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Statement Regarding Forward-Looking Statements

The statements contained in this report on FornKlt@at are not purely historical are forward-lookjrstatements within the meaning of
applicable securities laws. Forward-looking statertseinclude statements regarding our “expectatidtanticipation,” “intentions,”
“beliefs,” or “strategies” regarding the future, wather or not those words are used. Forward-loolstagjements also include statements
regarding revenue, margins, expenses, and earranglysis for fiscal 2005 and thereafter; technotgiinnovations; products or product
development, including their performance, markedifoan, and potential; our product development s&tdes; potential acquisitions or
strategic alliances; the success of particular protdor marketing programs; the amounts of reveremegated as a result of sales to
significant customers; and liquidity and anticipateash needs and availability. All forward-lookisigitements included in this report are
based on information available to us as of thedjldate of this report, and we assume no obligatbonpdate any such forward-looking
statements. Our actual results could differ matirilkom the forwardiooking statements. Among the factors that couldseactual results

differ materially are the factors discussed in It&énfBusiness — Risk Factors.”
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PART |
ITEM 1. BUSINESS
Overview

We are the leading worldwide developer angbiepof custom-designed user interface solutitrad €nable people to interact more easily
and intuitively with a wide variety of mobile comimg, communications, entertainment, and othertedaa devices. In our fiscal year ended
June 30, 2004, we estimate that more than half abtebook computers and hard-disk drive, or HPDBrtable digital music players shipped
contained our products. Our original equipment nfacturer, or OEM, customers include the world’s lemgest PC OEMs and the largest
HDD portable digital music player OEM. We generallypply our OEM customers through their contrachufiacturers, which take delivery
of our products and pay us directly for them. Thamatract manufacturers include Asusalpha, Conilaggroup Computers, Foxconn,
Inventec, LG, and Shanghai Yi Hsin.

The latest industry projections for noteboblpments for the period 2004-2008 show a compoumdial growth rate of 16.7% compared
with 4.9% for desktop computers, reflecting thetoaring trend toward mobile computing and remoteess. Based on the strength of our
technology and engineering know-how, we believeavgewell positioned to take advantage of the gravpportunity in the notebook market
and to provide innovative, value-added interfadat&ms for each of the key end-user preferencesedtimate that in fiscal 2004
approximately 68% of all notebook computers soleldusolely a touch pad interface; 8% used solelgiatipg stick interface; and 24% use
dual pointing interface, which consists of botlvadh pad and a pointing stick. Our notebook protines of touch pads and pointing sticks
allow us to address 100% of the total notebook etark

Industry projections for the portable digmalisic player market for the period 2004-2008 sugge®mpound annual growth rate of 15.6%
for the overall market and a compound annual groath exceeding 40% for the HDD segment of the starkflecting the trend toward
digital music player products containing greatdaddorage capacities. These products require glesimeliable, and intuitive user interface
solution to navigate efficiently through menus aodoll through extensive play lists and songs dorthon the HDD. We believe we are
uniquely positioned to take advantage of this fgpidlowing market based on our technology, engimgeknow-how, and the broad
acceptance of our custom-designed user interfdoé@ts currently found in the top selling HDD daji music players.

Our TouchPad™ is a small, touch-sensitivethatisenses the position of a person’s finger ®adtface to provide screen navigation,
cursor movement, and a platform for interactiveuin@®ur TouchPads offer various advanced featsted) as virtual scrolling; customizable
tap zones to simulate mouse clicks, launch appicst or perform other select functions; Palm Chédk eliminate false activation; and
Edge Motion™ to continue cursor movement when g&r’s finger reaches the edge of the touch pad.TouchPads are custom designed to
meet our OEM customers’ specifications regardiegteical interface, size, thickness, functionalapd driver software for various advanced
features and operating systems. Our pointing stititions, including TouchStyk™, our proprietaryimging stick solution, enable computer
manufacturers to offer end users the choice ofiehtgad, a pointing stick, or a combination of biotierface devices. TouchStyk is a self-
contained, easily integrated module that uses airénsing technology as our TouchPad. Our Quiok&® provides a fast, easy, and
accurate way to input Chinese characters.

We believe our extensive intellectual propgytfolio, our experience in providing interfacdigions to major OEMs, and our proven
track record of growth in our expanding core notdbocomputer interface business position us to keyaechnological enabler for multiple
applications in many markets. Based on these stienge are addressing the opportunities createtdogrowth of a new class of mobile
computing and communications devices, which wein&dkmation appliances, or “iAppliances,” as wadl a variety of other electronic
devices. iAppliances include personal digital dasis, or PDAs, smart phones, and portable digitadic players as well as a variety of
mobile, handheld, wireless, and Internet devicebefelectronic devices include touchpads for gpthtox remote controls for Internet access
and home entertainment utilizing the user’s televiscreen as the monitor as well as touch scregnse in ATMs, kiosks, web phones, and
interactive gaming machines. We believe our exgstathnologies, our new product solutions, andesaphasis on ease of use, small size,
low power consumption, advanced functionality, dhility, and reliability will enable us to penetratee markets for iAppliances and other
electronic devices.
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We continually strive to introduce new usdeiface and technology solutions, including sohsifor iAppliance and other electronic
devices. New solutions include SpeakerPad™, LuxPdef¢erprint TouchPad, NavPoint™, LightTouch™, €bRing™, ScrollStrip™,
cPad™, and Spiral™ as well as touch pads with eddxdharacter recognition software, and touch sgmaiodules for large touch screens.
Our SpeakerPad integrates our TouchPad and an spelider that saves space and fosters thinner,conrgact notebooks; offers simplified
and improved design and manufacturing processpamddes quality sound. Our LuxPad is an innovatilueninated TouchPad designed to
be appealing to customers and to serve as a prddterentiator for our customers. Our ScrollStpipvides a simple and intuitive way for
users to scroll through menus, web pages, and demismThe NavPoint offers users improved functityaind versatility in accessing and
managing content in handheld devices. LightTouchssnple, easy to use, stylish interface solutiian replaces mechanical buttons with an
illuminated sensor. Our TouchRing is an integraelit-state circular scrolling wheel utilizing ocapacitive touch sensing technology that
enables the user to navigate efficiently througimuseand scroll through extensive play lists andysdound on HDD portable digital music
players. Our Fingerprint TouchPad combines our T&aad with an advanced biometric sensor and softtegueovide a complete biometric
security solution for notebook OEMs. The fingerpriecognition features of the Fingerprint TouchiPgalace the need for a user name and
password combination with the user’s fingerprirtte TFingerprint TouchPad has the dual advantageoofding security by restricting login
access to anyone other than the rightful user amdging user convenience by making it easier astiefr to log in since a user name and
password are not needed. Our ClearPad™ solutiartlsar, thin sensor that can be placed over arfigcs) including display devices, such as
liquid crystal displays, or LCDs. The ClearPad Igyhtweight, low power consumption solution, atslflexible design allows it to be
mounted on curved surfaces, such as the lensalfidar phone. Our Spiral is a thin, lightweiglgwl power consumption, inductive pen-
sensing system. The Spiral sensor lies behind dh $aCeen, effectively permitting 100% light transgivity and reduced backlighting
requirements. Spiral uses a patented inductivelcwupechnology that offers the unique feature mfimity sensing to measure the position
of the pen relative to the pen-based device. OuchiBad with embedded Chinese character recogrsitifiware, allows users to interface
application specific content, such as electronypent processing, map locators, and short messagivices.

Our website is located at www.synaptics.cohrotigh our website, we make available free of ahang annual reports on Form KQ-our
proxy statements, our quarterly reports on FornQ1@nd our current reports on Form 8-K as well@+3, Form 4, and Form 5 Reports for
our directors, officers, and principal stockholde¢ogether with amendments to those reports filefimished pursuant to Section 13(a), 15
(d), or 16 under the Securities Exchange Act. Theperts are available as soon as reasonably pahtti after their electronic filing with the
Securities and Exchange Commission.

Our Strategy

Our objective is to continue to enhance ousitn as the world’s leading supplier of interfadutions for the notebook computer market
and portable digital music players and to becor@ading supplier of interface solutions for iApplis and other electronic devices. Key
aspects of our strategy to achieve this objectickide the following:

Extend Our Technological Leaderst

We plan to utilize our extensive intellectpabperty portfolio and technological expertise toyide competitive advantages, extend the
functionality of our product solutions, and offanbvative product solutions to customers acrossiphelimarket segments. We intend to
continue to utilize our technological expertiseg¢duce the overall size, weight, cost, and powasemption of our interface solutions while
increasing their applications, capabilities, andgrenance. We plan to expand our research and deweint efforts through strategic
acquisitions and alliances, increased expensegherturing of additional engineering personnel. Mééeve that these efforts will enable us
to meet customer expectations and to achieve alrgfsupplying on a timely and cost-effective sakie most advanced, easy-to-use,
functional interface solutions to our target masket

Enhance Our Leadership Position in the Notebook @dar and Portable Digital Music Player Marke

We intend to continue to introduce market-iegdnterface solutions in terms of performancechionality, size, and ease of use. Our
touch stick solutions, including our proprietarydtbStyk, enable us to address both the pointicg aiid the dual pointing segments of the
notebook interface market. Our pen-sensing
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applications, multi-finger gestures, and scrolipsproducts are designed to provide additional fiemality that results in competitive
advantages. Our HyperThI TouchPad solution allows our customers to desighpaduce even thinner notebook computers.

Capitalize on Growth of New Markets

We intend to capitalize on the growth of nearkets, including the iAppliance markets, broudtiwt by the convergence of computing,
communications, and entertainment devices. We olaffer innovative, intuitive interface solutiotisat address the evolving portability,
connectivity, and functionality requirements ofshenew markets. We plan to offer these solutiorxigsting and potential OEM customers
a means to increase the functionality, reduceittee bbwer the cost, and enhance the user experighcur customers’ products. We plan to
utilize our existing technologies as well as aggirady pursue new technologies as new markets evard demand new solutions.

Emphasize and Expand Customer Relations

We plan to emphasize and expand our strondaamgdlasting customer relationships and to provitdemost advanced interface solutions
for our customers’ products. We recognize thatiot@rface solutions enable our customers to delveositive user experience and to
differentiate their products from those of theimgzetitors. We continually attempt to enhance thepetitive position of our customers by
providing them with innovative, distinctive, andjhiquality interface solutions on a timely and esi$¢ctive basis. To do so, we work
continually to improve our productivity, to reducests, and to speed the delivery of our interfatetions. We endeavor to streamline the
entire design and delivery process through our mmggdesign, engineering, and production improvenedforts. We also devote considerable
effort to support our customers after the purcledsmur interface solutions.

Pursue Strategic Relationships and Acquisiti

We intend to develop and expand strategidioglships to enhance our ability to offer value-edldustomer solutions, penetrate new
markets, and strengthen the technological leadedfiour product solutions. We also intend to asgabompanies in order to expand our
technological expertise and to establish or stiemgbur presence in selected target markets.

Continue Virtual Manufacturing

We plan to expand and diversify our productiapacity through third-party relationships, thgrstyengthening our virtual manufacturing
platform. This strategy results in a scalable bessrmodel; enables us to concentrate on our canpetencies of research and development,
technological advances, and product design; anacesdour capital expenditures. Our virtual manufidicy strategy allows us to maintain a
variable cost model, in which we do not incur mafsbur manufacturing costs until our product saa$i have been shipped and billed to our
customers.

Product Solutions

We develop, acquire, and enhance interfadentdogies that enrich the interaction between peapd mobile computing and
communications devices. Our innovative and inteitivterfaces can be engineered to accommodate dizgrge platforms. Our extensive
array of technologies includes ASICs, firmwarejwafe, and pattern recognition and touch sensicigni@ogies.

Through our technologies, we seek to provigiecnistomers with customized solutions that addiesis individual design issues and result
in high-performance, feature-rich, and reliabl@iface solutions. Our TouchPad, SpeakerPad, Luxdadi-ingerprint TouchPad address the
notebook computer market; our TouchStyk addre$sepdinting stick and dual pointing portions of ttiebook computer market and the
iAppliance markets; our TouchRing, NavPoint, SpitadhtTouch, and ScrollStrip address the iAppliamsarkets; and our ClearPad
addresses the notebook computer and iApplianceetea®/e believe our interface solutions offer thiéofving characteristics:

3
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» Ease of Us. Our interface solutions offer the ease of useiafuitive interaction that users dema

» Small Size The small, thin size of our interface solutionslgles our customers to reduce the overall sizenaight of their products
in order to satisfy consumer demand for portabi

* Low Power Consumptic. The low power consumption of our interface salng enables our customers to offer products witlyéo
battery life or smaller battery siz

« Advanced Functionalit. Our interface solutions offer advanced featusash as virtual scrolling, customizable tap zoeege motior
and tapping and dragging icons, to enhance useriexge.

Reliability . The reliability of our interface solutions saiisf consumer demand for dependability, which isaspprmcomponent of
consumer satisfactiol

Durability . Our interface solutions withstand repeated usegre physical treatment, and temperature fluginatwhile providing a
superior level of performanc

We believe these characteristics will enalsléounaintain our leadership position in the notdbcomputer market and will enhance our
position as a technological enabler of iApplianaed other electronic devices and a differentiadoiJEMs of these products.

Our emphasis on technological leadership aistbenized-design capabilities positions us to mevinique interface solutions that address
specific customer requirements. Our long-term wagkielationships with large, global OEMs providenith experience in satisfying their
demanding design specifications and other requingsn®©ur custom product solutions provide OEMs witimerous benefits, including the
following:

 customized, modular integratic

 reduced product development co:

« shorter product time to mark

« compact and efficient platform

» improved product functionality and utility; ai

 product differentiation

We work with our customers to customize ouutsans in order to meet their design requirementss collaborative effort reduces the
duplication and overlap of investment and resoyrerabling our OEM customers to devote more tinteragources to the market
development of their products.

We utilize capacitive and inductive technoksgiather than traditional resistive technologgun product solutions. Unlike resistive
technology, our capacitive and inductive technasgequire no activation force, thereby permitéagy movement across the touch surface,
and use no moving parts. Our capacitive technosdgy can be integrated with both curved and fldeses.

Capacitive and inductive technologies proadditional key benefits over resistive technolo@gpacitive and inductive sensors are
fabricated without the air or liquid gap requiredrisistive technology, reducing undesirable irdaéreflections and the power requirements
for the LCD backlight, thereby extending the battigfie of small handheld devices. Capacitive andlictive technologies also allow for much
thinner sensors than resistive technology, allovigmgslimmer, more compact, and unique industresdigns.

4
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Products

We offer customers user interface solutioms$ ginovide competitive advantages. Our family afdurct solutions allows our customers to
solve their interface needs and differentiate theaducts from those of their competitors.

TouchPad

Our TouchPad, which takes the place and excéwdfunctionality of a mouse, is a small, touehsitive pad that senses the position of a
person’s finger on its surface through the measeargmof capacitance. Our TouchPad provides an ae;uwamfortable, and reliable method
for screen navigation and cursor movement, andigesva platform for interactive input, which alloasr customers to provide stylish,
simple, user-friendly, and intuitive interface doas for both the consumer and corporate markats. TouchPads offer various advanced
features, including the following:

Virtual scrolling. This feature enables the user to scroll throughdioopment by swiping a finger along the side otdrotof the
TouchPad

» Customizable tap zoneBhese zones permit separate portions of the ToutttPlae used to simulate mouse clicks, launch eafitins
and perform other selected functio

Palm CheckPalm Check eliminates false activation when a pi’'s palm accidentally rests on the TouchF

Edge MotionThis permits cursor movement to continue when &'s finger reaches the edge of the Touchl

« Tapping and dragging of icon$his feature allows the user to simply tap on amim order to drag it, rather than being forcetaal
a button down in order to drag an ic

Multi-finger gesturesThis feature allows the user to designate speadimns when more than one finger is used on thefiBad

Our TouchPads are available in a variety zdsi electrical interfaces, and thicknesses, imetudur HyperThin, which is the world’s
thinnest touch pad and is designed for ultra-péetainbile devices that are small and have resttispace requirements. Our TouchPads are
designed to meet the electrical and mechanicaifsgaons of our customers. Customized firmware dniver software ensure the
availability of specialized features. As a resiiltheir solid state characteristics, our TouchHzage no moving parts that wear out, resulting
in a robust and reliable input solution that alboves for unique industrial designs.

TouchStyk

We offer both capacitive and resistive poigtitick solutions. We offer a third-party resistateck. We also offer TouchStyk, our
proprietary pointing stick interface solution. TO&tyk is a self-contained, easily integrated modud¢ uses similar capacitive technology as
our TouchPad. TouchStyk is enabled with press-H@esand tap-to-click capabilities and can be gasilegrated into multiple computing and
communications devices. We have reduced the nuofleamponents needed to control the pointing deattewing the electronics for the
TouchStyk to be mounted directly on the printeduirboard, or PCB, of the unit. In addition, thissign greatly reduces susceptibility to
electromagnetic interference, thereby providingatgepointing accuracy and preventing the poiranfdrifting when not in use.

We are currently shipping our TouchStyk inalmtoks that utilize dual pointing interface solnfoOur modular approach allows OEMs to
include our TouchPad, our TouchStyk, or a combamatif both interfaces in their notebook computers.

5
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Dual Pointing Solution:

Our dual pointing solutions offer both a toyad and a pointing stick in a single notebook cat@p enabling users to select their interi
of choice. Our dual pointing solution also providies end user the ability to use both interfacésra@mangeably. Our dual pointing solution
provides the following advantages:

cos-effective and simplified OEM integratio
» simplified OEM product line since one device consaboth solutions
« single-source supplier, which eliminates compatibilityuiss; anc

 end user flexibility since one notebook can addbedh user preference

We have developed two solutions for use indiln@ pointing market. Our first solution integratl the electronics for controlling a third-
party resistive strain gauge pointing stick onto douchPad PCB. This solution simplifies OEM intaiwn by eliminating the need to proc
the pointing stick electronics from another pamy @hysically integrate them into the notebook. €erond dual pointing solution uses our
TouchStyk rather than a third-party pointing stiakd offers the same simplified OEM integratione Becond solution is a completely
modular design, allowing OEMs to offer TouchPadyofilouchStyk-only, or dual pointing solutions obuwild-to-order basis.

QuickStroke

QuickStroke provides a fast, easy, and acewraly to input Chinese characters. Using our reitiogrtechnology that combines our
patented software with our TouchPad, QuickStrokereaognize handwritten, partially finished Chinebaracters, thereby saving
considerable time and effort. Our QuickStroke ofgeravith our touch pad products that can be intedrinto notebook computers, keyboa
and a host of stand-alone interface devices thaetiiber a pen or a finger.

Our patented Incremental Recognition Technpkd@pws users to simply enter the first few stroké a Chinese character and QuickStr
accurately interprets the intended character. Simedypical Chinese character consists of an geesd 13 strokes, QuickStroke technology
saves considerable time and effort. QuickStrokeiges a solution to enhance Chinese communicatiphdth business and personal use
electronic devices.

TouchPad Under Plastic

Our TouchPad under plastic, which operatesnmanner similar to our other TouchPads, providesastomers with unique design
opportunities. Placing the TouchPad sensor undtrrikea plastic palm rest allows for a streamlingtized design. Our TouchPad under
plastic is now available in a number of notebodisred by multiple OEMs.

SpeakerPad

SpeakerPad is the first integration of a notdéltouch pad and an audio speaker. By integratirtjio technology into our TouchPad
module, the SpeakerPad eliminates the need foipteutpeaker components, offering a simplified angroved design and manufacturing
process, cleaner industrial design, and qualithdolihe use of a single module that combines thefBad and the speaker saves significant
space, which is important for thinner, more compextebooks. In addition, the single module is edsielesign into a notebook, facilitates
easier integration, and enables manufactures tk with one company for both user-interface and asdiutions.

LuxPad

LuxPad is an innovative illuminated TouchPHlde LuxPad is designed to be appealing to consuamet$o serve as a product
differentiator to our customers. The LuxPad cahegitight up the entire touchpad or light up a lagt¢he center of the TouchPad, depending
on the preference of the notebook designer.
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Fingerprint TouchPar

Our Fingerprint TouchPad module combines aurchPad with an advanced biometric sensor and addtto provide a fully integrated
biometric security and interface solution. The &ngrint recognition features of our integrated medeplace the need for a user name and
password combination with the usefingerprint. The integrated Fingerprint TouchPaatule has the dual advantage of providing secbyi
restricting login access to anyone other thanitfteful user and providing user convenience by mgki easier and faster to log in since a
user name and password are not needed. The fpktapon of our Fingerprint TouchPad module isSamsung’s Sens X10 notebook.

TouchRing

Our TouchRing is an integrated solid-stateriiatce circular scrolling wheel utilizing our cajiae touch sensing technology that enables
the user to navigate through menus and scroll irdists. The first application of our TouchRingnsa leading MP3 player in which the
scroll wheel enables the user to efficiently nateghrough menus and scroll through extensive lgé&y and songs.

ScrollStrip

ScrollStrip is a one-directional TouchPad fwatvides a simple and intuitive way for usersdam# through menus, web pages, and
documents. ScrollStrip can be used in a wide wagéapplications that require a thin, robust, aete, and easy-to-use input and navigation
device, including notebooks, PC peripherals, sisckegboards and mice, and iAppliances. ScrollS¢rgvailable in custom sizes, thicknes
colors, and electronic interfaces to meet the neédsir OEM customers. Future applications mayudelcellular phones and other
communications and computing devices.

LightTouch

LightTouch is a simple, easy to use, styligieiface solution that replaces mechanical butigtisan illuminated sensor programmed to
perform functions, such as pause and play. Lighthds designed for integration under the plastiefaf a device, allowing for a sealed, thin
design that is both stylish and durable.

cPad

cPad, our innovative and customizable toucbestsolution, consists of a clear thin sensordhatbe placed over any viewable surface,
including display devices such as LCDs. cPad idrotiad by a small electronics module, which carldmated remotely from the sensor.
Similar to our traditional TouchPad, our cPad haisous distinct advantages, including light weidbty profile form factor; high reliability,
durability, and accuracy; and low power consumptlaraddition, cPad enables visual information ligpn conjunction with touch
commands.

We have used our ClearPad technology to dpwalo cPad, a product solution that replaces thehigad in notebook computers. Our ¢
solution consists of a ClearPad mounted over an diSplay. This solution provides all of the featit# a standard touch pad while provic
information content and additional features, inatgdan application launcher, calendar, and calould¥e have developed this solution wit
USB interface for significant and rapid data trensfnd easy integration into notebook computergissi

Spiral

Spiral is a thin, lightweight, low power, imttive pen-sensing solution. The Spiral sensordiesind an LCD screen, effectively permitting
100% light transmissivity and reduced backlightinguirements. Spiral uses a patented inductivelomufechnology that offers the unique
feature of proximity sensing, which measures tleeige position of the tip of the pen relative joem-based device.
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TouchScreen

Our TouchScreen provides a user interfacdisolfior use with ATMs, ticket machines, medicadplays, industrial displays, pay-at-the-
pump gas machines, and interactive kiosks. Thedpplication of our TouchScreen is in an ATM.

NavPoint

The NavPoint solution offers users improveqctionality and versatility in accessing and manggiontent in handheld devices through
unique navigation controls, including short- andgadistance scrolling features, tapping, and mdiksecursor navigation. The first
application with the NavPoint interface solutiortie HP iPAQ hx4700 Pocket PC.

Technologies

We have developed and own an extensive afregcbnologies encompassing ASICs, firmware, saféwand pattern recognition and to
sensing technologies. With 72 U.S. patents issndd3a U.S. patents pending, we continue to deviglolpnology in these areas. We believe
these technologies and the related intellectuglemnty create significant barriers for competitonsl allow us to provide interface solutions
variety of high-growth market segments.

Our broad line of interface solutions currengl based upon the following key technologies:

 capacitive position sensing technolo

« capacitive force sensing technolo

« transparent capacitive position sensing technol

« inductive position sensing technolo(

* pattern recognition technolog

« mixed signal very large scale integrated circuitybSl, technology; ani

* proprietary microcontroller technolog

In addition to these technologies, we havectire competency of developing software that previdnique features, such as virtual
scrolling, customizable tap zones, Palm Check, Bdgeon, tapping and dragging of icons, and muhiger gestures. In addition, our ability
to integrate all of our products to interface withjor operating systems, including Windows 98, Véind 2000, Windows NT, Windows CE,
Windows XP, Windows ME, Mac OS, Pocket PC, Palm S8nbian, UNIX, and LINUX, provides us with a contiiee advantage.

Capacitive Position Sensing Technolo@kis technology provides a method for sensing tlesgnce, position, and contact area of one or
more fingers or a conductive stylus on a flat awed surface, such as our TouchPad. Our technalmgls with very light touch and provid
highly responsive cursor navigation and scrollibhgises no moving parts, can be implemented unidstip, and is extremely durable.

Capacitive Force Sensing Technolo@his technology senses the direction and magnibiideforce applied to an object. The object can
either move when force is applied, like a typicaistick used for gaming applications, or it caridmmetric, with no perceptible motion dur
use, like our TouchStyk. The primary competitiontftis technology is resistive strain gauge techgyl Resistive strain gauge technology
requires electronics that can sense very smallggsim resistance, presenting challenges to thigrdesthat circuitry, including sensitivity 1
electrical noise and interference. Our electromcuitry determines the magnitude and directiomfapplied force, permits very accurate
sensing of tiny changes in capacitance, and migisniaterference from electrical noise.
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Transparent Capacitive Position Sensing Technol®gis technology allows us to build transparent senfor use with our capacitive
position sensing technology, such as in our cRdwad all the advantages of our capacitive posiemsing technology and allows for visual
feedback when incorporated with a display deviaehsas an LCD. Our technology does not requirdcation, does not produce undesirable
internal reflections, and has reduced power requergs, allowing for longer battery life.

Inductive Position Sensing Technolo@his technology provides a method for sensing tiesgnce and position, in three dimensions, of a
pen on surfaces like the touch screen used in sraacdheld devices. The sensor board can be pladeddithe display screen, such as an
LCD, thus eliminating any undesirable reflectiongransmissivity losses and the need for backlightivhich enhances battery life.

Pattern Recognition Technologhhis technology is a set of software algorithmsdonverting real-world data, such as handwritingp &
digital form that can be recognized and manipulatghin a computer, such as our QuickStroke prodinct gesture decoding for our
TouchPad products. Our technology provides reliabledwriting recognition and facilitates signatuegification.

Mixed Signal VLSI Technologyhis hybrid analog-digital integrated circuit tedhwgy combines the power of digital computationhwit
the ability to interface with non-digital real-wdrsignals like the position of a finger or stylusasurface. Our patented design techniques
permit us to utilize this technology to optimizer @are ASIC engine for all our products, which wadiéwve provides cost and performance
advantages over our competitors.

Proprietary Microcontroller Technologylhis technology consists of a proprietary 16-bitracontroller core embedded in the digital
portion of our mixed signal ASIC, which allows wsdptimize our ASIC for position sensing tasks. ®@ubedded microcontroller provides
great flexibility in customizing our product soloitis utilizing firmware, which eliminates the neediesign new circuitry for each new
application.

Competing Technology

Many interface solutions currently utilize istive sensing technology. Resistive sensing teldgyoconsists of a flexible membrane above

a flat, rigid, electrically conductive surface. Whiinger or stylus pressure is applied to the meméy it deforms until it makes contact with
the rigid layer below, at which point attached #&legics can determine the position of the fingestgtus. Since the flexible membrane is a
moving part, it is susceptible to mechanical weat will eventually suffer degraded performance. Buthe way that resistive position
sensors work, it is not possible for them to detecte than a single finger or stylus at any giveret The positional accuracy of a resistive
sensor is limited by the uniformity of the resistiwoating as well as by the mechanics of the flexiblembrane. Finally, due to reduced
transmissivity, or the amount of light that cangp#wough the display, resistive technology requihe use of a backlight, thereby reducing
the battery life of the device.

Research and Development

We conduct active and ongoing research andldpment programs that focus on advancing our tolies, developing new products,
improving design and manufacturing processes, ahdrecing the quality and performance of our prododitions. Our goal is to provide ¢
customers with innovative solutions that addres§ tieeds and improve their competitive positidsr research and development
concentrates on our market-leading interface teldgies, improving our current product solutionsd &xpanding our technologies to serve
new markets. Our vision is to develop solutiong thiegrate touch, handwriting, vision, and voiepabilities that can be readily incorpora
into varied electronic devices.

Our research and development programs foculseodevelopment of accurate, easy to use, fedtirereliable, and intuitive user
interfaces for electronic devices. We believe amoivative interface technologies can be applieadaoy diverse platforms. We believe the
interface will be a key factor in the differentati of these products. We anticipate that our iaterftechnologies will enable us to provide
customers with product solutions that have sigaiftcadvantages over alternative technologies ingef functionality, size, power
consumption, durability, and reliability. We alsorgue strategic acquisitions and enter into strategationships to enhance our
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research and development capabilities, leveragéestinology, and shorten our time to market witv technological applications.

Our research, design, and engineering teaagsiéntly work directly with our customers to destmistom solutions for specific
applications. We focus on enabling our customers/gycome technological barriers and enhance tHferpgance of their products. We
believe our efforts provide significant benefitsolar customers by enabling them to concentraténein tore competencies of production and
marketing.

As of June 30, 2004, we employed 122 peoptruirtechnology, engineering, and product desigietions in the United States, the United
Kingdom, Taiwan, and Hong Kong. Our research aneld@ment expenses were approximately $16.6 millidiscal 2002, $19.8 million in
fiscal 2003, and $21.4 in fiscal 2004.

Intellectual Property Rights

Our success and ability to compete dependuihgn our ability to maintain the proprietary asgeof our technologies and products. We
rely on a combination of patents, copyrights, traderets, trademarks, confidentiality agreemenmis,odher contractual provisions to protect
our intellectual property, but these measures nmayige only limited protection.

As of June 30, 2004, we held 72 U.S. patemtistead 31 U.S. pending patent applications. Thasenps and patent applications cover
various aspects of our key technologies, includingh sensing, pen sensing, handwriting recognitastomizable tap zones, edge motion,
and virtual scrolling technologies. Our proprietaoftware is protected by copyright laws. The sewrade for our proprietary software is also
protected under applicable trade secret laws.

Patent applications that we have filed or tilayin the future may not result in a patent beisgued. Our issued patents may be challet
invalidated, or circumvented, and claims of ouepéd may not be of sufficient scope or strengthissired in the proper geographic region
provide meaningful protection or any commercialatage. We have not applied for, and do not hawecapyright registration on our
technologies or products. We have applied to registrtain of our trademarks in the United Stateb@her countries. There can be no
assurance that we will obtain registrations oféradrks in key markets. Failure to obtain registraticould compromise our ability to protect
fully our trademarks and brands and could incréfaseisk of challenge from third parties to our o$eur trademarks and brands. In addit
our failure to enforce and protect our intellectoiadperty rights or obtain from third parties tlight to use necessary technology could have a
material adverse effect on our business, finargatition, and results of operations.

Our extensive array of technologies includ&@s, firmware, software, and pattern recognitiod position sensing technologies. Any
of our products rely on a combination of these medbgies, making it difficult to use any single teology as the basis for replicating our
products. Furthermore, the length and customizaifdhe customer design cycle serve to protecimetlectual property rights. Our resear
design, and engineering teams frequently work tdiredith our OEM customers to design custom solsidor specific applications.

We do not consistently rely on written agreetaevith our customers, suppliers, manufacturerd,aher recipients of our technologies
and products, and therefore some trade secretgpimtanay be lost and our ability to enforce ouellectual property rights may be limited.
Furthermore, our customers, suppliers, manufactpesrd other recipients of our technologies andyxts may seek to use our technologies
and products without appropriate limitations. le fhast, we did not consistently require our empgsyend consultants to enter into
confidentiality agreements, employment agreememtgroprietary information and invention agreememtserefore, our former employees
and consultants may try to claim some ownershgr@st in our technologies and products and maypustechnologies and products
competitively and without appropriate limitations.

Other companies, including our competitorsy mavelop technologies that are similar or supadasur technologies, duplicate our
technologies, or design around our patents andiraag or obtain patents or other proprietary righés would prevent, limit, or interfere wi
our ability to make, use, or sell our products e€five intellectual property protection may be wikable or limited in some foreign countries,
such as China and Taiwan, in which we operate. thoaized parties may attempt to copy or otherwise aspects of our technologies and
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products that we regard as proprietary. There eamobassurance that our means of protecting owriptary rights in the United States or
abroad will be adequate or that competitors witlindependently develop similar technologies. If mtellectual property protection is
insufficient to protect our intellectual properfghts, we could face increased competition in tlaek®t for our technologies and products.

We may receive notices from third parties tHaim our products infringe their rights. From &rno time, we receive notice from third
parties of the intellectual property rights suchtipa have obtained. We cannot be certain thatemimologies and products do not and will
not infringe issued patents or other proprietaghts of others. Any infringement claims, with otthrgut merit, could result in significant
litigation costs and diversion of resources, inglgdhe payment of damages, which could have anmahtelverse effect on our business,
financial condition, and results of operations.

Customers

Our customers currently include the worlds k@rgest PC OEMSs, based on unit shipments, asasellvariety of consumer electronics
manufacturers. Our demonstrated track record tintglogical leadership, design innovation, prodwfgmance, and on-time delivery have
resulted in our serving as the sole source of matkelnterfaces for some of our OEM customers. Wiebe our strong relationship with our
OEM customers, many of which are currently develgpAppliance and other products, will positionassa primary source of supply for
their product offerings.

Our OEM customers include the following:

*  Acer +  Gericom

« Apple . Hewlet-Packarc
*  Asustek . IBM

. Dell . NEC

. ECS . Samsung

. Fujitsu/Siemen: . Sharp

. Gateway . Toshiba

We supply our OEM customers through their @ettmanufacturers. We sell our products directlthese contract manufacturers, which
include Asusalpha Compal, Elitegroup Computerscbar, Inventec, LG, and Shanghai Yi Hsin. Saldstentec and Compal accounted
approximately 25% and 10%, respectively, of oueraie in fiscal 2004 and sales to Inventec accountegpproximately 14% of our reven
in fiscal 2003. No other customer accounted forertban 10% of our revenue during either fiscal 260#scal 2003.

We consider both the OEMs and the contractufsaturers to be our customers. The OEMs typicddiermine the design and pricing
requirements and make the overall decision reggritie use of our interface solutions in their paiduThe contract manufacturers place
orders with us for the purchase of our producte tdle to the products purchased upon shipmentshyand pay us directly for those
purchases. These customers have no return prigilegeept for warranty provisions.

Strategic Relationships

We have established strategic relationshint@ance our ability to offer valusdded customer solutions and rapidly gain markatesiVe
intend to enter into additional strategic relatitips with leading companies in our target markets.

Sales and Marketing

We sell our product solutions for incorporatiato the products of OEMs. We generate salesijiiralirect sales employees and sales
representatives. Our sales personnel receive siiadt@chnical assistance and support from owriratl engineering resources because of the
highly technical nature of our product solutionales frequently result from multi-level sales efahat involve senior management, design
engineers, and our sales personnel interactingautitustomers’ decision makers throughout the ygbdevelopment and order process.
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We currently employ 36 sales and marketindgasionals. We maintain seven customer suppoxesfilomestically and internationally,
which are in the United States, the United Kingd@aayan, Japan, China, and Hong Kong. In additrem utilize sales representatives in
Singapore, Malaysia, Korea, United States, and fiuemd sales distributors in Japan.

International sales, primarily in the Asiarddfuropean markets, constituted approximately 984%,, and 96% of our revenue in fiscal
2002, 2003, and 2004 respectively. A significantipa of these sales were made to companies logat€tina and Taiwan that provide
manufacturing services for major notebook compEMs. All of these sales were denominated in UdHads.

Manufacturing

We employ a virtual manufacturing platformahgh third-party relationships. We currently uttlivo semiconductor manufacturers to
supply us with our requirements for our proprietd®ICs utilized in our notebook interface solutions

After production and testing, the ASICs arpphld to our subcontractors for assembly. Duriregabsembly process, our ASIC is
combined with other components to complete our gpecodolution. The finished assembled product is 8$t@pped by our subcontractors
directly to our customers for integration into thgioducts.

We believe our virtual manufacturing strat@ggvides a scalable business model; enables wnteotrate on our core competencies of
research and development, technological advanndgraduct design; and reduces our capital exparedit In addition, this strategy
significantly reduces our working capital requirertsefor inventory because we do not incur mostusfroanufacturing costs until we have
actually shipped our product solutions to our comts and billed those customers for those products.

Our third-party manufacturers are Asian-basrgghnizations. We provide our manufacturing subremtérs with six-month rolling
forecasts of our production requirements. We do mmtvever, have long-term agreements with any ofhoanufacturing subcontractors that
guarantee production capacity, prices, lead timedglivery schedules. The strategy of relying lowse parties exposes us to vulnerability
owing to our dependence on few sources of suppbybalieve, however, that other sources of supm@yaaailable. In addition, we may
establish relationships with other manufacturingcsuntractors in order to reduce our dependencapmae source of supply.

Periodically when a customer’s delivery schedsi delayed or a customer’s order is cancelledpurchase inventory from our contract
manufacturers. In those circumstances in which wehmase inventory from our contract manufactures@ur customer has cancelled its
order, we consider a write-down to reduce the dagryalue of the inventory purchased to its netizahle value.

Backlog

As of June 30, 2004, we had a backlog of ardéapproximately $13.1 million. The backlog oflers as of June 30, 2003 was
approximately $12.9 million. Our backlog consistpmduct orders for which purchase orders have lbeeeived and which are generally
scheduled for shipment within three months. Modeos are subject to rescheduling or cancellatigh livhited penalties. Because of the
possibility of customer changes in product shipmentir backlog as of a particular date may nondeative of net sales for any succeeding
period.

Competition

Our principal competitor in the sale of notekdouch pads is Alps Electric, a Japanese congtat@eOur principal competitors in the sale
of notebook pointing sticks are Alps Electric, NMad CTS. In the iAppliance interface markets, matential competitors include Alps
Electric, Panasonic, Gunze, and various other companvolved in user interface solutions. In dertases, large OEMs may develop
alternative interface solutions for their own protiu

In the notebook interface markets, we placaltinue to compete primarily on the basis of @ehhological expertise, design innovation,
customer service, and the long track record ofguer&nce of our

12




Table of Contents

interface solutions, including their ease of uséability, and cost-effectiveness as well as thieiely design, production, and delivery
schedules. Our pointing stick solutions, including proprietary TouchStyk, now enable us to addifesapproximate 8% of the notebook
computer market that uses solely a pointing stitkear than a touch pad as the user interface dassvi provide proprietary dual pointing
interfaces. Our ability to supply OEMs with TouckiBaTouchStyks, and dual pointing alternatives anba our market position since we can
provide OEMs with the following advantages:

« single source supplier to eliminate compatibilggles

 cos-effective and simplified OEM integratio

» simplified product line to address both mark

« end user flexibility since one notebook can addbegh user preferences; a

» modular approach allowing OEMs to utilize our ToReld, our TouchStyk, or a combination of both irztees

In the interface markets for iAppliances atiteo electronic devices, we intend to compete piiignhased on the advantages of our
capacitive, inductive, and neural pattern recognitechnologies. We believe our technologies affgnificant benefits in terms of size, pov
consumption, durability, light transmissivity, réstion, ease of use, and reliability when compdeedther technologies. While these markets
are emerging, and we do not know what the competftictors will ultimately be, we believe we arespponed to compete aggressively for
this business based on our proven track recordnamguee global customer base, and our reputatiotieSign innovation in the notebook
market. However, some of our competitors in theplgmce and electronic device markets have greasgket recognition, larger customer
bases, and substantially greater financial, teethnisarketing, distribution, and other resourcestive possess that afford them competitive
advantages. As a result, they may be able to int®eew product solutions and respond to custoetgrirements more quickly than we can.
In addition, new competitors, alliances among catitqurs, or alliances among competitors and OEMs eragrge and allow competitors to
rapidly acquire significant market share. Furtherenour competitors may develop technologies infitigre that more effectively address the
interface needs of the notebook market and otheketa

Our sales, profitability, and success depandur ability to compete with other suppliers deirface solutions. Our competitive position
could be adversely affected if one or more of aurent OEMs reduce their orders or if we are unabldevelop new customers for our
interface solutions.

Employees

As of June 30, 2004, we employed a total af @8rsons, including 39 in finance, administratiemg operations, 36 in sales and marketing,
and 122 in research and development. Of these gwegd 140 were located in North America, 35 in A&aaific, and 22 in Europe. We
consider our relationship with our employees t@bed, and none of our employees are representadibjon in collective bargaining with
us.

Competition for qualified personnel in our urstly is extremely intense, particularly for engirieg and other technical personnel. Our
success depends in part on our continued abiligitttact, hire, and retain qualified personnel.

Executive Officers

The following table sets forth certain inforima regarding our executive officers:

Name Age Position
Francis F. Let 52 President, Chief Executive Officer, and Direc
Donald E. Kirby 56 Senior Vice President and General Manager PC Pt®
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Name Age Position

Russell J. Knittel 54 Senior Vice President, Chief Financial Officer, &fhdministrative Officer,
Secretary, and Treasul

Shawn P. Day, Ph.[ 38 Vice President of Research and Developn

David T. McKinnon 57 Vice President of System Silicc

Thomas D. Spad 38 Vice President of Worldwide Sal

William T. Stacy, Ph.D 62 Vice President of Operatiol

Jon R. Ston 53 Vice President of Corporate Developm

Clark F. Foy 40 Vice President of Marketin

Francis F. Leéhas served as a director and the President and EXeeutive Officer of our company since Decemb298. He was a
consultant from August 1998 to November 1998. Fiday 1995 until July 1998, Mr. Lee served as Genkrahager of NSM, a Hong Kong-
based joint venture between National SemiconduCtsporation and S. Megga. Mr. Lee held a varietgxacutive positions for National
Semiconductor from 1988 until August 1995. Thesstmmns included Vice President of Communicatiod &omputing Group, Vice
President of Quality and Reliability, Director daBdard Logic Business Unit, and various other ajj@ns and engineering management
positions. Mr. Lee holds a Bachelor of Science degwith honors, in electrical engineering from theversity of California at Davis.

Donald E. Kirbyhas been Senior Vice President and General Mafd@étroducts of our company since November 200kdieed as
the General Manager PC Products and Vice PresidéDperations of our company from August 1999 udtitober 2001. From
September 1997 to July 1999, Mr. Kirby served az\Rresident of Technology Infrastructure and daehnology Group of National
Semiconductor; from January 1997 to August 199&dmeed as Director of Strategic Technology GroluNational Semiconductor; and frc
October 1995 to December 1996, he served as DirettOperations/ Co-GM, LAN Division of National ®éconductor. Mr. Kirby holds a
patent for a Micro-controller ROM Emulator.

Russell J. Knittehas been Senior Vice President, Chief Financiak@ff Chief Administrative Officer, Secretary, andkasurer of our
company since November 2001. He served as theRfiesident of Administration and Finance, Chief Ririal Officer, and Secretary of our
company from April 2000 until October 2001. Mr. kel served as Vice President and Chief Financftit€ of Probe Technology
Corporation from May 1999 to March 2000. He wa®astltant from January 1999 until April 1999. MmiKel was Vice President and
Chief Financial Officer at Starlight Networks frddovember 1994 to December 1998. Mr. Knittel holdaahelor of Arts degree in
accounting from California State University at lealbn and a Masters of Business Administration fen Jose State University.

Shawn P. Day, Ph.has been the Vice President of Research and Dewelupof our company since June 1998. He serveldeaBitecto
of Software Development of our company from Novent#96 until May 1998 and as principal softwareipagr from August 1995 until
October 1996. Mr. Day holds a Bachelor of Scienegrele and a Doctorate, both in electrical engingefrom the University of British
Columbia in Vancouver, Canada.

David T. McKinnorhas been the Vice President of System Silicon otompany since September 2001. From May 2000 until
September 2001, Mr. McKinnon served as a consultasiart-up companies in the networking IC sedtoom April 1998 until April 2000,
Mr. McKinnon served as Vice President of NetworkBugsiness for Level One Communications. From DeeerB95 until April 1998,
Mr. McKinnon served as the Chief Operating Officghief Technical Officer of the Japan Business @rofiNational Semiconductor.
Mr. McKinnon holds a Bachelor of Science degreénwlbnors in Electrical and Electronic Engineerimgl @ Masters in Science, Digital
Techniques in Communications & Control from Hentgatt University in Edinburgh, Scotland.

Thomas D. Spadeas been the Vice President of Worldwide Salesiotompany since July 1999. From May 1998 untileJu@99, he
served as our Director of Sales. From May 1996 il 1998, Mr. Spade was the
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Director of International Sales for Alliance Sermdactor. Mr. Spade previously has held additioaéésand management positions at
Alliance Semiconductor, Anthem Electronics, Arrole&ronics, and Andersen Consulting. Mr. Spade sial@achelor of Arts degree in
economics and management from Albion College.

William T. Stacy, Ph.Dhas been the Vice President of Operations of ompamy since October 2001. From August 1992 to 2004,
Mr. Stacy held a number of business managementignasin the Data Management and Analog Groupsatfddal Semiconductor. Most
recently, from April 1999 until June 2001, he wasé/President of the Wireless Division. Prior tmjog National Semiconductor, he held a
series of operational and business managemeniqusét Philips Semiconductors. He started hisararePhilips Research Laboratories in
Eindhoven, where he worked on magnetic and semiadimd) device structures. Mr. Stacy holds a Baahel&cience degree in physics and
mathematics from Oregon State University and a 8asind Ph.D. degree in physics from the Univerditylinois.

Jon R. Stonbas been Vice President of Corporate Developmeatio€Eompany since January 2003. Immediately poigoining our
company, Mr. Stone was an independent strategis@adand investment banker to emerging growth conigsa From 1984 to 1994,
Mr. Stone was with the Sprout Group, then the ventapital affiliate of Donaldson Lufkin Jenretteog Credit Suisse First Boston), serving
as a general partner from 1987 to 1994. Previolly Stone served in various management positidttstive Telxon Corporation (which
was acquired by Symbol Technologies), General F@mporation, and Warner Communications. Mr. Stooles a Bachelor of Arts degree
in history and economics from Brandeis Universitylasters of Business Administration in Finance Aodounting from Columbia
University, and a Masters degree in Religious Stsifliom Stanford University.

Clark F. Foyhas been Vice President of Marketing of our compginge March 2003. Mr. Foy was the Vice Presidérrroduct
Marketing for the Optical Storage Group of Oak Treabgy, Inc. from January 2002 to February 2003. Ry served as Vice President of
Marketing at Gadzoox Networks, a provider of netdmy infrastructure products from June 2000 to day2002. Mr. Foy has also held
various management positions at Quantum CorporatioshCompaq Computer Corporation. Mr. Foy holdsah@lor's Degree in Business
Administration from Miami University, and a MastaManagement from Northwestern University’s KglipGraduate School of
Management.
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RISK FACTORS

You should carefully consider the followingfars, together with all the other information indéd in this report, in evaluating our
company and our business.

We currently depend on TouchPad and TouchStyk prodats, and the notebook computer market, for our reveue, and a downturn in
these products or market could have a more disproptionate impact on our revenue than if we were moraliversified.

Historically, we derived a substantial portmfrour revenue from the sale of our TouchPad amathStyk products for notebook
computers. While our longerm objective is to derive revenue from multipieerface solutions for both the notebook computarket and th
iAppliance and other electronic device markets awticipate that sales of our TouchPads and Tou&kSty notebooks will continue to
represent the most substantial portion of our reeeat least in the near term. The PC market dsodevihas experienced a slowdown in
growth. A continuing or accelerating softeninglie demand in the notebook portion of the PC mavk#te level of our participation in that
market would cause our business, financial condittmd results of operations to suffer more thay thould have if we offered a more
diversified line of products.

Our emerging interface business for iAppliances andther electronic devices may not be successful.

Our emerging interface business for iApplianaed other electronic devices faces many uncégairOur inability to address these
uncertainties successfully and to become a leaslipglier of interfaces to these markets would teswd slower growth rate than we curre
anticipate. We do not know whether our user intarfsolutions for these markets will gain markeegtance or will ever result in a
substantial portion of our revenue on a considtests. The failure to succeed in these marketsduw@sult in no return on the substantial
investments we have made to date and plan to mmatke ifuture to penetrate these markets.

Various target markets for our interfaceshiese markets, such as those for PDAs, smart phbtiR& players, smart handheld devices,
terminals, Internet appliances, and interactive gmand toys, are uncertain, may develop slowerdhé#nipated, or could utilize competing
technologies. The market for certain of these pectaldepends in part upon the development and deyot/of wireless and other
technologies, which may or may not address thesiekdsers of these new products.

Our ability to generate significant revenuanirthe iAppliance and other electronic device mirkell depend on various factors, includ
the following:

« the development and growth of these mark

« the ability of our technologies and product siolus to address the needs of these markets, theestents of OEMs, and the
preferences of end users; ¢

« our ability to provide OEMs with interface solut®that provide advantages in terms of size, powesiemption, reliability, durability
performance, and val-added features compared to alternative solut

Many manufacturers of these products have-astliblished relationships with competitive suppli®enetrating these markets will req
us to offer better performance alternatives tot@gssolutions at competitive costs. We do not haségnificant backlog of orders for our
interface solutions to be incorporated in prodirtthese markets. The revenue and income potdrdaial these markets is unproven. The
failure of any of these target markets to developva expect, or our failure to penetrate these atgrivill impede our anticipated sales
growth and could result in substantially reducechiegs from those we anticipate. These marketswated for approximately 16% of our
revenue in fiscal 2004, up from 7% in fiscal 2008 cannot predict the size or growth rate of theaekets or the market share we will
achieve in these markets in the future.
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If our emerging Spiral solutions are not commercidly accepted, our revenue growth will be negativelimpacted.

Our emerging Spiral solutions have no esthbtistrack record. The failure to incorporate teshihology successfully into our customers’
products as the interface of choice would adverafbct our revenue growth. To succeed, we mugt petential customers recognize the
performance advantages of our solutions. The ghdiproduce these new products in sufficient gitiastand the revenue and income
potential of our new solutions are unproven.

Our historical financial information is based on s#es of interface solutions to the notebook computenarket and may not be indicative
of our future performance in other markets.

Our historical financial information primaritgflects the sale of interface solutions for not@bcomputers. While we expect sales of our
interface solutions for notebook computers to cargito generate a substantial percentage of oanuey we expect to derive an increasing
percentage of our revenue from sales of our proshiations for additional markets, including iApplices and other electronic devices. W
not have a long operating history in these markpts which you can evaluate our prospects, which make it difficult to predict our actual
results in future periods. Actual results of ouufe operations may differ materially from our amated results.

The products of our customers may not achieve markecceptance, particularly in the case of iApplianes and other electronic device
and our sales will decline if sales of those prodtecdo not develop or decline.

We do not sell any products to end userseatstwe design various interface solutions thatQftiM customers incorporate into their
products. As a result, our success depends almtistlg upon the widespread market acceptance o€astomers’ products. We do not
control or influence the manufacture, promotiomstritbution, or pricing of the products that incorgi@ our interface solutions. Instead, we
depend on our customers to manufacture and diggrifmoducts incorporating our interface solutiond & generate consumer demand
through marketing and promotional activities. E¥fasur technologies successfully meet our custofrgnise and performance goals, our s
would decline or fail to develop if our customersrbt achieve commercial success in selling theidpcts that incorporate our interface
solutions.

Our customer base historically has consistedasily of major U.S.-based OEMs that sell notebeomputers worldwide. During fiscal
2002, we began to ship products to many of then}apaed OEMs. Competitive advances by Japan-baB&tsOwvhich do not utilize our
interface solutions broadly in their product offey$, at the expense of our longer-term U.S.-bad&d @ustomers could result in lost sales
opportunities for our customers. Any significardvetiown in the demand for our customers’ productherfailure in the marketplace of new
products of our customers would adversely affeetdbémand for our interface solutions and our fusaies would decline.

If we fail to maintain and build relationships with our customers and do not continue to satisfy ourustomers, we may lose future sale
and our revenue may stagnate or decline.

Because our success depends on the widesmiaa&dt acceptance of our customers’ products, w& gantinue to maintain our
relationships with the leading notebook computeM3EIn addition, we must identify areas of sigrafit growth potential in other markets,
establish relationships with OEMs in those markams] assist those OEMs in developing productsubaiur interface technologies. Our
failure to identify potential growth opportunitiggarticularly in new markets, or establish and rteaimrelationships with OEMs in those
markets, would prevent our business from growinthose markets.

Our ability to meet the expectations of oustomers requires us to provide innovative interfeaeations for customers on a timely and
cost-effective basis and to maintain customer fsati®n with our interface solutions. We must madei design and production capacity with
customer demand, maintain satisfactory delivergdates, and meet performance goals. If we are artatdchieve these goals for any res
our customers could reduce their purchases froendsur sales would decline or fail to develop.
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Our customer relationships also can be afteloyefactors affecting our customers that are abeel to our performance. These factors can
include a myriad of situations, including businesgersals of customers, determinations by custotnerbange their product mix or abandon
business segments, or mergers, consolidationgguoisitions involving our customers, such as tleené combination of Compaq and
Hewlett-Packard.

In fiscal 2004, two customers accounted for an agggate of 35% of our sales, and the loss of salesither of those companies could
harm our business, financial condition, and result®f operations.

Sales to two companies that provide manufaxgiservices for major notebook computer OEMs antedifor an aggregate of 35% of our
net revenue during the fiscal year ended June@®4,2and three companies accounted for an aggre§a@®s of our net revenue for the
fiscal year ended June 30, 2003. These comparedsantec and Compal in fiscal 2004 and Inverfsé@anghai Yi Hsin, and Foxconn in
fiscal 2003. Additionally, receivables from Inveat@nd Compal comprised a total of 41% of our actoteceivable at June 30, 2004.

These contract manufacturers serve our OENbmess. Any material delay, cancellation, or rethrcdf orders from any one or more of
these contract manufacturers or the OEMs they smwlkel harm our business, financial condition, eglilts of operations. The adverse et
would be more substantial if our other customerth@notebook computer industry do not increask tinders or if we are unsuccessful in
generating orders for interface solutions in otnarkets, including iAppliances and other electratgwices, from existing or new customers.
Many of these contract manufacturers sell to tiees®@EMSs, and therefore our concentration with ae®EMs may be higher than with any
individual contract manufacturer. Concentratiomim customer base may make fluctuations in revamdesarnings more severe and make
business planning more difficult.

Our revenue may decline if customers for which wera sole source providers seek alternative source§supply.

We serve as the sole source provider for safno@r customers. Those customers may choose twedtieir dependence on us by seeking
second sources of supply, which could reduce augrmee. To remain a sole source provider, we musirage to demonstrate to our
customers that we have adequate alternate sowncesrfiponents, that we maintain adequate altemsfirr production, and that we can
deliver high value added products on a timely basis

We rely on others for our production, and any interuptions of these arrangements could disrupt our aflity to fill our customers’
orders.

We outsource through contract manufactureralfaf our production requirements. The majodfyour manufacturing is conducted in
China, Hong Kong, Thailand, and Taiwan by manufidetusubcontractors that also perform servicestonerous other companies. We do
not have a guaranteed level of production capa@itialifying new manufacturing subcontractors, goekc#ically semiconductor foundries, is
time-consuming and might result in unforeseen mactufing and operations problems. The loss of elatipnships with our manufacturing
subcontractors or assemblers or their inabilitgdnduct their manufacturing and assembly servioesd as anticipated in terms of cost,
quality, and timeliness could adversely affect ahitity to fill customer orders in accordance wigquired delivery, quality, and performance
requirements. If this were to occur, the resultiiegline in revenue would harm our business.

We depend on third parties to maintain satisfactorymanufacturing yields and delivery schedules, ancheir inability to do so could
increase our costs, disrupt our supply chain, andasult in our inability to deliver our products, which would adversely affect our
results of operations.

We depend on our manufacturing subcontra¢tonsaintain high levels of productivity and satcdtary delivery schedules at
manufacturing and assembly facilities in China, gl&wong, Thailand, and Taiwan. We provide our maatufdng subcontractors with six-
month rolling forecasts of our production requirertse We do not, however, have long-term agreemeititsany of our manufacturing
subcontractors that guarantee production capauwites, lead times, or delivery schedules. Our rfaarturing subcontractors serve other
customers, a number of which have greater productquirements than we do. As a result, our manufag subcontractors could determ
to prioritize production capacity for other custamer reduce or eliminate deliveries to us on shotice. At times, we have experienced
lower than anticipated manufacturing yields andjtbaning of delivery
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schedules. Lower than expected manufacturing yiedddéd increase our costs or disrupt our suppiés.may encounter lower manufacturing
yields and longer delivery schedules in commengmigme production of our new products. Any of thpsablems could result in ol
inability to deliver our product solutions in a &g manner and adversely affect our operating tesul

Shortages of components and materials may delay oeduce our sales and increase our costs, therebyrhaging our results of
operations.

The inability to obtain sufficient quantitie§ components and other materials necessary fgoribdduction of our products could result in
reduced or delayed sales or lost orders. Any delay loss of sales could adversely impact our afieg results. Many of the materials use
the production of our products are available onbyrf a limited number of foreign suppliers, partanlyf suppliers located in Asia. In most
cases, neither we nor our manufacturing subcomiratiave long-term supply contracts with these kexgp As a result, we are subject to
economic instability in these Asian countries all @®to increased costs, supply interruptions, diffctulties in obtaining materials. Our
customers also may encounter difficulties or insegbcosts in obtaining the materials necessaryouge their products into which our
product solutions are incorporated.

From time to time, materials and componenésius our product solutions or in other aspectsusfcustomers’ products have been subject
to allocation because of shortages of these mitena components. During portions of fiscal 2066 2001, limited manufacturing capacity
for ASICs resulted in significant cost increaseswf ASICs. Similar shortages in the future cowddse delayed shipments, customer
dissatisfaction, and lower revenue.

We are subject to lengthy development periods andrpduct acceptance cycles, which can result in devigiment and engineering costs
without any future revenue.

We provide interface solutions that are incogped by OEMSs into the products they sell. OEM&earthe determination during their
product development programs whether to incorparaténterface solutions or pursue other altermativi his process requires us to make
significant investments of time and resources exdhstom design of interface solutions well befare customers introduce their products
incorporating these interfaces and before we casubethat we will generate any significant satesur customers or even recover our
investment. During a customer’s entire product tgyment process, we face the risk that our intedasill fail to meet our customer’s
technical, performance, or cost requirements drahaproducts will be replaced by competitive proid or alternative technological
solutions. Even if we complete our design procassmanner satisfactory to our customer, the custonay delay or terminate its product
development efforts. The occurrence of any of tlee@ats could cause sales to not materialize, tieberred, or to be cancelled, which wo
adversely affect our operating results.

We do not have longterm purchase commitments from our customers, andheir ability to cancel, reduce, or delay orders cold reduce
our revenue and increase our costs.

Our customers do not provide us with firm,delerm volume purchase commitments, but insteacipsirchase orders. As a result,
customers can cancel purchase orders or reducday drders at any time. The cancellation, delayeduction of customer purchase orders
could result in reduced revenue, excess inventorg,unabsorbed overhead. Most of our sales tohdate been in the notebook computer
market, and we expect an increasing portion ofsales will be in the iAppliance and other electecatiévices markets. All of these markets
subject to severe competitive pressures, rapichtdofical change, and product obsolescence, whictkeése our inventory and overhead
risks, resulting in increased costs.

We face intense competition that could result in auosing or failing to gain market share and suffemg reduced revenue.

We serve intensely competitive markets thatcharacterized by price erosion, rapid technoldgibange, and competition from major
domestic and international companies. This inteasepetition could result in pricing pressures, losaes, reduced margins, and lower
market share. Any movement away from high-quatiistom designed, feature rich interface solutiorlswer priced alternatives would
adversely affect our business. Some of our congpstiparticularly in the markets for iAppliancesiather electronic devices, have greater
market
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recognition, larger customer bases, and substingaater financial, technical, marketing, distiion, and other resources than we possess
and that afford them competitive advantages. Aessalt, they may be able to devote greater resotodhe promotion and sale of products, to
negotiate lower prices for raw materials and conepts, to deliver competitive products at lower @sicand to introduce new product
solutions and respond to customer requirements mgokly than we can. Our competitive position ebslffer if one or more of our
customers decide to design and manufacture theiriot@rfaces, to contract with our competitorstamuse alternative technologies.

Our ability to compete successfully dependa ommber of factors, both within and outside antool. These factors include the
following:

 our success in designing and introducing new iaterfsolutions, including those implementing nevitetogies;

« our ability to predict the evolving needs of oustmmers and to assist them in incorporating ourrtelngies into their new produc
« our ability to meet our custon’s requirements for low power consumption, easesef teliability, durability, and small form fact«
« the quality of our customer servict

« the rate at which customers incorporate our interfolutions into their own produc

 product or technology introductions by our compest anc

« foreign currency fluctuations, which may caugeraign competitor’s products to be priced sigrafitdy lower than our product
solutions.

If we do not keep pace with technological innovatiws, our products may not be competitive and our resnue and operating results ma
suffer.

We operate in rapidly changing markets. Tebtmgioal advances, the introduction of new produats] new design techniques could
adversely affect our business unless we are aladapt to the changing conditions. Technologicabades could render our solutions
obsolete, and we may not be able to respond efdgtio the technological requirements of evolvingrkets. As a result, we will be required
to expend substantial funds for and commit sigaiftoresources to

 continue research and development activities ostiegi and potential interface solutiol
« hire additional engineering and other technicaspenel, anc

» purchase advanced design tools and test equip

Our business could be harmed if we are unabdievelop and utilize new technologies that addties needs of our customers, or our
competitors or customers do so more effectively tha do.

Our efforts to develop new technologies may not raft in commercial success, which could cause a dix in our revenue and could
harm our business.

Our research and development efforts witheesfm new technologies may not result in custoonenarket acceptance. Some or all of
those technologies may not successfully make #wsition from the research and development laloso-effective production as a result of
technology problems, competitive cost issues, ypetiblems, and other factors. Even when we suasgssbmplete a research and
development effort with respect to a particulahtemogy, our customers may decide not to introchramay terminate products utilizing the
technology for a variety of reasons, including fibiowing:
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difficulties with other suppliers of components the products
* superior technologies developed by our competaasunfavorable comparisons of our solutions witse technologie

* price considerations, at

lack of anticipated or actual market demand forttaslucts

The nature of our business requires us to makénuing investments for new technologies. Sigant expenses relating to one or more
new technologies that ultimately prove to be uneastul for any reason could have a material adwedffeet on us. In addition, any
investments or acquisitions made to enhance otintdogies may prove to be unsuccessful. If ourreffare unsuccessful, our business could
be harmed.

We may not be able to enhance our existing produsblutions and develop new product solutions in artiely manner.

Our future operating results will depend tignificant extent on our ability to continue t@pide new interface solutions that compare
favorably with alternative solutions on the badisime to introduction, cost, and performance. ®uecess in maintaining existing and
attracting new customers and developing new busidepends on various factors, including the foltayyi

« innovative development of new solutions for custopreducts
« utilization of advances in technolog

* maintenance of quality standar

« efficient and co«-effective solutions, an

« timely completion of the design and introductiomefwv interface solution:

Our inability to enhance our existing prodselutions and develop new product solutions omali basis could harm our operating res
and impede our growth.

A technologically new interface solution that achiees significant market share could harm our busines

Our interface solutions are designed to irgegtouch, handwriting, and vision capabilitieswNmmputing and communications devices
could be developed that call for a different irted solution. Existing devices also could be medito allow for a different interface solutis
Our business could be harmed if our products beswneompetitive as a result of a technological kiteaugh that allows a new interface
solution to displace our solutions and achieveigant market acceptance.

International sales and manufacturing risks could aversely affect our operating results.

Our manufacturing and assembly operationganeucted in China, Thailand, Hong Kong, and Tailwamanufacturing contractors, and
we have other operations in Hong Kong, Japan, Tai@hina, and the United Kingdom. These internali@perations expose us to various
economic, political, and other risks that could@dely affect our operations and operating resuitdiding the following:

« difficulties and costs of staffing and managing @tr-national organizatior
« unexpected changes in regulatory requiremu
« differing labor regulations

 potentially adverse tax consequent
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« tariffs and duties and other trade barrier restm,

 possible employee turnover or labor unr

greater difficulty in collecting accounts receival
« the burdens and costs of compliance with a vadéfgreign laws,

« potentially reduced protection for intellectual pesty rights, ant

political or economic instability in certain padéthe world.
The risks associated with international openat could negatively affect our operating results.
Our business may suffer if international trade is lindered, disrupted, or economically disadvantaged.

Political and economic conditions abroad mdweasely affect the foreign production and salewfproducts. Protectionist trade
legislation in either the United States or foreggmntries, such as a change in the current tarifEtres, export or import compliance laws
other trade policies, could adversely affect oulitgtio sell interface solutions in foreign marketnd to obtain materials or equipment from
foreign suppliers.

Changes in policies by the U.S. or foreignegoments resulting in, among other things, higaration, currency conversion limitations,
restrictions on the transfer of funds, or the eppiation of private enterprises also could haveatemal adverse effect on us. Any actions by
countries in which we conduct business to revedieips that encourage foreign investment or fardigde also could adversely affect our
operating results. In addition, U.S. trade policegh as “most favored nation” status and tradéepences for certain Asian nations, could
affect the attractiveness of our services to 0@. l[dustomers and adversely impact our operatindtses

Our operating results could be adversely affectedybfluctuations in the value of the U.S. dollar agaist foreign currencies.

We transact business predominantly in U.Sadobnd bill and collect our sales in U.S. doll@&sveakening of the dollar could cause our
overseas vendors to require renegotiation of tieepmwe pay for their goods and services. In theré) customers may make payments in
non-U.S. currencies. In addition, a portion of oasts, such as payroll, rent, and indirect opegatosts, are denominated in non-U.S.
currencies, including British pounds, Hong Konglaid, Japanese Yen, Chinese Yuan, and Taiwan slollar

Fluctuations in foreign currency exchangesateuld affect our cost of goods and operating margnd could result in exchange losses. In
addition, currency devaluation can result in a tosgs if we hold deposits of that currency. Heddioreign currencies can be difficult,
especially if the currency is not freely traded. ¥&mnot predict the impact of future exchange ftatduations on our operating results.

A majority of our outsourced operations are locatedn Taiwan, Hong Kong, and China, increasing the sk that a natural disaster,
labor strike, war, or political unrest in those countries would disrupt our operations.

A majority of our outsourced operations amaked in Taiwan, Hong Kong, and China. Events éwuo control, such as earthquakes, fi
floods, or other natural disasters or politicalasty war, labor strikes, or work stoppages, indreaintries would disrupt our operations. The
risk of earthquakes in Taiwan is significant beeaoiits proximity to major earthquake fault linés earthquake, such as the one that
occurred in Taiwan in September 1999, could caiggeficant delays in shipments of our product simog until we are able to shift our
outsourced operations. In addition, there is pralttension between Taiwan and China, which ccedd ito hostilities. If any of these events
occur, we may not be able to obtain alternativeactyp. Failure to secure alternative capacity caisldse a delay in the shipment of our
product solutions, which would cause our revenudutduate or decline.
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Variability of customer requirements resulting in cancellations, reductions, or delays may adverselyffact our operating results.

OEM suppliers must provide increasingly rgpidduct turnaround and respond to ever-shortertieaes. A variety of conditions, both
specific to individual customers and generally etifeg the demand for their products, may causeoowsts to cancel, reduce, or delay orders.
Cancellations, reductions, or delays by a significaistomer or by a group of customers could ad¥Weeffect our operating results. On
occasion, customers require rapid increases inygtadh, which can strain our resources and reducenargins. Although we have been able
to obtain increased production capacity from oindtparty manufacturers, we may be unable to datsmy given time to meet our
customers’ demands if their demands exceed antizijavels.

Our operating results may experience significant fictuations that could result in a decline in the pice of our stock.

In addition to the variability resulting frothe short-term nature of our customers’ commitmesttser factors contribute to significant
periodic and seasonal quarterly fluctuations inresults of operations. These factors include dtlewing:

« the cyclicality of the markets we sen

« the timing and size of ordet

« the volume of orders relative to our capac

 product introductions and market acceptance of pgucts or new generations of produ
« evolution in the life cycles of our custom’ products;

« timing of expenses in anticipation of future orgt

« changes in product mix, including the percentageuafl pointing and single pointing products shipg
« availability of manufacturing and assembly servi

« changes in cost and availability of labor and congps;

« timely delivery of product solutions to custome

« pricing and availability of competitive produc

* pressures on gross margi

« the absolute and relative levels of corporate enitgg and consumer notebook purchases:

« changes in economic conditiot

Accordingly, you should not rely on periodgeriod comparisons as an indicator of our futurégomance. Fluctuations in our operating
results may result in a decline in the price of stack.

If we fail to effectively manage our growth, our irfrastructure, management, and resources could berstined, our ability to effectively
manage our business could be diminished, and our emating results could suffer.

The failure to manage our growth effectivebylel strain our resources, which would impede duilitg to increase revenue. We have
increased the number of our interface solutionspad to expand further the number and diversitgwfsolutions and their use in the future.
Our ability to manage our planned diversification growth effectively will require us to

* successfully hire, train, retain, and motivate #iddal employees
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< enhance our operational, financial, and managesyat¢ms; an

« expand our production capaci

As we expand and diversify our product andaugr base, we may be required to increase ouheadrand selling expenses. We also
be required to increase staffing and other experefit including expenses in order to meet the igatied demand of our customers. Our
customers, however, do not commit to firm produtschedules for more than a short time in advafig.increase in expenses in
anticipation of future orders that do not materialvould adversely affect our profitability. Ourstomers also may require rapid increases in
design and production services that place an exeeskort-term burden on our resources and thaurese of our thirdsarty manufacturers.
we cannot manage our growth effectively, our bussrend results of operations could suffer.

We depend on key personnel who would be difficultot replace and our business will likely be harmed five lose their services or canni
hire additional qualified personnel.

Our success depends substantially on thetefmd abilities of our senior management and ieahpersonnel. The competition for
qualified management and technical personnel, édpeengineers, is intense. Although we maintaimeompetition and nondisclosure
covenants with most of our key personnel, we ddchaee employment agreements with most of them.ld@$sof services of one or more of
our key employees or the inability to hire, traand retain key personnel, especially engineergeatthical support personnel, could delay the
development and sale of our products, disrupt asirtess, and interfere with our ability to exeaute business plan.

Our inability to protect our intellectual property could impair our competitive advantage, reduce ourevenue, and increase our costs.

Our success and ability to compete depenaiihgn our ability to maintain the proprietary asgeof our technologies and products. We
rely on a combination of patents, copyrights, traderets, trademarks, confidentiality agreemenis ather contractual provisions to protect
our intellectual property, but these measures mayige only limited protection. We license fromrthparties certain technology used in and
for our products. These third-party licenses aemtpd with restrictions, and there can be no aesagsthat such third-party technology will
remain available to us on terms beneficial to ug. failure to enforce and protect our intellectpedperty rights or obtain from third parties
the right to use necessary technology could havetarial adverse effect on our business, finargadition, and results of operations. In
addition, the laws of some foreign countries doprotect proprietary rights as fully as do the lafshe United States.

Patents may not issue from the patent appicathat we have filed or may file in the futu@ur issued patents may be challenged,
invalidated, or circumvented, and claims of ouepéd may not be of sufficient scope or strengthissured in the proper geographic region
provide meaningful protection or any commercialatage. We have not applied for, and do not hawecapyright registration on our
technologies or products. We have applied to registrtain of our trademarks in the United Stateb@her countries. There can be no
assurances that we will obtain registrations afigigle or other trademarks in key markets. Faitarebtain registrations could compromise
our ability to protect fully our trademarks andla and could increase the risk of challenge fioind fparties to our use of our trademarks
and brands.

We do not consistently rely on written agreetaevith our customers, suppliers, manufacturerd,aher recipients of our technologies
and products, and therefore some trade secretgtimtanay be lost and our ability to enforce ouellectual property rights may be limited.
Additionally, our customers, suppliers, manufaatsirand other recipients of our technologies awmdipects may seek to use our technologies
and products without appropriate limitations. la fhast, we did not consistently require our empgyend consultants to enter into
confidentiality agreements, employment agreememtgroprietary information and invention assignmagiteements. Therefore, our former
employees and consultants may try to claim someeostip interest in our technologies and productsraay use our technologies and
products competitively and without appropriate tations.
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We may be required to incur substantial expenses andivert management attention and resources in defeling intellectual property
litigation against us.

We may receive notices from third parties tiaim our products infringe their rights. From &no time, we receive notice from third
parties of the intellectual property rights suchtipa have obtained. We cannot be certain thatemimologies and products do not and will
not infringe issued patents or other proprietaghts of others. While we are not currently subfedny infringement claim, any future claim,
with or without merit, could result in significalitigation costs and diversion of resources, ingigdhe attention of management, and could
require us to enter into royalty and licensing agrents, any of which could have a material adveifeet on our business. There can be no
assurance that such licenses could be obtainedromercially reasonable terms, if at all, or that thrms of any offered licenses would be
acceptable to us. If forced to cease using su¢intdogy, there can be no assurance that we woudbleeto develop or obtain alternate
technology. Accordingly, an adverse determinatioa judicial or administrative proceeding or faflio obtain necessary licenses could
prevent us from manufacturing, using, or sellingaia of our products, which could have a mateathlerse effect on our business, financial
condition, and results of operations.

Furthermore, parties making such claims cselelire a judgment awarding substantial damagegelaas injunctive or other equitable
relief that could effectively block our ability tnake, use, or sell our products in the United Stateabroad. Such a judgment could have a
material adverse effect on our business, finargatition, and results of operations. In additiae,are obligated under certain agreements to
indemnify the other party in connection with infyjgment by us of the proprietary rights of thirdtjge. In the event we are required to
indemnify parties under these agreements, it chale a material adverse effect on our businesadial condition, and results of operatic

We may incur substantial expenses and divert manageent resources in prosecuting others for their unathorized use of our
intellectual property rights.

The markets in which we compete are charasdrby frequent litigation regarding patents arepintellectual property rights. Other
companies, including our competitors, may devedmhnologies that are similar or superior to ouht@togies, duplicate our technologies, or
design around our patents and may have or obtéémisaor other proprietary rights that would preyémit, or interfere with our ability to
make, use, or sell our products. Effective intéllatproperty protection may be unavailable or tegdiin some foreign countries, such as
China and Taiwan, in which we operate. Unauthorjzadies may attempt to copy or otherwise use aspgour technologies and products
that we regard as proprietary. There can be naasse that our means of protecting our proprietigtyts in the United States or abroad will
be adequate or that competitors will not indepetig@®velop similar technologies. If our intelleatyproperty protection is insufficient to
protect our intellectual property rights, we cotdde increased competition in the market for ooht®logies and products.

Should any of our competitors file patent &gilons or obtain patents that claim inventiorsoallaimed by us, we may choose to
participate in an interference proceeding to deigerthe right to a patent for these inventions heeaur business would be harmed if we fail
to enforce and protect our intellectual properghts. Even if the outcome is favorable, this proaeg could result in substantial cost to us
disrupt our business.

In the future, we also may need to file lawsto enforce our intellectual property rightsptotect our trade secrets, or to determine the
validity and scope of the proprietary rights ofath This litigation, whether successful or unsesfid, could result in substantial costs and
diversion of resources, which could have a matadakrse effect on our business, financial conlittod results of operations.

If we become subject to product returns and productiability claims resulting from defects in our products, we may fail to achieve
market acceptance of our products and our businesuld be harmed.

We develop complex products in an evolvingkatplace. Despite testing by us and our custondefects may be found in existing or r
products. In fiscal 2001, a manufacturing errooé of our manufacturing subcontractors was disaal/eAlthough the error was promptly
discovered without significant interruption of siyppnd the manufacturing subcontractor rectifiegl phoblem at its own cost, any such
manufacturing errors or product defects could téauh delay in recognition or loss of revenueslo§market share, or failure to achieve
market acceptance. Additionally, these defectsctoesult in financial or other damages to our aunsis; cause us
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to incur significant warranty, support, and repaists; and divert the attention of our engineepagsonnel from our product development
efforts. In such circumstances, our customers calglo seek and obtain damages from us for theseksA product liability claim brought
against us, even if unsuccessful, would likelyitreetconsuming and costly to defend. The occurr@fitkese problems would likely harm
our business.

Potential strategic alliances may not achieve theibjectives, and the failure to do so could impedeur growth.

We anticipate that we will continue to ent&ioivarious additional strategic alliances. Amotigeo matters, we continually explore
strategic alliances designed to enhance or compieocwr technology or to work in conjunction withrdechnology; to provide necessary
know-how, components, or supplies; and to devetdpduce, and distribute products utilizing owrtteology. Any strategic alliances may
not achieve their intended objectives, and pattiesur strategic alliances may not perform as coptated. The failure of these alliances may
impede our ability to introduce new products anttenew markets.

Any acquisitions that we undertake could be difficlt to integrate, disrupt our business, dilute stockolder value, and harm our
operating results.

We expect to review opportunities to acquiteeo businesses and technologies that would congeleour current interface solutions,
expand the breadth of our markets, enhance ounitadtcapabilities, or otherwise offer growth opjpmities. While we have no current
definitive agreements underway, we may acquirent@ssies, products, or technologies in the futungelfnake any future acquisitions, we
could issue stock that would dilute existing stamkers’ percentage ownership, incur substantiat,dgtassume contingent liabilities. Our
experience in acquiring other businesses and téoties is limited. Potential acquisitions also ilmenumerous risks, including the
following:

 problems assimilating the purchased operationBntdogies, or product:
 unanticipated costs associated with the acquisi

« diversion of manageme’'s attention from our core business

adverse effects on existing business relationshiftssuppliers and custome!

« risks associated with entering markets in whichhaee little or no prior experience; a

potential loss of key employees of purchased orgdions.

We cannot assure you that we would be suagdassbvercoming problems encountered in connectigh any acquisitions, and our
inability to do so could disrupt our operations auyersely affect our business.

The PC and electronics industries are cyclical andhay result in fluctuations in our operating resultsand stock price.

The PC and electronics industries have expee significant economic downturns at various simienese downturns are characterized by
diminished product demand, accelerated erosion@iage selling prices, and production overcapatitaddition, the PC and electronics
industries are cyclical in nature. We seek to reduar exposure to industry downturns and cycligdiit providing design and production
services for leading companies in rapidly expandiaystry segments. We may, however, experiencstantial period-to-period fluctuations
in future operating results because of generalstigiconditions or events occurring in the genecainomy.

Legislation affecting the markets in which we compte could adversely affect our ability to implemenbur iAppliance strategy.

Our ability to expand our business may be esbhg impacted by future laws or regulations. Qustomers’ products may be subject to
laws relating to communications, encryption tecbggl electronic
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commerce, e-signatures, and privacy. Any of thaae could be expensive to comply with, and the etaitility of our products could be
adversely affected.

We must finance the growth of our business and théevelopment of new products, which could have an adrse effect on our
operating results.

To remain competitive, we must continue to ensignificant investments in research and developmmearketing, and business
development. Our failure to increase sufficiently oet sales to offset these increased costs vamiydrsely affect our operating results.

From time to time, we may seek additional §gar debt financing to provide for funds requitecexpand our business. We cannot predict
the timing or amount of any such requirementsiatttime. If such financing is not available on s&ctory terms, we may be unable to exy
our business or to develop new business at thelesieed and our operating results may suffer. Eielhcing increases expenses and mu
repaid regardless of operating results. Equityrfaiag could result in additional dilution to exisgi stockholders.

Continuing uncertainty of the U.S. economy may haveerious implications for the growth and stabilityof our business and may
negatively affect our stock price.

The revenue growth and profitability of oursmess depends significantly on the overall demarnke notebook computer market and in
the iAppliance and other electronic device mark&tstening demand in these markets caused by og@uonomic uncertainty may result in
decreased revenue or earnings levels or growth.rale U.S. economy has been weak recently andateokditions continue to be
challenging, which has resulted in individuals andhpanies delaying or reducing expenditures. Fudbkys or reductions in spending cc
have a material adverse effect on demand for mdaymts, and consequently on our business, finanoiaition, results of operations,
prospects, and stock price.

The market price of our common stock may be volatd.
The trading price of our common stock couldsbkject to wide fluctuations in response to vagitactors, including the following:
« variations in our quarterly resuli
« announcements of technological innovations by usyasur competitors
« introductions of new products or new pricing pagby us or by our competitol
 acquisitions or strategic alliances by us or by @mpetitors
« recruitment or departure of key personi
« the gain or loss of significant orde
« the gain or loss of significant custome

« changes in the estimates of our operating pedioga or changes in recommendations by any secuaitialysts that follow our stock;
and

« market conditions in our industry, the industrié®or customers, and the economy as a wt

In addition, stocks of technology companiegehexperienced extreme price and volume fluctuattbat often have been unrelated or
disproportionate to these companies’ operatingoperdince. Public announcements by technology corapamincerning, among other things,
their performance, accounting practices, or legablems could cause the market price of our comstock to decline regardless of our ac
operating performance.
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Our charter documents and Delaware law could make imore difficult for a third party to acquire us, and discourage a takeover.

Our certificate of incorporation and the DedaeyGeneral Corporation Law contain provisions thay have the effect of making more
difficult or delaying attempts by others to obtaontrol of our company, even when these attemptsbmén the best interests of our
stockholders. Our certificate of incorporation adshorizes our board of directors, without stodtboapproval, to issue one or more series
of preferred stock, which could have voting andvagion rights that adversely affect or dilute Wlating power of the holders of common
stock. Delaware law also imposes conditions oragehiusiness combination transactions with “inter@stockholders.” Our certificate of
incorporation divides our Board of Directors intwde classes, with one class to stand for eleetimh year for a three-year term after the
initial election. The classification of directoends to discourage a third party from initiatingraxy solicitation or otherwise attempting to
obtain control of our company and may maintainitieembency of our Board of Directors, as this dinue generally increases the difficulty
of, or may delay, replacing a majority of directa@air certificate of incorporation authorizes owaBd of Directors to fill vacancies or newly
created directorships. A majority of the directhran in office may elect a successor to fill angarzcies or newly created directorships.

Our stockholders’ rights plan may adversely affecexisting stockholders.

Our Stockholders’ Rights Plan may have theaféf deterring, delaying, or preventing a chaingsontrol that might otherwise be in the
best interests of our stockholders. In generatkspaurchase rights issued under the Plan beconreisakle when a person or group acquires
15% or more of our common stock or a tender offeaahange offer of 15% or more of our common sis@nnounced or commenced.
After any such event, our other stockholders maglmse additional shares of our common stock at 80&te thencurrent market price. Tt
rights will cause substantial dilution to a persomgroup that attempts to acquire us on terms ppitaved by our board of directors. The ric
should not interfere with any merger or other besincombination approved by our board of direcorse the rights may be redeemed by us
at $0.01 per stock purchase right at any time leediory person or group acquires 15% or more of atgtanding common stock. The rights
expire in August 2012.

Sales of large numbers of shares could adverselfedt the price of our common stock.

All of the 25,113,208 shares outstanding aSeyftember 1, 2004 are eligible for resale in thigip markets. Of these shares, 1,321,422
shares held by affiliates are eligible for resaléhie public markets subject to compliance withwbkime and manner of sale rules of Rule
or 701 under the Securities Act of 1933, as amenaledi the balance of the shares are eligible &aleein the public markets either as
unrestricted shares or pursuant to Rule 144(kgyeimeral, under Rule 144 as currently in effect, gengon (or persons whose shares are
aggregated for purposes of Rule 144) who benefjaialins restricted securities with respect to whatteast one year has elapsed since the
later of the date the shares were acquired frommfspm an affiliate of ours, is entitled to sefithin any three-month period a number of
shares that does not exceed the greater of 1% ¢hém outstanding shares of our common stocklandierage weekly trading volume in
common stock during the four calendar weeks precgsiich sale. Sales under Rule 144 also are subjeettain manner-of-sale provisions
and notice requirements and to the availabilitgwfent public information about us. Rule 701, agently in effect, permits our employees,
officers, directors, and consultants who purchasees pursuant to a written compensatory plan oiract to resell these shares in reliance
upon Rule 144, but without compliance with spediéstrictions. Rule 701 provides that affiliatesynsall their Rule 701 shares under
Rule 144 without complying with the holding perigetjuirement and that non-affiliates may sell tisbires in reliance on Rule 144 without
complying with the holding period, public informeaiti, volume limitation, or notice provisions of Rulé4. A person who is not an affiliate,
who has not been an affiliate within three monthsrgo sale, and who beneficially owns restricsedurities with respect to which at least
two years have elapsed since the later of thetbatehares were acquired from us, or from an affilof ours, is entitled to sell such shares
under Rule 144(k) without regard to any of the wadulimitations or other requirements described ab®ales of substantial amounts of
common stock in the public market could adverséflyca prevailing market prices.

We have also registered an aggregate of $20M00 of common stock and preferred stock foramse in connection with acquisitions,
which shares generally will be freely tradeablerafheir issuance under Rule 145 of the Securtsunless held by an affiliate of the
acquired company, in which case such shares wilibgect to
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the volume and manner of sale restrictions of Rdk discussed above. The issuance or subsequertfshese shares in the public market
could adversely affect prevailing market prices.

We have registered for offer and sale theeshaf common stock that are reserved for issuancgignt to our outstanding stock option
plans and available for issuance pursuant to thE@me stock purchase plan. Shares issued afteffibetive date of such registration
statements upon the exercise of stock options @upmt to the employee stock purchase plan gepavallbe eligible for sale in the public
market, except that affiliates will continue tosghject to volume limitations and other requirersarftRule 144. The issuance of such shares
could depress the market price of our common stock.

ITEM 2. PROPERTIES

Our principal executive offices as well as principal research, development, sales, markeéind,administrative functions are located in
a 34,000 square foot leased facility in San Joa#fdEnia. The lease extends through May 2005 awndiges for an average monthly rental
payment of $54,000. We believe this facility wi# Bdequate to meet our needs through the end t#ake period; however, prior to the end
of the lease period, we intend to either negoaatextension of the existing lease, enter intovalease at a new location, or purchase a
building. Our European headquarters are locat&himbridge, United Kingdom, where we lease approtéind,600 square feet. We also
maintain a 5,000 square foot office in Taiwan,@08,square foot office in Hong Kong, a 1,000 sqdiaot office in Japan, a 750 square foot
office in Shanghai, and have a satellite salessapgort office in Thailand.

ITEM 3. LEGAL PROCEEDINGS

We currently are not involved in any legal@reding that we believe would have a material a#veffect on our business or financial
condition.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
Not applicable.
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PART II

ITEM 5. MARKET FOR THE REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND ISSUER
PURCHASES OF EQUITY SECURITIES

Market Information on Common Stock

Our common stock has been listed on the Nalidignal Market under the symbol “SYNA” since Janu29, 2002. Prior to that, there
was no public market for our common stock. Theofelhg table sets forth for the periods indicates igh and low sales prices of our
common stock as quoted on the Nasdaq National Marke

High Low
Year ended June 30, 2003:
First quartel $ 8.7¢ $ 3.52
Second quarte $ 9.0¢ $ 3.1:
Third quartel $ 8.6( $ 5.7¢
Fourth quarte $13.9¢ $ 6.5¢F
Year ended June 30, 2004
First quartel $14.9( $ 9.2¢
Second quarte $15.9/ $10.41
Third quartel $22.4: $13.32
Fourth quarte $21.0( $14.6¢

On September 1, 2004, the closing sales pficeir common stock on the Nasdaq National Marka $18.80 per share.
Stockholders

As of September 1, 2004, there were 264 hslderecord of our common stock.
Dividends

We have never declared or paid cash dividendsur preferred stock or our common stock. Weesly plan to retain any earnings to
finance the growth of our business rather tharatpqash dividends. Payments of any cash dividenttsei future will depend on our financial
condition, results of operations, and capital regqaents as well as other factors deemed relevaotbipoard of directors.

Our revolving line of credit also places rigtons on the payment of any dividends.
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ITEM 6. SELECTED FINANCIAL DATA

Consolidated Statements of Operations Date
Net revenue
Cost of revenue(1

Gross margir

Operating expense
Research and development
Selling, general, and administrative
Acquired ir-process research and developn
Amortization of goodwill and other acquired

intangible asset

Amortization of deferred stock compensat
Restructuring

Total operating expens

Operating incom:
Interest income, ne

Income before income taxes and equity |o:
Equity in losses of an affiliated compa
Provision for income taxe

Net income (loss

Net income (loss) per shal
Basic

Diluted

Shares used in computing net income (loss) pees
Basic

Diluted

Years ended June 30,

* Fiscal year ended June 30, 2001 consisted of é&ska:

(1) Amounts exclude amortization of deferrescktcompensation as follows:

Cost of revenu
Research and developmt
Selling, general, and administrati

Amortization of deferred stock compensat

Consolidated Balance Sheet Dat¢
Cash and cash equivalel
Working capital

Total asset

2000 2001~ 2002 2003 2004
(in thousands, except for share and per share data)
$ 43,44. $  73,69¢ $ 100,20: $ 100,70: $ 133,27¢
25,652 50,81: 59,01¢ 58,411 77,244
17,79¢ 22,88% 41,18¢ 42,28¢ 56,03:
8,38¢ 11,59( 16,59¢ 19,83] 21,41¢
7,401 9,10¢€ 9,87: 10,73: 13,571
85¢ — — — —
60¢ 784 134 40 —
82 597 45¢ 51€ 517
- _ _ — 437
17,33¢ 22,077 27,05¢ 31,12¢ 35,93¢
46C 81C 14,13: 11,15¢ 20,09:
36¢& 18C 32t 904 83¢
82t 99C 14,45¢ 12,06: 20,92¢
(2,712) — — _ _
12C 18C 5,05¢ 4,344 7,93¢
$ (2,000 $ 81C $ 9,40( $ 7,71¢ $ 12,99
| | | | |
$ (0.3¢) $ 0.1z $ 0.7¢ $ 0.3: $ 0.5z
| | | | |
$ (0.35) $ 0.04 $ 0.4z $ 0.31 $ 0.4¢
| | | | |
5,222,73! 6,133,86! 13,523,44 23,472,52 24,417,59
| | | | |
5,222,73! 19,879,49 22,544.46 25,131,86 27,107,53
| | | | |
$— $ 23 $ 28 $ 28 $ 20
— 162 167 15¢ 91
82 412 25¢ 32¢ 40¢€
$82 $597 $45¢ $51¢€ $517
| | | | |
June 30,
2000 2001 2002 2003 2004
(in thousands)
$ 6,507 $ 3,76¢€ $45,49. $ 41,697 $ 59,48¢
10,69 12,97 73,31¢ 83,81t 106,62-
20,66. 27,157 90,38 104,50¢ 132,65:



Long-term debt, capital leases, and equipment &imgnobligations, less current
portion 1,70C 1,82¢  1,75¢ 1,52¢ 1,50(
Total stockholder equity 11,53¢  13,75¢ 74,00: 86,26¢  109,14(

Amounts for the year ended June 30, 2000 decthe results of operations of Synaptics (UK) tédi(formerly Absolute Sensors Limited)
from the date of acquisition in October 1999.
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We calculated basic net income per share asit land diluted net loss per share by dividingntiieincome (loss) for the period by the
weighted average number of shares outstandingglthiaperiod, less weighted shares subject to cbpse. Diluted net income per common
share also includes the effect of potentially diteitsecurities, including stock options, warraats] convertible preferred stock, when dilut

Our fiscal year ends on the last SaturdaymeJFor ease of presentation in this report, hewell fiscal years have been shown as en
on June 30. Fiscal year 2001 consisted of 53 wégdch of the other years presented consisted ofegks.

ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FIN ANCIAL CONDITION AND RESULTS OF OPERATIONS
Forward-Looking Statements and Factors That May Afect Results

You should read the following discussion andlgsis in conjunction with our financial statenrseand related notes contained elsewhere in
this report. This discussion contains forwéwdking statements that involve risks, uncertasitend assumptions. Our actual results may ¢
materially from those anticipated in these forwhroking statements as a result of a variety ofdis;tincluding those set forth under “Risk
Factors” and elsewhere in this report.

Overview

We are a leading worldwide developer and sappf custom-designed user interface solutionsehable people to interact more easily
and intuitively with a wide variety of mobile comimg, communications, entertainment, and otherteda devices. From our inception in
1986 through 1994, we were a development stage aoynpvhich focused on developing and refining cattgrn recognition and capacitive
sensing technologies, and generated revenue bydprgcontract engineering and design servicefistral 1996, we began shipping our
proprietary TouchPad and are now the world’s leqdimpplier of interface solutions to the notebooknputer market and the HDD portable
digital music player market. We estimate our masketre to be greater than 55% for both notebookpatens and HDD portable digital
music players for fiscal 2004. We believe our madtare results from the combination of our custoimeus, the strength of our intellectual
property, and our engineering know-how, which allgswto design products that meet the demandingiesiecifications of OEMs.

In April 2000, we began shipping our initialal pointing solution for notebook computers, whictluded third-party products, that
enabled PC OEMs to offer end users the combinatidroth a touch pad and a pointing stick. In Jap2801, we achieved our first design
win incorporating our proprietary pointing stickgtion, TouchStyk, into a dual pointing applicatifar use in a notebook computer and be
shipping them in volume in the December 2001 quavtéth the introduction of our TouchStyk, we noffes OEMSs the choice of a touch
pad, a pointing stick, or a combination of bottoaf proprietary interface solutions for dual paigtiapplications.

Demand for our dual pointing solutions resudthigher revenue because we are able to selirtteoface solutions for each notebook
computer. Our initial dual pointing solutions cantd a significant percentage of third-party praduwhich we either resell or license. As a
consequence, the gross margin on our dual poinéwgnue was initially well below the gross margi@ @xperience from the sale of our
proprietary interface solutions and had a signiftazegative impact on our gross margin in fiscd20rhe combination of the full
implementation of our cost-improvement programsdiar dual pointing solutions containing key thirdAy products, which began in the
second half of fiscal 2001, together with our neappietary dual pointing solutions, which begarpging in December 2001, improved our
gross margin in fiscal 2002 compared with our grssgin in fiscal 2001.

We recognize revenue from product sales wheretis persuasive evidence that an arrangemesis gaelivery has occurred and title has
transferred, the price is fixed and determinakig, @ollectibility is reasonably assured. Our reveimereased from $43.4 million in fiscal
2000 to $133.3 million in fiscal 2004, a compoumeh@al growth rate of approximately 32%. Througkds2000, we derived all of our
product revenue from the
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notebook computer market. We began to generateuevieom other markets in fiscal 2001, and reveno@ other markets grew to
approximately 16% of our total revenue in fiscad20

While we have been awarded design wins by naditlye Japanese OEMSs of notebook computers, vdrieleurrently ordering and
receiving products from us, our largest customesstae major U.Sbased OEMs that sell notebook computers worldwAdiverse condition
in the notebook computer market or a competitivift flom U.S. to Japanese OEMs could have a mdtadeerse effect on our business,
financial condition, results of operations, andgpects. We work closely with our customers to desiterface solutions to meet their spec
requirements and provide both pre-sale custom-dessgvices and post-sale support. During the destigise, we typically do not have any
commitment from our customers to pay for our naruréng engineering costs should the customer @eoad to introduce that specific
product or choose not to incorporate our interfeaeation in its products. We believe our focus astomer service and support has allowed
us to develop strong customer relationships irPt@emarket, which we plan to expand in the futunel laas provided us with the experience
necessary to develop strong customer relationshifie new markets we intend to penetrate.

In June 2003, we acquired NSM Technology Leahjtor NSM, a Hong Kong company. The acquisitioN8M provided us with a highly
skilled and experienced work force to expand oabgl presence and infrastructure to support cus®inghe Asia/Pacific region. Many of
our customers are migrating their manufacturing-ajens from Taiwan to China, and our OEM custonagesbeginning to establish design
centers in that region. With our expanded globabkpnce, including offices in Taiwan, Hong Kong, &fdna, we are better positioned to
provide local sales, operations, and engineeripgai services to our existing customers, as vaepi@ential new customers, within the
Asia/Pacific region.

Our manufacturing operations are based omiabla cost model in which we outsource all of puzduction requirements, eliminating the
need for significant capital expenditures and ait@aus to minimize our investment in inventoriekisTapproach requires us to work closely
with our manufacturing subcontractors to ensurejade production capacity to meet our forecastéahwe requirements. We provide our
manufacturing subcontractors with six-month rollfiogecasts and issue purchase orders based omtizipated requirements for the next
90 days. However, we do not have any long-term lsugmtracts with any of our manufacturing subcaators. Currently, we use two third-
party manufacturers to provide our proprietary citpee based ASICs, and in certain cases, we relg single source or a limited number of
suppliers to provide other key components of oodpcts. Our cost of revenue includes all costsaatanl with the production of our
products, including materials, manufacturing, asseanbly costs paid to third-party manufacturersratated overhead costs associated with
our manufacturing operations personnel. Additignalll warranty costs and any inventory provisionsvrite-downs are charged to cost of
revenue.

Our gross margin generally reflects the coratiim of the added value we bring to our custom@rsducts in meeting their custom design
requirements and our ongoing cost-improvement gt In fiscal 2001, we experienced significanspuee on our gross margin, resulting
from the increasing revenue mix of dual pointingusons containing significant third-party produc®¥e have been successful in
implementing cost reductions that have greatly owpd the gross margins of these dual pointing Eolat These costaprovement progranm
include reducing component costs and implementesjgsh and process improvements. In addition, cosggmargin has been positively
impacted by shipments of our proprietary dual pomsolutions, which began shipping in volume im B@cember 2001 quarter. In the futi
we plan to introduce additional new products, whitdy initially negatively impact our gross margas, was the case with our dual pointing
solutions.

Our research and development expenses inelxunses related to product development, engingeriaterials costs, patent expenses
the costs incurred to design interface solutionfstomers prior to the customers’ commitmenhtmwiporate those solutions into their
products. These expenses have generally increaflsatting our continuing commitment to the teclogital and design innovation required
to maintain a leadership position in our existingrkets and to develop new technologies for new atarkn fiscal 2000, we significantly
increased our research and development expenseesaslt of our October 1999 acquisition of Absel8ensors Limited, or ASL, a company
located in Cambridge, United Kingdom, which hasrbdeveloping inductive pen-sensing technology applie to new markets we intend to
address. Also related to this acquisition was thigeveff in fiscal 2000 of acquired in-process s and development of $855,000 and the
amortization of goodwill and other intangible asseftapproximately $502,000. The amortization afdwill and other intangible assets
related to this acquisition totaled $753,000 icdis2001. As the result of the July 1, 2001 adoptibStatement of
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Financial Accounting Standard No. 142, Goodwill ®&ttier Intangible Assets, we ceased amortizing giband accordingly only recorded
amortization of other intangible assets of $118,800 $40,000 in fiscal 2002 and fiscal 2003, respely. Other intangible assets were fully
amortized as of the end of fiscal 2003; thus, veemrged no amortization of intangible assets inafi&d04. The carrying value of the
remaining goodwill will be reviewed at least anty&br impairment.

Selling, general, and administrative expemselsde expenses related to sales, marketing, dmihdstrative personnel; internal sales and
outside sales representatives’ commissions; magkearch and consulting; and other marketing aled sativities. These expenses have
generally increased, reflecting increased staffoognmission expense associated with higher reviaveds, and additional management
personnel in anticipation of our continued growttour existing markets and penetration into newketar In October 2001, we began
replacing outside sales representatives with insédies personnel for certain customer accountsditithte a closer working relationship with
those customers. We continue to utilize both insiles personnel and outside sales representatideagents. In fiscal 2002 and 2003, we
recorded amortization of goodwill and other intdolgiassets related to the June 1999 acquisititimeoémployees of a former Taiwanese ¢
agent of $31,000 and $16,000, respectively. Thesetawere fully amortized as of June 30, 2003.

In connection with the grant of stock optita®ur employees, we recorded deferred stock cosgtiem of approximately $2.2 million
through fiscal 2001, representing the differendsvben the deemed fair value of our common stocKifi@ncial reporting purposes and the
exercise price of these options at the date oftgEeferred stock compensation is presented adutien of stockholders’ equity and is
amortized on a straight-line basis over the vegtieigod. Options granted are typically subject fow-year vesting period. Restricted stock
acquired through the exercise of unvested stodompis subject to our right to repurchase the atagstock at the price paid, which right to
repurchase lapses over the vesting period. Weratsmded $1.0 million of deferred compensationtegldo options granted to consultants
through fiscal 2004. We are amortizing the defestedk compensation over the vesting periods oafiicable options and the repurchase
periods for the restricted stock. We recorded aization of deferred stock compensation of approxalya$453,000, $516,000, and $517,000
in fiscal 2002, 2003, and 2004, respectively. Téraaining unamortized balance of deferred stock emsation is $634,000, of which we
expect to record amortization expense of approxma&330,000 in fiscal 2005 and the balance inrigtears.

Critical Accounting Policies and Estimates

The preparation of consolidated financialestagnts in conformity with accounting principles geally accepted in the United States
requires us to make estimates and judgments tfeat difie reported amounts of assets, liabilitiesenue, expenses, and related disclosure of
contingent assets and liabilities. On an ongoirgisyave evaluate our estimates, including thosged|to revenue recognition, allowance for
doubtful accounts, inventory valuation, product raaties, income taxes, intangible assets, andragericies. We base our estimates on
historical experience and on various other assumgtihat are believed to be reasonable under thentstances, the results of which form
basis for making judgments about the carrying valuassets and liabilities that are not readilyappt from other sources. We believe the
following critical accounting policies affect ourame significant judgments and estimates used iptaparation of our consolidated financial
statements. Actual results may differ from thegsereges under different assumptions or conditions.

Revenue Recognitic

We recognize revenue from product sales wheretis persuasive evidence that an arrangemesis gaelivery has occurred and title has
transferred, the price is fixed and determinahig, @ollectibility is reasonably assured. We acdareestimated sales returns and other
allowances at the time we recognize revenue, wisitypically upon shipment, based on historicaleignce. Contract revenue for research
and development is recorded as earned as the agie provided under the terms of the contraat-idéundable contract fees for which no
further obligations exist, and for which there saontinuing involvement by us, are recognizedtendarlier of when the payments are
received or when collection is assured.
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Allowance for Doubtful Accoun

We maintain allowances for doubtful accountsdstimated losses resulting from the inabilite$tomers to meet their financial
obligations. On an ongoing basis, we evaluate dilectibility of accounts receivable based on a boration of factors. In circumstances in
which we are aware of a specific customer’s poatintability to meet its financial obligation, weaord a specific reserve of the bad debt
against amounts due. In addition, we must makemeids and estimates of the collectibility of acasueceivables based on our historical
bad debt experience, customen®ditworthiness, current economic trends, rechahges in customer payment trends, and deteriaratithe
customers’ operating results or financial positibrtircumstances change adversely, additionaldeddt allowances may be required.

Inventory

We state our inventories at the lower of @vgharket. Our assessment of the ultimate reatimaif inventories is based on our projections
of future demand and market conditions. Any sudtiiine in demand, rapid product improvementseohmological changes, or any of
them, can cause us to have excess or obsoletetania=n On an ongoing basis, we review for estichatesolete or unmarketable inventories
and write down our inventories to their net redlizavalue based upon our forecasts of future deraaddmarket conditions. If actual market
conditions are less favorable than our forecasiditianal inventory reserves may be required. Gitingates are influenced by the following
considerations: sudden decline in demand due sxanomic downturn, rapid product improvements actinological changes, and
termination or changes by our OEM customers offoguct offerings incorporating our product solato

Periodically when a customer’s delivery scheds delayed or a customer’s order is cancelledpurchase inventory from our contract
manufacturers. In those circumstances in which wehmase inventory from our contract manufactures@ur customer has cancelled its
order, we consider a write-down to reduce the dagryalue of the inventory purchased to its netizahle value.

Product Warrantie:

We provide for the estimated cost of produatranties at the time revenue is recognized. Whdengage in extensive product quality
programs and processes, including actively momigpand evaluating the quality of our component §apg our warranty obligation is
affected by product failure rates, materials usagd,service delivery costs incurred in correctingoduct failure. We exercise judgment in
determining the estimates underlying our accruedamgy liability. The actual results with regardviarranty expenditures could have a
material adverse effect on our operating resuliséfactual rate of unit failure is greater tharatulve used in estimating the accrued warranty
liability.

Income Taxe

We recognize federal, state, and foreign citax liabilities or assets based on our estihtaxes payable or refundable in the current
fiscal year by tax jurisdiction. We also recogriiederal, state, and foreign deferred tax liabsitoe assets for our estimate of future tax eff
attributable to temporary differences and carryfimag and record a valuation allowance to reducedafsfred tax assets by the amount of
any tax benefits that, based on available evideandgudgment, are not expected to be realizediriassumptions and consequently our
estimates change in the future, the valuation alme we have established for our deferred taxsass®y be changed, which could impact
income tax expense. In addition, the calculatiotagfliabilities involves significant judgment istémating the impact of uncertainties in the
application of complex tax laws. Resolution of thesicertainties in a manner inconsistent with oieetations could have a material impact
on our results of operations and financial conditi/e account for income tax contingencies in adaoce with Statement of Financial
Accounting Standards No. 5, “Accounting for Congngies”.
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Results of Operations

The following table presents our historicaémgiing results for the periods indicated as agrdage of revenue.

Years Ended June 30,

2002 2003 2004
Net revenue 100.(% 100.(% 100.(%
Cost of revenu 58.% 58.(% 58.(%
Gross margir 41.1% 42.(% 42.(%

Operating expense

Research and developmt 16.€% 19.7% 16.1%
Selling, general, and administrati 9.8% 10.7% 10.2%
Amortization of goodwill and other acquired intablgi asset 0.1% 0.C% 0.C%
Amortization of deferred stock compensat 0.5% 0.5% 0.4%
Restructuring 0.C% 0.C% 0.2%
Total operating expens 27.(% 30.9% 27.(%
Operating incom: 14.1% 11.1% 15.(%
Interest incom 0.5% 1.1% 0.8%
Interest expens (0.2)% (0.2)% (0.2)%
Income before provision for income tay 14.0% 12.(% 15.7%
Provision for income taxe 5.C% 4.2% 6.C%
Net income 9.4% 7.7% 9.7%

I I I

Fiscal year ended June 30, 2004 compared with fiscal year ended June 30, 2003

Net RevenueéNet revenue was $133.3 million for the year endete B0, 2004 compared with $100.7 million for tlearyended June 30,
2003, an increase of 32.3%. The net increase enwey was primarily attributable to a more than 56€tease in unit shipments, partially
offset by a reduction in overall average unit sellprice resulting from a change in product mix gederal competitive pricing. Net revenue
from dual pointing applications declined to 27%athl net revenue for the year ended June 30, 200vpared with 39% of total net revenue
for the year ended June 30, 2003. The decreas# ievenue from dual pointing applications refldafge continuing shift toward single
pointing solutions, driven by the combination ohsamer and small business demand for low-pricedhumk computers and the impact of
competitive solutions in the dual pointing segnafithe notebook market. Our non-PC revenue greapfroximately 16% of total revenue
for the year ended June 30, 2004 from approximat@yof total revenue for the year ended June 303 20rimarily driven by increased
demand for portable digital entertainment devites titilize our capacitive interface solutions.

Gross Margin.Gross margin as a percentage of revenue was 4208tf year ended June 30, 2004, unchanged frod88s for the
year ended June 30, 2003. Gross margin as a pageeot revenue was unchanged as the impact of mgpgoimpetitive pricing pressur
resulting in lower average selling prices wereetffsy lower manufacturing costs, driven by the coration of our continuing design and
process improvement programs and lower materialsaasembly costs.

Research and Development ExpenBesearch and development expenses decreasedrasrtpge of revenue to 16.1% from 19.7%,
while spending on research and development aetiviticreased 8.0% to $21.4 million from $19.8 miillfor the years ended June 30, 2004
and 2003, respectively. The increase in researdidanelopment spending reflects higher employeepemsation costs from increased
staffing, our annual performance review processiacehtive pay programs, project related experaasto a lesser extent, higher patent
related expenses, partially offset by lower comsgltosts and depreciation charges.

Selling, General, and Administrative Expenslling, general, and administrative expenses dserkas a percentage of revenue to
10.2% from 10.7%, while spending on selling, gehenad administrative activities increased 26.49%18.6 million from $10.7 million for
the years ended June 30, 2004 and 2003, respgcfiled increase in selling, general, and admirtisgaspending was attributable to higher
compensation costs associated
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with our annual review process and incentive pagmms, including higher commission expense ondrigiet revenue, additional expenses
related to compliance with new SEC regulations,adwisory services, and generally higher operdémgls.

Amortization of Goodwill and Other Acquired Intablgi Assetsln prior years, amortization of other intangibleets related to our
October 1999 acquisition of ASL, a company locate@ambridge, United Kingdom. As of June 30, 2ab8se other intangible assets were
fully amortized. Accordingly, no amortization ofnatr intangible assets was recorded for the yeagdeddne 30, 2004. For the year ended
June 30, 2003, we recorded $40,000 of amortizatiaiher intangible assets.

Amortization of Deferred Stock Compensatibne year ended June 30, 2004 included amortizatipense for deferred stock
compensation of $517,000 compared with $516,00thyear ended June 30, 2003. The remaining uneedibalance of deferred stock
compensation is $634,000, of which we expect tonceamortization expense of approximately $330,jddscal 2005 and the balance in
future years.

Restructuringln late June 2003, we completed the acquisitioN®K. In connection with the acquisition of NSM, diapte operational
positions were identified at our San Jose and Taiweations, resulting in a $432,000 restructughgrge, consisting primarily of severance
costs for terminated employees which occurred éfitist quarter of fiscal 2004.

Operating IncomeWe generated operating income of $20.1 million1®0% of revenue, for the year ended June 30, 26Gpared with
$11.2 million, or 11.1% of revenue, for the yeadet June 30, 2003. As discussed in the precedirsgrzphs, the improvement in operating
income was primarily a result of the increase irerelie coupled with a reduction of research andldpuent expenses and selling, general,
and administrative expenses, as a percentage @fuev

Net Interest Incomeé\et interest income was $833,000 for the year eddeé 30, 2004 compared with $904,000 for the grded
June 30, 2003, resulting from generally lower iestrates partially offset by the benefit of higheerage cash balances.

Provision for Income Taxe$he provision for income taxes for the year endete B0, 2004 was $7.9 million compared with $4.Bioni
for the year ended June 30, 2003, reflecting thbdri pre-tax profit levels. The income tax provisiepresents estimated federal and state
taxes and foreign taxes associated with our opersin the United Kingdom, Taiwan, and Japan ferytdars ended June 30, 2004 and 2003,
and the addition of Hong Kong for the year endateJ80, 2004. The effective tax rates for the yeaded June 30, 2004 and June 30, 2003
were 37.9% and 36.0%, respectively, and represknter percentage than the combined federal artd statutory rate primarily due to the
benefit of research and development tax credits@andxempt interest income.

Fiscal year ended June 30, 2003 compared with fiscal year ended June 30, 2002

Net Revenue&rRevenue for the year ended June 30, 2003 was $iriliah, which was essentially flat with the $1@0million of revenue
for the year ended June 30, 2002. Unit shipmerteased approximately 20% year over year but wastlynoffset by a change in product
mix from dual to single pointing solutions, genezampetitive pricing pressure, and lower non-raagrengineering and patent license fees.
While we experienced increases in revenue fronsimgle pointing products and non-PC products, reedrom dual pointing products
declined 18%. Revenue from our dual pointing agpiins was approximately 39% of our revenue foryter ended June 30, 2003 comp:
with 47% for the year ended June 30, 2002. Revgmusth was impacted by lower overall average sglfirices resulting from both the mix
change and competitive pricing pressure.

Gross Margin.Gross margin as a percentage of revenue was 4208t year ended June 30, 2003 compared with 4fod %e year
ended June 30, 2002. The improvement in gross masga percentage of revenue resulted primarity ftost reductions and changes in
product mix, partially offset by general compettipricing pressures. During fiscal 2003, our ongaast-improvement programs resulted in
manufacturing efficiencies gained from design aratess improvements and lower materials and asgegobts. Increased sales
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of our proprietary dual pointing solutions, whicavie higher gross margin than dual pointing soliosing third-party products, also
contributed to the improvement in gross margin peraentage of sales.

Research and Development ExpenBesearch and development expenses increased eeatpge of revenue to 19.7% from 16.6% and
spending on research and development activitiggased 19.5% to $19.8 million from $16.6 milliom fbe years ended June 30, 2003 and
2002, respectively. The major contributors to the@éased research and development spending waseass®ciated with our higher staffing
levels, including compensation and facilitiedated costs, higher product development actiiti¢hich included outside services, and mat
costs.

Selling, General, and Administrative Expensadling, general, and administrative expenses as@ée as a percentage of revenue to 1
from 9.8% and spending on selling, general, andiridtrative activities increased 8.7% to $10.7 ioilfrom $9.9 million for the years end
June 30, 2003 and 2002, respectively. The incri@eselling, general, and administrative spendirsyited principally from higher
compensation costs associated with increasedregdéfvels, generally higher operating levels, aoditéonal costs related to our status as a
public reporting company, partially offset by lonmmmissions, primarily resulting from the replaegrof outside sales representatives
inside sales personnel for certain customer acedhiat we implemented in October 2001.

Amortization of Goodwill and Other Acquired Intablgi AssetsAmortization of other intangible assets was relatedur October 1999
acquisition of ASL, a company located in Cambridgeited Kingdom. For the year ended June 30, 2@@3;,ecorded amortization of
$40,000 compared with $134,000 for the year endeé 30, 2002. As of June 30, 2003, these othemgitiee assets were fully amortized.

Amortization of Deferred Stock Compensatibine year ended June 30, 2003 included amortizatipense for deferred stock
compensation of $516,000 compared with $453,00th@year ended June 30, 2002.

Operating IncomeWe generated operating income of $11.2 million1 1% of revenue, for the year ended June 30, 266%ared with
$14.1 million, or 14.1% of revenue, for the yeaded June 30, 2002. As discussed in preceding pgrhgrthe reduction in operating income
was primarily a result of the increase in reseanuth development and selling, general, and adméiigtr spending, partially offset by an
improvement in gross margins on essentially flaereie.

Net Interest Incomeé\et interest income was $904,000 for the year eddeé 30, 2003 compared with $325,000 for the grded
June 30, 2002. The increase in net interest inaefiected higher interest income from higher caalatces, resulting primarily from the
investment of our initial public offering proceedssh flow from operations, and lower interest eggeassociated with equipment lease
financing arrangements, partially offset by the @tipof lower interest rates on invested cash.

Provision for Income Taxe$he provision for income taxes for the year endete B30, 2003 was $4.3 million compared with $5.lioni
for the year ended June 30, 2002, reflecting theetqre-tax profit levels, partially offset by agéitly higher tax rate. The income tax
provision represents the estimated federal and &aes and the foreign taxes associated with jperations in the United Kingdom, Taiwan,
and Japan. The effective tax rate for the year@ddee 30, 2003 was approximately 36%, which ielotlvan the combined federal and state
statutory rate primarily due to the benefit of msh and development tax credits.
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Quarterly Results of Operations

The following table sets forth our unauditedhderly results of operations for the eight quarfer the two-year period ended June 30,
2004. You should read the following table in comjion with the financial statements and relateceaabntained elsewhere in this report. We
have prepared this unaudited information on theeshasis as our audited financial statements. &big includes all adjustments, consisting
only of normal recurring adjustments, that we cdeshecessary for a fair presentation of our firemmosition and operating results for the
quarters presented. You should not draw any coiaclasabout our future results from the resultspdrations for any quarter.

Three Months Ended

September 30, December 31, March 31, June 30,
2002 2002 2003 2003
(unaudited)
(in thousands)
Net revenue $22,17" $24,19¢ $26,10!  $28,22:
Cost of revenue(1 12,44: 13,917 15,38¢ 16,67:
Gross margir 9,73¢ 10,28: 10,71¢ 11,55(
Operating expense
Research and development 5,32: 4,812 4,94; 4,76(
Selling, general, and administrative 2,60¢ 2,621 2,71 2,79:¢
Amortization of goodwill and other acquired intaigi asset 30 10 — —
Amortization of deferred stock compensat 11C 13z 137 13¢€
Restructuring — — — —
Total operating expens 8,067 7,57¢ 7,79¢ 7,68¢
Operating incom: 1,667 2,70¢ 2,92¢ 3,861
Interest and other income, r 23¢ 23z 224 21C
Income before income tax 1,90¢ 2,93¢ 3,14¢ 4,071
Provision for income taxe 70t 1,09: 1,07¢ 1,467
Net income $ 1,20( $ 1,84t $ 2,066 $ 2,604
| | | |
Net income per shar
Basic $ 0.0t $ 0.0¢ $ 00¢ $ 0.11
Diluted $ 0.0t $ 0.07 $ 008 $ 0.1C
Shares used in computing net income per sl
Basic 23,26( 23,38 23,53% 23,66¢
I | | I
Diluted 24,84( 25,08t 25,12¢ 25,90:
| | | |

[Additional columns below

[Continued from above table, first column(s) repet

Three Months Ended

September 30, December 31, March 31, June 30,
2004 2004 2004 2004
(unaudited)
(in thousands)

Net revenue $29,57: $34,27¢ $34,28:  $35,14%

Cost of revenue(1 17,42¢ 20,13« 19,72¢ 19,95¢

Gross margir 12,14 14,14( 14,55¢ 15,18¢
Operating expense

Research and development 5,09¢ 5,13( 5,61 5,58(

Selling, general, and administrative 3,07¢ 3,29 3,452 3,752

Amortization of goodwill and other acquired intaigi asset — — — —



