated by reference to Exhibit 10.1 to thgiBean’s Quarterly Report on Form -Q for the quarter ended March 31, 20

(8) Incorporated by reference to Exhibit 10.1 to thgiRean’s Current Report on Forn-K filed February 22, 200:

(9) Incorporated by reference to Exhibit 10.1 to thgiRean’s Current Report on Forn-K filed November 15, 200¢

(10) Incorporated by reference to Exhibit 10.1 to thgiRean’s Current Report on Forn-K filed December 28, 200!

(11) Incorporated by reference to Exhibit 10.1 to thgiRean’s Current Report on Forn-K filed December 28, 200!

* Indicates a management contract or compensatonygolarrangemen

**  In accordance with Iltem 601(b)(32)(ii) of Regtitan S-K and SEC Release Nos. 33-8238 and 34-47486| Rule:Management’s
Reports on Internal Control Over Financial Repogiand Certification oDisclosure in Exchange Act Periodic Repotie
certifications furnished in Exhibit 32.1 hereto deemec
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to accompany this Form 10-K and will not be deetffideld” for purpose of Section 18 of the ExchangetASuch certifications will not

be deemed to be incorporated by reference intdimg under the Securities Act or the Exchange,Astcept to the extent that the
registrant specifically incorporates it by referer

(b) Exhibits

See Item 15(a)(3) above.

(c) Financial Statement Schedules
See Item 15(a)(2) above.
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SIGNATURES

Pursuant to the requirements of Section 13 or 1&f{(the Securities Exchange Act of 1934, the Regyigthas duly caused this report to
be signed on its behalf by the undersigned, théoedmly authorized.

PortalPlayer, Inc

By: /'s/ SVEND-O LAV C ARLSEN

Svend-Olav Carlsen
Chief Financial Officel

Dated: March 9, 2006
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POWER OF ATTORNEY

KNOWN ALL PERSONS BY THESE PRESENTS, that each penshose signature appears below constitutes guuiratp Gary
Johnson and Svend-Olav Carlsen jointly and sewyetils attorneys-in-fact and agents, each withpitveer of substitution and resubstitution,
for him and in his name, place or stead, in anyahcapacities, to sign any amendments to thisiahreport on Form 10-K, and to file such
amendments, together with exhibits and other dootsria connection therewith, with the Securitied &xchange Commission, granting to
each attorney-in-fact and agent, full power andhauity to do and perform each and every act anththéquisite and necessary to be done in
and about the premises, as fully as he might oldatai in person, and ratifying and confirming &lat the attorney-in-facts and agents, or his
or her substitute or substitutes, may do or cam&e tdone by virtue hereof.

Pursuant to the requirements of the Securities &xgé Act of 1934, this report has been signed bélpthe following persons on
behalf of the registrant and in the capacities@mthe dates indicated.

Signature Title Date

/s/  GARY JOHNSON President, Chief Executive Officer, Director March 9, 2006
(Principal Executive Officer)

Gary Johnson

/s/  SveEND-O LAV C ARLSEN Chief Financial Officer March 9, 2006
(Principal Financial Officer and
Svend-Olav Carlsen Principal Accounting Officel
/s/ RICHARD L. S ANQUINI Director and Chairman of the Board March 9, 2006
Richard L. Sanquini
/sl WiLLiam J. DALLY Director March 9, 2006
William J. Dally
/s/ HENRYT.DEN ERO Director March 9, 2006

Henry T. DeNero
/s/ ROBERTA. G UNST Director March 9, 2006

Robert A. Gunst
/s/ ToOMASI| SAKSSON Director March 9, 2006

Tomas Isaksson
/s/ SHAHAN D. SOGHIKIAN Director March 9, 2006

Shahan D. Soghikian
/sl JamesL. W HimMS Director March 9, 2006

James L. Whims
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EXHIBIT INDEX
Exhibit
Number Description
3.(3) Form of Restated Certificate of Incorporation af fRegistrant (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.
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* Amended and Restated 2004 Stock Incentive Pladaxndof agreements thereund
10.4* Form of 2004 Employee Stock Purchase Plan
10.5 Lease Agreement, dated June 11, 1999, betweenethistRint and John Arrillaga Survivor’'s Trust aridiard T. Peery
Separate Property Trust and amendments theretd diale 16, 1999 and March 16, 2000.
10.6 Office Lease, dated January 13, 2001, between ¢lgésRant and Touchstone Building LLC and suppldidatter thereto
dated April 5, 2001. (1
10.7 Lease Agreement, dated February 5, 2000, betwedalPlayer Private Limited and Sri S.K. Jayachantemse Agreements
dated August 6, 2000 and May 1, 2001, between IPtedger Private Limited and Sri R.C. Samal. Leageetment, dated
August 27, 1999, between PortalPlayer Private ldcthdand Sri N. Sambasiva Rao. Lease Agreement, daigaist 15, 2004,
between Pinexe Systems Private Limited and Srid¥hliasiva Rao. Lease Agreement, dated NovembeOR8, Between
Pinexe Systems Private Limited and Sri C. Umamabesw3)
10.8* Offer Letter dated March 14, 2003, between the Regit and Gary Johnson. |
10.9* Letter Agreement dated January 13, 2003, betweeRé#gistrant and Sanjeev Kumar.
10.10* Offer Letter dated May 6, 2004, between the Registand Sver-Olav Carlsen. (1
10.11* Offer Letter dated May 28, 2004, between the Regyistand Richard Miller. (1
10.12* Offer Letter dated January 30, 2004, between thlggsRant and Scott Tandy. (
10.13* Offer Letter dated June 16, 1999, between the Ragisand Michael Maia. (!
10.14 Loan and Security Agreement, dated November 103 206tween the Registrant and Silicon Valley Bamd amendment
thereto dated June 18, 2004.
10.15 Streamline Facility Agreement, dated November D03 between the Registrant and Silicon Valley Bdhk
10.16 Term Sheet dated as of November 13, 2003 betweeRelistrant and Silicon Valley Bank. |
10.17 LSI Logic Corporation ASIC Terms of Engagementedatebruary 19, 2003, between the Registrant ahdlagc
Corporation. (1,
10.18 Master ASIC Services Agreement, dated as of OctdBeP001, between the Registrant and eSilicon @atn. (1)
10.19 Lease between the Registrant and CarrAmerica R€glgrating Partnership L.P., effective as of ABrik005 and dated as of
April 16, 2005. (4,
10.20* Form of Restricted Stock Agreement under the P@ldstkr, Inc. 2004 Stock Incentive Plan.
10.21 Loan and Security Agreement between the RegistiaahiSilicon Valley Bank, effective as of May 31080and dated as of
May 31, 2005. (6
10.22* Warrant to Purchase Shares of Common Stock Issu&aity Johnson. (i
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Exhibit
Number Description
10.23* Offer Letter dated February 15, 2005, between thgifrant and Henry DeNero. (
10.24* Offer Letter dated November 8, 2005, between thgigkant and Tomas Isaksson.
10.25* Offer Letter dated December 22, 2005, between #gsRant and Robert A. Gunst. (]
10.26 First Amendment to Lease between PortalPlayer,dnd.CarrAmerica Realty Operating Partnership,,leffective as of
December 27, 2005 and dated as of December 22, pOD}
21.1 List of Subsidiaries. (1
23.1 Consent of Independent Registered Public Accourking.
24.1 Power of Attorney (see page 78 of this Forr-K).
31.1 Rule 13i-14(a)/15¢-14(a) Certification of Chief Executive Office
31.2 Rule 13i-14(a)/15¢14(a) Certification of Chief Financial Office
32.1% Section 1350 Certification

(1) Incorporated by reference to the exhibit begatire same number filed with the Registrant’s Regfion Statement on Form S-1
(Registration Statement 3-117900).

(2) Incorporated by reference to Exhibit 3(ii) to thedistran’s Quarterly Report on Form -Q for the quarter ended September 30, 2

(3) Incorporated by reference to Exhibit 10.7 to thgiB&an’s Annual Report on Form -K for the year ended December 31, 2C

(4) Incorporated by reference to Exhibit 10.1 to thgiBean’s Current Report on Forn-K filed April 14, 2005.

(5) Incorporated by reference to Exhibit 10.1 to thgiBean’s Current Report on Forn-K filed May 9, 2005

(6) Incorporated by reference to Exhibit 10.1 to thgiR®an’s Current Report on Forn-K filed June 6, 200~

(7) Incorporated by reference to Exhibit 10.1 to thgiBean’s Quarterly Report on Form -Q for the quarter ended March 31, 20

(8) Incorporated by reference to Exhibit 10.1 to thgiBean’s Current Report on Forn-K filed February 22, 200:

(9) Incorporated by reference to Exhibit 10.1 to thgiBean’s Current Report on Forn-K filed November 15, 200¢

(10) Incorporated by reference to Exhibit 10.1 to thgiRean’s Current Report on Forn-K filed December 28, 200!

(11) Incorporated by reference to Exhibit 10.1 to thgiRean’s Current Report on Forn-K filed December 28, 200!

* Indicates a management contract or compensatonygplarrangemen

**  |n accordance with Item 601(b)(32)(ii) of Regtitsn S-K and SEC Release Nos. 33-8238 and 34-47186| Rule:Management'’s
Reports on Internal Control Over Financial Repogiiand Certification of Disclosure in Exchange AetiBdic Reportsthe
certifications furnished in Exhibit 32.1 hereto deemed to accompany this Form 10-K and will notd&emed “filed” for purpose of
Section 18 of the Exchange Act. Such certificatiiilsnot be deemed to be incorporated by referénteany filing under the
Securities Act or the Exchange Act, except to titerg that the registrant specifically incorpordtdsy reference
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Exhibit 10.3
PORTALPLAYER, INC.
AMENDED AND RESTATED 2004 STOCK INCENTIVE PLAN
(Adopted by the Board on July 29, 2004)

(Reflecting a One-for-Three (1:3) Reverse Stock SpEffected on November 12, 2004)
(Amended and Restated by the Board on July 22, 20D
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PORTALPLAYER, INC.
AMENDED AND RESTATED 2004 STOCK INCENTIVE PLAN

SECTION 1. ESTABLISHMENT AND PURPOSE.

The Plan was adopted by the Board of Directorsubpn 20, 2004, effective as of the date of the atitiffering of Stock to the public
pursuant to a registration statement filed by tben@any with the Securities and Exchange Commigsian“Effective Date”), and amended
and restated by the Board of Directors on July2®®5. All share numbers herein have been restategflect a one-for-three (1:3) reverse
stock split effected on November 12, 2004. The psepof the Plan is to promote the long-term sucokd®e Company and the creation of
stockholder value by (a) encouraging Employeessi@etDirectors and Consultants to focus on criticag-range objectives, (b) encouraging
the attraction and retention of Employees, OutBiglectors and Consultants with exceptional quadiiiens and (c) linking Employees,
Outside Directors and Consultants directly to shadéter interests through increased stock ownerdtiip.Plan seeks to achieve this purpose
by providing for Awards in the form of restricteldages, stock units, options (which may constitntentive stock options or nonstatutory
stock options) or stock appreciation rights.

SECTION 2. DEFINITIONS.

(a) “Affiliate” shall mean any entity other than a Subsidiarnhef€ompany and/or one of more Subsidiaries ownesstthan 50% of
such entity.

(b) “Award” shall mean any award of an Option, a SAR, a Réstti€hare or a Stock Unit under the Plan.

(c) “Board of Directors” shall mean the Board of Directors of the Compasycanstituted from time to time.

(d) “Change in Control”shall mean the occurrence of any of the followingres:

(i) A change in the composition of the Board ofdaitors occurs, as a result of which fewer thantwaigef the incumbent directc
are directors who either:

(A) Had been directors of the Company on the “Ibaick date” (as defined below) (the “original dimst); or

(B) Were elected, or nominated for election, toBoard of Directors with the affirmative votes d¢fl@ast a majority of the
aggregate of the original directors who were stibbffice at the time of the election or nominatimmd the directors whose election
or nomination was previously so approved (the “caribg directors”); or
(if) Any “person” (as defined below) who by the aggjtion or aggregation of securities, is or becertie “beneficial owner” (as

defined in Rule 13d-3 under the Exchange Act),dliyeor indirectly, of securities of the Companyresenting 50% or more of the
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combined voting power of the Company’s then outditasn securities ordinarily (and apart from righteming under special
circumstances) having the right to vote at elestiohdirectors (the “Base Capital Stock”); excdyatttany change in the relative
beneficial ownership of the Company’s securitiesahy person resulting solely from a reduction i dggregate number of outstanding
shares of Base Capital Stock, and any decreaseafterin such person’s ownership of securitieall $f& disregarded until such person
increases in any manner, directly or indirecthctsperson’s beneficial ownership of any securibethe Company; or

(iii) The consummation of a merger or consolidatidrithe Company with or into another entity or antlyer corporate
reorganization, if persons who were not stockhaldéithe Company immediately prior to such mergensolidation or other
reorganization own immediately after such mergensolidation or other reorganization 50% or moréhefvoting power of the
outstanding securities of each of (A) the contiguin surviving entity and (B) any direct or inditg@arent corporation of such
continuing or surviving entity; or

(iv) The sale, transfer or other disposition ofallsubstantially all of the Company’s assets.

For purposes of subsection (d)(i) above, the tdook-back” date shall mean the later of (1) theeEfive Date or (2) the date 24 months
prior to the date of the event that may constitu@hange in Control.

For purposes of subsection (d)(ii)) above, the tyerson” shall have the same meaning as wheniansgdctions 13(d) and 14(d) of the
Exchange Act but shall exclude (1) a trustee oerfigluciary holding securities under an employeediit plan maintained by the Company
or a Parent or Subsidiary and (2) a corporationegidirectly or indirectly by the stockholders o tBompany in substantially the same
proportions as their ownership of the Stock.

Any other provision of this Section 2(d) notwithstiing, a transaction shall not constitute a Changgontrol if its sole purpose is to
change the state of the Compamniricorporation or to create a holding company wikbe owned in substantially the same propomitiy the
persons who held the Company’s securities immegiatfore such transaction, and a Change in Costrall not be deemed to occur if the
Company files a registration statement with theuiges and Exchange Commission for the initiakoiffig of Stock to the public.

(e) “Code” shall mean the Internal Revenue Code of 1986, anded.

(f) “Committee” shall mean the Compensation Committee as desigbgttte Board of Directors, which is authorizedatiminister the
Plan, as described in Section 3 hereof.

(9) “Company” shall mean PortalPlayer, Inc.

(h) “Consultant” shall mean a consultant or advisor who providesime services to the Company, a Parent, a Sagidr an
Affiliate as an independent contractor or a mendfehe board of directors of a Parent or a Subsjdigho is not an Employee.
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(i) “Employee” shall mean any individual who is a common-law emp®of the Company, a Parent or a Subsidiary.
() “Exchange Act”shall mean the Securities Exchange Act of 1934nasnded.

(k) “Exercise Price”shall mean, in the case of an Option, the amounvfich one Share may be purchased upon exercisechf
Option, as specified in the applicable Stock Op#Agneement. “Exercise Price,” in the case of a S&tkll mean an amount, as specified in
the applicable SAR Agreement, which is subtractethfthe Fair Market Value of one Share in deterngrthe amount payable upon exercise
of such SAR.

() “Fair Market Value” with respect to a Share, shall mean the marke¢ pfione Share, determined by the Committee amisl|

(i) If the Stock was traded over-the-counter ondhee in question but was not traded on The NaStiack Market, then the Fair
Market Value shall be equal to the last transagbidce quoted for such date by the OTC Bulletin laar, if not so quoted, shall be
equal to the mean between the last reported rapegae bid and asked prices quoted for such dataéd principal automated inter-
dealer quotation system on which the Stock is gloteif the Stock is not quoted on any such systanthe Pink Sheets LLC;

(i) If the Stock was traded on The Nasdaq StockKdt then the Fair Market Value shall be equahtlast reported sale price
guoted for such date by The Nasdaqg Stock Market;

(iii) If the Stock was traded on a United Statexktexchange on the date in question, then theNraiket Value shall be equal to
the closing price reported for such date by thdiegiple composite-transactions report; and

(iv) If none of the foregoing provisions is applide, then the Fair Market Value shall be determibpgthe Committee in good
faith on such basis as it deems appropriate.

In all cases, the determination of Fair Market \¢dy the Committee shall be conclusive and bindimgll persons.
(m) “ISO” shall mean an employee incentive stock option deesdiin Section 422 of the Code.
(n) “Nonstatutory Option”or “NSO” shall mean an employee stock option that is ndS&n

(o) “Offeree” shall mean an individual to whom the Committee dféered the right to acquire Shares under the Ritirer than upon
exercise of an Option).

(p) “Option” shall mean an ISO or Nonstatutory Option grantetkuthe Plan and entitling the holder to purchdse&s.
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(q) “Optionee” shall mean an individual or estate who holds anddpir SAR.

(r) “Outside Director” shall mean a member of the Board of Directors vehwot a common-law employee of, or paid consulianthe
Company, a Parent or a Subsidiary.

(s) “Parent” shall mean any corporation (other than the Compamgh unbroken chain of corporations ending wld €ompany, if
each of the corporations other than the Companysaitack possessing 50% or more of the total condbioéng power of all classes of stc
in one of the other corporations in such chainofporation that attains the status of a Parent date after the adoption of the Plan shall be a
Parent commencing as of such date.

(t) “Participant” shall mean an individual or estate who holds an iiwa
(u) “Plan” shall mean this 2004 Stock Incentive Plan of PBttgler, Inc., as amended from time to time.

(v) “Purchase Price”shall mean the consideration for which one Sharg lmaacquired under the Plan (other than upon &sesof an
Option), as specified by the Committee.

(w) “Restricted Share’shall mean a Share awarded under the Plan.

(x) “Restricted Share Agreemerghall mean the agreement between the Company anddlpient of a Restricted Share which cont
the terms, conditions and restrictions pertainmguch Restricted Shares.

(y) “SAR” shall mean a stock appreciation right granted utigePlan.

(2) “SAR Agreementshall mean the agreement between the Company a@gtionee which contains the terms, conditions and
restrictions pertaining to his or her SAR.

(aa) “Service” shall mean service as an Employee, Consultant tsid@uDirector.
(bb) “Share” shall mean one share of Stock, as adjusted in danoe with Section 8 (if applicable).
(cc) “Stock” shall mean the Common Stock of the Company.

(dd) “Stock Option Agreementhall mean the agreement between the Company a®gtionmee that contains the terms, conditions and
restrictions pertaining to his Option.

(ee) “Stock Unit"shall mean a bookkeeping entry representing thivalgut of one Share, as awarded under the Plan.

(ff) “Stock Unit Agreementshall mean the agreement between the Company anddipient of a Stock Unit which contains the term
conditions and restrictions pertaining to such Ktdait.
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(g9) “Subsidiary” shall mean any corporation, if the Company andha @ more other Subsidiaries own not less than &0fte total
combined voting power of all classes of outstanditagk of such corporation. A corporation thatiatdhe status of a Subsidiary on a date
after the adoption of the Plan shall be consider&dibsidiary commencing as of such date.

SECTION 3. ADMINISTRATION.

(a) Committee CompositiariThe Plan shall be administered by the Commiftée. Committee shall consist of two or more diresiofr
the Company, who shall be appointed by the BoarddHdition, the composition of the Committee shatisfy (i) such requirements as the
Securities and Exchange Commission may establishdiministrators acting under plans intended tdifyufar exemption under Rule 16b-3
(or its successor) under the Exchange Act; andyith requirements as the Internal Revenue Semégeestablish for outside directors acting
under plans intended to qualify for exemption urfBlection 162(m)(4)(C) of the Code.

(b) Committee for Non-Officer Grant§he Board may also appoint one or more sepacatenittees of the Board, each composed of
one or more directors of the Company who need aiigfg the requirements of Section 3(a), who mayiadster the Plan with respect to
Employees who are not considered officers or dirsobf the Company under Section 16 of the Exch@wgemay grant Awards under the
Plan to such Employees and may determine all tefreach grants. Within the limitations of the prédiceg sentence, any reference in the Plan
to the Committee shall include such committee onmittees appointed pursuant to the preceding seetdine Board of Directors may also
authorize one or more officers of the Company wigieate Employees, other than officers under Sedtéof the Exchange Act, to receive
Awards and/or to determine the number of such Aw#odoe received by such persons; provided, howévalrthe Board of Directors shall
specify the total number of Awards that such officmay so award.

(c) Committee Procedures’he Board of Directors shall designate one oftieenbers of the Committee as chairman. The Comenitte
may hold meetings at such times and places aslitddtermine. The acts of a majority of the Contegitmembers present at meetings at
which a quorum exists, or acts reduced to or aggaton writing by all Committee members, shall bédsacts of the Committee.

(d) Committee ResponsibilitieSubject to the provisions of the Plan, the Corteaishall have full authority and discretion toetdlike
following actions:

(i) To interpret the Plan and to apply its provisp

(if) To adopt, amend or rescind rules, proceduresfarms relating to the Plan;

(i) To authorize any person to execute, on bebfthe Company, any instrument required to catrytbe purposes of the Plan;
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(iv) To determine when Awards are to be grantedeutice Plan;
(v) To select the Offerees and Optionees;
(vi) To determine the number of Shares to be mabgest to each Award;

(vii) To prescribe the terms and conditions of eAefard, including (without limitation) the Exercis&ice and Purchase Price, i
the vesting or duration of the Award (including elecating the vesting of Awards, either at the tohéhe Award or thereafter, without
the consent of the Participant), to determine wéresim Option is to be classified as an ISO or dsmstatutory Option, and to specify
the provisions of the agreement relating to suclarsiy

(viil) To amend any outstanding Award agreementjestt to applicable legal restrictions and to tbasent of the Participant if tl
Participant’s rights or obligations would be mad#lyiimpaired;

(i) To prescribe the consideration for the graneach Award or other right under the Plan andei@ianine the sufficiency of
such consideration;

(x) To determine the disposition of each Award threo right under the Plan in the event of a Paudint’s divorce or dissolution of
marriage;

(xi) To determine whether Awards under the Plar gl granted in replacement of other grants undeneentive or other
compensation plan of an acquired business;

(xii) To correct any defect, supply any omissionreconcile any inconsistency in the Plan or anyafdhagreement;

(xiii) To establish or verify the extent of satisfmn of any performance goals or other conditiapplicable to the grant, issuance,
exercisability, vesting and/or ability to retainyafward; and

(xiv) To take any other actions deemed necessaaglgisable for the administration of the Plan.

Subject to the requirements of applicable law,Goenmittee may designate persons other than merobdre Committee to carry out its
responsibilities and may prescribe such conditam limitations as it may deem appropriate, exttmgtthe Committee may not delegate its
authority with regard to the selection for partatipn of or the granting of Options or other rightgler the Plan to persons subject to Section
16 of the Exchange Act. All decisions, interpreiati and other actions of the Committee shall bed find binding on all Offerees, all
Optionees, and all persons deriving their rightsnfran Offeree or Optionee. No member of the Conemishall be liable for any action tha
has taken or has failed to take in good faith watspect to the Plan, any Option, or any right guae Shares under the Plan.
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SECTION 4. ELIGIBILITY.

(a) General RuleOnly Employees shall be eligible for the grant®0ls. Only Employees, Consultants and Outside Qirschall be
eligible for the grant of Restricted Shares, Stdclits, Nonstatutory Options or SARSs.

(b) Automatic Grants to Outside Directors.

(i) Each Outside Director who first joins the BoarftDirectors on or after July 22, 2005, and whawat previously an Employe
shall receive a Nonstatutory Option to purchasentyvseven thousand nine hundred sixteen (27,916) Sksubect to adjustment unt
Section 11) and an award of four thousand five heai@ighty-three (4,583) Restricted Shares on dte df his or her election to the
Board of Directors. Twenty-five percent (25%) oétBhares subject to each Option granted undeB#dson 4(b)(i) shall vest and
become exercisable on the first anniversary ofitite of grant. Twenty-five percent (25%) of the tReted Shares awarded under this
Section 4(b)(i) shall vest on the first anniversafyhe date of grant. The balance of the Sharkgstuto such Option (i.e. the remaining
seventy-five percent (75%)) shall vest and becoxeeaisable monthly over a thrgear period beginning on the day which is one m
after the first anniversary of the date of graha anonthly rate of 2.0833% of the total numbeS8hbares subject to such Options. The
balance of the Restricted Shares (i.e. the rengggwenty-five percent (75%)) shall vest monthlgroa three-year period beginning on
the day which is one month after the first anniaeyf the date of award, at a monthly rate of 2338 of the total number of Restricted
Shares. Notwithstanding the foregoing, each sudio®pnd Restricted Share shall become veste€Hange in Control occurs with
respect to the Company during the Optionee’s SerWo payment is required for the Restricted Shavesrded under this Section 4(b)
(i), and the terms for each such Restricted Shzakt sonform to the provisions of Section 6 of flan, except to the extent specifically
modified by this Section 4(b)(i) or the terms of tRestricted Stock Agreement between the recipiedtthe Company.

(i) On the first business day following the corgibn of each regular annual meeting of the Compastgckholders, commencing
with the annual meeting occurring in 2006, eachsfdiet Director who was not elected to the Boardlierfirst time at such meeting and
who will continue serving as a member of the BaarBirectors thereafter shall receive an Optioptiochase eight thousand three
hundred seventy-five (8,375) Shares (subject tosdidjent under Section 11) and an award of one #multhree hundred seventy-five
(1,375) Restricted Shares, provided that such @atSirector has served on the Board of Directorafdeast six months. Each Option
granted and each Restricted Share awarded undeBdhtion 4(b)(ii) shall vest and become exercesahlthe first anniversary of the
date of grant or award; provided, however, thahearh Option shall become exercisable in full each such Restricted Share shall
become fully vested immediately prior to the nedgular annual meeting of the Company’s stockholfidieving such date of grant in
the event such meeting occurs prior to such finsiveersary date. Notwithstanding the foregoinghe@ption granted and each
Restricted Share award under this Section 4(ts}i@ll become vested if a Change in Control occlitts respect to the Company during
the Optionee’s Service. No payment is requiredHerRestricted Shares awarded under this SectmXiifi(and the terms for each such
Restricted Share shall conform to the provisionSedtion 6 of the Plan, except to the extent sjpatiiy modified by this Section 4(b)(
or the terms of the Restricted Stock Agreement eetwthe recipient and the Company.

(iii) The Exercise Price of all Nonstatutory Optsogranted to an Outside Director under this Sect{bh shall be equal to 100%
the Fair Market Value of a Share on the date afitg@ayable in one of the forms described in Sedsi@), (b) or (d).

(iv) All Nonstatutory Options granted to an Outsldieector under this Section 4(b) shall terminatettoe earlier of (A) the day
before the tenth anniversary of the date of gréstioh Options or (B) the date twelve months aftertermination of such Outside

Director’s Service for any reason; provided, howettgat any such Options that are not vested upenermination of the Outside
Director’s Service for any reason shall terminateniediately and may not be exercised.
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(c) Ten-Percent Stockholder&in Employee who owns more than 10% of the totahlsined voting power of all classes of outstanding
stock of the Company, a Parent or Subsidiary stwlbe eligible for the grant of an ISO unless sgicnt satisfies the requirements of Sec
422(c)(5) of the Code.

(d) Attribution Rules For purposes of Section 4(c) above, in deterrgistock ownership, an Employee shall be deemewitotbe
stock owned, directly or indirectly, by or for suEmployee’s brothers, sisters, spouse, ancestdrireaal descendants. Stock owned, directly
or indirectly, by or for a corporation, partnershistate or trust shall be deemed to be owned piopately by or for its stockholders, partr
or beneficiaries.

(e) Outstanding StockFor purposes of Section 4(c) above, “outstandingk” shall include all stock actually issued audstanding
immediately after the grant. “Outstanding stockéléhot include shares authorized for issuance uadtstanding options held by the
Employee or by any other person.

SECTION 5. STOCK SUBJECT TO PLAN.

(a) Basic Limitation Shares offered under the Plan shall be authobmédnissued Shares or treasury Shares. The aggregmber of
Shares authorized for issuance as Awards undé?lgmeshall not exceed one million three hundredytseven thousand five hundred
(1,337,500) Shares, plus (x) any Shares subjemitgtanding options under the Company’s 1999 S@uion Plan on the effective date of
this Plan that are subsequently forfeited or teat@d for any other reason before being exercisddiamested shares that are forfeited
pursuant to such plan after the effective datéisfPlan and (y) an annual increase on the fingtod@ach fiscal year during the term of the
Plan, beginning January 1, 2005, in each case amaunt equal to the lesser of (i) two million #ateundred thirty-three thousand three
hundred thirty-three (2,333,333) Shares, (ii) 5%hef outstanding Shares on the last day of the wiatedy preceding year through 2009 and
3% of the outstanding Shares on the last day opteeeding year from 2010 through 2014, or (iii)eamount determined by the Board. The
limitations of this Section 5(a) shall be subjecatjustment pursuant to Section 11. The numb&hafes that are subject to Options or other
Awards outstanding at any time under the Plan stulexceed the number of Shares which then remaiitable for issuance under the Plan.
The Company, during the term of the Plan, shalllgimes reserve and keep available sufficienr&h#o satisfy the requirements of the P

(b) Award Limitation. Subject to the provisions of Section 11, no Egrdint may receive Options, SARs, Restricted Shar&ock
Units under the Plan in any calendar year thateetamore than three million three hundred ththyee thousand three hundred thirty-three
(3,333,333) Shares.

(c) Additional Shares|f Restricted Shares or Shares issued upon theeise of Options are forfeited, then such Shanall again
become available for Awards under the Plan. If Btdnits, Options or SARs are forfeited or termingteany other reason before being
exercised, then the corresponding Shares shat dgaiome available for Awards under the Plan.dtBUnits are settled, then only the
number of Shares (if any) actually issued in
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settlement of such Stock Units shall reduce thebrarmavailable under Section 5(a) and the balanak afjain become available for Awards
under the Plan. If SARs are exercised, then omyntimber of Shares (if any) actually issued ineseint of such SARs shall reduce the
number available in Section 5(a) and the balana# abain become available for Awards under the Pla

SECTION 6. RESTRICTED SHARES.

(a) Restricted Stock Agreemeriiach grant of Restricted Shares under the Plalhtsh evidenced by a Restricted Stock Agreement
between the recipient and the Company. Such Restrighares shall be subject to all applicable teritise Plan and may be subject to any
other terms that are not inconsistent with the Pl provisions of the various Restricted Stocke®gnents entered into under the Plan need
not be identical.

(b) Payment for AwardsSubiject to the following sentence, Restrictedr&hanay be sold or awarded under the Plan for such
consideration as the Committee may determine, dictu(without limitation) cash, cash equivalentd|-fecourse promissory notes, past
services and future services. To the extent th&veard consists of newly issued Restricted ShahesAward recipient shall furnish
consideration with a value not less than the parevaf such Restricted Shares in the form of caabh equivalents, or past services rendered
to the Company (or a Parent or Subsidiary), aCtmmittee may determine.

(c) Vesting Each Award of Restricted Shares may or may natbgect to vesting. Vesting shall occur, in fullio installments, upon
satisfaction of the conditions specified in the tReted Stock Agreement. A Restricted Stock Agreenmeay provide for accelerated vesting
in the event of the Participastteath, disability or retirement or other evefitee Committee may determine, at the time of granfestricte(
Shares of thereafter, that all or part of such iiR#etl Shares shall become vested in the evenatidtange in Control occurs with respect to
the Company.

(d) Voting and Dividend RightsThe holders of Restricted Shares awarded unédPldm shall have the same voting, dividend androth
rights as the Company’s other stockholders. A Rastt Stock Agreement, however, may require thattbiders of Restricted Shares invest
any cash dividends received in additional Restli@kares. Such additional Restricted Shares shallibject to the same conditions and
restrictions as the Award with respect to whichdhédends were paid.

(e) Restrictions on Transfer of ShardRestricted Shares shall be subject to such rightspurchase, rights of first refusal or other
restrictions as the Committee may determine. Sestrictions shall be set forth in the applicablestReted Stock Agreement and shall apply
in addition to any general restrictions that maglgpo all holders of Shares.

SECTION 7. TERMS AND CONDITIONS OF OPTIONS.
(a) Stock Option AgreemenEach grant of an Option under the Plan shalMideaced by a Stock Option Agreement between the
Optionee and the Company. Such Option
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shall be subject to all applicable terms and caortt of the Plan and may be subject to any othierd@nd conditions which are not
inconsistent with the Plan and which the Committeems appropriate for inclusion in a Stock Optigre®ment. The Stock Option
Agreement shall specify whether the Option is ab &8 an NSO. The provisions of the various StockiddpAgreements entered into under
the Plan need not be identical. Options may betgdaim consideration of a reduction in the Optids@ther compensation.

(b) Number of SharesEach Stock Option Agreement shall specify the Inemof Shares that are subject to the Option aatl gtovide
for the adjustment of such number in accordanck Séction 11.

(c) Exercise Price Each Stock Option Agreement shall specify ther&ize Price. The Exercise Price of an ISO shallm®oless than
100% of the Fair Market Value of a Share on the d@éfgrant, except as otherwise provided in 4(od, the Exercise Price of an NSO shall
be less 85% of the Fair Market Value of a Sharéherdate of grant. Notwithstanding the foregoingtaeck Option Agreement may specify
that the exercise price of an NSO may vary in at@oce with a predetermined formula. Subject tddhegoing in this Section 7(c), the
Exercise Price under any Option shall be determinethe Committee at its sole discretion. The Eiser@rice shall be payable in one of the
forms described in Section 8.

(d) Withholding TaxesAs a condition to the exercise of an Option,@ionee shall make such arrangements as the Cteemitay
require for the satisfaction of any federal, sthieal or foreign withholding tax obligations thaty arise in connection with such exercise.
The Optionee shall also make such arrangementeaddmmittee may require for the satisfaction of f&aeral, state, local or foreign
withholding tax obligations that may arise in coctien with the disposition of Shares acquired bgreising an Option.

(e) Exercisability and TermEach Stock Option Agreement shall specify the ddien all or any installment of the Option is &zbme
exercisable. The Stock Option Agreement shall sfgxify the term of the Option; provided that thent of an 1SO shall in no event exceed
10 years from the date of grant (five years for Exyges described in Section 4(c)). A Stock Optigreement may provide for accelerated
exercisability in the event of the Options@leath, disability, or retirement or other evertd may provide for expiration prior to the endts
term in the event of the termination of the Opti®seService. Options may be awarded in combinatith SARs, and such an Award may
provide that the Options will not be exercisabléesa the related SARs are forfeited. Subject tddhegoing in this Section 7(e), the
Committee at its sole discretion shall determinenmvall or any installment of an Option is to becarercisable and when an Option is to
expire.

(f) Exercise of Options Upon Termination of ServiBach Stock Option Agreement shall set forth tkter to which the Optionee sh
have the right to exercise the Option followingr@ration of the Optionee’s Service with the Company its Subsidiaries, and the right to
exercise the Option of any executors or administsadf the Optiones’estate or any person who has acquired such @ggidinectly from th
Optionee by bequest or inheritance. Such provisstiadl be determined in the sole discretion ofGloenmittee, need
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not be uniform among all Options issued pursuathéoPlan, and may reflect distinctions based errélasons for termination of Service.

(9) Effect of Change in ControlThe Committee may determine, at the time of gngrain Option or thereafter, that such Option shall
become exercisable as to all or part of the Sharkgct to such Option in the event that a Chandggointrol occurs with respect to the
Company.

(h) Leaves of Absencé&n Employee’s Service shall cease when such Eysplaeases to be actively employed by, or a Canttib,
the Company (or any subsidiary) as determinedarstiie discretion of the Board of Directors. Fompmses of Options, Service does not
terminate when an Employee goes on a bona fidelehabsence, that was approved by the Companyitimgy if the terms of the leave
provide for continued service crediting, or whentodmued service crediting is required by applicdble. However, for purposes of
determining whether an Option is entitled to 1S&ts$, an Employee’s Service will be treated asiteating 90 days after such Employee
went on leave, unless such Employee’s right tornetin active work is guaranteed by law or by a it Service terminates in any event
when the approved leave ends, unless such Empioyeediately returns to active work. The Companyedaines which leaves count towi
Service, and when Service terminates for all pupasder the Plan.

() No Rights as a StockholdeAn Optionee, or a transferee of an Optionee) $laake no rights as a stockholder with respectto a
Shares covered by his Option until the date oisheance of a stock certificate for such Sharesadjostments shall be made, except as
provided in Section 11.

()) Modification, Extension and Renewal of Optionithin the limitations of the Plan, the Commiti®ay modify, extend or renew
outstanding options or may accept the cancellaifayutstanding options (to the extent not previpesiercised), whether or not granted
hereunder, in return for the grant of new Optiarstfie same or a different number of Shares attieatame or a different exercise price, ¢
return for the grant of the same or a different banof Shares. The foregoing notwithstanding, ndlification of an Option shall, without ti
consent of the Optionee, materially impair his er hights or obligations under such Option.

(k) Restrictions on Transfer of Sharesny Shares issued upon exercise of an Optiorl Beadubject to such special forfeiture
conditions, rights of repurchase, rights of filsfiusal and other transfer restrictions as the Cdteenmay determine. Such restrictions shall be
set forth in the applicable Stock Option Agreensm shall apply in addition to any general resoit that may apply to all holders of
Shares.

(I) Buyout Provisions The Committee may at any time (a) offer to buyfoua payment in cash or cash equivalents ano@pti
previously granted or (b) authorize an Optioneeléat to cash out an Option previously granteeitimer case at such time and based upon
such terms and conditions as the Committee shalbksh.
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SECTION 8. PAYMENT FOR SHARES.

(a) General Rule The entire Exercise Price or Purchase Price af&thissued under the Plan shall be payable iulamdney of the
United States of America at the time when such &hare purchased, except as provided in Sectigrtt@@ugh Section 8(g) below.

(b) Surrender of StockTo the extent that a Stock Option Agreement swides, payment may be made all or in part by swuleeng, or
attesting to the ownership of, Shares which hareadly been owned by the Optionee or his represemt&uch Shares shall be valued at their
Fair Market Value on the date when the new Shareeparchased under the Plan. The Optionee shailuragnder, or attest to the ownership
of, Shares in payment of the Exercise Price if saation would cause the Company to recognize cosgi@m expense (or additional
compensation expense) with respect to the Optipfirfancial reporting purposes.

(c) Services Renderedht the discretion of the Committee, Shares magwarded under the Plan in consideration of sesvieadered
to the Company or a Subsidiary prior to the awHr8hares are awarded without the payment of alfase Price in cash, the Committee shall
make a determination (at the time of the awardhefvalue of the services rendered by the Offeneltlae sufficiency of the consideration to
meet the requirements of Section 6(b).

(d) Cashless Exercis€elTo the extent that a Stock Option Agreement seiges, payment may be made all or in part by éejion a
form prescribed by the Committee) of an irrevocatitection to a securities broker to sell Sharabstardeliver all or part of the sale proceeds
to the Company in payment of the aggregate ExeRiige.

(e) Exercise/PledgeTo the extent that a Stock Option Agreement swiges, payment may be made all or in part by dejion a
form prescribed by the Committee) of an irrevocatiection to a securities broker or lender to gke@hares, as security for a loan, and to
deliver all or part of the loan proceeds to the @any in payment of the aggregate Exercise Price.

(f) Promissory Note To the extent that a Stock Option Agreement atfRged Stock Agreement so provides, payment neamade all
or in part by delivering (on a form prescribed hg Company) a full-recourse promissory note. Howetwe par value of the Common Shares
being purchased under the Plan, if newly issueal] bl paid in cash or cash equivalents.

(g) Other Forms of Paymenflo the extent that a Stock Option Agreement astiRged Stock Agreement so provides, payment neay b
made in any other form that is consistent with eyalle laws, regulations and rules.

(h) Limitations under Applicable LawNotwithstanding anything herein or in a Stock iOptAgreement or Restricted Stock Agreement
to the contrary, payment may not be made in amy fitiat is unlawful, as determined by the Commiitei¢s sole discretion.
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SECTION 9. STOCK APPRECIATION RIGHTS.

(a) SAR AgreemenEach grant of a SAR under the Plan shall be ecielé by a SAR Agreement between the Optionee and th
Company. Such SAR shall be subject to all appleadtms of the Plan and may be subject to any ¢ghers that are not inconsistent with
Plan. The provisions of the various SAR Agreementsred into under the Plan need not be iden&®Rs may be granted in consideration
of a reduction in the Optionee’s other compensation

(b) Number of Sharestach SAR Agreement shall specify the number @ir&hto which the SAR pertains and shall provideife
adjustment of such number in accordance with Sedtio

(c) Exercise Price Each SAR Agreement shall specify the ExerciseePh SAR Agreement may specify an Exercise Phie¢ varies
in accordance with a predetermined formula whiee $\R is outstanding.

(d) Exercisability and TermEach SAR Agreement shall specify the date whieorany installment of the SAR is to become
exercisable. The SAR Agreement shall also spehiteérm of the SAR. A SAR Agreement may providediocelerated exercisability in the
event of the Optionee’s death, disability or retient or other events and may provide for expiratioar to the end of its term in the event of
the termination of the Optionee’s service. SARs m@ywarded in combination with Options, and sutAaard may provide that the SARs
will not be exercisable unless the related Optiemesforfeited. A SAR may be included in an ISO aafyhe time of grant but may be incluc
in an NSO at the time of grant or thereafter. A SgxBnted under the Plan may provide that it wilelxercisable only in the event of a Cha
in Control.

(e) Effect of Change in ControlThe Committee may determine, at the time of gngre SAR or thereafter, that such SAR shall become
fully exercisable as to all Common Shares subjesuth SAR in the event that a Change in Controliecwith respect to the Company.

(f) Exercise of SARdJpon exercise of a SAR, the Optionee (or anygrehaving the right to exercise the SAR after hiber death)
shall receive from the Company (a) Shares, (b) cagh) a combination of Shares and cash, as tmen@ttee shall determine. The amount of
cash and/or the Fair Market Value of Shares redeiygon exercise of SARs shall, in the aggregatedol to the amount by which the Fair
Market Value (on the date of surrender) of the 8baubject to the SARs exceeds the Exercise Price.

(9) Modification or Assumption of SARW/ithin the limitations of the Plan, the Committ@ay modify, extend or assume outstanding
SARs or may accept the cancellation of outstan8iAgs (whether granted by the Company or by anadiseier) in return for the grant of
new SARs for the same or a different number ofeshand at the same or a different exercise price fdregoing notwithstanding, no
modification of a SAR shall, without the consentloé holder, materially impair his or her rightsofdligations under such SAR.
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SECTION 10. STOCK UNITS.

(a) Stock Unit AgreemengEach grant of Stock Units under the Plan shatiladenced by a Stock Unit Agreement between tbipient
and the Company. Such Stock Units shall be subjeali applicable terms of the Plan and may beetttip any other terms that are not
inconsistent with the Plan. The provisions of theious Stock Unit Agreements entered into undePl@ need not be identical. Stock Units
may be granted in consideration of a reductiomérecipient’s other compensation.

(b) Payment for AwardsTo the extent that an Award is granted in thenfof Stock Units, no cash consideration shall logiired of the
Award recipients.

(c) Vesting ConditionsEach Award of Stock Units may or may not be scthje vesting. Vesting shall occur, in full or imstallments,
upon satisfaction of the conditions specified ia 8tock Unit Agreement. A Stock Unit Agreement mayvide for accelerated vesting in the
event of the Participant’s death, disability oireghent or other events. The Committee may detexnaihthe time of granting Stock Units or
thereafter, that all or part of such Stock Unitalshecome vested in the event that a Change itr@arccurs with respect to the Company.

(d) Voting and Dividend RightsThe holders of Stock Units shall have no votiigts. Prior to settlement or forfeiture, any Sthdrkit
awarded under the Plan may, at the Committee’setisa, carry with it a right to dividend equivatenSuch right entitles the holder to be
credited with an amount equal to all cash dividgpaisl on one Share while the Stock Unit is outstandividend equivalents may be
converted into additional Stock Units. Settlememdigidend equivalents may be made in the formasfit in the form of Shares, or in a
combination of both. Prior to distribution, any idignd equivalents which are not paid shall be sulifethe same conditions and restrictions
(including without limitation, any forfeiture cortains) as the Stock Units to which they attach.

(e) Form and Time of Settlement of Stock UnBsttlement of vested Stock Units may be madedrfarm of (a) cash, (b) Shares or (c)
any combination of both, as determined by the Caemi The actual number of Stock Units eligibledettiement may be larger or smaller
than the number included in the original Award,dzhen predetermined performance factors. Methodsmferting Stock Units into cash
may include (without limitation) a method basedtlom average Fair Market Value of Shares over &sefitrading days. Vested Stock Units
may be settled in a lump sum or in installmentse @istribution may occur or commence when all wgstionditions applicable to the Stock
Units have been satisfied or have lapsed, or it beagieferred to any later date. The amount of erded distribution may be increased by an
interest factor or by dividend equivalents. Until&award of Stock Units is settled, the number afts&tock Units shall be subject to
adjustment pursuant to Section 11.

(f) Death of RecipientAny Stock Units Award that becomes payable dfierrecipient’s death shall be distributed to #gpient’s
beneficiary or beneficiaries. Each recipient otac® Units Award under the Plan shall designate@nmore beneficiaries for this purpose by
filing the prescribed form with the Company. A bciary designation may be changed by filing thegmribed form with the Company at «
time before the Award
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recipient’s death. If no beneficiary was designaied no designated beneficiary survives the Awacipient, then any Stock Units Award
that becomes payable after the recipient’s deatlh b distributed to the recipient’s estate.

(9) Creditors’ Rights A holder of Stock Units shall have no rights ottien those of a general creditor of the Comp&tgck Units
represent an unfunded and unsecured obligatiomeo€bmpany, subject to the terms and conditioieefpplicable Stock Unit Agreement.
SECTION 11. ADJUSTMENT OF SHARES.

(a) Adjustments|in the event of a subdivision of the outstanditgck, a declaration of a dividend payable in Shaaedeclaration of a
dividend payable in a form other than Shares iaraount that has a material effect on the pricehafr&s, a combination or consolidation of
the outstanding Stock (by reclassification or otfise) into a lesser number of Shares, a recapitédia, a spin-off or a similar occurrence, the
Committee shall make such adjustments as it, isols discretion, deems appropriate in one or rabre

(i) The number of Options, SARs, Restricted Shares Stock Units available for future Awards undect®n 5;
(i) The limitations set forth in Sections 5(a) af;
(iii) The number of NSOs to be granted to Outsidee&ors under Section 4(b);
(iv) The number of Shares covered by each outstgn@ption and SAR;
(v) The Exercise Price under each outstanding @ptiad SAR; or
(vi) The number of Stock Units included in any prdfovard which has not yet been settled.
Except as provided in this Section 11, a Partidighall have no rights by reason of any issue byGbmpany of stock of any class or

securities convertible into stock of any class, smydivision or consolidation of shares of stocky class, the payment of any stock
dividend or any other increase or decrease in tineber of shares of stock of any class.

(b) Dissolution or Liquidation To the extent not previously exercised or setti®gtions, SARs and Stock Units shall terminate
immediately prior to the dissolution or liquidationthe Company.

(c) Reorganizationsin the event that the Company is a party to ageveor other reorganization, outstanding Awarddl fleasubject to
the agreement of merger or reorganization. Suckemgent shall provide for:
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(i) The continuation of the outstanding Awards by Company, if the Company is a surviving corporati

(i) The assumption of the outstanding Awards ke $hrviving corporation or its parent or subsidiary

(iii) The substitution by the surviving corporationits parent or subsidiary of its own awardstf@ outstanding Awards;

(iv) Full exercisability or vesting and accelerategbiration of the outstanding Awards; or

(v) Settlement of the full value of the outstandagards in cash or cash equivalents followed byce#ation of such Awards.

(d) Reservation of Right€Except as provided in this Section 11, an Op#ooreOfferee shall have no rights by reason ofsamdivisior
or consolidation of shares of stock of any cldss,gayment of any dividend or any other increasdecrease in the number of shares of stock
of any class. Any issue by the Company of sharesaak of any class, or securities convertible sttares of stock of any class, shall not
affect, and no adjustment by reason thereof sleathhde with respect to, the number or ExerciseeRifiShares subject to an Option. The
grant of an Option pursuant to the Plan shall ffecain any way the right or power of the Compaoaynake adjustments, reclassifications,
reorganizations or changes of its capital or bissirgructure, to merge or consolidate or to digsdiguidate, sell or transfer all or any part of
its business or assets.

SECTION 12. DEFERRAL OF AWARDS .

(a) Committee PowersThe Committee (in its sole discretion) may peronitequire a Participant to:

(i) Have cash that otherwise would be paid to $eatticipant as a result of the exercise of a SAReisettlement of Stock Units
credited to a deferred compensation account eskedalifor such Participant by the Committee as &y en the Company’s books;

(i) Have Shares that otherwise would be delivapesuch Participant as a result of the exercissndDption or SAR converted ir
an equal number of Stock Units; or

(iii) Have Shares that otherwise would be deliveieduch Participant as a result of the exercisenddption or SAR or the
settlement of Stock Units converted into amoungslited to a deferred compensation account establifir such Participant by the

Committee as an entry on the Company’s books. 8aabunts shall be determined by reference to theNfaiket Value of such Shares
as of the date when they otherwise would have detwered to such Participant.
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(b) General RulesA deferred compensation account established uh@geBection 12 may be credited with interesttbeoforms of
investment return, as determined by the Commifigearticipant for whom such an account is establisshall have no rights other than th
of a general creditor of the Company. Such an atcshall represent an unfunded and unsecured dibligaf the Company and shall be
subject to the terms and conditions of the applealgreement between such Participant and the Qomfiahe deferral or conversion of
Awards is permitted or required, the CommitteeitSrsole discretion) may establish rules, proceslarad forms pertaining to such Awards,
including (without limitation) the settlement offdered compensation accounts established undes#gton 12.

SECTION 13. AWARDS UNDER OTHER PLANS.

The Company may grant awards under other plansograms. Such awards may be settled in the forBhafes issued under this Plan.
Such Shares shall be treated for all purposes uhdd?lan like Shares issued in settlement of Stodks and shall, when issued, reduce the
number of Shares available under Section 5.

SECTION 14. PAYMENT OF DIRECTOR'S FEES IN SECURITIE S.

(a) Effective Date No provision of this Section 14 shall be effeetisnless and until the Board has determined todmepht such
provision.

(b) Elections to Receive NSOs, Restricted Shar&amk Units An Outside Director may elect to receive his er &nnual retainer
payments and/or meeting fees from the Companyaridim of cash, NSOs, Restricted Shares or Stodtsr a combination thereof, as
determined by the Board. Such NSOs, RestrictedeShand Stock Units shall be issued under the Riarlection under this Section 14 shall
be filed with the Company on the prescribed form.

(c) Number and Terms of NSOs, Restricted Shar8samk Units The number of NSOs, Restricted Shares or Stodts tmbe granted
to Outside Directors in lieu of annual retainerd areeting fees that would otherwise be paid in ciisifi be calculated in a manner
determined by the Board. The terms of such NSOstriRted Shares or Stock Units shall also be deterdhby the Board.

SECTION 15. LEGAL AND REGULATORY REQUIREMENTS

Shares shall not be issued under the Plan unlessshance and delivery of such Shares complids(aitis exempt from) all applicable
requirements of law, including (without limitatiotije Securities Act of 1933, as amended, the anesregulations promulgated thereunder,
state securities laws and regulations and the aéignk of any stock exchange on which the Compasstsirities may then be listed, and the
Company has obtained the approval or favorablaguliom any governmental agency which the Compaatgrchines is necessary or
advisable. The Company shall not be liable to didfaant or other persons as to: (a) the non-issean sale of Shares as to which the
Company has been unable to obtain from any regylatedy having jurisdiction the authority deemedthg Company’s counsel to be
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necessary to the lawful issuance and sale of aayeShunder the Plan; and (b) any tax consequerpested, but not realized, by any
Participant or other person due to the receiptiaise or settlement of any Award granted undePia@.

SECTION 16. WITHHOLDING TAXES .

(a) General. To the extent required by applicable federatestacal or foreign law, a Participant or his er successor shall make
arrangements satisfactory to the Company for thisfaetion of any withholding tax obligations thaise in connection with the Plan. The
Company shall not be required to issue any Shareske any cash payment under the Plan until sbhiiations are satisfied.

(b) Share Withholding The Committee may permit a Participant to satsfyr part of his or her withholding or income tabligations
by having the Company withhold all or a portionaofy Shares that otherwise would be issued to hihepor by surrendering all or a portion
of any Shares that he or she previously acquiredh Shares shall be valued at their Fair Market¥&in the date when taxes otherwise
would be withheld in cash. In no event may a Pigidiat have Shares withheld that would otherwisesbged to him or her in excess of the
number necessary to satisfy the legally requiratirmim tax withholding.

SECTION 17. OTHER PROVISIONS APPLICABLE TO AWARDS .

(a) Transferabilit y. Unless the agreement evidencing an Award (omaenament thereto authorized by the Committee) espye
provides otherwise, no Award granted under this Rlar any interest in such Award, may be soldgassl, conveyed, gifted, pledged,
hypothecated or otherwise transferred in any mafpr@r to the vesting and lapse of any and afirigtsons applicable to Shares issued under
such Award), other than by will or the laws of darsicand distribution; provided, however, that a® I8ay be transferred or assigned only to
the extent consistent with Section 422 of the Céay. purported assignment, transfer or encumbrame@lation of this Section 17(a) shall
be void and unenforceable against the Company.

(b) Qualifying Performance CriteriaThe number of Shares or other benefits grangsdged, retainable and/or vested under an Award
may be made subject to the attainment of perforeaoals for a specified period of time relatingpb® or more of the following performar
criteria, either individually, alternatively or any combination, applied to either the Company a&@le or to a business unit or Subsidiary,
either individually, alternatively or in any comhiion, and measured either annually or cumulatiegbr a period of years, on an absolute
basis or relative to a pre-established targetréwipus years’ results or to a designated compauggoup or index, in each case as specified by
the Committee in the Award: (a) cash flow, (b) &gs per share, (c) earnings before interest, tardsamortization, (d) return on equity, (e)
total stockholder return, (f) share price perforegr(g) return on capital, (h) return on assetsedrassets, (i) revenue, (j) income or net
income, (k) operating income or net operating inep(t) operating profit or net operating profit, operating margin or profit margin, (n)
return on operating revenue, (0) return on investgatal, or (p) market segment
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shares (“Qualifying Performance Criteria”). The Guittee may appropriately adjust any evaluationexfgrmance under a Qualifying
Performance Criteria to exclude any of the follogvevents that occurs during a performance peripdsé§et write-downs, (ii) litigation or
claim judgments or settlements, (iii) the effectbinges in tax law, accounting principles or othah laws or provisions affecting reported
results, (iv) accruals for reorganization and redtiring programs and (v) any extraordinary nonmeéag items as described in Accounting
Principles Board Opinion No. 30 and/or in managetsiatiscussion and analysis of financial conditan results of operations appearing in
the Company’s annual report to stockholders foraghyglicable year. If applicable, the Committee ktietermine the Qualifying Performance
Criteria not later than the 90day of the performance period, and shall deterraimecertify, for each Participant, the extent tachtithe
Qualifying Performance Criteria have been met. Chenmittee may not in any event increase the amofutdmpensation payable under the
Plan upon the attainment of a Qualifying Perfornea@oal to a Participant who is a “covered employedfiin the meaning of Section 162
(m) of the Code.

SECTION 18. NO EMPLOYMENT RIGHTS .

No provision of the Plan, nor any right or Optiaaugted under the Plan, shall be construed to giyeparson any right to become, to be
treated as, or to remain an Employee. The Compadyts Subsidiaries reserve the right to termimatg person’s Service at any time and for
any reason, with or without notice.

SECTION 19. DURATION AND AMENDMENTS .
(a) Term of the PlanThe Plan, as set forth herein, shall terminateraatically on July 28, 2014 and may be terminatedny earlier
date pursuant to Subsection (b) below.

(b) Right to Amend or Terminate the Plahhe Board of Directors may amend the Plan attemg and from time to time. Rights and
obligations under any Award granted before amendmietime Plan shall not be materially impaired bgts amendment, except with consent
of the Participant. An amendment of the Plan dimlubject to the approval of the Company’s stolddrs only to the extent required by
applicable laws, regulations or rules.

(c) Effect of TerminationNo Awards shall be granted under the Plan dfietérmination thereof. The termination of the Rhall not
affect Awards previously granted under the Plan.

[Remainder of this page intentionally left blank]
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SECTION 20. EXECUTION .

To record the amendment and restatement of thel®ldme Board of Directors, the Company has caitsealithorized officer to exect
the same.

PORTALPLAYER, INC.

By

Name

Title

P ORTAL P LAYER, | NC.
2004 Stock | NCENTIVE P LAN
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P OrRTAL P LAYER , I NC.
2004 STOCK INCENTIVE PLAN

N oTIceE oF STocK O PTION G RANT

You have been granted the following Option to pasghCommon Stock of BRTAL PLAYER, | NC . (the “Company”) under the
Company’s 2004 Stock Incentive Plan (the “Plan”):

Name of Optionee
Total Number of Option Shares Grantt

Type of Option

Exercise Price Per Shar
Grant Date:
Vesting Commencement Da

Vesting Schedule:

Expiration Date:

[Name of Optionee

[Total Number of Share:

O Incentive Stock Optio

O Nonstatutory Stock Optio
$

[Date of Grant]

[Vesting Commencement Dat

This Option becomes exercisable with respect tditsel/4t of the
shares subject to this Option when you completmag@ths of
continuous “Service” (as defined in the Plan) friiva Vesting
Commencement Date. Thereafter, this Option becaxeisable
with respect to an additional 1/4&f the shares subject to this
Option when you complete each additional monthest/Be.

[Expiration Date] This Option expires earlier ifyroService
terminates earlier, as described in the Stock @ptigreement

P ORTAL PLAYER, | NC.
N oTICEO FSTOCK O PTION G RANT
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By your signature and the signature of the Compargpresentative below, you and the Company abegettis Option is granted unc
and governed by the term and conditions of the Riahthe Stock Option Agreement, both of whichaitached to and made a part of this
document.

OPTIONEE : P ORTAL P LAYER , | NC.

By:

Optione('s Signature
Title:

Optione(s Printed Nam:

P ORTAL P LAYER, | NC.
N oTICEO FST0CK O PTION G RANT
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Tax Treatment

Vesting

Term

Regular
Termination

Death

Disability

P OrRTAL P LAYER , I NC.
2004 STOCK INCENTIVE PLAN

STOCK OPTION AGREEMENT

This Option is intended to be an incentive stockiapunder Section 422 of the Internal Revenue Godenonstatutory
option, as provided in the Notice of Stock Optiora@. Even if this Option is designated as an itigerstock option, it
shall be deemed to be a nonstatutory option t@xient required by the $100,000 annual limitatioder Section 422(d)
of the Internal Revenue Coc

This Option becomes exercisable in installmentshasvn in the Notice of Stock Option Grant. ThigiGp will in no
event become exercisable for additional shares yfter Service has terminated for any rea:

This Option expires in any event at the close @filess at Company headquarters on the day befrEth anniversary
of the Grant Date, as shown on the Notice of S@pkion Grant (fifth anniversary for a more than 188ckholder as
provided under the Plan if this is an incentivecktoption). This Option may expire earlier if ydbervice terminates, as
described below

If your Service terminates for any reason exceptlder “Total and Permanent Disability” (as defiredow), then this
Option will expire at the close of business at Campheadquarters on the date three (3) monthsth#éetate your
Service terminates (or, if earlier, the Expiratidate). The Company has discretion to determine wioein Service
terminates for all purposes of the Plan and itemeihations are conclusive and binding on all pess

If your service terminates because of death, thenQption will expire at the close of busines€ampany headquarters
on the date 12 months after the date your Sereiteinates (or, if earlier, the Expiration Date).ribg that period of up
to 12 months, your estate or heirs may exercis©fbtéeon.

If your Service terminates because of your Total Barmanent Disability, then this Option will expat the close of
business at Company headquarters on the date 1thsnafter the date your Service terminates (araifier, the
Expiration Date). “Total and Permanent Disabilitgeans that you are unable to engage in any suladtgainful
activity by reason of any medically determinablggibal or mental impairment that can be expectagdalt in death or
that has lasted, or can be expected to last, oninuous period of not less than 12 mon

P ORTAL P LAYER, | NC.
ST0CK O PTIONA GREEMENT
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Leaves of Absenc

Restrictions on
Exercise

Notice of Exercise

Form of Payment

For purposes of this Option, your Service doeg@mwhinate when you go on a military leave, a sédve or another
bona fideleave of absence, if the leave was approved bZtmpany in writing and if continued crediting ofr@ee is
required by the terms of the leave or by applicédole But your Service terminates when the apprdeade ends,
unless you immediately return to active work.

If you go on a leave of absence, then the vestihgdule specified in the Notice of Stock Optioni@maay be adjusted
in accordance with the Company’s leave of absentieypor the terms of your leave. If you commenagrking on a
part-time basis, then the vesting schedule spéddifi¢the Notice of Stock Option Grant may be adjdsh accordance
with the Company’s part-time work policy or thernter of an agreement between you and the Compangimiag to
your par-time schedule

The Company will not permit you to exercise thigiOpif the issuance of shares at that time wouddate any law or
regulation. The inability of the Company to obtapproval from any regulatory body having authodi&emed by the
Company to be necessary to the lawful issuancesaledof the Company stock pursuant to this Optiall selieve the
Company of any liability with respect to the nostiance or sale of the Company stock as to which approval shall
not have been obtained. However, the Company ghallts best efforts to obtain such appro

When you wish to exercise this Option you mustfgdtie Company by completing the attached “Notit&xercise of
Stock Option” form and filing it with the Human Raesces Department of the Company. Your notice repstify how
many shares you wish to purchase. Your notice misstspecify how your shares should be registéred.notice will
be effective when it is received by the Compangoliheone else wants to exercise this Option after geath, that
person must prove to the Comp’s satisfaction that he or she is entitled to dc

When you submit your notice of exercise, you muskide payment of the Option exercise price forghares you are
purchasing. Payment may be made in the followimm{s):

* Your personal check, a casl’s check or a money ord¢

P ORTAL P LAYER, | NC.
ST0CK O PTIONA GREEMENT
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Withholding Taxes
and Stock
Withholding

Certificates for shares of Company stock ytlwau own, along with any forms needed to effetraasfer of those
shares to the Company. The value of the shares;mligied as of the effective date of the Option eiser will be
applied to the Option exercise price. Instead ofesudering shares of Company stock, you may atbesie
ownership of those shares on a form provided byCivpany and have the same number of shares staotfagm
the Option shares issued to you. However, you nodgurrender, or attest to the ownership of shaf€ompany
stock in payment of the exercise price if your@ttivould cause the Company to recognize a compensat
expense (or additional compensation expense) wi#pact to this Option for financial reporting puses.

By delivery on a form approved by the Contegtof an irrevocable direction to a securitiekbrapproved by the
Company to sell all or part of your Option shared t deliver to the Company from the sale procegdamount
sufficient to pay the Option exercise price and aithholding taxes. The balance of the sale prosgédny, will
be delivered to you. The directions must be givesigning a special “Notice of Exercise” form prded by the
Company

By delivery on a form approved by the Contegtof an irrevocable direction to a securitiekbrar lender
approved by the Company to pledge Option shares@gity for a loan and to deliver to the Compawoyrf the
loan proceeds an amount sufficient to pay the @pgixercise price and any withholding taxes. Thedafions must
be given by signing a spec“Notice of Exercis” form provided by the Compan

Any other form permitted by the Committee in itéesdiscretion

Notwithstanding the foregoing, payment may not lzlenin any form that is unlawful, as determinedhgyCommittes
in its sole discretior

You will not be allowed to exercise this Option es8 you make arrangements acceptable to the Conpaay any
withholding taxes that may be due as a result®Qption exercise. These arrangements may inclitiddelding share
of Company stock that otherwise would be issuegbtowhen you exercise this Option. The value o$¢hghares,
determined as of the effective date of the Optigrese, will be applied to the withholding tax

P ORTAL PLAYER, | NC.
ST0CK O PTIONA GREEMENT
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Restrictions on
Resale

Transfer of Option

By signing this Agreement, you agree not to se}l @ption shares at a time when applicable laws, @om policies or
an agreement between the Company and its undersvpitehibit a sale (e.g., a lock-up period after @Gompany goes
public). This restriction will apply as long as yate an employee, consultant or director of the @amy or a subsidiary
of the Company

In general, only you can exercise this Option ptéoyour death. You cannot transfer or assign@pson, other than as
designated by you by will or by the laws of desaard distribution, except as provided below. Fstance, you may
not sell this Option or use it as security for arlolf you attempt to do any of these things, @dion will immediately
become invalid. You may in any event dispose «f @ption in your will. Regardless of any maritabperty settlement
agreement, the Company is not obligated to hommtige of exercise from your former spouse, nahé&sCompany
obligated to recognize your former spouse’s intaregour Option in any other way.

However, if this Option is designated as a nongtayustock option in the Notice of Stock Option @tahen the
Committee may, in its sole discretion, allow youramsfer this Option as a gift to one or more fgmiembers. For
purposes of this Agreement, “family member” meawsid, stepchild, grandchild, parent, steppargrandparent,
spouse, former spouse, sibling, niece, nephew, enathlaw, father-in-law or sister-in-law (includjiradoptive
relationships), any individual sharing your houddi{other than a tenant or employee), a trust ifclvione or more of
these individuals have more than 50% of the beladfitterest, a foundation in which you or one armof these
persons control the management of assets, andndityyia which you or one or more of these persows more than
50% of the voting interest.

In addition, if this Option is designated as a natgory stock option in the Notice of Stock Opti@rant, then the
Committee may, in its sole discretion, allow youramsfer this option to your spouse or former sggoursuant to a
domestic relations order in settlement of maritalperty rights.

The Committee will allow you to transfer this Optionly if both you and the transferee(s) executefthms prescribed
by the Committee, which include the consent oftthasferee(s) to be bound by this Agreem

P ORTAL PLAYER, | NC.
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Retention Rights

Stockholder
Rights

Adjustments
Applicable Law

The Plan and
Other Agreements

Neither your Option nor this Agreement gives yoe tight to be retained by the Company or a subsidifithe
Company in any capacity. The Company and its sidrsid reserve the right to terminate your Seraicany time, witl
or without cause

You, or your estate or heirs, have no rights a®ekbolder of the Company until you have exercitesl Option by
giving the required notice to the Company and pgyire exercise price. No adjustments are madei¥atehds or
other rights if the applicable record date occ@®i® you exercise this Option, except as desciibéue Plan

In the event of a stock split, a stock dividend@imilar change in Company stock, the number afeshcovered by
this Option and the exercise price per share madpested pursuant to the Pl

This Agreement will be interpreted and enforcedairttie laws of the State of Delaware (without rdgartheir choice-
of-law provisions)

The text of the Plan is incorporated in this Agreaitrby reference. All capitalized terms in the &tGption Agreemer
shall have the meanings assigned to them in the Pks Agreement and the Plan constitute the entiiderstanding
between you and the Company regarding this Opfiog.prior agreements, commitments or negotiaticrgerning

this Option are superseded. This Agreement mayr@nded only by another written agreement, signeloldbly parties

BY SIGNING THE COVER SHEET OF THIS AGREEMENT,
YOU AGREE TO ALL OF THE TERMS AND CONDITIONS
DESCRIBED ABOVE AND IN THE PLAN.

P ORTAL PLAYER, | NC.
ST0CK O PTIONA GREEMENT
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PORTALPLAYER, INC.
2004 STOCK INCENTIVE PLAN

NOTICE OF EXERCISE OF STOCK OPTION

You must sign this Notice on the last page befoubmitting
it to the Company

OPTIONEE INFORMATION:

Name: Social Security Numbe

Address: Employee Numbel

OPTION INFORMATION:

Date of Grant: , 2 Type of Stock Option
Exercise Price per Share O Nonstatutory (NSO
Total number of shares of Common Stock aff?AL P LAYER , | NC. O Incentive (ISO)
(the “Company”) covered by

option:

EXERCISE INFORMATION:

Number of shares of Common Stock of the Companwfach option is being exercised no . (These shares are
referred to below as the “Purchased Shares.”)

Total exercise price for the Purchased Shares: $

Form of payment enclosgdheck all that apply]:

O Checkforg , payable t¢‘P oRTAL PLAYER, I NC.”

O Certificate(s) for shares of Com®imtk of the Company that | have owned for at Isasimonths or have purchased
in the open market. (These shares will be valueaf #% date when the Company receives this nd

O Attestation Form covering shares of Common Stock of the Company. (These shdliebe valued as of the date when the
Company receives this notici

-1-



Name(s) in which the Purchased Shares should listessd
[please check one bo:

O In my name only
O In the names of my spouse and myself as commurifygoty My spous’s name (if applicable
O In the names of my spouse and myself & jehants with the

right of survivorshig

O In the name of an eligible revocable tr Full legal name of revocable tru

The certificate for the Purchased Shares shoukkheto the
following address

ACKNOWLEDGMENTS:

1. lunderstand that all sales of Purchased Sharesulject to compliance with the Comp’s policy on securities trade

2. | hereby acknowledge that | received and reeapy of the prospectus describing the Company’'étZB@ck Incentive Plan and the tax
consequences of an exerci

3. Inthe case of a nonstatutory option, | undedsthat | must recognize ordinary income equah&dpread between the fair market value
of the Purchased Shares on the date of exercistharekercise price. | further understand that Iraquired to pay withholding taxes at
the time of exercising a nonstatutory opti

4. In the case of an incentive stock option, | agoenotify the Company if | dispose of the Pur@thShares before | have met both of the
tax holding periods applicable to incentive stopkians (that is, if | make a disqualifying dispamit).

5. lacknowledge that the Company has encouraged mengult my own adviser to determine the form ohewghip that is appropriate
me. In the event that | choose

-2



transfer my Purchased Shares to a trust that dulesatisfy the requirements of the Internal ReveBerice (i.e., a trust that is not an
eligible revocable trust), | also acknowledge thattransfer will be treated as a “disposition” facentive stock option tax purposes. As
a result, the favorable incentive stock optionttaatment will be unavailable and other unfavora@leconsequences may occ
SIGNATURE AND DATE:
, 200_




Exhibit 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference ini®eggion Statement Nos. 333-127847 and 333-12@@8b5orm S-8 of our reports dated
March 8, 2006 relating to the financial statemaftBortalPlayer, Inc. and management’s report ereffectiveness of internal control over
financial reporting dated March 8, 2006, appeaimthis Annual Report on Form 10-K of PortalPlaylec. for the year ended December 31,

2005.
/ s/ DELOITTE& T OUCHELLP

San Jose, California
March 8, 2006



Exhibit 31.1

I, Gary Johnson, certify that:
1. | have reviewed this annual report on Form 16fRortalPlayer, Inc.;

2. Based on my knowledge, this report does notaiominy untrue statement of a material fact or dm#ttate a material fact necessal
make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the period
covered by this report;

3. Based on my knowledge, the consolidated findistédements, and other financial information ined in this report, fairly present in

all material respects the consolidated financialdition, results of operations and cash flows eftbgistrant as of, and for, the periods
presented in this report;

4. The registrant’s other certifying officer(s) anare responsible for establishing and maintaimiisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)}%(nd internal control over financial reportirag @defined in Exchange Act Rules 13a-

15(f) and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedaresiused such disclosure controls and procedores designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhibsidiaries, is made known to us by
others within those entities, particularly durithg toeriod in which this report is being prepared;

b) Designed such internal control over financigloting, or caused such internal control over fiahreporting to be designed
under our supervision, to provide reasonable assareegarding the reliability of financial repogiand the preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting principles;

c) Evaluated the effectiveness of the registradisslosure controls and procedures and presentikineport our conclusions
about the effectiveness of the disclosure contintsprocedures, as of the end of the period cougyelis report based on such
evaluation; and

d) Disclosed in this report any change in the teghid’s internal control over financial reportirtgat occurred during the
registrant’s most recent fiscal quarter (the regits fourth fiscal quarter in the case of an aimeaport) that has materially affected, or
is reasonably likely to materially affect, the ®gant’s internal control over financial reportiramd

5. The registrant’s other certifying officer(s) antave disclosed, based on our most recent evatuat internal control over financial

reporting, to the registrant’s auditors and theitacmmmittee of registrant’s board of directors p@rsons performing the equivalent
functions):

a) All significant deficiencies and material weakses in the design or operation of internal corttvelr financial reporting which
are reasonably likely to adversely affect the regig’s ability to record, process, summarize aqbrt financial information; and

b) Any fraud, whether or not material, that invalveanagement or other employees who have a signifiole in the registrant’s
internal control over financial reporting.

Date: March 9, 2006

/s/ GARY JOHNSON

Gary Johnson
President and Chief Executive Officer
(Principal Executive Officer)



Exhibit 31.2

I, Svend-Olav Carlsen, certify that:
1. I have reviewed this report on Form 10-K of Blfttayer, Inc.;

2. Based on my knowledge, this report does notaiominy untrue statement of a material fact or dm#ttate a material fact necessal
make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the period
covered by this report;

3. Based on my knowledge, the consolidated findistédements, and other financial information ined in this report, fairly present in

all material respects the consolidated financialdition, results of operations and cash flows eftbgistrant as of, and for, the periods
presented in this report;

4. The registrant’s other certifying officer(s) anare responsible for establishing and maintaimiisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)}%(nd internal control over financial reportirag @defined in Exchange Act Rules 13a-

15(f) and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedaresiused such disclosure controls and procedores designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhibsidiaries, is made known to us by
others within those entities, particularly durithg toeriod in which this report is being prepared;

b) Designed such internal control over financigloting, or caused such internal control over fiahreporting to be designed
under our supervision, to provide reasonable assareegarding the reliability of financial repogiand the preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting principles;

c) Evaluated the effectiveness of the registradisslosure controls and procedures and presentikineport our conclusions
about the effectiveness of the disclosure contintsprocedures, as of the end of the period cougyelis report based on such
evaluation; and

d) Disclosed in this report any change in the teghid’s internal control over financial reportirtgat occurred during the
registrant’s most recent fiscal quarter (the regits fourth fiscal quarter in the case of an aimeaport) that has materially affected, or
is reasonably likely to materially affect, the ®gant’s internal control over financial reportiramd

5. The registrant’s other certifying officer(s) antave disclosed, based on our most recent evatuat internal control over financial

reporting, to the registrant’s auditors and theitacmmmittee of registrant’s board of directors p@rsons performing the equivalent
functions):

a) All significant deficiencies and material weakses in the design or operation of internal corttvelr financial reporting which
are reasonably likely to adversely affect the regig’s ability to record, process, summarize aqbrt financial information; and

b) Any fraud, whether or not material, that invalveanagement or other employees who have a signifiole in the registrant’s
internal control over financial reporting.

Date: March 9, 2006

/s/  SveND-O LAV C ARLSEN

Svend-Olav Carlsen
Chief Financial Officer
(Principal Financial Officer)



Exhibit 32.1

CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

Pursuant to 18 U.S.C. Section 1350, as adoptedignir$o Section 906 of the Sarbanes-Oxley Act @2@ary Johnson, the President and
Chief Executive Officer of PortalPlayer, Inc. (tt@ompany”), and Svend-Olav Carlsen, the Chief FaiainOfficer of the Company, each
hereby certifies that, to his knowledge:

(i) the Annual Report of the Company on Form 10eKthe year ended December 31, 2005 (the “Repdutly, complies with the
requirements of Section 13(a) of the Securitieshérge Act of 1934, ar

(i) the information contained in the Report faigyesents, in all material respects, the finaraaldition and results of operations of
the Company

Dated: March 9, 2006

/s/ GARY JOHNSON /s/ SveND-O LAV C ARLSEN

Gary Johnson Svend-Olav Carlsen
President and Chief Executive Officer Chief Financial Officer



