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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington D.C. 20549

FORM 10-Q

(Mark One)

x QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the quarterly period ended September 30, 2005

OR

¨ TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the Transition Period from              to             

Commission File Number: 000-50838

NETLOGIC MICROSYSTEMS, INC.
(Exact name of registrant as specified in its charter)
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Delaware 77-0455244
(State or other jurisdiction of

incorporation or organization)

(I.R.S. Employer

Identification No.)

1875 Charleston Rd.

Mountain View, CA 94043

(650) 961-6676

(Address and telephone number of principal executive offices)

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

Indicate by check mark whether the registrant is an accelerated filer (as defined in Exchange Act Rule 12b-2).    Yes  ¨    No  x

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

The number of shares outstanding of the Registrant�s Common Stock, $0.01 par value, was 17,976,442 as of October 31, 2005.
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PART I: FINANCIAL INFORMATION

Item 1. Financial Statements

NETLOGIC MICROSYSTEMS, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

(IN THOUSANDS)

(UNAUDITED)

September 30,
2005

December 31,
2004

ASSETS
Current assets:
Cash and cash equivalents $ 60,464 $ 41,411
Accounts receivable, net 3,319 5,873
Inventory 8,016 7,759
Prepaid expenses and other current assets 1,061 1,408

Total current assets 72,860 56,451

Property and equipment, net 3,671 2,953
Other assets 103 50

Total assets $ 76,634 $ 59,454

LIABILITIES AND STOCKHOLDERS� EQUITY
Current liabilities:
Accounts payable $ 6,928 $ 5,690
Accrued liabilities 6,067 4,164
Capital lease obligations, current 262 1,314

Total current liabilities 13,257 11,168

Capital lease obligations, long-term 253 3
Other liabilities 297 181

Total liabilities 13,807 11,352

Stockholders� equity:
Common stock 179 176
Additional paid-in capital 151,908 150,771
Notes receivable from stockholders (60) (434)
Deferred stock-based compensation (1,472) (3,227)
Accumulated deficit (87,728) (99,184)

Total stockholders� equity 62,827 48,102
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Total liabilities and stockholders� equity $ 76,634 $ 59,454

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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NETLOGIC MICROSYSTEMS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(IN THOUSANDS, EXCEPT FOR PER SHARE AMOUNTS)

(UNAUDITED)

Three months ended

September 30,

Nine months ended

September 30,

2005 2004 2005 2004

Revenue:
Product revenue $ 20,029 $ 12,441 $ 60,538 $ 31,456
License and engineering service revenue �  �  �  1,128

Total revenue 20,029 12,441 60,538 32,584

Cost of revenue:
Cost of product revenue 7,796 6,861 25,500 18,766
Cost of license and engineering service revenue �  �  �  �  

Total cost of revenue 7,796 6,861 25,500 18,766

Gross profit 12,233 5,580 35,038 13,818

Operating expenses:
Research and development 6,048 3,891 15,401 12,365
Selling, general and administrative 2,432 1,735 7,073 4,895
Stock-based compensation 397 1,090 1,487 4,616

Total operating expenses 8,877 6,716 23,961 21,876

Income (loss) from operations 3,356 (1,136) 11,077 (8,058)

Interest and other income (expense), net 378 (2,502) 785 (3,897)

Income (loss) before income taxes 3,734 (3,638) 11,862 (11,955)

Provision for income taxes 126 �  406 �  

Net income (loss) $ 3,608 $ (3,638) $ 11,456 $ (11,955)

Net income (loss) per share - Basic $ 0.20 $ (0.22) $ 0.65 $ (1.50)

Net income (loss) per share - Diluted $ 0.19 $ (0.22) $ 0.61 $ (1.50)

Shares used in calculation - Basic 17,798 16,243 17,650 7,954
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Shares used in calculation - Diluted 19,268 16,243 18,907 7,954

(1) Stock-based compensation included in cost of product revenue $ 22 $ 67 $ 56 $ 168

(2) Components of stock-based compensation included in operating expenses:
Research and development $ 192 $ 410 $ 653 $ 1,843
Selling, general and administrative 205 680 834 2,773

Total $ 397 $ 1,090 $ 1,487 $ 4,616

4
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NETLOGIC MICROSYSTEMS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(IN THOUSANDS)

(UNAUDITED)

Nine months ended
September 30,

2005 2004

Cash flows from operating activities:
Net income (loss) $ 11,456 $ (11,955)
Adjustments to reconcile net income (loss) to net cash provided by (used in) operating activities:
Depreciation and amortization 1,548 1,223
Non-cash interest expense 204 3,445
Amortization of deferred stock-based compensation 1,543 4,784
Non-cash stock compensation charge 19 11
Provision for inventory reserves 2,828 �  
Provision for allowance for doubtful accounts (247) 192

Changes in assets and liabilities:
Accounts receivable 2,801 236
Inventory (3,085) (4,887)
Prepaid expenses and other assets 93 (616)
Accounts payable 1,238 380
Accrued liabilities 1,903 (3,966)
Deferred revenue �  (500)
Other long-term liabilities 116 72

Net cash provided by (used in) operating activities 20,417 (11,581)

Cash flows from investing activities:
Purchase of property and equipment (975) (1,034)
Sale (purchase) of short-term investments, net �  2,995
Restricted cash �  5,000

Net cash provided by (used in) investing activities (975) 6,961

Cash flows from financing activities:
Proceeds from issuance of common stock 1,340 1,048
Proceeds from initial public offering, net �  39,228
Proceeds from convertible promissory notes �  7,650
Repayment of convertible promissory notes �  (7,650)
Proceeds from notes payable and lines of credit �  560
Repayment of notes payable and lines of credit �  (10,470)
Capital lease payments (2,095) (347)
Repurchase of common stock (8) �  
Proceeds from payment of notes receivable from stockholders 374 1,082

Net cash provided by financing activities (389) 31,101
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Net increase in cash and cash equivalents 19,053 26,481
Cash and cash equivalents at the beginning of period 41,411 13,155

Cash and cash equivalents at the end of period $ 60,464 $ 39,636

Supplemental disclosure of cash flow information:
Cash paid for interest $ 1 $ 276

Supplemental disclosure of non-cash investing and financing activities:
Acquisition of property and equipment under capital lease $ 1,291 $ 143

Repurchase of restricted common stock $ �  $ 23

Issuance of warrants in connection with lines of credit $ �  $ 223

Conversion of redeemable convertible preferred stock into common stock $ �  $ 91,600

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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NetLogic Microsystems, Inc.

Notes to Condensed Consolidated Financial Statements

(Unaudited)

1. Basis of Presentation

The accompanying unaudited condensed financial statements of NetLogic Microsystems, Inc. (�we,� �our� and the �Company�) have been prepared in
accordance with accounting principles generally accepted in the United States of America and with the instructions for Form 10-Q and
Regulation S-X statements. Accordingly, they do not include all of the information and notes required for complete financial statements. In the
opinion of management, all adjustments and reclassifications considered necessary for a fair and comparable presentation have been included
and are of a normal recurring nature.

These unaudited financial statements should be read in conjunction with the audited financial statements and accompanying notes included in
our Annual Report on Form 10-K for the year ended December 31, 2004. Operating results for the three and nine month periods ended
September 30, 2005 are not necessarily indicative of the results that may be expected for the year ending December 31, 2005.

2. Stock-Based Compensation

We account for stock-based employee compensation arrangements using the intrinsic value method prescribed by Accounting Principles Board
Opinion No. 25, �Accounting for Stock Issued to Employees,� (�APB No. 25�) and the related interpretation, Financial Accounting Standards Board
Interpretation (�FIN�) No. 44 �Accounting for Certain Transactions Involving Stock Compensation.�

We provide additional pro forma disclosures as required under Statement of Financial Accounting Standards (�SFAS�) No. 123 �Accounting for
Stock-Based Compensation� and SFAS No. 148, �Accounting for Stock-Based Compensation, Transition and Disclosure.�

In December 2004, the FASB issued SFAS No. 123(R), �Share-Based Payment,� which replaces SFAS No. 123 and supersedes APB Opinion No.
25. We will adopt SFAS No. 123(R) beginning in 2006. The adoption of SFAS No. 123�s fair value method is expected to have a material
adverse impact on our results of operations, although it is not expected to have a material impact on our overall financial position.

The following table illustrates the effect on our net income (loss) as if we had recorded compensation costs based on the estimated grant date fair
value as defined by SFAS No. 123 for all granted stock-based awards (in thousands, except per share data):

Three months ended

September 30,

Nine months ended

September 30,
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2005 2004 2005 2004

Net income (loss) - as reported $ 3,608 $ (3,638) $ 11,456 $ (11,955)

Add: stock-based compensation expense included in reported net income (loss) 419 1,157 1,543 4,784

Deduct: stock-based compensation expense determined under fair value based method for all
awards (2,665) (1,996) (6,618) (5,863)

Net income (loss) - pro forma $ 1,362 $ (4,477) $ 6,381 $ (13,034)

Net income (loss) per common share
As reported:
Basic $ 0.20 $ (0.22) $ 0.65 $ (1.50)

Diluted $ 0.19 $ (0.22) $ 0.61 $ (1.50)

Pro forma:
Basic $ 0.08 $ (0.28) $ 0.36 $ (1.64)

Diluted $ 0.07 $ (0.28) $ 0.34 $ (1.64)

We account for equity instruments issued to non-employees in accordance with the provisions of SFAS No. 123 and Emerging Issues Task
Force Consensus No. 96-18, �Accounting for Equity Instruments That are Issued to Other Than

6
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Employees for Acquiring, or in Conjunction with Selling, Goods or Services� (�EITF 96-18�). Under SFAS No. 123 and EITF 96-18, equity
instruments issued to non-employees are accounted for at fair value using the Black-Scholes option pricing model. We believe that the fair value
of the equity instruments is more reliably measured than the fair value of the services received. The fair value of each non-employee equity
instrument is remeasured at each period until a commitment date is reached, which is generally the vesting date.

Fair value disclosures

We calculated the fair value of each option on the date of grant using the following assumptions:

Three months ended

September 30,

Nine months ended

September 30,

2005 2004 2005 2004

Risk-free interest rate 3.74% - 4.18% 3.43% 3.47 - 4.18% 2.70% - 3.62%
Expected life of options 4 years 4 years 4 years 4 years
Expected dividend yield 0% 0% 0% 0%
Volatility 80% 80% 80% 0% - 80%

The weighted average fair value of employee stock option grants was $12.43 and $7.26 for the three months ended September 30, 2005 and
2004, respectively, and $9.87 and $9.38 for the nine months ended September 30, 2005 and 2004, respectively.

3. Basic and Diluted Net Income (Loss) Per Share

We compute net income (loss) per share in accordance with SFAS 128, �Earnings per Share�. Basic net income (loss) per share is computed by
dividing net income attributable to common stockholders (numerator) by the weighted average number of common shares outstanding
(denominator) during the period. Diluted net income per share gives effect to all dilutive potential common shares outstanding during the period
including stock options and warrants using the treasury stock method and preferred stock using the as-if-converted method.

The following is a reconciliation of the weighted average common shares used to calculate basic net income (loss) per share to the weighted
average common and potential common shares used to calculate diluted net income (loss) per share for the three and nine months ended
September 30, 2005 and 2004 (in thousands, except per share data):

Three months ended
September 30,

Nine months ended
September 30,

2005 2004 2005 2004
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Numerator:
Net income (loss) $ 3,608 $ (3,638) $ 11,456 $ (11,955)

Denominator:
Weighted-average common shares outstanding 17,932 16,552 17,784 8,263
Less: shares subject to repurchase (134) (309) (134) (309)

Shares used in calculation - basic 17,798 16,243 17,650 7,954

Stock options and warrants 1,336 �  1,123 �  
Shares subject to repurchase 134 �  134 �  

Shares used in calculation - diluted 19,268 16,243 18,907 7,954

Net income (loss) per share:
Basic $ 0.20 $ (0.22) $ 0.65 $ (1.50)

Diluted $ 0.19 $ (0.22) $ 0.61 $ (1.50)

For the three and nine months ended September 30, 2005, employee stock options to purchase approximately 46,000 and 97,000 shares of
common stock, respectively, were excluded from the computation of diluted net income per share as their effect would be anti-dilutive.

7
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4. Cash and Cash Equivalents

We consider all highly liquid investments purchased with a remaining maturity of three months or less at the date of purchase to be cash
equivalents. At September 30, 2005 and December 31, 2004, our cash and cash equivalents of $60.5 million and $41.4 million, respectively,
consisted of cash and money market funds.

5. Balance Sheet Components

The components of our inventory at September 30, 2005 and December 31, 2004 were as follows (in thousands):

September 30,
2005

December 31,
2004

Inventories:
Finished goods $ 2,895 $ 4,790
Work-in-progress 5,121 2,969

$ 8,016 $ 7,759

The components of our accrued liabilities at September 30, 2005 and December 31, 2004 were as follows (in thousands):

September 30,
2005

December 31,
2004

Accrued liabilities:
Accrued inventory 777 1,030
Accrued research and development expenses 576 1,282
Other accrued liabilities 4,714 1,852

$ 6,067 $ 4,164

6. Product Warranties

We provided a limited warranty on our products for one year from the date of sale. We provide for the estimated future costs of repair or
replacement upon shipment of the product. Our warranty accrual is estimated based on actual and historical claims compared to historical
revenue and assumes that we have to replace products subject to a claim. The following table summarizes the activity related to the product
warranty liability during the three and nine months ended September 30, 2005 and 2004 (in thousands):
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Three months ended
September 30,

Nine months ended
September 30,

2005 2004 2005 2004

Warranty accrual:
Beginning balance $ 590 $ 651 $ 381 $ 1,051
Provision for warranty 55 �  1,039 �  
Settlements made during the period (32) �  (807) (400)
Other adjustments �  (300) �  (300)

Ending balance $ 613 $ 351 $ 613 $ 351

7. Revolving line of credit

In March 2004, we amended the terms of a line of credit with Silicon Valley Bank (the �Working Capital Line�), which we originally obtained in
October 2003. The terms of the amended agreement eliminated the requirement for a $5.0 million deposit with the bank and allowed us to
borrow up to $4.5 million for working capital purposes to the extent we have cash, cash equivalents and short term investments in the custody of
the bank. In addition, the portion of the facility that was also available based on certain accounts receivable balances was replaced by an
accounts receivable financing facility. The accounts receivable financing facility allowed us to borrow up to $10.0 million based on a percentage
of certain customer purchase orders and accounts receivable balances.

8
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In March 2004, in connection with the amendment to the Working Capital Line, we issued the bank a warrant to purchase 62,000 shares of our
Series E Redeemable Convertible Preferred Stock at $4.88 per share. The warrant remained outstanding at June 30, 2005 and expires in March
2011. The fair value of the warrants of $223,000 is being amortized as interest expense over the remaining 18-month life of the agreement. The
fair value of the warrant was estimated using the Black-Scholes model using a risk-free interest rate of 3.49%, the seven-year contractual life of
the warrant, expected dividend yield of zero, volatility of approximately 80% and a fair value of $4.88 per share.

In July 2004, we repaid in full $10.5 million outstanding under the Working Capital Line. Subsequent to our initial public offering on July 14,
2004, the Working Capital Line was amended twice and our line of credit was increased to $14.5 million available for general working capital
purposes.

The Working Capital Line expired on October 2, 2005 and was not renewed as management determined that the Company�s currently available
liquid resources were adequate for its operational needs for the foreseeable future.

8. Convertible Promissory Notes

In March 2004, we issued $7.6 million in convertible promissory notes (the �Notes�) bearing interest at 10.0% per annum and warrants to purchase
76,500 shares of common stock at $2.00 per share. The Notes were issued to existing stockholders, directors and management. The Notes were
convertible at a conversion price of $3.25 at the option of the holder in March 2005 into approximately 2.6 million shares of Series D
Redeemable Convertible Preferred Stock, if not earlier repaid. The difference between the conversion price and the fair value of the common
stock on the transaction date resulted in a beneficial conversion feature of $2.5 million. The warrants had a fair value of $1.0 million, estimated
using the Black-Scholes valuation model, with a risk-free interest rate of 2.44%, a four-year life of the warrants, expected dividend yield of zero,
volatility of 90% and a fair value of $3.55. The beneficial conversion feature and the fair value of the warrants were reflected as a discount to the
promissory notes. Both the beneficial conversion feature and the warrants were being charged to interest expense over the term of the notes.

In July 2004, the promissory notes and accrued interest were repaid in full following the closing of the initial public offering of our common
stock. The unamortized value of the beneficial conversion feature and the warrants of $2.5 million at the time of repayment was charged to
interest expense.

9. Commitments and Contingencies

Purchase Commitments

At September 30, 2005, we had approximately $7.2 million in non-cancelable purchase commitments with suppliers.

Contingencies

Edgar Filing: NETLOGIC MICROSYSTEMS INC - Form 10-Q

Table of Contents 16



We may be party to claims and litigation proceedings arising from time to time in the normal course of business. Although the legal
responsibility and financial impact with respect to pending claims and litigation cannot currently be ascertained, we do not believe that we
currently have any matters that will result in the payment of monetary damages, net of any applicable insurance proceeds, that, in the aggregate,
would be material in relation to our consolidated financial position or results of operations. There can be no assurance, however, that any such
matters will be resolved without costly litigation, in a manner that is not adverse to our financial position, results of operations or cash flows, or
without requiring royalty payments in the future, which may adversely impact gross margins.

Indemnities, Commitments and Guarantees

In the normal course of business, we have made certain indemnities, commitments and guarantees under which we may be required to make
payments in relation to certain transactions. These indemnities include intellectual property indemnities to our customers in connection with the
sales of our products, indemnities for liabilities associated with the infringement of other parties� technology based upon our products,
indemnities to various lessors in connection with facility leases for certain claims arising from such facility or lease, and indemnities to our
directors and officers to the maximum extent permitted under the laws of the state of Delaware. The duration of each of these indemnities,
commitments and guarantees varies and, in certain cases, is indefinite. We have not recorded any liability for these indemnities, commitments
and guarantees in the accompanying balance sheets. We do, however, accrue for losses for any known contingent liability, including those that
may arise from indemnification provisions, when future payment is probable.

9
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10. Related Party Transactions

We lease our headquarters facility in Mountain View, California from an affiliate of Berg & Berg Enterprises, LLC, which holds shares of our
common stock. During the three and nine months ended September 30, 2005, we made lease payments of approximately $154,000 and
$337,000, respectively, under this lease arrangement.

11. Operating Segments and Geographic Information

We operate in one business segment. We sell our products directly to customers in the United States, Asia and Europe. Sales for geographic
regions reported below are based upon the customer headquarter locations. Following is a summary of geographic information related to revenue
for the three and nine months ended September 30, 2005 and 2004:

Three months ended
September 30,

Nine months ended
September 30,

2005 2004 2005 2004

Revenue:
North America 56% 95% 67% 94%
Asia 42% 4% 31% 4%
Europe 2% 1% 2% 2%

Total 100% 100% 100% 100%

As of September 30, 2005 and December 31, 2004, the following customers accounted for more than 10% of our total accounts receivable:

September 30,
2005

December 31,
2004

Solectron Corporation 66% 64%
Celestica Thailand �  11%
Mitsui Comtek Corp. 11% �  

13. Recent Accounting Pronouncements

In December 2004, the FASB issued SFAS No. 123 (revised 2004), �Share-Based Payment.� SFAS No. 123(R) would require us to measure all
employee stock-based compensation awards using a fair value method and record such expense in our financial statements. In addition, the
adoption of SFAS No. 123(R) will require additional accounting related to the income tax effects and additional disclosure regarding the cash
flow effects resulting from share-based payment arrangements. SFAS No. 123(R) will be effective for us beginning in the first quarter of fiscal
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2006. The adoption of SFAS No. 123(R) will have a material adverse impact on our results of operations. Currently, we are evaluating what
transition method and what pricing model to select upon adoption.

In November 2004, the FASB issued SFAS No. 151, �Inventory Costs, an amendment of ARB No. 43, Chapter 4�. SFAS No. 151 clarifies that
abnormal inventory costs such as costs of idle facilities, excess freight and handling costs, and wasted materials (spoilage) are required to be
recognized as current period charges. The provisions of SFAS No.151 will be effective for us beginning in the first quarter of fiscal 2006. The
adoption of SFAS No. 151 is not expected to have a material impact on our financial position, results of operations and cash flows.

In December 2004, the FASB issued SFAS No. 153, Exchanges of Nonmonetary Assets, an amendment of APB Opinion No. 29. SFAS No. 153
addresses the measurement of exchanges of nonmonetary assets and redefines the scope of transactions that should be measured based on the
fair value of the assets exchanged. SFAS No. 153 will be effective for us for nonmonetary asset exchanges beginning in the first quarter of fiscal
2006. The adoption of SFAS No. 153 is not expected to have a material effect on our financial position or results of operations.

14. Subsequent Event

On November 7, 2005, we entered into Master Purchase Agreements with each of Cisco Systems, Inc. and Cisco Systems International B.V.
Cisco, who together with its contract manufacturers, are our largest customers. Pursuant to these

10
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agreements, we agree to supply to Cisco (including its subsidiaries and contract manufacturers) certain of our products for incorporation into
Cisco�s products. These agreements set forth the general business terms and conditions applicable to our sales to Cisco. The initial term of these
agreements is three years, subject to renewal and termination rights.

11

Edgar Filing: NETLOGIC MICROSYSTEMS INC - Form 10-Q

Table of Contents 20



Table of Contents

Item 2: Management�s Discussion and Analysis of Financial Condition and Results of Operations

Forward-looking Statements

This report contains forward-looking statements within the meaning of Section 27A of the Securities Act of 1933, as amended, and Section 21E
of the Securities Exchange Act of 1934, as amended, which include, without limitation, statements about the market for our technology, our
strategy and competition. Such statements are based upon current expectations that involve risks and uncertainties. Any statements contained
herein that are not statements of historical fact may be deemed forward-looking statements. For example, the words �believes�, �anticipates�,
�plans�, �expects�, �intends� and similar expressions are intended to identify forward-looking statements. Our actual results and the timing of
certain events may differ significantly from the results discussed in the forward-looking statements. Factors that might cause such a discrepancy
include, but are not limited to, those discussed in �Overview�, �Results of Operations,� �Liquidity and Capital Resources� and �Risks
Factors� below. All forward-looking statements in this document are based on information available to us as of the date hereof and we assume
no obligation to update any such forward-looking statements. The following discussion should be read in conjunction with our condensed
financial statements and the accompanying notes contained in this quarterly report. Unless expressly stated or the context otherwise requires,
the terms �we�, �our�, �us� and �NetLogic Microsystems� refer to NetLogic Microsystems, Inc.

Overview

We are a semiconductor company that designs, develops and markets high performance knowledge-based processors for a variety of advanced
Internet, corporate and other networking systems, such as routers, switches, network access equipment and networked storage devices.
Knowledge-based processors are integrated circuits that employ an advanced processor architecture and a large knowledge database containing
network and network user information to make complex decisions about individual packets of information traveling through the network. Our
knowledge-based processors significantly enhance the ability of networking original equipment manufacturers, or OEMs, to supply network
service providers with systems offering more advanced functionality for the Internet, such as voice transmission over the Internet, or VoIP,
virtual private networks, or VPNs, and streaming video and audio.

Our knowledge-based processors incorporate advanced technologies that enable rapid processing, such as a superscalar architecture, which uses
parallel-processing techniques, and deep pipelining, which segments processing tasks into smaller sub-tasks, for higher decision throughput.
These technologies enable networking systems to perform a broad range of network-aware processing functions, such as access control for
network security, prioritization of traffic flow to maintain quality of service, or QoS, and statistical measurement of Internet traffic for
transaction billing.

We provide complete, systems-level solutions that include interface designs and firmware, device driver, packet-processing and knowledge
database management application software, design tools and environments and reference designs. By providing a comprehensive systems-level
solution, we help networking OEMs reliably introduce next generation networking systems and significantly enhance their time-to-market.
These systems-level solutions are provided free-of-charge to our OEM customers to encourage sales of our products.

Our products are designed into systems offered by leading networking OEMs, including AlaxalA Networks Corporation, Alcatel, ARRIS Group,
Inc., Cisco Systems, Inc., Extreme Networks, Inc., Foundry Networks, Inc., Force10 Networks, Fujitsu Limited, Hitachi, Ltd., Huawei
Technologies Co., Ltd., and Juniper Networks, Inc.
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Since the second half of 2003, we have experienced significant revenue growth caused by a rapid rise in new customer orders for our
knowledge-based processors. Our product revenue increased 61% to $20.0 million during the three months ended September 30, 2005 from
$12.4 million during the three months ended September 30, 2004 and increased 86% to $60.5 million during the nine months ended September
30, 2005 from $32.6 million during the same period in 2004. While our total revenue for the nine months ended September 30, 2004 included
non-recurring license fees of approximately $1.1 million related to our license agreement with Micron Technology, Inc., we have had no such
revenue in the same period of this year. We do not expect similar revenue growth rates in future periods, nor do we expect to receive any
significant revenues from non-recurring engineering services.

As a fabless semiconductor company, our business model is less capital intensive than other businesses because we rely on third parties to
manufacture, assemble, and test our products. In general, we do not anticipate making significant capital expenditures. In transitioning from a
design and development company to volume production as a fabless semiconductor company, we required significant funds for our ramp up in
production to support increased sales of our knowledge-based
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processors. In the future, as we launch new products or expand our operations, we may require additional funds to procure product mask sets,
order elevated quantities of wafers from our foundry partners, perform qualification testing and assemble and test those products.

We employ a direct sales force as well as a sales representative network to sell our products. The majority of our revenue comes from customers
located in the United States. All revenue to date has been denominated in U.S. dollars.

Our product sales cycles can take up to 24 months to complete and volume production can take an additional six months to be achieved, if at all.
Cancellations of customer orders or changes in product specifications might result in the loss of anticipated sales without allowing us sufficient
time to reduce our inventory or operating expenses. Our recent rapid revenue growth makes it difficult for us to assess the impact of seasonal
factors on our business.

We recognize revenue at the time of shipment to our customers and our international stocking sales representatives. Our revenue consists
primarily of sales of our knowledge-based processors to networking OEMs and contract manufacturers. Initial sales of our products for a new
design are usually made directly to networking OEMs. Once a design enters production, a networking OEM often outsources its manufacturing
to contract manufacturers that purchase products directly from us.

Since we purchase all wafers from suppliers with fabrication facilities and outsource the assembly and testing to third party vendors, a
significant portion of our costs of revenue consists of payments to our third party vendors. We do not have long-term agreements with any of our
suppliers and rely upon them to fulfill our orders.

Research and development expenses consist primarily of compensation and related costs for personnel as well as costs related to new and
existing product development, depreciation, software maintenance and facilities costs. All research and development costs are expensed in the
period incurred. In order for us to remain competitive, we believe a significant portion of our operating expenses will continue to be related to
research and development efforts. We also believe research and development headcount will increase in the future, and that research and
development costs will increase in absolute dollars but decline as a percentage of revenue.

Selling expenses consist primarily of compensation and related costs for sales and marketing personnel, marketing programs, travel, facilities
overhead and bonuses and commissions for independent sales representatives. General and administrative expenses consist primarily of
compensation and related costs for finance and accounting, patent and corporate legal expenses, and facilities overhead.

Critical Accounting Estimates

The preparation of our condensed unaudited financial statements in conformity with accounting principles generally accepted in the United
States of America requires us to make estimates and assumptions that affect the reported amounts of assets, liabilities, revenues and expenses,
and related disclosure of contingent assets and liabilities. We base these estimates and assumptions on historical experience and evaluate them
on an on-going basis to help ensure they remain reasonable under current conditions. Actual results could differ from those estimates. For a
discussion of the critical accounting estimates, see �Item 7. Management�s Discussion and Analysis of Financial Condition and Results of
Operations � Critical Accounting Policies� in our Annual Report on Form 10-K for the year ended December 31, 2004.
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Results of Operations

Comparison of Three Months Ended September 30, 2005 to Three Months Ended September 30, 2004

Revenue, cost of revenue and gross profit

The table below sets forth the fluctuations in revenue, cost of revenue and gross profit data for the three months ended September 30, 2005 and
the three months ended September 30, 2004 (in thousands, except percentage data):

Three Months ended
September 30,

2005

Percentage
of

Revenue

Three Months ended
September 30,

2004

Percentage
of

Revenue
Year-to-Year
Increase

Increase
Percentage

Product revenue $ 20,029 100.0% $ 12,441 100.0% $ 7,588 61.0%
Cost of product revenue 7,796 38.9% 6,861 55.1% 935 13.6%

Gross profit $ 12,233 61.1% $ 5,580 44.9% $ 6,653 119.2%
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Revenue. The increase in total revenue during the three months ended September 30, 2005 as compared to the same period in 2004 resulted from
the growth in sales of our knowledge-based processors. During the three months ended September 30, 2005, the unit volume of
knowledge-based processor shipments increased approximately 258% compared to that of the three months ended September 30, 2004. Revenue
from sales to Cisco and its contract manufacturers represented 70% of total revenue for the three months ended September 30, 2005 compared to
79% during the three months ended September 30, 2004. During the three months ended September 30, 2005, AlaxalA Networks, which is a
joint venture of the switching and routing divisions of Hitachi, Ltd. and NEC Corporation, accounted for 11% of revenue.

Cost of Revenue. The cost of revenue increased to $7.8 million for the three months ended September 30, 2005 primarily due to increased unit
shipments of knowledge-based processors.

Gross Profit /Gross Margin. Gross margin increased to 61.1% during the three months ended September 30, 2005 from 44.9% during the three
months ended September 30, 2004. The increase in gross margin was primarily due to the continued improvements in our production yields for
the knowledge-based processor products. Version 4 of our knowledge-based processors, which was introduced earlier in 2005, produces a higher
number of die per wafer as compared to that of the previous version and contributed to the lower production costs overall.

During the three months ended September 30, 2004, gross margin was favorably impacted by $0.3 million from the sale of products that had
been fully reserved in prior periods and accordingly had no associated cost of revenue.

Operating expenses

The table below sets forth operating expense data for the three months ended September 30, 2005 and the three months ended September 30,
2004 (in thousands, except percentage data):

Three Months ended
September 30,

2005

Percentage
of

Revenue

Three Months ended
September 30,

2004

Percentage
of

Revenue

Year-to-Year
Increase
(Decrease)

Increase
(Decrease)
Percentage

Operating expenses:
Research and development $ 6,048 30.2% $ 3,891 31.3% $ 2,157 55.4%
Selling, general and administrative 2,432 12.1% 1,735 13.9% 697 40.2%
Stock-based compensation 397 2.0% 1,090 8.8% (693) -63.6%

Total operating expenses $ 8,877 44.3% $ 6,716 54.0% $ 2,161 32.2%

Research and Development Expenses. Research and development expenses increased during the three months ended September 30, 2005, as
compared to the same period in 2004, primarily due to increases in product development and qualification expenses of $0.9 million, payroll
related expenses of $0.3 million and consulting expenses of $0.4 million as we continued to invest in the development of the next generation of
knowledge-based processor products as well as new non-knowledge-based processor products. In addition, depreciation expense and software
maintenance expense increased by $0.4 million during the three months ended September 30, 2005 as we purchased software licenses to support
our research and development efforts. The remainder of the fluctuation in research and development expenses was caused by individually minor
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Selling, General and Administrative Expenses. Selling, general and administrative expenses increased during the three months ended September
30, 2005, as compared to the same period in 2004, primarily due to increases in payroll related costs of $0.4 million and consulting expenses of
$0.1 million. The increase in payroll-related costs was due to the accrual of management bonuses pursuant to an incentive bonus plan, which
was adopted for fiscal 2005, and increased headcount to support our growing operations. The increase in consulting expenses primarily related to
our on-going effort to document, evaluate and test our system of internal controls over financial reporting as we prepare to comply with Section
404 of the Sarbanes-Oxley Act of 2002. The remainder of the fluctuation in selling, general and administrative expenses was caused by
individually minor items.
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Stock-based compensation. Stock-based compensation expense represents amortization of deferred stock-based compensation that was recorded
in connection with pre-IPO grants of stock options with exercise prices below the fair value of our common stock. Stock-based compensation
expense is based on the difference between the exercise price of the option grants and the fair value of our common stock at the time of such
grants, which is amortized over the vesting period of the related options.

Other items

The table below sets forth other data for the three month periods ended September 30, 2005 and 2004 (in thousands, except percentage data):

Three Months ended
September

30,

2005

Percentage
of

Revenue

Three Months ended
September 30,

2004

Percentage
of

Revenue
Year-to-Year

Change
Change

Percentage

Other income (expense), net:
Interest income $ 449 2.2% $ 94 0.8% $ 355 377.66%
Interest expense (68) -0.3% (2,564) -20.6% 2,496 -97.35%
Other expense, net (3) 0.0% (32) -0.3% 29 -90.63%

Total interest and other income
(expense), net $ 378 1.9% $ (2,502) -20.1% $ 2,880 -115.11%

Interest and Other Income (Expense), net. The net interest and other income of $0.4 million generated during the three months ended September
30, 2005 was due to a higher average cash and investment balance during the period and the higher yield for the instruments we invested in. The
higher average cash and investment balance during the three months ended September 30, 2005 as compared to the same period in 2004 was due
to cash generated from operating activities. The higher interest expense during the three months ended September 30, 2004 resulted primarily
from the accelerated amortization of a beneficial conversion feature that was originally recorded in connection with the issuance of promissory
notes in March 2004. The promissory notes were repaid in full in July 2004, and accordingly, the remaining value of the beneficial conversion
feature of $2.5 million was charged to interest expense in full.

Income tax expense

Income tax expense was $0.1 million for the three months ended September 30, 2005, which is based on our estimated annual effective tax rate
of 3%. Our effective tax rate is based on the mix of income between domestic and international operations, as well as the utilization of available
net operating loss and research and development credit carryforwards for which no previous benefit had been taken. To date, in 2005, our
effective tax rate has been significantly less than statutory rates because we utilized net operating loss carryforwards, from which no previous
benefit had been recognized to offset taxable income in the Unites States of America. Our effective tax rate for the three month period ended
September 30, 2005 is not necessarily indicative of our effective tax rate that may be expected for future periods.
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Comparison of Nine Months Ended September 30, 2005 to Nine Months Ended September 30, 2004

Revenue, cost of revenue and gross profit

The table below sets forth the fluctuations in revenue, cost of revenue and gross profit data for the nine months ended September 30, 2005 and
the nine months ended September 30, 2004 (in thousands, except percentage data):

Nine Months ended
September 30,

2005

Percentage
of

Revenue

Nine Months ended
September 30,

2004

Percentage
of

Revenue

Year-to-Year
Increase
(Decrease)

Increase
(Decrease)
Percentage

Revenue:
Product revenue $ 60,538 100.0% $ 31,456 96.5% $ 29,082 92.5%
License and engineering service
revenue �  1,128 3.5% (1,128) -100.0%

Total revenue 60,538 100.0% 32,584 100.0% 27,954 85.8%
Cost of revenue:
Cost of product revenue 25,500 42.1% 18,766 57.6% 6,734 35.9%
Cost of license and engineering
service revenue �  0.0% �  0.0% �  0.0%

Gross profit $ 35,038 57.9% $ 13,818 42.4% $ 21,220 153.6%

Revenue. The increase in total revenue during the nine months ended September 30, 2005 as compared to the same period in 2004 resulted from
the growth in sales of our knowledge-based processors. During the nine months ended September 30, 2005, the volume of knowledge-based
processor shipments increased approximately 183% compared to that of the nine months ended September 30, 2004. Revenue from sales to
Cisco and its contract manufacturers represented 75% of total revenue for the nine months ended September 30, 2005 compared to 72% during
the nine months ended September 30, 2004. The license and engineering service revenue generated during the nine months ended September 30,
2004 represented the amount we received pursuant to a strategic agreement with Micron Technology Inc. (�Micron�) signed in December 2002.
Under the current agreement, Micron is obligated to pay us fees totaling $5.3 million, of which $4.6 million has been recognized as license and
engineering service revenue through June 30, 2005. The remaining $0.7 million is due to us upon completion of a certain milestone, which we
expect to recognize as revenue during the first half of 2006. After completion of the remaining milestone, we do not expect any additional
revenue to be generated under this agreement.

Cost of Revenue. The cost of revenue increased to $25.5 million for the nine months ended September 30, 2005 primarily due to increased unit
shipments of knowledge-based processors.

Gross Profit /Gross Margin. Gross margin increased to 57.9% during the nine months ended September 30, 2005 from 42.4% during the nine
months ended September 30, 2004. The increase resulted from higher sales of knowledge-based processors, which have a higher average selling
price than other products, and continued improvements in production yields for these products. Version 4 of our knowledge-based processors,
which was introduced earlier in 2005, produces a higher number of die per wafer as compared to that of the previous version and contributed to
the lower production costs overall. During the nine months ended September 30, 2005, gross margin was favorably impacted by $1.0 million

Edgar Filing: NETLOGIC MICROSYSTEMS INC - Form 10-Q

Table of Contents 28



from the sale of products that had been fully reserved in prior periods and accordingly had no associated cost of revenue. This amount
represented approximately 1.7% of the gross margin during the nine months ended September 30, 2005.

During the nine months ended September 30, 2004, we recorded revenue of approximately $2.7 million upon the sale of our knowledge-based
processors written down or for which adverse purchase commitments had been recorded in 2003. The sale of these processors generated a zero
margin as the inventory had been written down to its estimated selling price in previous periods. The license and engineering service revenue of
$1.1 million during the nine months ended September 30, 2004 related to the agreement with Micron, had no associated cost and, accordingly,
had 100% gross margin.
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Operating expenses

The table below sets forth operating expense data for the nine months ended September 30, 2005 and the nine months ended September 30, 2004
(in thousands, except percentage data):

Nine Months ended
September 30,

2005

Percentage
of

Revenue

Nine Months ended
September 30,

2004

Percentage
of

Revenue

Year-to-Year
Increase
(Decrease)

Increase
(Decrease)
Percentage

Operating expenses:
Research and development $ 15,401 25.4% $ 12,365 37.9% $ 3,036 24.6%
Selling, general and administrative 7,073 11.7% 4,895 15.0% 2,178 44.5%
Stock-based compensation 1,487 2.5% 4,616 14.2% (3,129) -67.8%

Total operating expenses $ 23,961 39.6% $ 21,876 67.1% $ 2,085 9.5%

Research and Development Expenses. Research and development expenses increased during the nine months ended September 30, 2005, as
compared to the same period in 2004, primarily due to increases in product development and qualification expenses of $0.7 million, payroll
related expenses of $0.4 million and consulting expenses of $0.8 million as we continued to invest in the development of the next generation
knowledge-based processor products as well as new non-knowledge-based processor products. In addition, depreciation expense and software
maintenance expense increased by $0.6 million during the nine months ended September 30, 2005 as we purchased software licenses to support
our research and development efforts. The remainder of the fluctuation in research and development expenses was caused by individually minor
items.

Selling, General and Administrative Expenses. Selling, general and administrative expenses increased during the nine months ended September
30, 2005, as compared to the same period in 2004, primarily due to the increases in directors and officers� insurance premium of $0.2 million,
payroll related costs of $1.0 million, accounting and consulting expenses of $0.8 million and sales commission of $0.2 million. The increase in
directors and officers� insurance premium was the result of our becoming a publicly-traded company in July 2004. The increase in payroll related
costs was due to increased headcount to support our growing operations and the accrual of management bonuses pursuant to an incentive bonus
plan, which was adopted for fiscal 2005. The increase in consulting expenses primarily related to our on-going effort to document, evaluate and
test our system of internal controls over financial reporting as we prepare to comply with Section 404 of the Sarbanes-Oxley Act of 2002. The
increase in commission expense was the result of a significant sales increase during the nine months ended September 30, 2005. The increases in
expenses were offset by the release of the allowance for bad debt of $0.4 million as we continue to improve cash collections. The remainder of
the fluctuation in selling, general and administrative expenses was caused by individually minor items.

Stock-based compensation. Stock-based compensation expense represents amortization of deferred stock-based compensation that was recorded
in connection with the pre-IPO grants of stock options with exercise prices below the fair value of our common stock. Stock-based compensation
expense is based on the difference between the exercise price of the option grants and the fair value of our common stock at the time of such
grants, which is amortized over the vesting period of the related options.

Other items
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The table below sets forth other data for the nine months ended September 30, 2005 and the nine months ended September 30, 2004 (in
thousands, except percentage data):

Nine Months ended
September

30,
2005

Percentage
of

Revenue

Nine Months ended
September 30,

2004

Percentage
of

Revenue
Year-to-Year

Change
Change

Percentage

Other income (expense), net:
Interest income $ 996 1.6% $ 207 0.6% $ 789 381.16%
Interest expense (203) -0.3% (3,996) -12.3% 3,793 -94.92%
Other expense, net (8) 0.0% (108) -0.3% 100 -92.59%

Total interest and other income
(expense), net $ 785 1.3% $ (3,897) -12.0% $ 4,682 -120.14%

Interest and Other Income (Expenses), net. The net interest and other income of $1.0 million generated during the nine months ended September
30, 2005 was due to a higher average cash and investment balance during the period and the higher yield for the instruments we invested in. The
higher average cash and investment balance during the nine months ended September 30, 2005 as compared to the same period in 2004 was due
to the proceeds received in our initial public offering in
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July 2004 as well as cash generated from operating activities since our initial public offering. The higher interest expense during the nine months
ended September 30, 2004 resulted primarily from the accelerated amortization of beneficial conversion feature and warrants that were
originally recorded in connection with the issuance of promissory notes in March 2004. The promissory notes were repaid in full in July 2004,
and accordingly, the remaining value of beneficial conversion feature at the time of repayment was entirely charged to interest expense. During
the nine months ended September 30, 2004, amortization of beneficial conversion feature and warrant fair values totaled $2.5 million. Interest
expense for the nine months ended September 30, 2004 also included the amounts associated with the outstanding balance under the lines of
credit. All outstanding amounts under the lines of credit and convertible promissory notes were paid off in July 2004.

Income tax expense

Income tax expense was $0.4 million for the nine months ended September 30, 2005, which is based on our estimated annual effective tax rate
of 3%. Our effective tax rate is based on the mix of income between domestic and international operations, as well as the utilization of available
net operating loss and research and development credit carryforwards for which no previous benefit had been taken. To date, in 2005, our
effective tax rate has been significantly less than statutory rates because we utilized net operating loss carryforwards, from which no previous
benefit had been recognized to offset taxable income in the U.S. Our effective tax rate for the nine month period ended September 30, 2005 is
not necessarily indicative of our effective tax rate that may be expected for future periods.

Liquidity and Capital Resources

At September 30, 2005, our principal sources of liquidity were our cash and cash equivalents, which totaled $60.5 million.

Our line of credit for $14.5 million with Silicon Valley Bank expired on October 2, 2005, and was not renewed as management determined that
our currently available liquid resources were adequate for our operational needs for the foreseeable future.

The table below (in thousands) sets forth the key components of cash flow for the nine months ended September 30, 2005 and September 30,
2004:

Nine months ended
September 30,

2005

Nine months ended
September 30,

2004

Net cash provided by (used in) operating activities $ 20,417 $ (11,581)
Net cash provided by (used in) investing activities $ (975) $ 6,961
Net cash provided by (used in) financing activities $ (389) $ 31,101

Cash Flows during the Nine Months Ended September 30, 2005
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During the nine months ended September 30, 2005, our operating activities generated net cash of $20.4 million. For cash provided by operating
activities, our primary source was net income of $11.5 million, which was adjusted for non-cash items of $5.9 million primarily related to
depreciation, amortization of deferred stock-based compensation and provision for inventory reserves. The provision for inventory reserves of
$2.8 million was primarily related to the write-off of approximately $2 million of inventory during the second quarter of 2005. The inventory
write-off was related to specific inventory that we mutually agreed with our foundry partner did not meet specifications. Cash was also generated
from the decrease in accounts receivable of $2.8 million and the increases in accounts payable and accrued liabilities of $1.2 million and $1.9
million, respectively. The decrease in accounts receivable resulted from our continued effort to improve cash collections. The increases in
accounts payable and accruals were primarily due to the growth of our overall operations and the timing of vendor invoice payments. The
primary use of cash for operating activities during the nine months ended September 30, 2005 was for inventory, which increased as we ramped
up our production volume in order to meet our customers� increasing demand for knowledge-based processors.

Our investing activities used cash of $1.0 million during the nine months ended September 30, 2005. Cash was primarily used to purchase
research and development design tools and computer equipment to support our growing operations. We expect to make capital expenditures of
approximately $1.5 million for the remainder of fiscal 2005. These capital expenditures will be used primarily to support product development
activities. We expect to use our cash and cash equivalents to fund these purchases.
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Our financing activities used net cash of $0.4 million for the nine months ended September 30, 2005. The primary use of cash was repayment of
capital lease obligations. The sources of cash were the proceeds from exercises of stock options and repayment of stockholder notes received
during the period.

Cash Flows during the Nine Months Ended September 30, 2004

During the nine months ended September 30, 2004, our operating activities used net cash of $11.5 million. For cash used in operating activities,
net loss of $12.0 million was adjusted for non-cash items primarily related to depreciation, amortization of stock-based compensation and
interest expense, which represented amortization and write-off of promissory notes discount. The primary use of cash for operating activities
during the nine months ended September 30, 2004 was for inventory, which increased as we ramped up our production volume in order to meet
our customers� increasing demand for knowledge-based processors. Cash was also used to reduce our accrued liabilities as we settled our product
warranty obligations during the period and used a portion of our initial public offering proceeds to reduce overall liability balance. Other uses of
cash for operating activities included an increase in prepaid and other assets due to the payment of directors and officers� insurance premium in
connection with our initial public offering, and a decrease in deferred revenue as we completed our obligation under the agreement with Micron
Technology, Inc. Cash used for activities related to inventory, accrued liabilities, prepaid and other assets and deferred revenue was offset by a
decrease in accounts receivable due to improved cash collections and an increase in accounts payable due to the growth in our operations.

Our investing activities provided net cash of $6.9 million during the nine months ended September 30, 2004. Cash was provided by the sale of
short-term investments and the reduction in restricted cash as our amended line of credit agreement with Silicon Valley Bank no longer required
restricted cash deposit. Cash provided by the sale of short-term investments and the reduction in restricted cash was offset by the acquisition of
property and equipment totaling $1.1 million. The property and equipment expenditures were primarily for purchases of computer equipment
and research and development design tools to support our growing operations. These capital expenditures, funded by our cash and cash
equivalents, primarily supported product development activities.

Our financing activities provided net cash of $31.1 million for the nine months ended September 30, 2004. The primary source of cash was the
net proceeds received in connection with our initial public offering of $39.2 million. The other sources of cash included the issuance of
convertible promissory notes, repayment of stockholder notes, proceeds from exercises of stock options and warrants and borrowings under the
line of credit. Cash provided by these activities was offset by repayment of convertible promissory notes, repayment of the outstanding balances
under the line of credit and payments for capital lease obligations.

Capital Resources

We believe that our existing cash and cash equivalents balance of $60.5 million will be sufficient to meet our anticipated cash needs for at least
the next 12 months. Our future capital requirements will depend on many factors, including the amount of revenue we generate, the timing and
extent of spending to support product development efforts, the expansion of sales and marketing activities, the timing of introductions of new
products, the costs to ensure access to adequate manufacturing capacity, and the continuing market acceptance of our products. However, if we
do not meet our plan, we could be required, or might elect, to seek additional funding through public or private equity or debt financing and
additional funds may not be available on terms acceptable to us or at all. We also might decide to raise additional capital at such times and upon
such terms as management considers favorable and in the interests of our company.
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Contractual Obligations

There were no material changes to our contractual obligations during the three months ended September 30, 2005, other than changes due to our
payments for previously disclosed obligations. As of September 30, 2005, our principal commitments consisted of operating and capital lease
payments, which are summarized below (in thousands):

Total
Less than
1 year

1-3
years

4-5
years

After
5 years

Operating lease obligations $ 3,569 $ 461 $ 1,921 $ 1,187 $ �  
Capital lease obligations 515 262 253 �  �  
Wafer purchases 7,215 7,215 �  �  �  

Total $ 11,299 $ 7,938 $ 2,174 $ 1,187 $ �  

In addition to the enforceable and legally binding obligations quantified in the table above, we have other obligations for goods and services
entered into in the normal course of business. These obligations, however, either are not enforceable or legally binding or are subject to change
based on our business decisions.

Off-Balance Sheet Arrangements

As part of our ongoing business, we do not participate in transactions that generate relationships with unconsolidated entities or financial
partnerships, such as entities often referred to as structured finance or special purpose entities, or SPEs, which would have been established for
the purpose of facilitating off-balance sheet arrangements or other contractually narrow or limited purposes. As of September 30, 2005, we were
not involved in any unconsolidated SPE transactions.

Indemnities, Commitments and Guarantees

In the normal course of business, we have made certain indemnities, commitments and guarantees under which we may be required to make
payments in relation to certain transactions. These indemnities include intellectual property indemnities to our customers in connection with the
sales of our products, indemnities for liabilities associated with the infringement of other parties� technology based upon our products,
indemnities to various lessors in connection with facility leases for certain claims arising from such facility or lease, and indemnities to our
directors and officers to the maximum extent permitted under the laws of the state of Delaware. The duration of each of these indemnities,
commitments and guarantees varies and, in certain cases, is indefinite. We have not recorded any liability for these indemnities, commitments
and guarantees in the accompanying balance sheets. We do, however, accrue for losses for any known contingent liability, including those that
may arise from indemnification provisions, when future payment is probable.

Risk Factors
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If any of the following risks actually occur, our business, results of operations and financial condition could suffer significantly.

We expect to derive substantially all of our revenue from sales of our knowledge-based processors, and, if the demand for these
products does not grow, we may not achieve our growth and strategic objectives.

Our knowledge-based processors are used primarily in networking systems, including routers, switches, network access equipment and
networked storage devices. We derive a substantial portion of our total revenue from sales of our knowledge-based processors in the networking
market and expect to continue to derive a substantial portion of our total revenue from this market for the foreseeable future. Sales of our
knowledge-based processors accounted for 93% and 85% of our total revenue during the nine months ended September 30, 2005 and 2004,
respectively. We believe our future business and financial success depends on continued market acceptance and increasing sales of our
knowledge-based processors. In order to meet our growth and strategic objectives, networking original equipment manufacturers, or OEMs,
must continue to incorporate our products into their systems as their preferred means of enabling network-aware processing of IP packets, and
the demand for their systems must grow as well. Thus, our future success depends in large part on factors outside our control, and sales of our
knowledge-based processors may not meet our revenue growth and strategic objectives.

Because we rely on a small number of customers for a significant portion of our total revenue, the loss of, or a significant reduction in,
orders for our products from these customers would negatively affect our total revenue and business.

To date, we have been dependent upon orders for sales of knowledge-based processors to a limited number of customers, and, in particular,
Cisco, for most of our total revenue. During the nine months ended September 30, 2005 and 2004, Cisco and its contract manufacturers
accounted for 76% and 71% of our total revenue, respectively. We expect that our future financial performance will continue to depend in large
part upon our relationship with Cisco and several other networking OEMs.
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We cannot assure you that existing or potential customers will not develop their own solutions, purchase competitive products or acquire
companies that use alternative methods to enable network-aware processing in their systems. We do not have long-term purchase commitments
from any of our OEM customers or their contract manufacturers. Although we recently entered into master purchase agreements with Cisco and
one of its foreign affiliates, these agreements do not include any long-term purchase commitments. Cisco and our other customers do business
with us currently only on the basis of short-term purchase orders (subject, in the case of Cisco, to the terms of the master purchase agreements),
which often are cancelable prior to shipment. The loss of orders for our knowledge-based processors for Cisco products or products of other
major users of our knowledge-based processors would have a significant negative impact on our business.

We face additional risks to our business success and financial condition because of our dependence on a small number of customers for
sales of our products.

Our dependence on a small number of customers, especially Cisco and its contract manufacturers, for most of our revenue in the foreseeable
future creates additional risks for our business, including the following:

� we may face increased pressure to reduce the average selling prices of our knowledge-based processors;

� we may find it difficult to pass through increases in our manufacturing and other direct costs; and

� the reputation of our knowledge-based processors in the marketplace may be affected adversely if Cisco or other networking OEMs
that represent a significant percentage of our sales of knowledge-based processors reduce or cease their use of our products.

� we may face problems in collecting a substantial portion of our accounts receivable if any of these companies faces financial
difficulties or dispute payments;

We have a history of operating losses, may incur significant operating losses in the future and may not be able to sustain profitability.

Although we reported net income of $11.5 million during the nine months ended September 30, 2005, we reported operating losses in each year
since our inception in 1995. At September 30, 2005, we had an accumulated deficit of approximately $87.7 million. To sustain profitability, we
will have to continue to generate greater total revenue and control costs and expenses. We cannot assure you that we will be able to generate
greater total revenue, or limit our costs and expenses, sufficiently to sustain profitability on a quarterly or annual basis.

Our limited history of sales of our knowledge-based processors makes it difficult to evaluate our prospects.

Although our first knowledge-based processor was introduced in the second quarter of 2002, we did not have significant sales of these products
until the third quarter of 2003. We cannot provide assurance that sales of our knowledge-based processors will increase substantially in the
future. Due to our limited historical sales data and the high concentration of our sales with a small number of networking OEMs, our ability to
predict future sales and operating results for our products is limited, and, accordingly, prior quarterly or annual results may not be an indication
of our future revenue growth or financial results.
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Because we sell our products on a purchase order basis and rely on estimated forecasts of our customers� needs, inaccurate forecasts
could adversely affect our business.

We sell our products pursuant to individual purchase orders (subject, in the case of Cisco, to the terms of master purchase agreements), and not
pursuant to long-term purchase commitments. Therefore, we rely on estimated demand forecasts, based upon input from our customers, to
determine how much product to manufacture. Because our sales are based on purchase orders, our customers may cancel, delay or otherwise
modify their purchase commitments with little or no consequence to them and with little or no notice to us. For these reasons, we generally have
limited visibility regarding our customers� product needs. We cannot provide assurance as to the quantities or timing required by our customers
for our products. We cannot assure you that we will not experience subsequent substantial warranty claims or that warranty claims will not result
in cancellation of existing orders or reluctance of customers to place future orders. In addition, the product design cycle for networking OEMs is
lengthy, and it may be difficult for us to accurately anticipate when they will commence commercial shipments of products that include our
knowledge-based processors. Whether in response to changes affecting the industry or a customer�s specific business pressures, any cancellation,
delay or other modification in our customers� orders could significantly reduce our revenue, cause our operating results to fluctuate from period
to period and make it more difficult
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for us to predict our revenue. In the event of a cancellation or reduction of an order, we may not have enough time to reduce operating expenses
to minimize the effect of the lost revenue on our business, and we may purchase too much inventory and spend more capital than expected.

We do not expect to sustain our recent revenue growth rate.

We have recently experienced significant revenue growth. Specifically, our total revenue increased 61% to $20.0 million during the three
months ended September 30, 2005 from $12.4 million during the three months ended September 30, 2004. In addition, our total revenue
increased 86% to $60.5 million during the nine months ended September 30, 2005 from $32.6 million during the nine months ended September
30, 2004. We do not expect similar revenue growth rates in future periods. Accordingly, you should not rely on the results of any prior quarterly
or annual periods as an indication of the future rate of our revenue growth or our future financial results.

We are dependent on contract manufacturers for a significant portion of our revenue.

Many of our OEM customers, including Cisco, use third party contract manufacturers to manufacture their networking systems. These contract
manufacturers represented 71% and 85% of our total revenue for the nine months ended September 30, 2005 and 2004, respectively. Contract
manufacturers purchase our products directly from us on behalf of networking OEMs. Although we work with our OEM customers in the design
and development phases of their systems, these OEM customers are gradually giving contract manufacturers more authority in product
purchasing decisions. As a result, we depend on a concentrated group of contract manufacturers for a substantial portion of our revenue. If we
cannot compete effectively for the business of these contract manufacturers or if any of the contract manufacturers, which work with our OEM
customers, experience financial or other difficulties in their businesses, our revenue and our business could be adversely affected. In particular, if
one of our OEM customer�s contract manufacturers becomes subject to bankruptcy proceedings, neither we nor our OEM customer may be able
to obtain any of our products held by the contract manufacturer. In addition, we may not be able to recover any payments owed to us by the
contract manufacturer for products already delivered or recover the products held in the contract manufacturer�s inventory when the bankruptcy
proceeding is initiated. If we are unable to deliver our products to our OEM customers in a timely manner, our business would be adversely
affected.

The average selling prices of our products may decline, which could reduce our revenue and gross margin.

The average selling prices of our products may decline over the course of their commercial lives, principally due to the supply of competing
products, reduction in demand from customers, pressure from customers to reduce prices and product cycle changes. In addition, under our
master purchase agreements with Cisco, we agreed to provide to Cisco all price decreases that we achieve, and granted to Cisco the right (under
limited circumstances) to purchase our knowledge-based processors directly from our manufacturers (subject to payments to us, net of specified
costs). Declining average selling prices will adversely affect our future operating results. To maintain acceptable operating results, we will need
to develop and introduce new products and product enhancements on a timely basis and continue to reduce our costs. If we are unable to offset
any reductions in our average selling prices by increasing our sales volumes and achieving corresponding production cost reductions, or if we
fail to develop and introduce new products and enhancements on a timely basis, our revenue and operating results will suffer.

We rely on third parties for the manufacture of our products, and a significant increase in wafer pricing or our failure to secure
sufficient capacity could limit our growth and adversely affect our operating results.
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As a fabless semiconductor company, we rely on third-party wafer foundries to manufacture our products. We currently do not have long-term
supply contracts with either of our wafer foundries, Taiwan Semiconductor Manufacturing Co., Ltd., or TSMC, and United Microelectronics
Corporation, or UMC. Neither TSMC nor UMC is obligated to perform services or supply products to us for any specific period, in any specific
quantities or at any specific price, except as may be provided in a particular purchase order. As a result, there are numerous risks associated with
our reliance on these wafer foundries, including the possibilities that TSMC or UMC may give higher priority to their other customers or that our
relationships with either wafer foundry may deteriorate. We cannot assure you that TSMC and UMC will continue to provide us with our
products at acceptable yields or in sufficient quantities, for reasonable costs and on a timely basis to meet our customers� needs. A failure to
ensure the timely fabrication of our products could cause us to lose customers and could have a material adverse effect on our operating results.

If either wafer foundry, and in particular TSMC, ceases to provide us with required production capacity with respect to our products, we cannot
assure you that we will be able to obtain manufacturing capacity from other wafer foundries on commercially reasonable terms or that these
arrangements, if established, will result in the successful manufacturing of our products. These arrangements might require us to share our
technology and might be subject to unilateral termination by the
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wafer foundries. Even if such capacity is available from another manufacturer, we would need to convert the production of our integrated
circuits to a new fabrication process and qualify the other manufacturer, which process could take nine months or longer. Furthermore, we may
not be able to identify or qualify manufacturing sources that would be able to produce wafers with acceptable manufacturing yields.

We also rely on third parties for other products and services, including the assembly and testing of our products, and any failure by
third parties to provide the tools and services we require could limit our growth and adversely affect our future operating results.

All of our products are assembled and tested by third-party vendors and require the use of high performance assembly and test equipment. In
addition, in connection with the design of our products, we use software tools, which we obtain from third party software vendors, for
simulation, layout and other design purposes. Our reliance on independent assembly, testing, software and other vendors involves a number of
risks, including reduced control over delivery schedules, quality assurance and costs. We currently do not have long-term supply contracts with
all of these third party vendors. As a result, most of these third party vendors are not obligated to provide products or perform services to us for
any specific period, in any specific quantities or at any specific price, except as may be provided in a particular purchase order. The inability of
these third party vendors to deliver high performance products or services of acceptable quality and in a timely manner, could lengthen our
design cycle, result in the loss of our customers and reduce our revenue.

Our costs may increase substantially if the wafer foundries, assembly and test vendors that supply and test our products do not achieve
satisfactory product yields, reliability or quality.

The wafer fabrication process is an extremely complicated process where the slightest changes in the design, specifications or materials can
result in material decreases in manufacturing yields or even the suspension of production. From time to time, we and our wafer foundries have
experienced, and are likely to experience manufacturing defects and reduced manufacturing yields related to errors or problems in our wafer
foundries� manufacturing processes or the interrelationship of their processes with our designs. In some cases, our wafer foundries may not be
able to detect these defects early in the fabrication process or determine the cause of such defects in a timely manner, which may affect the
quality or reliability of our products. We may incur substantial research and development expense for prototype or development stage products
as we qualify the products for production.

Generally, in pricing our knowledge-based processors, we assume that manufacturing, assembly and test yields will continue to increase, even as
the complexity of our products increases. Once our products are initially qualified with our wafer foundries, minimum acceptable yields are
established. We are responsible for the costs of the wafers if the actual yield is above the minimum. If actual yields are below the minimum, we
are not required to purchase the wafers. The minimum acceptable yields for our new products are generally lower at first and increase as we
achieve full production. Whether as a result of a design defect or manufacturing, assembly or test error, unacceptably low product yields or other
product manufacturing, assembly or test problems could substantially increase the overall production time and costs and adversely impact our
operating results on sales of our products. Product yield losses will increase our costs and reduce our gross margin. In addition to significantly
harming our operating results and cash flow, poor yields may delay shipment of our products and harm our relationships with existing and
potential customers.

To be successful we must continue to develop and have manufactured for us, innovative products to meet the evolving requirements of
networking OEMs.

To remain competitive, we devote substantial resources to research and development, both to improve our existing knowledge-based processor
technology and to develop new technology. We also seek to improve the manufacturing processes for our knowledge-based processors,
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including the use of smaller process geometries, which we believe is important for our products to serve our OEM customers� requirements for
increased network-aware processing. Our failure to migrate our knowledge-based processors to logic processes at smaller process geometries
could substantially reduce the future competitiveness of our products. In addition, from time to time, we may have to redesign some of our
knowledge-based processors or modify the manufacturing process for them. We cannot give you any assurance that we will be able to improve
our existing knowledge-based processor technology or develop and integrate new technology into our products. Even if we design better
knowledge-based processors, we may encounter problems during the manufacturing or assembly process, including reduced manufacturing
yields, production delays and increased expenses, all of which could adversely affect our business and results of operations.

In addition, given the highly complex nature of these products, even the slightest change or adjustment to our integrated circuit designs could
require substantial resources to implement them. We may not be able to make these changes or adjustments to our knowledge-based processors
or correct any errors or defects arising from their implementation. Failure to
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make these changes or adjustments or correct these errors or defects during the product development stages, or any resulting delays, could
severely harm our existing and potential customer relationships and could likely increase our development costs, adversely affecting our
operating results. If these changes, adjustments, errors or defects are not identified or requested until after commercial production has begun or
after products have been delivered to customers, we may be required to re-test existing inventory, replace products already shipped or re-design
the products, all of which would likely result in significant time delays and additional costs and expenses. For example, we accelerated
production of our knowledge-based processors to meet the schedule demands of Cisco in the fall of 2003. As a result of certain design issues,
these production runs had relatively low production yields, which resulted in related costs and expenses of approximately $11.4 million in 2003
including $9.8 million in adverse purchase commitments, $1.0 million in warranty accruals and a $0.6 million write down of inventory.

We have sustained substantial losses from low production yields in the past and may incur such losses in the future.

Designing and manufacturing integrated circuits is a difficult, complex and costly process. Once research and development has been completed
and the foundry begins to produce commercial volumes of the new integrated circuit, products still may contain errors or defects that could
adversely affect product quality and reliability. We have experienced low yields and have incurred substantial research and development
expenses in the design and initial production phases of all of our legacy network search engine products and knowledge-based processors during
the past three years. For example, after the introduction of our first knowledge-based processor, we shipped a substantial quantity of these
knowledge-based processors to Cisco in 2003, which processors met our yield objectives and passed the qualification and testing procedures that
Cisco and we had applied to them. Subsequently, Cisco began to apply more rigorous testing on their networking systems that identified certain
situations in which our products failed to perform to specification. As a result, Cisco returned these products to us under the terms of our
standard warranty, and we replaced them with processors that passed more stringent testing procedures. The more stringent testing resulted in
unusually low production yields which increased our per unit cost to an amount in excess of selling price. As a result of these events, we reduced
the carrying value of our inventory at December 31, 2003 by $7.0 million to properly record them at their estimated market value. In addition,
we established reserves to cover expected future losses on non- cancelable commitments to purchase wafers from our foundries as we estimated
that the cost of these wafers and the additional expenses required to package and test the finished products would exceed the price at which the
final products could be sold by approximately $3.4 million. The reserves were recorded in the third and fourth quarters of 2003. Although the
previously identified errors have not appeared in tests of Cisco networking systems� replacement parts, and some of the products that we have
written down may be reclassified as good parts and resold, we cannot assure you that this error or other material problems will not occur in
knowledge-based processors that we have shipped previously or may ship in the future. Moreover, we cannot be certain that other low yield
problems with similar or even greater consequences will not arise in the future.

If we fail to retain key personnel and hire additional personnel, our business and growth could be negatively affected.

Our business has been dependent to a significant degree upon the services of a small number of executive officers and technical employees. We
generally do not have non-competition agreements or term employment agreements with any of our executive officers, whom we generally
employ at will. We do not maintain key-man life insurance on the lives of any of our key personnel. The loss of any of these individuals could
negatively impact our technology development efforts and our ability to service our existing customers and obtain new customers.

Our future growth will also depend, in part, upon our ability to recruit and retain other qualified managers, engineers and sales and marketing
personnel. There is intense competition for these individuals in our industry, and we cannot assure you that we will be successful in recruiting
and retaining these individuals. If we are unable to recruit and retain these individuals, our technology development and sales and marketing
efforts could be negatively impacted.

If we fail to maintain competitive stock option packages for our employees, or if our stock price declines materially for a protracted
period of time, we might have difficulty retaining our employees and our business may be harmed.
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In today�s competitive technology industry, employment decisions of highly skilled personnel are influenced by stock option packages, which
offer incentives above traditional compensation only where there is a consistent, long-term upward trend over time of a company�s stock price. If
our stock price declines due to market conditions, investors� perceptions of the technology industry or managerial or performance problems we
have, our stock option incentives may lose value to key employees, and we may lose these employees or be forced to grant additional options to
retain them. This in turn could result in:

� immediate and substantial dilution to investors resulting from the grant of additional options necessary to retain employees; and

� potential compensation charges against the company, which could negatively impact our operating results.
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When the accounting treatment for employee stock option changes, we expect our earnings to be adversely affected by the new stock
option accounting rule and we may be forced to change our employee compensation and benefits practices.

We currently account for the issuance of employee stock options under principles that do not require us to record compensation expense for
options granted at fair market value. In December 2004, the FASB issued SFAS No. 123 (revised 2004), �Share-Based Payment.� SFAS No.
123(R) would require us to measure all employee stock-based compensation awards using a fair value method and record such expense in its
financial statements. In addition, the adoption of SFAS No. 123(R) will require additional accounting related to the income tax effects and
additional disclosure regarding the cash flow effects resulting from share-based payment arrangements. We are required to adopt SFAS No.
123(R) beginning in the first quarter of fiscal 2006. Upon adoption of SFAS No. 123(R), our stock-based compensation expenses will be higher
and our net income will be reduced or net losses will be increased compared to our current accounting. As a consequence, we may consider
reducing future stock option grants which could make it harder for us to retain existing employees and attract qualified candidates.

A failure to successfully address the potential difficulties associated with international business could reduce our growth, increase our
operating costs and negatively impact our business.

We conduct a significant amount of our business with companies that operate primarily outside of the United States, and intend to increase sales
to companies operating outside of the United States. For example, our customers based outside the United States accounted for 44% of our total
revenue during the three months ended September 30, 2005, and for 4% of our total revenue during the same period of 2004. Not only are many
of our customers located abroad, but our two wafer foundries are based in Taiwan, and we outsource the assembly and some of the testing of our
products to companies based in Taiwan and Hong Kong. We face a variety of challenges in doing business internationally, including:

� foreign currency exchange fluctuations;

� unanticipated changes in local regulations;

� potentially adverse tax consequences, such as withholding taxes;

� timing and availability of export and import licenses;

� political and economic instability;

� reduced or limited protection of our intellectual property;

� protectionist laws and business practices that favor local competition; and

� additional financial risks, such as potentially longer and more difficult collection periods.
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Because we anticipate that we will continue to rely heavily on foreign companies for our future growth, the occurrence of any of the
circumstances identified above could significantly increase our operating costs, delay the timing of our revenue and harm our business and
financial condition.

We must design our knowledge-based processors to meet the needs of our OEM customers and convince them to use our products, or
our revenue will be adversely affected.

In general, our OEM customers design our knowledge-based processors into their products during the early stages of their development after an
in-depth technical evaluation of both our and our competitors� products. These design wins are critical to the success of our business. In
competing for design wins, if a competitor�s product is already designed into the product offering of a potential customer, it becomes very
difficult for us to sell our products to that customer. Changing suppliers involves additional cost, time, effort and risk for the customer. In
addition, our products must comply with the continually evolving specifications of networking OEMs. Our ability to compete in the future will
depend, in large part, on our ability to comply with these specifications. As a result, we expect to invest significant time and effort and to incur
significant expense to design our products to ensure compliance with relevant specifications. Even if a networking OEM designs our
knowledge-based processors into its systems, we cannot assure you that its systems will be commercially successful or that we will receive
significant revenue from sales of knowledge-based processors for those systems.
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Factors that negatively affect the businesses of the networking OEMs that use or could use our knowledge-based processors could
negatively impact our total revenue.

The timing and amount of our revenue depend on the ability of the networking OEMs who use our knowledge-based processors to market,
produce and ship systems incorporating our technology. Factors that negatively affect a significant customer or group of customers could
negatively affect our results of operations and financial condition. Many issues beyond our control influence the success of the networking
OEMs that use our products, including, for example, the highly competitive environment in which they operate, the strength of the markets for
their products, their engineering capabilities, their ability or inability to obtain other components from other suppliers, the compatibility of any
of their other components with our products, and their financial and other resources. Likewise, we have no control over their product
development or pricing strategies, which directly affect sales of their products and, in turn, our revenue. A decline in sales of our OEM
customers� systems that use our knowledge-based processors would reduce our revenue. In addition, seasonal and other fluctuations in demand
for their products could cause our operating results to fluctuate, which could cause our stock price to fall.

We have a lengthy sales cycle, which may result in significant expenses that do not generate significant revenue or delayed revenue
generation from our selling efforts and limits our ability to forecast our revenue.

Based on our limited sales history for our knowledge-based processors, we have limited visibility on the length of the sales cycle for our
knowledge-based processors. However, we expect that our product sales cycle, which results in our knowledge-based processors being designed
into our customers� products, could take up to 24 months. It can take an additional nine months to reach volume production of these products. A
number of factors can contribute to the length of the sales cycle, including technical evaluations of our products by networking OEMs, the
design process required to integrate our products into our OEM customers� products and the timing of networking OEMs� new product
announcements. In anticipation of product orders, we may incur substantial costs before the sales cycle is complete and before we receive any
customer payments. As a result, in the event that a sale is not completed or is cancelled or delayed, we may have incurred substantial expenses,
making it more difficult for us to become profitable or otherwise negatively impacting our financial results. Furthermore, because of our lengthy
sales cycle, our receipt of revenue from our selling efforts may be substantially delayed, our ability to forecast our future revenue may be more
limited and our revenue may fluctuate significantly from quarter to quarter.

Our operating results could be adversely affected if we have to satisfy product warranty or liability claims.

If our products are defective or malfunction, we could be subject to product warranty or product liability claims, such as the return of our
products under warranty sold to Cisco in the third and fourth quarters of 2003 and the first quarter of 2004. These returns resulted in warranty
and related charges to our financial statements of approximately $1.0 million in the fourth quarter of 2003. Further, in connection with the
master purchase agreements that we recently entered into with Cisco, we agreed to extended product warranties for the benefit of Cisco.
Specifically, we agreed to general three-year warranties and, in the case of epidemic failures, to five-year warranties. While we have insurance
for product liability claims for matters other than product warranty, we may not have sufficient insurance coverage for all of the claims that may
be asserted against us. In addition, under the Cisco agreements, we agreed to indemnify Cisco for costs incurred in rectifying epidemic failures,
up to the greater of (on a per claim basis) 25% of all amounts paid to us by Cisco during the preceding 12 months or $9.0 million, plus
replacement costs. If we are required to make payments under this indemnity, our operating results may be adversely affected. Moreover, these
claims in the future, regardless of their outcome, could adversely affect our business.

Our revenue and operating results may fluctuate significantly from period to period, on a quarterly or annual basis, causing volatility in
our stock price.
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Our total revenue and operating results have fluctuated from quarter to quarter in the past and are expected to continue to do so in the future. As
a result, you should not rely on quarter to quarter comparisons of our operating results as an indication of our future performance. Fluctuations in
our total revenue and operating results could negatively affect the trading price of our stock. In addition, our total revenue and results of
operations may, in the future, be below the expectations of analysts and investors, which could cause our stock price to decline. Factors that are
likely to cause our revenue and operating results to fluctuate include, for example, the periodic costs associated with the generation of mask sets
for new products and product improvements and the risk factors discussed throughout this section, as well as under the section of this prospectus
identified as �Management�s Discuss and Analysis of Financial Condition and Results of Operations.�
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We have grown rapidly, and a failure to manage any continued growth could reduce our potential revenue and could negatively impact
our future operating results.

In order to successfully implement our overall growth strategies, we will need to carefully and efficiently manage our planned expansion.
Among other things, this will require us to continue to:

� improve our existing knowledge-based processor technology and develop new processor technologies;

� implement and manage new marketing and distribution channels to penetrate different and broader markets for our products;

� manage an increasing number of complex relationships with our customers, wafer foundries and other third parties;

� monitor and improve our operating systems, procedures and financial controls on a timely basis;

� retain existing, and hire additional, key management and technical personnel; and

� expand, train and manage our workforce and, in particular, our development, sales, marketing and support organizations.

We may not be able to adequately manage our growth or meet the foregoing objectives. A failure to do so could jeopardize our future revenue
and cause our stock price to decline.

Our ability to execute our business plan and grow our business will be heavily dependent on our management team�s ability to work effectively
together. We may incur additional costs as we effect this integration while also satisfying the enhanced financial management requirements that
will be imposed on us as we manage our growth and become a public company.

The cyclical nature of the semiconductor industry and the networking markets could adversely affect our operating results and our
business.

We expect our business to be subject to the cyclicality of the semiconductor industry, especially the market for communications integrated
circuits. Historically, there have been significant downturns in this industry segment, characterized by reduced demand for integrated circuits
and accelerated erosion of average selling prices. At times, these downturns have lasted for prolonged periods of time. Furthermore, from time to
time, the semiconductor industry also has experienced periods of increased demand and production constraints, in which event we may not be
able to have our products produced in sufficient quantities, if at all, to satisfy our customers� needs. It is likely that the communications integrated
circuit business will experience similar downturns in the future and that, during such times, our business could be affected adversely. It is also
likely that the semiconductor industry will experience periods of strong demand. We may have difficulty in obtaining enough product to sell to
our customers or may face substantial increases in the wafer prices charged by our foundries.
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In addition, the networking industry from time to time has experienced and may experience a pronounced downturn. To respond to a downturn,
many networking service providers may be required to slow their research and development activities, cancel or delay new product
developments, reduce their workforces and inventories and take a cautious approach to acquiring new equipment and technologies from
networking OEMs, which would have a significant negative impact on our business. In the future, a downturn in the networking industry may
cause our operating results to fluctuate significantly from year to year, which also may tend to increase the volatility of the price of our common
stock.

We may not be able to protect and enforce our intellectual property rights, which could impair our ability to compete and reduce the
value of our technology.

Our success and future revenue growth depend, in part, on our ability to protect our intellectual property. We rely primarily on patent, copyright,
trademark and trade secret laws, as well as confidentiality procedures, to protect our proprietary technologies and processes. However, these
measures may not provide meaningful protection for our intellectual property.

We cannot assure you that any patents will issue from any of our pending applications. Any rights granted under any of our existing or future
patents may not provide meaningful protection or any commercial advantage to us. For example, such patents could be challenged or
circumvented by our competitors or declared invalid or unenforceable in judicial or administrative proceedings. The failure of any patents to
adequately protect our technology would make it easier for our competitors to offer similar products. We do not have foreign patents or pending
applications corresponding to many of our U.S. patents and patent applications, including in some foreign countries where our products are sold
or may be sold in the future. Even if foreign patents are granted, effective enforcement in foreign countries may not be available.
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With respect to our other proprietary rights, it may be possible for third parties to copy or otherwise obtain and use our proprietary technology or
marks without authorization or to develop similar technology independently. Monitoring unauthorized use of our proprietary technology or
marks is difficult and costly, and we cannot be certain that the steps we have taken will prevent misappropriation or unauthorized use of our
technology or marks. In addition, effective patent, copyright, trademark and trade secret protection may not be available or may be limited in
certain foreign countries. Many companies based in the U.S. have encountered substantial infringement problems in foreign countries, including
countries in which we sell products. Our failure to effectively protect our intellectual property could reduce the value of our technology and
could harm our business, financial condition and operating results.

Furthermore, we have in the past and may in the future initiate claims or litigation against third parties to determine the validity and scope of
proprietary rights of others. In addition, we may in the future initiate litigation to enforce our intellectual property rights or the rights of our
customers or to protect our trade secrets. Litigation by us could result in significant expense and divert the efforts of our technical and
management personnel and could materially and adversely affect our business, whether or not such litigation results in a determination favorable
to us.

Any claim that our products or our proprietary technology infringe third party intellectual property rights could increase our costs of
operation and distract management and could result in expensive settlement costs.

The semiconductor industry is characterized by vigorous protection and pursuit of intellectual property rights or positions, which have resulted
in often protracted and expensive litigation. From time to time, we are involved in litigation relating to intellectual property rights. In addition,
we have received notices from time to time that claim we have infringed upon or misappropriated intellectual property rights owned by others.
We typically respond when appropriate and as advised by legal counsel. We cannot assure you that parties will not pursue litigation with respect
to those allegations. We may, in the future, receive similar notices, any of which could lead to litigation against us. For example, parties may
initiate litigation based on allegations that we have infringed their intellectual property rights or misappropriated or misused their trade secrets or
may seek to invalidate or otherwise render unenforceable one or more of our patents. Litigation against us can result in significant expense and
divert the efforts of our management, technical, marketing and other personnel, whether or not the litigation results in a determination adverse to
us. We cannot assure you that we will be able to prevail or settle any such claims or that we will be able to do so at a reasonable cost. In the
event of an adverse result in any such litigation, we could be required to pay substantial damages for past infringement and royalties for any
future use of the technology. In addition, we may be required to cease the sale of certain products, recall certain products from the market,
redesign certain products offered for sale or under development or cease the use of certain marks or names. We cannot assure you that we will be
able to successfully redesign our products or do so at a reasonable cost. Additionally, we have in the past sought and may in the future seek to
obtain a license to a third party�s intellectual rights and have granted and may in the future grant a license to certain of our intellectual property
rights to a third party in connection with a cross-license agreement or a settlement of claims or actions asserted against us. However, we cannot
assure you that we would be able to obtain a license on commercially reasonable terms, or at all.

Our customers could also become the target of litigation relating to the patent and other intellectual property rights of others. This could trigger
technical support and indemnification obligations in some of our license or customer agreements. These obligations could result in substantial
expenses, including the payment by us of costs and damages related to claims of patent infringement. In addition to the time and expense
required for us to provide support or indemnification to our customers, any such litigation could disrupt the businesses of our customers, which
in turn could hurt our relations with our customers and cause the sale of our products to decrease. We cannot assure you that claims for
indemnification will not be made or that if made, such claims would not have a material adverse effect on our business, operating results or
financial condition. We do not have any insurance coverage for intellectual property infringement claims for which we may be obligated to
provide indemnification. If we are obligated to pay damages in excess of, or otherwise outside of, our insurance coverage, or if we have to settle
these claims, our operating results could be adversely affected.

If we are unable to compete effectively, our revenue and market share may be reduced.
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Our business is extremely competitive, especially during the design-in phase of networking OEMs� design cycles. Historically, we compete with
the enterprise and networking divisions of large semiconductor manufacturers, such as Cypress Semiconductor and IDT, which have more
established reputations, more diverse customer bases and greater financial and other resources than we do. In addition, our OEM customers may
design their own integrated circuits to address their needs for network-aware processing. As we develop new applications for our
knowledge-based processors and expand into new markets, we expect to face even greater competition. Our present and future competitors may
be able to better anticipate customer and industry demands and to respond more quickly and efficiently to those demands, such as with product
offerings, financial discounts or other incentives. Furthermore, our OEM customers may be able develop or acquire integrated circuits that
satisfy their needs faster or most cost effectively than we can. We cannot assure you that we will be able to compete effectively against these and
our other competitors. If we do not compete effectively, our revenue and market share may decline.
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Any acquisitions we make could disrupt our business and harm our financial condition.

In the future, we may consider opportunities to acquire other businesses or technologies that would complement our current offerings, expand
the breadth of our markets or enhance our technical capabilities. To date, we have not made any acquisitions. Acquisitions present a number of
potential challenges that could, if not met, disrupt our business operations, increase our operating costs and reduce the value to us of the acquired
company, including:

� integration of the acquired employees, operations, technologies and products with our existing business and products;

� focusing management�s time and attention on our core business;

� retention of business relationships with suppliers and customers of the acquired company;

� entering markets in which we lack prior experience;

� retention of key employees of the acquired company; and

� amortization of intangible assets, write-offs, stock-based compensation and other charges relating to the acquired business and our
acquisition costs.

Our success may depend on our ability to comply with new or evolving industry standards applicable to our products or our business.

Our ability to compete in the future may depend on our ability to ensure that our products comply with evolving industry standards affecting the
networking equipment and other markets in which we compete. In addition, from time to time, new industry standards may emerge which could
render our products incompatible with the products of our customers or suppliers. In order to ensure compliance with the relevant standards, we
may be required to devote significant time, capital and other resources to modify or redesign our existing products or to develop new products.
We cannot assure you that we will be able to develop products which comply with prevailing standards. If we are unable to develop these
products in a timely manner, we may miss significant business opportunities, and our revenue and operating results could suffer.

If an earthquake or other natural disaster disrupts the operations of our third party wafer foundries or other vendors located in high
risk regions, we could experience significant delays in the production or shipment of our products.

TSMC and UMC, which manufacture our products, along with most of our vendors who handle the assembly and testing of our products, are
located in Asia. The risk of an earthquake in the Pacific Rim region is significant due to the proximity of major earthquake fault lines. In
September 1999, a major earthquake in Taiwan affected the facilities of several of these third party vendors, as well as other providers of these
services. As a result of this earthquake, these vendors suffered power outages and disruptions that impaired their production capacity. In March
2002 and September 2003, additional earthquakes occurred in Taiwan. The occurrence of additional earthquakes or other natural disasters could
result in the disruption of the wafer foundry or assembly and test capacity of the third parties that supply these services to us. We may not be
able to obtain alternate capacity on favorable terms, if at all.
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Our stock price could drop, and there could be significantly less trading activity in our stock, if securities or industry analysts
downgrade our stock or do not publish research or reports about our business.

Our stock price and the trading market for our stock are likely to be affected significantly by the research and reports concerning our company
and our business which are published by industry and securities analysts. We do not have any influence or control over these analysts, their
reports or their recommendations. Our stock price and the trading market for our stock could be negatively affected if any analyst downgrades
our stock, publishes a report which is critical of our business, or discontinues coverage of us.

Our common stock has experienced substantial price volatility.

Our common stock has experienced substantial price volatility. Such volatility may occur in the future, particularly because of quarter-to-quarter
variations in our actual or anticipated financial results, other semiconductor companies, or our
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customers. Stock price volatility may also result from product announcements by us or our competitors, or from changes in perceptions about the
various types of products we manufacture and sell. In addition, our stock price may fluctuate due to price and volume fluctuations in the stock
market, especially in the technology sector.

A limited number of stockholders will have the ability to influence the outcome of director elections and other matters requiring
stockholder approval.

Our executive officers, directors and entities affiliated with them will, in the aggregate, beneficially own a significant portion of our outstanding
common stock. These stockholders acting together will have the ability to exert substantial influence over all matters requiring the approval of
our stockholders, including the election and removal of directors and any proposed acquisition, consolidation or sale of all or substantially all of
our assets. In addition, they could dictate the management of our business and affairs. This concentration of ownership could have the effect of
delaying, deferring or preventing a change in control, or impeding an acquisition, consolidation, takeover or other business combination, which
might otherwise involve the payment of a premium for your shares of our common stock.

Provisions of our certificate of incorporation and bylaws, Delaware law and customer agreements might delay or prevent a change of
control transaction and depress the market price of our stock.

Various provisions of our certificate of incorporation and bylaws might have the effect of making it more difficult for a third party to acquire, or
discouraging a third party from attempting to acquire, control of us. These provisions could limit the price that certain investors might be willing
to pay in the future for shares of our common stock. Certain of these provisions eliminate cumulative voting in the election of directors, limit the
right of stockholders to call special meetings and establish specific procedures for director nominations by stockholders and the submission of
other proposals for consideration at stockholder meetings.

We are also subject to provisions of Delaware law which could delay or make more difficult a merger, tender offer or proxy contest involving
us. In particular, Section 203 of the Delaware General Corporation Law prohibits a Delaware corporation from engaging in any business
combination with any interested stockholder for a period of three years unless specific conditions are met. Any of these provisions could have
the effect of delaying, deferring or preventing a change in control, including, without limitation, discouraging a proxy contest or making more
difficult the acquisition of a substantial block of our common stock.

Our board of directors might issue up to 50,000,000 shares of preferred stock without stockholder approval on such terms as the board might
determine. The rights of the holders of common stock will be subject to, and might be adversely affected by, the rights of the holders of any
preferred stock that might be issued in the future.

Under our master purchase agreements with Cisco, in the event of, among other things, the transfer of at least 50% of our voting control to a
Cisco competitor that generates less than 50% of its annual sales from integrated circuit products, Cisco may exercise its rights to purchase our
knowledge-based processors directly from our manufacturers, subject to payments to us. This provision may discourage or complicate attempts
by some third parties to acquire us.

The price of our stock could decrease as a result of shares being sold in the market, including sales by directors, officers and other
significant stockholders.
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Sales of a substantial number of shares of common stock in the public market could adversely affect the prevailing market price of our common
stock from time to time. The number of shares of our common stock available for sale in the public market is limited by restrictions under the
Securities Act of 1933, as amended, but taking into account sales of stock made in accordance with the provisions of Rules 144(k), 144 and 701,
substantially all the shares of our common stock currently outstanding are eligible for sale in the public market. We believe that as of October
31, 2005, approximately 5.4 million shares (including currently exercisable options) are held by our directors, officers and holders of 5% or
more of our common stock.

The majority of our executive officers have entered into plans for selling a portion of their shares of common stock in the manner described
under Rule 10b5-1 of the Securities Exchange Act of 1934. Each plan is non-discretionary and is administered by an independent brokerage
firm. Each plans provide for aggregate sales of between 33,000 and 290,000 shares pursuant to limit orders at specified prices. The duration of
majority plan is through December 31, 2005 and, for minority of the plans is through September 30, 2006. Pursuant to these plans, these
executive officers may sell up to approximately 750,000 shares of common stock combined through duration of these plans. Sales of the shares
are further subject to the volume restrictions set forth in SEC Rule 144(e). Each plan provides for termination upon the completion of the
specified trading program, the instruction of the stockholder, or the occurrence of other specified events,
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whichever is earliest. All of the shares are sold through broker-dealers in ordinary market transactions. In addition, subject to compliance with
applicable securities laws, each of these executive officers may sell shares of common stock outside of these plans. Pre-designated trading under
these plans may cause unexpected declines in the market price of our common stock.

Our stockholder rights plan could prevent stockholders from receiving a premium over the market price for their shares from a
potential acquirer.

We adopted a stockholder rights plan that generally entitles our stockholders to rights to acquire additional shares of our common stock when a
third party acquires 15.0% of our common stock or commences or announces its intent to commence a tender offer for at least 15.0% of our
common stock, other than for certain stockholders that were stockholders prior to our initial public offering as to whom this threshold is 20.0%.
This plan could delay, deter or prevent an investor from acquiring us in a transaction that could otherwise result in stockholders receiving a
premium over the market price for their shares of common stock.

We may need to obtain financing in order to fund our growth strategy.

We believe that we have or will have access to capital, including the net proceeds of our initial public offering, sufficient to satisfy our working
capital requirements for at least the next 12 months. After that time, it may be necessary for us to raise additional funds to support our growth.
We cannot assure you that we will be able to obtain financing when needed or that, if available to us, the terms will be acceptable to us. If we
issue equity securities in any financing, the new securities may have rights and preferences senior to our shares of common stock, and the
ownership interest in us of our current stockholders will be proportionately reduced. If we issued debt securities, they will rank senior to all
equity securities. If we are unable to raise additional capital, we may not be able to implement our growth strategy, and our business could be
harmed significantly.

Changes in laws and regulations that affect the governance of public companies have increased our operating expenses and will continue
to do so.

Recently enacted changes in the laws and regulations affecting public companies, including the provisions of the Sarbanes-Oxley Act of 2002
and the listing requirements for The Nasdaq National Market have imposed new duties on us and on our executives, directors, attorneys and
independent accountants. In order to comply with these new rules, we have hired and expect to hire additional personnel and use additional
outside legal, accounting and advisory services, which have increased and are likely to continue increasing our operating expenses. In particular,
we expect to incur additional administrative expenses as we implement Section 404 of the Sarbanes-Oxley Act, which requires management to
report on, and our Independent Registered Public Accounting Firm to attest to, our internal controls. For example, we expect to incur significant
expenses in connection with the implementation, documentation and testing of our existing and possibly newly implemented control systems.
Management time associated with these compliance efforts necessarily reduces time available for other operating activities, which could
adversely affect operating results. If we are unable to achieve full and timely compliance with these regulatory requirements, we could be
required to incur additional costs, expend additional management time on remedial efforts and make related public disclosures that could
adversely affect our stock price and result in securities litigation.

Item 3: Quantitative and Qualitative Disclosures About Market Risk
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The primary objective of our investment activities is to preserve principal while maximizing the income we receive from our investments
without significantly increasing the risk of loss. Some of the investment securities permitted under our cash management policy may be subject
to market risk for changes in interest rates. To mitigate this risk, we plan to maintain a portfolio of cash equivalent and short-term investments in
a variety of securities which may include investment grade commercial paper, money market funds, government debt issued by the United States
of America, state debt, certificates of deposit and investment grade corporate debt. Presently, we are exposed to minimal market risks associated
with interest rate changes. We manage the sensitivity of our results of operations to these risks by maintaining investment grade short-term
investments. Our cash management policy does not allow us to purchase or hold derivative or commodity instruments or other financial
instruments for trading purposes. Additionally, our policy stipulates that we periodically monitor our investments for adverse material holdings
related to the underlying financial solvency of the issuer. As of September 30, 2005, our investments consisted primarily of investment grade
commercial paper and U.S. government debt. Our results of operations and financial condition would not be significantly impacted by either a
10% increase or decrease in interest rates due mainly to the short-term nature of our investment portfolio.
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Item 4: Controls and Procedures

We have performed an evaluation under the supervision and with the participation of our management, including our Chief Executive Officer
(CEO) and Chief Financial Officer (CFO), of the effectiveness of our disclosure controls and procedures, as defined in Rule 13a-15(e) under the
Securities Exchange Act of 1934 (the Exchange Act). Based on that evaluation, our management, including our CEO and CFO, concluded that
our disclosure controls and procedures were effective as of September 30, 2005 to ensure that information required to be disclosed by us in the
reports filed or submitted by us under the Exchange Act is recorded, processed, summarized and reported within the time periods specified in the
SEC�s rules and forms. During our last fiscal quarter, there were no changes in our internal controls over financial reporting that have materially
affected, or are reasonably likely to materially affect, our internal controls over financial reporting.
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PART II. OTHER INFORMATION

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds

(b) We are furnishing the following information with respect to the use of proceeds we received from our initial public offering in July 2004:

Gross proceeds to the company $ 44,842,512

Offering expenses:
Underwriting fees $ 3,138,976
Other offering expenses 2,442,000

Total offering expenses 5,580,976

Net proceeds to the company $ 39,261,536

As of the date of this report, we used the net proceeds of the offering as follows:

� We used $10.5 million to repay existing debt under our credit lines with Silicon Valley Bank;

� We used $7.6 million to repay the convertible promissory notes we issued and sold in March 2004; and

� We invested the remaining net proceeds in short-term, interest-bearing instruments, pending their use to fund working capital and
other general corporate purposes, including capital expenditures and research and development.

Item 5. Other Information

On November 7, 2005, we entered into Master Purchase Agreements with each of Cisco Systems, Inc. and Cisco Systems International B.V.
Cisco, who together with its contract manufacturers, are our largest customers. Pursuant to these agreements, we agree to supply to Cisco
(including its subsidiaries and contract manufacturers) certain of our products for incorporation into Cisco�s products. These agreements set forth
the general business terms and conditions applicable to our sales to Cisco. The material terms of these agreements include:

� our obligation to accept all purchase orders from Cisco, unless we are unable to meet Cisco�s schedule;

� our obligation to ensure that we have the capacity to increase or decrease production of our knowledge-based processors based upon
Cisco�s demand forecasts;
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� our obligation to use our best efforts to meet Cisco�s stated cost reduction targets and to provide to Cisco all price decreases that we
achieve;

� �most favored nation� pricing and related audit rights in favor of Cisco, providing that, in any quarter, the prices paid by Cisco for our
products (including progeny and replacements), will be the lowest prices paid for those products by any of our other customers who
purchase as much or less than Cisco;

� our obligation to provide Cisco, in the event of any short supply of products or components, an allocation that is no less
favorable than that provided to our other customers purchasing similar quantities of similar products;

� Cisco�s cancellation rights for standard and custom products;

� Cisco�s approval and related rights with respect to any proposed changes to, or discontinuation of, our products purchased by Cisco;

� Cisco�s extended product warranties, generally for three years and, in the case of epidemic failures, for five years;
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� Cisco�s right to purchase our knowledge-based processors directly from our manufacturers under the following circumstances: product
discontinuation; bankruptcy, insolvency and similar situations; and transfer of at least 50% of our voting control to a Cisco competitor
that generates less than 50% of its annual sales from integrated circuit products; in all cases, subject, among other things, to Cisco�s
continuing obligation to pay us for the product and our obligation to disclose the costs charged to us by our manufacturers;

� perpetual, royalty-free, non-exclusive, worldwide license grant to Cisco to use binary code versions of our software in connection with
Cisco�s manufacture, sale, license, loan or distribution of its products; and

� Cisco�s extended product warranties, generally for three years and, in the case of epidemic failures, for five years and our
indemnification obligation for epidemic failures which will not exceed the greater of (on a per claim basis) 25% of all amounts paid to
us by Cisco during the preceding 12 months or $9.0 million, plus replacement costs.

The initial term of these agreements is three years, subject to renewal and termination rights. The form of Master Purchase Agreement is filed as
an exhibit to this quarterly report.

Item 6. Exhibits

An Exhibit Index has been attached as part of this quarterly report and is incorporated herein by reference.
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SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report to be signed on its behalf by the
undersigned thereunto duly authorized.

NETLOGIC MICROSYSTEMS, INC.

Dated: November 8, 2005 By: /s/ RONALD JANKOV

Ronald Jankov
Chief Executive Officer and President
(Principal Executive Officer)

Dated: November 8, 2005 By: /s/ DONALD WITMER

Donald Witmer
Vice President of Finance and Chief Financial Officer
(Principal Financial and Accounting Officer)
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EXHIBIT INDEX

10.11 Form of Master Purchase Agreement between the Registrant and (i) Cisco Systems, Inc. and (ii) Cisco Systems International B.V. �

31.1 Rule 13a-14 certification

31.2 Rule 13a-14 certification

32 Section 1350 certification

� Confidential treatment has been requested for certain portions of this exhibit.
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