Edgar Filing: MINDSPEED TECHNOLOGIES, INC - Form 10-Q

MINDSPEED TECHNOLOGIES, INC
Form 10-Q
May 10, 2005



Edgar Filing: MINDSPEED TECHNOLOGIES, INC - Form 10-Q

Table of Contents

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q
p  QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the quarterly period ended March 31, 2005*
OR
o  TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
Commission file number: 000-50499
MINDSPEED TECHNOLOGIES, INC.
(Exact name of registrant as specified in its charter)

Delaware 01-0616769
(State of incorporation) (I.R.S. Employer Identification No.)

4000 MacArthur Boulevard, East Tower
Newport Beach, California 92660-3095
(Address of principal executive offices) (Zip code)

(949) 579-3000
(Registrant s telephone number, including area code)

Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.

Yes b No o

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

Number of shares of registrant s common stock outstanding as of April 29, 2005 was 103,035,891.

*  For presentation purposes of this Form 10-Q, references made to the March 31, 2005 period relate to the actual
fiscal 2005 second quarter ended April 1, 2005.
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FORWARD-LOOKING STATEMENTS

This Quarterly Report on Form 10-Q contains statements relating to Mindspeed Technologies, Inc. (including certain

projections and business trends) that are 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, and are

subject to the safe harbor created by those sections. All statements included in this Quarterly Report on Form 10-Q,

other than those that are purely historical, are forward-looking statements. Words such as expect, believe, anticipate,
outlook, could, target, project, intend, plan, seek, estimate, should, may, assume and continu

such words and similar expressions, also identify forward-looking statements.

Forward-looking statements in this Quarterly Report on Form 10-Q include, without limitation:

discussions of the growth prospects for the network infrastructure equipment and communications
semiconductors markets;

the focus of our research and development spending on certain products, and our expectation of the growth
prospects for those products;

our ability to achieve revenue growth and profitability, or to achieve positive cash flows from operations,
and the expected period through which we will continue to incur significant losses and negative cash flows;

the sufficiency of our existing sources of liquidity and expected sources of cash to fund our operations,
research and development efforts, anticipated capital expenditures, working capital, and other financing
requirements for the next twelve months;

discussions of our restructuring plans, including the timing and intended results of cost reduction actions
such as facilities closures and workforce reductions and decreases in research and development and selling,

general and administrative expenses;

the source of funds for, and timing of, payments under our restructuring plans, and their impact on our
liquidity;

the amount and timing of future payments under contractual obligations; and

the impact of recent accounting pronouncements.
Our expectations, beliefs, anticipations, objectives, intentions, plans and strategies regarding the future are not
guarantees of future performance and are subject to risks and uncertainties that could cause actual results, and actual
events that occur, to differ materially from results contemplated by the forward-looking statement. These risks and
uncertainties include, but are not limited to:

market demand for our new and existing products;

availability and terms of capital needed for our business;

our ability to reduce our cash consumption;

successful development and introduction of new products;

obtaining design wins and developing revenues from them;
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pricing pressures and other competitive factors;

order and shipment uncertainty;

fluctuations in manufacturing yields;

product defects;

intellectual property infringement claims by others and the ability to protect our intellectual property;

our ability to maintain operating expenses within anticipated levels; and

the ability to attract and retain qualified personnel.
The forward-looking statements in this Quarterly Report on Form 10-Q are subject to additional risks and
uncertainties, including those set forth herein under the heading Certain Business Risks and those detailed from time
to time in our other filings with the Securities and Exchange Commission. These forward-looking statements are made
only as of the date hereof and, except as required by law, we undertake no obligation to update or revise any of them,

whether as a result of new information, future events or otherwise.

Mindspeed® and Mindspeed Technologies® are registered trademarks of Mindspeed Technologies, Inc. Other brands,
names and trademarks contained in this report are the property of their respective owners.
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PART I. FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS

MINDSPEED TECHNOLOGIES, INC.

Consolidated Condensed Balance Sheets
(unaudited, in thousands, except per share amounts)

September
March 31, 30,
2005 2004
ASSETS
Current Assets
Cash and cash equivalents $ 23,903 $ 43,638
Marketable securities 46,490
Receivables, net of allowance of $575 and $627 at March 31, 2005 and
September 30, 2004, respectively 13,529 19,618
Inventories 10,008 11,986
Other current assets 4,767 6,114
Total current assets 98,697 81,356
Property, plant and equipment, net 17,854 20,979
Intangible assets, net 824 20,385
Other assets 5,446 3,580
Total assets $ 122,821 $ 126,300
LIABILITIES AND STOCKHOLDERS EQUITY
Current Liabilities
Accounts payable $ 10,906 $ 13,112
Deferred revenue 3,451 3,471
Accrued compensation and benefits 6,978 9,282
Restructuring 4,012 2,823
Other current liabilities 3,721 3,586
Total current liabilities 29,068 32,274
Convertible senior notes 44,026
Other liabilities 3,432 3,099
Total liabilities 76,526 35,373

Commitments and contingencies

Stockholders Equity
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Preferred and junior preferred stock
Common stock, $0.01 par value: 500,000 shares authorized; 102,802 and 100,619

shares issued at March 31, 2005 and September 30, 2004, respectively 1,028 1,006
Additional paid-in capital 236,117 231,577
Accumulated deficit (174,297) (125,423)
Accumulated other comprehensive loss (15,954) (16,024)
Unearned compensation (599) (209)
Total stockholders equity 46,295 90,927
Total liabilities and stockholders equity $ 122,821 $ 126,300
See accompanying notes to consolidated condensed financial statements.
4
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MINDSPEED TECHNOLOGIES, INC.

Consolidated Condensed Statements of Operations
(unaudited, in thousands, except per share amounts)

Three months ended

Six months ended

March 31, March 31,
2005 2004 2005 2004
Net revenues $ 26,644 $ 30,750 $ 52,960 $ 57,496
Cost of goods sold 8,316 7,899 16,298 16,027
Gross margin 18,328 22,851 36,662 41,469
Operating expenses:
Research and development 18,613 20,120 38,217 40,544
Selling, general and administrative 10,430 10,913 21,092 22,873
Amortization of intangible assets 6,981 12,631 19,657 25,107
Special charges 508 387 5,981 387
Total operating expenses 36,532 44,051 84,947 88,911
Operating loss (18,204) (21,200) (48,285) (47,442)
Other income (expense), net (254) 135 (254) 349
Loss before income taxes (18,458) (21,065) (48,539) (47,093)
Provision (benefit) for income taxes (63) 281 335 473
Net loss $ (18,395) $(21,346) $ (48,874) $(47,566)
Net loss per share, basic and diluted $ (018 $ (022) $ (048 $ (049
Weighted-average number of shares used in per share
computation 102,075 98,239 101,440 96,426
See accompanying notes to consolidated condensed financial statements.
5
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MINDSPEED TECHNOLOGIES, INC.

Consolidated Condensed Statements of Cash Flows
(unaudited, in thousands)

Cash Flows From Operating Activities
Net loss

Adjustments to reconcile net loss to net cash used in operating activities:

Depreciation

Amortization of intangible assets
Asset impairments

Inventory provisions

Other non-cash items, net
Changes in assets and liabilities:
Receivables

Inventories

Accounts payable

Deferred revenue

Accrued expenses and other current liabilities
Other

Net cash used in operating activities
Cash Flows From Investing Activities

Capital expenditures
Sales of assets

Purchase of available-for-sale marketable securities
Purchase of held-to-maturity marketable securities

Net cash used in investing activities

Cash Flows From Financing Activities
Sale of convertible senior notes
Exercise of stock options and warrants
Deferred financing costs

Net cash provided by financing activities

Net decrease in cash and cash equivalents

Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

Table of Contents

Six months ended

March 31,
2005 2004
$(48,874)  $(47,566)
4,954 5,867
19,657 25,107
604
739 1,510
597 4
6,140 (3,937)
1,239 (7,260)
(2,206) (1,256)
(20) 1,711
175 (2,911)
1,509 440
(15,486) (28,291)
(2,463) (3,123)
137 54
(44,875)
(3,253)
(50,454) (3,009)
43,930
2,690 10,939
415) (64)
46,205 10,875
(19,735) (20,485)
43,638 80,121
$ 23,903 $ 59,636
10
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See accompanying notes to consolidated condensed financial statements.
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MINDSPEED TECHNOLOGIES, INC.

NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS
(unaudited)

1. Basis of Presentation and Significant Accounting Policies

Mindspeed Technologies, Inc. (Mindspeed or the Company) designs, develops and sells semiconductor networking
solutions for communications applications in enterprise, access, metropolitan and wide-area networks. On June 27,
2003, Conexant Systems, Inc. (Conexant) completed the distribution (the Distribution) to Conexant stockholders of all
90,333,445 outstanding shares of common stock of its wholly owned subsidiary, Mindspeed. In the Distribution, each
Conexant stockholder received one share of Mindspeed common stock, par value $.01 per share (including an
associated preferred share purchase right) for every three shares of Conexant common stock held and cash for any
fractional share of Mindspeed common stock. Following the Distribution, Mindspeed began operations as an
independent, publicly held company.

Prior to the Distribution, Conexant transferred to Mindspeed the assets and liabilities of the Mindspeed business,
including the stock of certain subsidiaries, and certain other assets and liabilities which were allocated to Mindspeed
under the Distribution Agreement entered into between Conexant and Mindspeed. Also prior to the Distribution,
Conexant contributed to Mindspeed cash in an amount such that at the time of the Distribution Mindspeed s cash
balance was $100 million. Mindspeed issued to Conexant a warrant to purchase 30 million shares of Mindspeed
common stock at a price of $3.408 per share, exercisable for a period beginning one year and ending ten years after
the Distribution. In connection with the Distribution, Mindspeed and Conexant also entered into a Credit Agreement,
an Employee Matters Agreement, a Tax Allocation Agreement, a Transition Services Agreement and a Sublease.

Basis of Presentation  The consolidated condensed financial statements, prepared in accordance with accounting
principles generally accepted in the United States of America, include the accounts of Mindspeed and each of its
subsidiaries. All accounts and transactions among Mindspeed and its subsidiaries have been eliminated in
consolidation. In the opinion of management, the accompanying consolidated condensed financial statements contain
all adjustments, consisting of adjustments of a normal recurring nature and the special charges (Note 6), necessary to
present fairly the Company s financial position, results of operations and cash flows. The results of operations for
interim periods are not necessarily indicative of the results that may be expected for a full year. These financial
statements should be read in conjunction with the consolidated financial statements and notes thereto included in the
Company s Annual Report on Form 10-K for the fiscal year ended September 30, 2004.

Fiscal Periods For presentation purposes, references made to the periods ended March 31, 2005 and 2004 relate to
the actual fiscal 2005 second quarter ended April 1, 2005 and the actual fiscal 2004 second quarter ended April 2,
2004, respectively. References to the periods ended September 30, 2004 relate to the actual fiscal year ended
October 1, 2004.

Stock-Based Compensation — As permitted by Statement of Financial Accounting Standards (SFAS) No. 123,

Accounting for Stock-Based Compensation, the Company accounts for stock-based compensation under Accounting
Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to Employees, and related interpretations.
Under the intrinsic value method required by APB 25, the Company generally recognizes no compensation expense
with respect to stock option awards. The following table illustrates the effect on net loss and net loss per share as if
compensation expense for all awards of stock-based employee compensation had been determined under the fair
value-based method prescribed by SFAS 123 (in thousands, except per share amounts).
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Three months ended

Six months ended

March 31, March 31,
2005 2004 2005 2004
Net loss, as reported $(18,395) $(21,346) $(48,874) $(47,566)
Stock-based employee compensation expense determined
under the fair value method 3,163 7,097 7,072 16,091
Pro forma net loss $(21,558) $(28,443) $(55,946) $(63,657)
Net loss per share, basic and diluted:

As reported $ (©.18) $ (022) $ (048 $ (049
Pro forma $ ©21) $ (029 $ (055 $ (0.66)
7
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MINDSPEED TECHNOLOGIES, INC.
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS (continued)
(unaudited)

For purposes of the pro forma disclosures, compensation expense includes the estimated fair value of all stock-based
compensation awarded to Mindspeed employees, including options to purchase Conexant common stock granted to
Mindspeed employees prior to the Distribution. The fair value of each award is amortized to expense over its vesting
period. The decrease in stock-based employee compensation expense determined under the fair value method for the
six months ended March 31, 2005 compared to the six months ended March 31, 2004 reflects the higher fair values of
awards made prior to the Distribution and the effect of many of those awards becoming vested. The fair value of stock
options granted by Mindspeed under its stock option plans has been estimated as of the date of grant using the
Black-Scholes option pricing model.

Six months ended

March 31,

2005 2004
Weighted-average fair value of options granted $ 1.05 $ 5.21
Weighted-average assumptions:
Risk-free interest rate 3.9% 2.4%
Expected volatility 80% 90%
Dividend yield
Expected option life 2.0 years 3.5 years

The Company estimates the expected life of each award based on its terms, including vesting provisions. During the
six months ended March 31, 2005, the Company granted a total of 2.7 million options to employees, exercisable at
prices ranging from $1.98 to $2.84 per share, and expiring eight years after the grant date. The fiscal 2005 awards
include a broad-based grant of options to purchase an aggregate of 2.4 million shares at $2.28 per share, of which 50%
vest six months following the grant date and the remainder vest one year after the grant date. Other stock option
awards generally vest ratably over four years.

Recent Accounting Standards In December 2004, the Financial Accounting Standards Board (FASB) issued
Statement of Financial Accounting Standards (SFAS) No. 123 (revised 2004), Share-Based Payment (SFAS 123R).
Under SFAS 123R, the Company will no longer be able to account for share-based compensation transactions using
the intrinsic value method of APB 25. Instead, the Company will be required to account for such transactions using a
fair-value method and to recognize the fair value of each award over the service period. SEC Release No. 33-8568
makes SFAS 123R effective for fiscal years beginning after June 15, 2005, and SFAS 123R allows for several
alternative transition methods. The Company expects to adopt SFAS 123R as of the beginning of the fiscal 2006 first
quarter using modified prospective application, which will require that the Company recognize compensation expense
for new awards, modified awards and for any awards outstanding at the effective date but vesting after such date.
Although the Company is currently evaluating the impact of SFAS 123R on its results of operations, the Company
expects the adoption of SFAS 123R to materially increase its operating expenses beginning in fiscal 2006.

In November 2004, the FASB issued SFAS No. 151, Inventory Costs, an amendment of Accounting Research Bulletin
(ARB) No. 43, Chapter 4. SFAS 151 amends the guidance in ARB No. 43 to clarify that abnormal amounts of idle
facility expense, freight, handling costs and wasted material (spoilage) should be recognized as current-period
charges. In addition, SFAS 151 requires that allocation of fixed production overhead to the costs of conversion be
based on the normal capacity of the production facilities. The Company must adopt SFAS 151 as of the beginning of
fiscal 2006 and does not expect that the adoption of SFAS 151 will have a material impact on its financial condition,
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results of operations or liquidity.

Income Taxes The provision (benefit) for income taxes for the six months ended March 31, 2005 and 2004 principally
consists of income taxes incurred by the Company s foreign subsidiaries.

Supplemental Cash Flow Information The Company paid no interest for the six months ended March 31, 2005 and
2004, respectively. Income taxes paid, net of refunds received, for the six months ended March 31, 2005 and 2004
were $285,000 and $(39,000) respectively.
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MINDSPEED TECHNOLOGIES, INC.
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS (continued)
(unaudited)

Reclassifications  Certain prior year amounts have been reclassified to conform to the current period presentation.
2. Supplemental Financial Statement Data
Marketable Securities

Marketable securities principally consist of auction rate debt securities and auction rate preferred securities whose
interest rates reset periodically (generally every seven or twenty-eight days). These securities are classified as
available-for-sale securities and recorded at fair value in the accompanying balance sheets. Any unrealized
gains/losses are deferred and included in other comprehensive income. As of March 31, 2005 the securities have a fair
value of approximately $44.9 million and there are no unrealized gains or losses. The Company classifies
available-for-sale securities as current assets in the accompanying balance sheets because the Company has the ability
and intent to sell these securities as necessary to meet its liquidity requirements.

Marketable securities also include U.S. Treasury securities having an aggregate face amount of approximately

$3.4 million purchased in connection with the sale of $46.0 million aggregate principal amount of Convertible Senior
Notes. These securities, which mature at various dates between May 2005 and November 2006, are pledged to the
trustee for the payment of the first four scheduled interest payments on the notes when due. Consequently, these
securities are classified as held-to-maturity securities and are recorded at their amortized cost of $3.3 million
(including $1.7 million included in other assets), which approximates fair value.

Inventories

Inventories consist of the following (in thousands):

September
March 31, 30,
2005 2004
Work-in-process $ 4,219 $ 4,585
Finished goods 5,789 7,401
$ 10,008 $ 11,986

For the six months ended March 31, 2005 and 2004, our gross margin included a benefit of $3.9 million and
$3.8 million, respectively, from the sale of inventories that we had written down to a zero cost basis during fiscal
2001.

Intangible Assets

Intangible assets consist of the following (in thousands):
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March 31, 2005 September 30, 2004
Gross Accumulated Gross Accumulated
Asset Amortization Asset Amortization
Developed technology $230,136 $ (229,312) $228,618 $ (210,467)
Customer base 28,318 (28,318) 28,045 (25,916)
Other intangible assets 10,981 (10,981) 10,786 (10,681)

$269,435 § (268,611) $267,449 $ (247,064)

The increases in the gross amounts of intangible assets as of March 31, 2005, as compared with September 30, 2004,
reflect the impact of foreign currency translation adjustments. Intangible assets are amortized over periods averaging
approximately five years for each major asset class and extending to various dates through June 2005. Unless earlier

impairment is required, amortization of intangible assets is expected to be approximately $20.5 million for fiscal 2005,
including the $19.7 million recorded in the six months ended March 31, 2005.

9
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MINDSPEED TECHNOLOGIES, INC.
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS (continued)

(unaudited)
Comprehensive Loss

Comprehensive loss is as follows (in thousands):

Net loss
Foreign currency translation adjustments

Comprehensive loss

Three months ended

March 31,
2005 2004
$(18,395) $(21,346)
(66) 227
$(18,461) $(21,119)

Six months ended

March 31,
2005 2004
$(48,874) $(47,566)
70 965
$(48,804) $(46,601)

The balance of accumulated other comprehensive loss at March 31, 2005 and September 30, 2004 consists of

accumulated foreign currency translation adjustments.
Revenues by Product Line

Revenues by product line are as follows (in thousands):

Multiservice access DSP products
High-performance analog products

T/E carrier products

ATM/MPLS network processor products
Other

Revenues by Geographic Area

Revenues by geographic area, based upon country of destination, are as follows (in thousands):

Americas
Asia-Pacific
Europe, Middle East and Africa

Table of Contents

Three months ended

March 31,
2005 2004

$ 8,744 $ 8,523
6,916 5,104
6,117 10,674
4,867 6,439

10

$ 26,644 $ 30,750

Three months ended

March 31,
2005 2004
$ 9,976 $ 11,602
13,663 14,249
3,005 4,899

Six months ended

March 31,
2005 2004
$15,214 $12,081

13,174 9,872
14,542 22,688
10,030 12,587
268

$52,960 $57,496

Six months ended

March 31,
2005 2004
$21,390 $24,790
25,099 24,291

6,471 8,415
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$ 26,644 $30,750  $52,960  $57.,496

The Company believes a substantial portion of the products sold to original equipment manufacturers (OEMs) and
third-party manufacturing service providers in the Asia-Pacific region are ultimately shipped to end-markets in the

Americas and Europe.

The following direct customers accounted for 10% or more of net revenues:

Six months ended

March 31,
2005 2004
Customer A 15% 17%
Customer B 15% 2%
Customer C 15% 10%
Customer D 14% 7%
Customer E 12%
Customer F 11%

3. Convertible Senior Notes

In December 2004, the Company sold $46.0 million aggregate principal amount of Convertible Senior Notes due 2009
for net proceeds (after discounts and commissions) of approximately $43.9 million. The notes are senior unsecured
obligations of the Company, ranking equal in right of payment with all future unsecured indebtedness. The notes bear
interest at a rate of 3.75%, payable semiannually in arrears each May 18 and November 18. The

10
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MINDSPEED TECHNOLOGIES, INC.
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS (continued)
(unaudited)

Company used approximately $3.3 million of the proceeds to purchase U.S. government securities that have been
pledged to the trustee for the payment of the first four scheduled interest payments on the notes when due.

The notes are convertible, at the option of the holder, at any time prior to maturity into shares of the Company s
common stock. Upon conversion, the Company may, at its option, elect to deliver cash in lieu of shares of its common
stock or a combination of cash and shares of common stock. The initial conversion rate is 355.8719 shares per $1,000
principal amount of the notes, representing an initial conversion price of $2.81 per share, subject to adjustment to
reflect stock dividends, stock splits, issuances of rights to purchase shares of the Company s common stock and other
events. In addition, if the market price of the Company s common stock is less than $1.89 for at least 20 out of any 30
consecutive trading days during the twelve month period following the issuance of the notes, the conversion price will
be reduced to $2.31 per share. Such an adjustment would increase the number of shares of our common issuable upon
conversion of the notes by an aggregate of approximately 3.5 million shares.

If the Company undergoes certain fundamental changes (as defined in the indenture) holders of notes may require the
Company to repurchase some or all of their notes at 100% of the principal amount plus accrued and unpaid interest. If,
upon notice of certain events constituting a fundamental change, holders of the notes elect to convert the notes, the
Company will be required to increase the number of shares issuable upon conversion by up to 78.9 shares per $1,000
principal amount of notes. The number of additional shares, if any, will be determined by the table set forth in the
indenture governing the notes. In the event of a non-stock change of control constituting a public acquirer change of
control (as defined in the indenture), the Company may, in lieu of issuing additional shares or making an additional
cash payment upon conversion as required by the indenture, elect to adjust the conversion price and the related
conversion obligation such that the noteholders will be entitled to convert their notes into a number of shares of public
acquirer common stock.

For financial accounting purposes, the Company s contingent obligation to issue additional shares or make an
additional cash payment upon conversion following a fundamental change is an embedded derivative. As of

March 31, 2005, the estimated fair value of the Company s liability under the fundamental change adjustment was not
significant.

In connection with the sale of the notes, the Company granted the purchasers certain registration rights. The
Company s Form S-3 registration statement covering the resale of the notes and the sale of shares issuable upon
conversion of the notes was declared effective by the Securities and Exchange Commission on April 6, 2005.

Upon completion of the sale of the notes, the $50 million Credit Agreement with Conexant was terminated. The
Company had made no borrowings under the credit facility, and no portion of the related warrant is, or will become,
exercisable.

Interest expense for the six months ended March 31, 2005 was $685,000.

4. Stock Warrants

During the six months ended March 31, 2005, the Company issued 478,405 shares of its common stock upon the
exercise of all remaining warrants held by Jazz Semiconductor, Inc. for aggregate proceeds of $1.2 million.
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As of March 31, 2005, outstanding warrants consist of a warrant to purchase 30 million shares of Mindspeed common
stock at a price of $3.408 per share, exercisable through June 27, 2013, held by Conexant.

5. Commitments and Contingencies

Various lawsuits, claims and proceedings have been or may be instituted or asserted against the Company, including
those pertaining to product liability, intellectual property, environmental, safety and health and employment matters.
In connection with the Distribution, Mindspeed assumed responsibility for all contingent liabilities and then-current

and future litigation against Conexant or its subsidiaries to the extent such matters relate to the Mindspeed business.
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MINDSPEED TECHNOLOGIES, INC.
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS (continued)
(unaudited)

The outcome of litigation cannot be predicted with certainty and some lawsuits, claims or proceedings may be
disposed of unfavorably to the Company. Many intellectual property disputes have a risk of injunctive relief and there
can be no assurance that a license will be granted. Injunctive relief could have a material adverse effect on the
financial condition or results of operations of the Company. Based on its evaluation of matters which are pending or
asserted, management of the Company believes the disposition of such matters will not have a material adverse effect
on the financial condition or results of operations of the Company.

The Company has made guarantees and indemnities, under which it may be required to make payments to a
guaranteed or indemnified party, in relation to certain transactions. In connection with the Distribution, the Company
assumed responsibility for all contingent liabilities and then-current and future litigation against Conexant or its
subsidiaries related to Mindspeed. The Company may also be responsible for certain federal income tax liabilities
under the Tax Allocation Agreement between Mindspeed and Conexant, which provides that the Company will be
responsible for certain taxes imposed on Mindspeed, Conexant or Conexant stockholders. In connection with the sales
of its products, the Company provides intellectual property indemnities to its customers. In connection with certain
facility leases, the Company has indemnified its lessors for certain claims arising from the facility or the lease. The
Company indemnifies its directors, officers, employees and agents to the maximum extent permitted under the laws of
the State of Delaware. The duration of the guarantees and indemnities varies, and in many cases is indefinite. The
guarantees and indemnities to customers in connection with product sales generally are subject to limits based upon
the amount of the related product sales. The majority of other guarantees and indemnities do not provide for any
limitation of the maximum potential future payments the Company could be obligated to make. The Company has not
recorded any liability for these guarantees and indemnities in the accompanying consolidated condensed balance
sheets. Product warranty costs have not been significant to date.

6. Special Charges

Special charges consist of the following (in thousands):

Three months ended Six months ended

March 31, March 31,
2005 2004 2005 2004
Asset impairments $ 4 $ $ 604 §
Restructuring charges 504 387 5,377 387

$ 508 $ 387 $5,981 $ 387

Asset Impairments

During the first six months of fiscal 2005, the Company recorded asset impairment charges totaling $604,000 related
to property and equipment that it determined to abandon or scrap.

Restructuring Charges
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Mindspeed 2004 Restructuring Plan - In October 2004, the Company announced a restructuring plan intended to
reduce its operating expenses while focusing its research and development investment in key high-growth markets,
including voice-over-IP and high-performance analog applications. The expense reduction actions under the
restructuring plan include workforce reductions and the closure of a design center in Herzlia, Israel. Approximately
80% of the anticipated expense reductions is expected to come from the termination of research and development
programs which the Company believes have a longer return-on-investment timeframe or that address slower growth
markets. The affected research and development programs are principally the Company s ATM/MPLS network
processor products and, to a lesser extent, its T/E carrier transmission products. The remainder of the expected cost
savings is expected to come from the selling, general and administrative functions. The Company plans to complete
the majority of these actions by June 30, 2005, reducing its workforce by approximately 85 employees.

In connection with these actions, the Company recorded restructuring charges of approximately $5.5 million during
the first six months of fiscal 2005. The restructuring charges included an aggregate of $2.7 million for severance
benefits payable to the affected employees and approximately $2.8 million related to contractual obligations for the
purchase of design tools and other services in excess of anticipated requirements. The Company expects to record

12
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MINDSPEED TECHNOLOGIES, INC.
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS (continued)
(unaudited)

additional fiscal 2005 restructuring charges totaling approximately $200,000 to complete these cost reduction actions.
The Company expects to pay the majority of the restructuring costs in cash during fiscal 2005.

Activity and liability balances related to the Mindspeed 2004 restructuring plan through March 31, 2005 are as
follows (in thousands):

Workforce Facility

and
Reductions Other Total
Charged to costs and expenses $ 2,677 $ 2,789 $ 5,466
Cash payments (1,555) (171) (1,726)
Restructuring balance, March 31, 2005 $ 1,122 $ 2,618 $ 3,740

Other Restructuring Plans - In fiscal 2001, 2002 and 2003, the Company implemented a number of cost reduction
initiatives to improve its operating cost structure. The cost reduction initiatives included workforce reductions,
significant reductions in capital spending, the consolidation of certain facilities and salary reductions for the senior
management team. During the six months ended March 31, 2005, the Company reversed $89,000 of previously
accrued costs upon the resolution of liabilities for certain contractual obligations. Cash payments under these
restructuring plans were $1.3 million for the six months ended March 31, 2005.

As of March 31, 2005, the Company has a remaining accrued restructuring balance totaling $7.1 million (including
$3.1 million classified as a long-term liability), principally representing obligations under non-cancelable leases and
other contractual commitments. The Company expects to pay these obligations over their respective terms, which
expire at various dates through fiscal 2008. The payments will be funded from available cash balances and funds from
product sales and are not expected to impact significantly the Company s liquidity.

7. Related Party Transactions

Mindspeed leases its headquarters and principal design center in Newport Beach, California from Conexant. In
March 2005, the Company and Conexant entered into an Amended and Restated Sublease. As amended, the Sublease
has an initial term extending through June 2008 and the Company may, at its option, extend the Sublease for an
additional two-year term. Rent payable under the amended Sublease will initially be approximately $3.9 million
annually, subject to annual increases of 3%, plus a prorated portion of operating expenses associated with the leased
property. The Company s minimum future obligation under the amended Sublease is estimated at approximately
$6.2 million annually (a total of $20.5 million over the remainder of the initial lease term), but actual costs will vary
based upon Conexant s actual costs. In addition, each year the Company may elect to purchase certain services from
Conexant based on a prorated portion of Conexant s actual costs.

Following the Distribution, Mindspeed and Conexant each provided certain services to the other under the Transition
Services Agreement. For the six months ended March 31, 2004, the aggregate cost of such services and rent under the
Sublease was $2.5 million. For the six months ended March 31, 2005, rent expense under the Sublease totaled

$2.2 million and services under the Transition Services Agreement were insignificant.
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Product sales to Conexant were $1.2 million and $366,000 for the six months ended March 31, 2005 and 2004,
respectively.
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ITEM 2. MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

This information should be read in conjunction with our unaudited consolidated condensed financial statements and
the notes thereto included in this Quarterly Report and our audited consolidated financial statements and notes thereto
and Management s Discussion and Analysis of Financial Condition and Results of Operations contained in our Annual
Report on Form 10-K for our fiscal year ended September 30, 2004.

Overview

We design, develop and sell semiconductor networking solutions for communications applications in enterprise,
access, metropolitan and wide-area networks. Our products, ranging from physical-layer transceivers and framers to
higher-layer network processors, are classified into four focused product families: high-performance analog products,
multiservice access digital signal processor (DSP) products, T/E carrier products and asynchronous transfer mode
(ATM)/multi-protocol label switching (MPLS) network processor products. Our products are sold to original
equipment manufacturers (OEMs) for use in a variety of network infrastructure equipment, including voice and media
gateways, high-speed routers, switches, access multiplexers, cross-connect systems, add-drop multiplexers, digital
loop carrier equipment and Internet protocol (IP) private branch exchanges (PBXs). Service providers use this
equipment for the processing, transmission and switching of high-speed voice and data traffic, including advanced
services such as voice-over-IP (VoIP), within different segments of the communications network. Our customers
include Alcatel Data Networks, S.A., Cisco Systems, Inc., Huawei Technologies Co., Ltd., Nortel Networks, Inc. and
Siemens A.G.

We market and sell our semiconductor products and system solutions directly to leading network infrastructure
OEMs. We also sell our products indirectly to OEMs through electronic component distributors and third-party
electronic manufacturing service providers, who manufacture products incorporating our semiconductor networking
solutions for OEMs. Sales to distributors accounted for approximately 53% and 45% of our revenues for fiscal 2004
and the first six months of fiscal 2005, respectively. For fiscal 2004, distributors Avnet, Inc. and RTI Industries
Company Ltd. accounted for 16% and 12% of our net revenues; for the first six months of fiscal 2005, distributors
Avnet and Alltek Technology Corporation and manufacturing service providers Jabil Circuit, Inc. and Sanmina-SCI
Corporation accounted for 15%, 14%, 15% and 15%, respectively, of our net revenues. No other direct customer
accounted for 10% or more of our net revenues for these periods. Including indirect sales, we believe that Cisco
Systems, Inc. accounted for approximately 20% and 23% of our net revenues for fiscal 2004 and the first six months
of fiscal 2005, respectively, and that no other OEM customer accounted for 10% or more of our net revenues for these
periods. Sales to customers located outside the United States, primarily in the Asia-Pacific region and Europe, were
approximately 68% and 67%, respectively, of our net revenues for fiscal 2004 and the first six months of fiscal 2005.
We believe a substantial portion of the products we sell to OEMs and third-party manufacturing service providers in
the Asia-Pacific region are ultimately shipped to end markets in the Americas and Europe.

Trends and Factors Affecting Our Business

During the late 1990 s and extending into 2000, the semiconductor industry in general, and communications
applications in particular, enjoyed unprecedented growth, benefiting from the rapid expansion of the Internet and other
communication services worldwide. Beginning in fiscal 2001, we - like many of our customers and competitors were
adversely impacted by a global economic slowdown and an abrupt decline in demand for many of the end-user
products that incorporate our communications semiconductor products. The impact of weakened end-customer
demand was compounded by higher than normal levels of equipment and component inventories held by many of our
customers. These conditions represented the worst downturn in the history of the semiconductor industry, and the

Table of Contents 26



Edgar Filing: MINDSPEED TECHNOLOGIES, INC - Form 10-Q

market for communications semiconductor products was impacted more severely than the industry as a whole. During
this period, our net revenues decreased from $579.2 million for fiscal 2000 to $80.0 million in fiscal 2002.

In response to this severe downturn in the markets for our products, we took a number of actions designed to improve
our financial performance, including workforce reductions, significant decreases in capital spending, the consolidation
of certain facilities and salary reductions for our senior management team. These actions reduced our workforce from
approximately 1,500 employees in fiscal 2000 to 555 employees at April 29, 2005. Through these
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cost reduction actions, we reduced our combined research and development and selling, general and administrative
expenses from $306.2 million in fiscal 2001 to $126.4 million in fiscal 2004. In October 2004, we announced
additional cost reduction actions, as discussed below, designed to reduce our combined quarterly research and
development and selling, general and administrative expenses to approximately $26 million by the fourth quarter of
fiscal 2005.

At the same time, we have sought to maximize our return on our research and development spending by focusing our
efforts on products for the network infrastructure applications that we believe offer the most attractive near-term
growth prospects. In addition, we eliminated research and development spending in product areas that we believe have
a longer return-on-investment timeframe or that address slower growth markets. In particular, we ceased research and
development efforts directed toward applications such as high-end optical networking. As a result of this process, we
closed four design centers and we sold the assets of the NetPlane Systems software business.

Our products are components of network infrastructure equipment. As a result, we rely on network infrastructure
OEMs to select our products from among alternative offerings to be designed into their equipment. These design wins
are an integral part of the long sales cycle for our products. Our customers may need six months or longer to test and
evaluate our products and an additional six months or more to begin volume production of equipment that

incorporates our products.

In order to achieve profitability, we must achieve substantial revenue growth. Our ability to achieve the necessary
revenue growth will depend on increased demand for network infrastructure equipment that incorporates our products,
which in turn depends primarily on the level of capital spending by communications service providers and enterprises.
We believe the market for network infrastructure equipment in general, and for communications semiconductors in
particular, offers attractive long-term growth prospects due to the build-out of telecommunication networks in
developing countries and the continued upgrading and expansion of existing networks, driven by the need for the
processing, transmission and switching of digital voice, data and video traffic over multiple communication media, at
numerous transmission data rates and employing different protocols. However, the semiconductor industry is highly
cyclical and is characterized by constant and rapid technological change, rapid product obsolescence and price
erosion, evolving technical standards, short product life cycles and wide fluctuations in product supply and demand.
These factors have caused substantial fluctuations in our revenues and our results of operations in the past, and we
may experience cyclical fluctuations in our business in the future.

Spin-off from Conexant Systems, Inc.

On June 27, 2003, Conexant completed the distribution to Conexant stockholders of all outstanding shares of common
stock of Mindspeed, then a wholly owned subsidiary of Conexant. In the distribution, each Conexant stockholder
received one share of our common stock, par value $.01 per share (including an associated preferred share purchase
right), for every three shares of Conexant common stock held and cash for any fractional share of our common stock.
Following the distribution, we began operations as an independent, publicly held company. Our common stock now
trades on the Nasdaq National Market under the ticker symbol MSPD .

Prior to the distribution, Conexant transferred to us the assets and liabilities of its Mindspeed business, including the
stock of certain subsidiaries, and certain other assets and liabilities which were allocated to us under the Distribution
Agreement entered into between us and Conexant. Also prior to the distribution, Conexant contributed to us cash in an
amount such that at the time of the distribution our cash balance was $100 million. We issued to Conexant a warrant
to purchase 30 million shares of our common stock at a price of $3.408 per share, exercisable for a period of ten years
after the distribution. We and Conexant also entered into a Credit Agreement, an Employee Matters Agreement, a Tax
Allocation Agreement, a Transition Services Agreement and a Sublease.
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Critical Accounting Policies

The preparation of financial statements in accordance with accounting principles generally accepted in the United
States requires us to make estimates and assumptions that affect the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of
revenues and expenses during the reporting period. Among the significant estimates affecting our consolidated
financial statements are those relating to inventories, allowances for doubtful accounts, revenue recognition,
impairment of long-lived assets and income taxes. We regularly evaluate our estimates and assumptions based upon
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historical experience and various other factors that we believe to be reasonable under the circumstances, the results of
which form the basis for making judgments about the carrying values of assets and liabilities that are not readily
apparent from other sources. To the extent actual results differ from those estimates, our future results of operations
may be affected.

Inventories - We write down our inventory for estimated obsolete or unmarketable inventory in an amount equal to the
difference between the cost of inventory and the estimated market value based upon assumptions about future demand
and market conditions. If actual market conditions are less favorable than our estimates, additional inventory
write-downs may be required. In the event we experience unanticipated demand and are able to sell a portion of the
inventories we have previously written down, our gross margins will be favorably affected.

Allowance for Doubtful Accounts - We maintain allowances for doubtful accounts for estimated losses resulting from
the inability of our customers to make required payments. Our estimates of such losses are based on an assessment of
the aging of outstanding accounts receivable and a review of specific customer accounts. If the financial condition of
our customers were to deteriorate, our actual losses may exceed our estimates and additional allowances would be
required.

Revenue Recognition - We recognize revenues from product sales upon shipment and transfer of title, in accordance
with the shipping terms specified in the arrangement with the customer. Revenue recognition is deferred in all
instances where the earnings process is incomplete. We make certain product sales to electronic component
distributors under agreements allowing for a right to return unsold products. Recognition of revenue on all sales to
these distributors is deferred until the products are sold by the distributors to a third party. We record a provision for
estimated sales returns in the same period as the related revenues are recognized. We base these estimates on our
historical experience and other known factors. To the extent actual sales returns differ from our estimates, our future
results of operations may be affected.

Impairment of Long-Lived Assets - We continually monitor and review long-lived assets, including fixed assets,
goodwill and intangible assets, for impairment whenever events or changes in circumstances indicate that the carrying
amount of any such asset may not be recoverable. The determination of recoverability is based on an estimate of
undiscounted cash flows expected to result from the use of an asset and its eventual disposition. The estimate of cash
flows is based upon, among other things, certain assumptions about expected future operating performance, growth
rates and other factors. Our estimates of undiscounted cash flows may differ from actual cash flows due to, among
other things, technological changes, economic conditions, changes to our business model or changes in our operating
performance. If the sum of the undiscounted cash flows (excluding interest) is less than the carrying value, we
recognize an impairment loss, measured as the amount by which the carrying value exceeds the fair value of the asset.

Deferred Income Taxes - We have provided a full valuation allowance against our deferred tax assets. If sufficient
evidence of our ability to generate sufficient future taxable income in certain tax jurisdictions becomes apparent, we
may be required to reduce our valuation allowance, resulting in income tax benefits in our statement of operations. We
evaluate the realizability of our deferred tax assets and assess the need for a valuation allowance quarterly.

Recent Accounting Pronouncements

In December 2004, the FASB issued SFAS 123R, Share-Based Payment . Under SFAS 123R, we will no longer be
able to account for share-based compensation transactions using the intrinsic value method of APB 25. Instead, we
will be required to account for such transactions using a fair-value method and to recognize the fair value of each
award over the service period. SEC Release No. 33-8568 makes SFAS 123R effective for fiscal years beginning after
June 15, 2005, and SFAS 123R allows for several alternative transition methods. We expect to adopt SFAS 123R as
of the beginning of the fiscal 2006 first quarter using modified prospective application, which will require that we
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recognize compensation expense for new awards, modified awards and for any awards outstanding at the effective
date but vesting after such date. Although we are currently evaluating the impact of SFAS 123R on our results of
operations, we expect that the adoption of SFAS 123R will significantly increase our operating expenses beginning in
fiscal 2006.

In November 2004, the FASB issued SFAS No. 151, Inventory Costs, an amendment of Accounting Research Bulletin
(ARB) No. 43, Chapter 4. SFAS 151 amends the guidance in ARB No. 43 to clarify that abnormal amounts
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of idle facility expense, freight, handling costs and wasted material (spoilage) should be recognized as current-period
charges. In addition, SFAS 151 requires that allocation of fixed production overhead to the costs of conversion be
based on the normal capacity of the production facilities. We must adopt SFAS 151 as of the beginning of fiscal 2006
and we do not expect that the adoption of SFAS 151 will have a material impact on our financial condition, results of
operations or liquidity.

Results of Operations
Net Revenues

We recognize revenues from product sales upon shipment and transfer of title, in accordance with the shipping terms
specified in the arrangement with the customer. Revenue recognition is deferred in all instances where the earnings
process is incomplete. We sell a portion of our products to electronic component distributors under agreements
allowing for a right to return unsold products. We defer the recognition of revenue on all sales to these distributors
until the products are sold by the distributors to a third party. We record a reserve for sales returns and allowances for
other customers based on historical experience or specific identification of an event necessitating a reserve.
Development revenue is recognized when services are performed and was not significant for any of the periods
presented.

The following table summarizes our net revenues:

Three months ended March 31, Six months ended March 31,
($ in millions) 2005 Change 2004 2005 Change 2004
Net revenues $ 26.6 13)% $ 30.8 $ 53.0 ®% $ 575

The decreases in our net revenues for the second quarter and first six months of fiscal 2005 compared to the similar
fiscal 2004 periods principally reflect lower sales volumes in our T/E carrier products and our ATM/ MPLS network
processor products, partially offset by increased sales of our high-performance analog products. The decrease in
revenues from our T/E carrier products principally reflects lower demand for our T1/E1 and T3/E3 line interface units
and DSL transceivers resulting from a slowdown in consumption of our products in access and metropolitan area
network applications. We also experienced lower demand for our ATM/MPLS network processor products for use in
wireless, enterprise and broadband infrastructure applications. We believe these decreases resulted from lower capital
spending, as compared with the fiscal 2004 periods, by telecommunications carriers, particularly in North America.
These decreases were partially offset by higher sales volume in our high-performance analog products, principally in
our crosspoint switches for use in storage applications.

In addition, our revenues for the first six months of fiscal 2005 reflect increased shipments of our multiservice access
DSP products as compared with the fiscal 2004 periods. Sales of our multiservice access DSP products benefited from
increased shipments for use in VoIP applications, partially offset by weaker demand in China in the fiscal 2005

period.

Gross Margin

Three months ended March

31, Six months ended March 31,
($ in millions) 2005 Change 2004 2005 Change 2004
Gross margin $ 183 20)% $ 229 $ 36.7 (12)% $ 41.5
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Percent of net revenues 69% 74% 69% 72%

Gross margin represents net revenues less cost of goods sold. As a fabless semiconductor company, we use third
parties (including Taiwan Semiconductor Manufacturing Co., Ltd. (TSMC), Jazz and Amkor Technology, Inc.) for
wafer fabrication and assembly and test services. Our cost of goods sold consists predominantly of: purchased finished
wafers; assembly and test services; royalty and other intellectual property costs; labor and overhead costs associated
with product procurement; and sustaining engineering expenses pertaining to products sold.

Our gross margin for the second quarter and first six months of fiscal 2005 compared to the similar fiscal 2004 period
principally reflects the decrease in our quarterly revenues. For the second quarter of fiscal 2005 and 2004, our gross
margin also included a benefit of $2.5 million and $2.8 million, respectively, from the sale of inventories that we had
written down to a zero cost basis during fiscal 2001. These sales resulted from renewed demand for certain products
that was not anticipated at the time of the write-downs. The majority of the previously written-down
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inventories were sold at prices which exceeded their original cost. For the first six months of fiscal 2005 and 2004, our
gross margin included a benefit of $3.9 million and $3.8 million, respectively, from the sale of inventories that we had
written down to a zero cost basis during fiscal 2001.

In fiscal 2001, we recorded an aggregate of $83.5 million of inventory write-downs, reducing the cost basis of the
affected inventories to zero. The fiscal 2001 inventory write-downs resulted from the sharply reduced end-customer
demand for network infrastructure equipment during that period. As a result of these market conditions, we
experienced a significant number of order cancellations and a decline in the volume of new orders beginning in the
fiscal 2001 first quarter. The inventories written down in fiscal 2001 principally consisted of multiservice access
processors and DSL transceivers.

We assess the recoverability of our inventories at least quarterly through a review of inventory levels in relation to
foreseeable demand (generally over twelve months). Foreseeable demand is based upon all available information,
including sales backlog and forecasts, product marketing plans and product life cycles. When the inventory on hand
exceeds the foreseeable demand, we write down the value of those inventories which, at the time of our review, we
expect to be unable to sell. The amount of the inventory write-down is the excess of historical cost over estimated
realizable value. Once established, these write-downs are considered permanent adjustments to the cost basis of the
excess inventory.

Our products are used by OEMs that have designed our products into network infrastructure equipment. For many of
our products, we gain these design wins through a lengthy sales cycle, which often includes providing technical
support to the OEM customer. In the event of the loss of business from existing OEM customers, we may be unable to
secure new customers for our existing products without first achieving new design wins. When the quantities of
inventory on hand exceed foreseeable demand from existing OEM customers into whose products our products have
been designed, we generally will be unable to sell our excess inventories to others, and the estimated realizable value
of such inventories to us is generally zero.

From the time of the fiscal 2001 inventory write-downs through March 31, 2005, we scrapped a portion of these
inventories having an original cost of $35.7 million and sold a portion of these inventories with an original cost of
$23.2 million. The sales resulted from increased demand beginning in the first quarter of fiscal 2002 which was not
anticipated at the time of the write-downs. As of March 31, 2005, we continued to hold inventories with an original
cost of $24.6 million which were previously written down to a zero cost basis. We currently intend to hold these
remaining inventories and will sell these inventories if we experience renewed demand for these products. While there
can be no assurance that we will be able to do so, if we are able to sell a portion of the inventories which are carried at
zero cost basis, our gross margins will be favorably affected by an amount equal to the original cost of the zero-cost
basis inventory sold. To the extent that we do not experience renewed demand for the remaining inventories, they will
be scrapped as they become obsolete.

We base our assessment of the recoverability of our inventories, and the amounts of any write-downs, on currently
available information and assumptions about future demand and market conditions. Demand for our products may
fluctuate significantly over time, and actual demand and market conditions may be more or less favorable than those
projected by management. In the event that actual demand is lower than originally projected, additional inventory
write-downs may be required.

Research and Development

Three months ended March
31, Six months ended March 31,
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($ in millions) 2005 Change 2004 2005 Change 2004
Research and development $ 18.6 M% $ 20.1 $ 382 6)% $ 40.5
Percent of net revenues 70% 65% 72% 71%

Our research and development (R&D) expenses consist principally of direct personnel costs, photomasks, electronic
design automation tools and pre-production evaluation and test costs. The decrease in R&D expenses for the second
quarter and first six months of fiscal 2005 compared to the comparable fiscal 2004 periods primarily reflects lower
headcount and personnel-related costs resulting from our expense reduction actions as well as lower supplies costs.

We anticipate further reductions in our R&D expenses under our 2004 restructuring plan discussed below.
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Selling, General and Administrative

Three months ended March

31, Six months ended March 31,
($ in millions) 2005 Change 2004 2005 Change 2004
Selling, general and administrative $ 104 @»% $ 109 $ 21.1 ®% $ 229
Percent of net revenues 39% 35% 40% 40%

Our selling, general and administrative (SG&A) expenses include personnel costs, independent sales representative
commissions and product marketing, applications engineering and other marketing costs. Our SG&A expenses also
include costs of corporate functions including accounting, finance, legal, human resources, information systems and
communications. The decrease in our SG&A expenses for the second quarter and first six months of fiscal 2005
compared to the comparable fiscal 2004 periods primarily reflects the positive impact of lower headcount and
personnel-related costs resulting from our expense reduction and restructuring actions as well as lower selling costs
resulting from lower sales volumes in the fiscal 2005 periods.

We anticipate further reductions in our SG&A expenses under our 2004 restructuring plan discussed below.

Amortization of Intangible Assets

Three months ended March

31, Six months ended March 31,
($ in millions) 2005 Change 2004 2005 Change 2004
Amortization of intangible assets $ 7.0 45% $ 12.6 $ 19.7 22)% $ 25.1
Percent of net revenues 26% 41% 37% 44%

The decrease in amortization expense in the second quarter and first six months of fiscal 2005 compared to the
comparable fiscal 2004 periods principally reflects assets becoming fully amortized. Intangible assets are amortized
over periods averaging approximately five years for each major asset class and extending to various dates through
June 2005. Unless earlier impairment is required, we expect amortization of intangible assets to be approximately
$20.5 million for fiscal 2005, including the $19.7 million recorded in the first six months of fiscal 2005.

Special Charges

Special charges consist of the following:

Three months ended Six months ended
March 31, March 31,
($ in millions) 2005 2004 2005 2004
Asset impairments $ $ $ 0.6 $
Restructuring charges 0.5 0.4 54 0.4
$ 0.5 $ 04 $ 6.0 $ 04

Asset Impairments
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During the first six months of fiscal 2005, we recorded asset impairment charges totaling $604,000 related to property
and equipment that we determined to abandon or scrap.

We continually monitor and review long-lived assets, including fixed assets and intangible assets, for possible
impairment. Future impairment tests may result in significant write-downs of the value of our assets.

Restructuring Charges

Mindspeed 2004 Restructuring Plan - In October 2004, we announced a restructuring plan intended to reduce our
operating expenses while focusing our research and development investment in key high-growth markets, including
VoIP and high-performance analog applications. We expect these actions will reduce our combined research and
development and selling, general and administrative expenses from $31.2 million for the fourth quarter of fiscal 2004
to approximately $26 million in the fourth quarter of fiscal 2005, a decrease of approximately 17 percent.

The expense reduction actions under the restructuring plan include workforce reductions and the closure of a design
center in Herzlia, Israel. Approximately 80% of the anticipated expense reductions is expected to come from the

termination of research and development programs which we believe have a longer return-on-investment timeframe
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or that address slower growth markets. The affected research and development programs are principally our
ATM/MPLS network processor products and, to a lesser extent, our T/E carrier transmission products. The remainder
of the expected cost savings is expected to come from the selling, general and administrative functions. We expect
these actions, when complete, to reduce our workforce by approximately 85 employees. We plan to complete the
majority of these actions by June 30, 2005, and we expect to realize the full benefit of the cost reductions beginning in
the fiscal 2005 fourth quarter.

In connection with these actions, we recorded restructuring charges of approximately $5.5 million during the first six
months of fiscal 2005. The restructuring charges included an aggregate of $2.7 million for severance benefits payable
to the affected employees and approximately $2.8 million related to contractual obligations for the purchase of design
tools and other services in excess of our requirements. We expect to record additional fiscal 2005 restructuring
charges totaling approximately $200,000 to complete these cost reduction actions. We expect to pay the majority of
the restructuring costs in cash during fiscal 2005.

Activity and liability balances related to the Mindspeed 2004 restructuring plan through March 31, 2005 are as
follows (in thousands):

Workforce Facility

and
Reductions Other Total
Charged to costs and expenses $ 2,677 $ 2,789 $ 5,466
Cash payments (1,555) (171) (1,726)
Restructuring balance, March 31, 2005 $ 1,122 $ 2,618 $ 3,740

Other Restructuring Plans - In fiscal 2001, 2002 and 2003, we implemented a number of cost reduction initiatives to
improve our operating cost structure. The cost reduction initiatives included workforce reductions, significant
reductions in capital spending, the consolidation of certain facilities and salary reductions for the senior management
team. During the six months ended March 31, 2005, we reversed $89,000 of previously accrued costs upon the
resolution of liabilities for certain contractual obligations. Cash payments under these restructuring plans were

$1.3 million for the six months ended March 31, 2005.

As of March 31, 2005, we have a remaining accrued restructuring balance totaling $7.1 million (including

$3.1 million classified as a long-term liability), principally representing obligations under non-cancelable leases and
other contractual commitments. We expect to pay these obligations over their respective terms, which expire at
various dates through fiscal 2008. The payments will be funded from available cash balances and funds from product
sales and are not expected to impact significantly our liquidity.

Other Income (Expense), Net

Three months ended Six months ended
March 31, March 31,
($ in millions) 2005 2004 2005 2004
Other income (expense), net $ (0.3) $ 0.1 $  (0.3) $ 0.3
Percent of net revenues (D% % % 1%
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Other income (expense), net principally consists of interest income and expense, foreign exchange gains and losses
and other non-operating gains and losses. The balances of net other expense for the second quarter and first six
months of fiscal 2005 compared to the balances of net other income in the comparable fiscal 2004 periods reflect
interest expense on the $46 million convertible senior notes issued in December 2004 and, for the first six months of
fiscal 2005, the write-off of capitalized costs associated with the terminated credit facility, partially offset by higher
interest income on invested cash balances.

Provision (Benefit) for Income Taxes

Our provision (benefit) for income taxes for the second quarter and first six months of fiscal 2005 and 2004
principally consisted of income taxes incurred by our foreign subsidiaries. As a result of our recent operating losses
and our expectation of future operating results, we determined that it is more likely than not that the additional income
tax benefits (principally net operating losses we can carry forward to future years) which arose during the second
quarter and first six months of fiscal 2005 and 2004 will not be realized. Accordingly, we have not recognized any
income tax benefits relating to our operating losses for those periods and we do not expect to
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recognize any income tax benefits relating to future operating losses until we believe that such tax benefits are more
likely than not to be realized. We expect that our provision for income taxes for fiscal 2005 will principally consist of
income taxes related to our foreign operations.

Liquidity and Capital Resources

Cash used in operating activities was $15.5 million for the first six months of fiscal 2005 compared to $28.3 million
for the first six months of fiscal 2004. Operating cash flows for the first six months of fiscal 2005 reflect our net loss
of $48.9 million, partially offset by non-cash charges (depreciation and amortization, special charges and other) of
$26.6 million, and net working capital decreases of approximately $6.8 million.

The net working capital decreases for the first six months of fiscal 2005 included a $6.1 million decrease in accounts
receivable resulting from a decrease in our average collection period and a $1.2 million decrease in net inventories.
These amounts were partially offset by a $2.2 million decrease in accounts payable, principally related to the timing of
vendor payments.

Cash used in investing activities of $50.5 million for the first six months of fiscal 2005 principally consisted of
purchases of marketable securities of $48.1 million and capital expenditures of $2.5 million, partly offset by proceeds
from asset sales of $137,000. For the first six months of fiscal 2004, cash used in investing activities of $3.1 million
principally consisted of capital expenditures.

Cash provided by financing activities of $46.2 million for the first six months of fiscal 2005 consisted of net proceeds
of $43.9 million from the sale of $46 million principal amount of convertible senior notes and proceeds of

$2.7 million from the exercise of stock options and warrants, partially offset by debt issuance costs of $415,000. Cash
provided by financing activities of $10.9 million for the first six months of fiscal 2004 principally consisted of
proceeds from the exercise of stock options and warrants.

Convertible Senior Notes Offering

In December 2004, we sold $46.0 million aggregate principal amount of Convertible Senior Notes due 2009 for net
proceeds (after discounts and commissions) of approximately $43.9 million. The notes are senior unsecured
obligations, ranking equal in right of payment with all future unsecured indebtedness. The notes bear interest at a rate
of 3.75%, payable semiannually in arrears each May 18 and November 18. We used approximately $3.3 million of the
proceeds to purchase U.S. government securities that have been pledged to the trustee for the payment of the first four
scheduled interest payments on the notes when due.

The notes are convertible, at the option of the holder, at any time prior to maturity into shares of our common stock.
Upon conversion, we may, at our option, elect to deliver cash in lieu of shares of our common stock or a combination
of cash and shares of common stock. The initial conversion rate is 355.8719 shares per $1,000 principal amount of the
notes, representing an initial conversion price of $2.81 per share, subject to adjustment to reflect stock dividends,
stock splits, issuances of rights to purchase shares of our common stock and other events. In addition, if the market
price of our common stock is less than $1.89 for at least 20 out of any 30 consecutive trading days during the twelve
month period following the issuance of the notes, the conversion price will be reduced to $2.31 per share. Such an
adjustment would increase the number of shares of our common issuable upon conversion of the notes by an
aggregate of approximately 3.5 million shares, which would be dilutive to the interests of our existing stockholders
and may adversely affect the market price of our common stock.

If we undergo certain fundamental changes (as defined in the indenture) holders of notes may require us to repurchase
some or all of their notes at 100% of the principal amount plus accrued and unpaid interest. If, upon notice of certain
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events constituting a fundamental change, holders of the notes elect to convert the notes, we will be required to
increase the number of shares issuable upon conversion by up to 78.9 shares per $1,000 principal amount of notes.
The number of additional shares, if any, will be determined by the table set forth in the indenture governing the notes.
In the event of a non-stock change of control constituting a public acquirer change of control (as defined in the
indenture), we may, in lieu of issuing additional shares or making an additional cash payment upon conversion as
required by the indenture, elect to adjust the conversion price and the related conversion obligation such that the
noteholders will be entitled to convert their notes into a number of shares of public acquirer common stock.
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For financial accounting purposes, our contingent obligation to issue additional shares or make an additional cash
payment upon conversion following a fundamental change is an embedded derivative. As of March 31, 2005, the
estimated fair value of our liability under the fundamental change adjustment was not significant.

In connection with the sale of the notes, we granted the purchasers certain registration rights. Our Form S-3
registration statement covering the resale of the notes and the sale of shares issuable upon conversion of the notes was
declared effective by the Securities and Exchange Commission on April 6, 2005.

Upon completion of the sale of the notes, the $50 million Credit Agreement with Conexant was terminated. We had
made no borrowings under the credit facility, and no portion of the related warrant is, or will become, exercisable.

Agreements with Conexant

In the distribution, we issued to Conexant a warrant to purchase 30 million shares of our common stock at a price of
$3.408 per share, exercisable for a period of ten years after the distribution. The warrant contains antidilution
provisions that provide for adjustment of the exercise price, and the number of shares issuable under the warrant, upon
the occurrence of certain events. If we issue, or are deemed to have issued, shares of our common stock, or securities
convertible into our common stock, at prices below the current market price of our common stock (as defined in the
warrants) at the time of the issuance of such securities, the warrant s exercise price will be reduced and the number of
shares issuable under the warrant will be increased. The amount of such adjustment, if any, will be determined
pursuant to a formula specified in the warrant and will depend on the number of shares issued, the offering price and
the current market price of our common stock at the time of the issuance of such securities. Adjustments to the
warrant pursuant to these antidilution provisions may result in significant dilution to the interests of our existing
stockholders and may adversely affect the market price of our common stock. The antidilution provisions may also
limit our ability to obtain additional financing on terms favorable to us.

Moreover, we may not realize any cash proceeds from the exercise of the warrant held by Conexant. A holder of the
warrant may opt for a cashless exercise of all or part of the warrant. In a cashless exercise, the holder of the warrant
would make no cash payment to us, and would receive a number of shares of our common stock having an aggregate
value equal to the excess of the then-current market price of the shares of our common stock issuable upon exercise of
the warrant over the exercise price of the warrant. Such an issuance of common stock would be immediately dilutive
to the interests of other stockholders.

Liquidity

Our principal sources of liquidity are our existing cash balances, marketable securities and cash generated from
product sales. As of March 31, 2005, our cash and cash equivalents totaled $23.9 million and our marketable
securities totaled $48.2 million. Our working capital at March 31, 2005 was $69.6 million.

In order to achieve profitability, or to generate positive cash flows from operations, we must achieve substantial
revenue growth. Our ability to achieve the necessary revenue growth will depend on increased demand for network
infrastructure equipment that incorporates our products, which in turn depends primarily on the level of capital
spending by communications service providers and enterprises. In October 2004, we announced additional cost
reduction actions designed to reduce our combined quarterly research and development and selling, general and
administrative expenses to approximately $26 million by the fourth quarter of fiscal 2005. However, these expense
reductions alone, without additional revenue growth, will not make us profitable. We expect to continue to incur
significant losses and negative cash flows at least through the first half of fiscal 2006 and we may incur additional
significant losses and negative cash flows in subsequent periods.
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We believe that our existing sources of liquidity, along with cash expected to be generated from product sales, will be
sufficient to fund our operations, research and development efforts, anticipated capital expenditures, working capital
and other financing requirements for at least the next twelve months. We will need to continue a focused program of
capital expenditures to meet our research and development and corporate requirements. We may also consider
acquisition opportunities to extend our technology portfolio and design expertise and to expand our product offerings.
In order to fund capital expenditures, increase our working capital or complete any acquisitions, we may seek to
obtain additional debt or equity financing. We may also need to seek to obtain additional debt or equity financing if
we experience downturns or cyclical fluctuations in our business that are more severe or longer than
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anticipated or if we fail to achieve anticipated revenue and expense levels. However, we cannot assure you that such
financing will be available to us on favorable terms, or at all.

Contractual Obligations

The following table summarizes the future payments we are required to make under contractual obligations as of
March 31, 2005:

Payments due by period
1-3 3-5 >5
Contractual Obligations Total <1 year years years years
(in millions)

Long-term debt $ 460 $ $ $ 460 $
Operating leases 29.0 9.6 16.8 2.6

Purchase obligations 11.0 54 43 1.3

Total $ 80 $ 150 $ 211 $ 499 3§

Long-term debt consists of $46.0 million aggregate principal amount of our Convertible Senior Notes. The notes bear
interest at a rate of 3.75%, payable semiannually in arrears each May 18 and November 18, and mature on

November 18, 2009. In connection with the sale of the notes, we purchased U.S. Treasury securities having an
aggregate face amount of approximately $3.4 million. We have pledged these securities to the trustee for the payment
of the first four scheduled interest payments on the notes when due.

In March 2005, we amended and restated the Sublease with Conexant pursuant to which we lease our headquarters in
Newport Beach, California. The Sublease has an initial term extending through June 2008 and we may, at our option,
extend the Sublease for an additional two-year term. Rent payable under the Sublease will initially be approximately
$3.9 million annually, subject to annual increases of 3%, plus a prorated portion of operating expenses associated with
the leased property. We estimate our minimum future obligation under the Sublease at approximately $6.2 million
annually (a total of $20.5 million over the remainder of the initial lease term), but actual costs under the Sublease will
vary based upon Conexant s actual costs. In addition, each year we may elect to purchase certain services from
Conexant based on a prorated portion of Conexant s actual costs.

We lease our other facilities and certain equipment under non-cancelable operating leases. The leases expire at various
dates through 2010 and contain various provisions for rental adjustments, including, in certain cases, adjustments
based on increases in the Consumer Price Index. The leases generally contain renewal provisions for varying periods
of time. Contractual obligations under operating leases have not been reduced by anticipated rental income under
noncancelable subleases totaling $2.0 million and extending to various dates through fiscal 2007.

Off-Balance Sheet Arrangements

We have made guarantees and indemnities, under which we may be required to make payments to a guaranteed or
indemnified party, in relation to certain transactions. In connection with the distribution, we generally assumed
responsibility for all contingent liabilities and then-current and future litigation against Conexant or its subsidiaries
related to the Mindspeed business. We may also be responsible for certain federal income tax liabilities under the Tax
Allocation Agreement between us and Conexant, which provides that we will be responsible for certain taxes imposed
on us, Conexant or Conexant stockholders. In connection with certain facility leases, we have indemnified our lessors
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for certain claims arising from the facility or the lease. We indemnify our directors, officers, employees and agents to
the maximum extent permitted under the laws of the State of Delaware. The duration of the guarantees and
indemnities varies, and in many cases is indefinite. The majority of our guarantees and indemnities do not provide for
any limitation of the maximum potential future payments we could be obligated to make. We have not recorded any
liability for these guarantees and indemnities in the accompanying consolidated balance sheets.

Certain Business Risks

Our business, financial condition and operating results can be affected by a number of factors, including those listed
below, any one of which could cause our actual results to vary materially from recent results or from our anticipated
future results. Any of these risks could also materially and adversely affect our business, financial condition or the
price of our common stock or other securities.
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We are incurring substantial operating losses, we anticipate additional future losses and we must significantly
increase our revenues to become profitable.

We incurred a net loss of $48.9 million for the first six months of fiscal 2005 compared to a net loss of $47.6 million
in the first six months of fiscal 2004. We incurred net losses of $93.2 million in fiscal 2004 and $750.4 million
($177.3 million, before the $573.2 million cumulative effect of a change in accounting for goodwill) in fiscal 2003.
We expect that we will continue to incur significant losses and negative cash flows at least through the first half of
fiscal 2006 and we may incur additional significant losses and negative cash flows in subsequent periods.

In order to become profitable, or to generate positive cash flows from operations, we must achieve substantial revenue
growth. Our ability to achieve the necessary revenue growth will depend on increased demand for network
infrastructure equipment that incorporates our products, which in turn depends primarily on the level of capital
spending by communications service providers and enterprises. In October 2004, we announced additional cost
reduction actions designed to reduce our combined quarterly research and development and selling, general and
administrative expenses to approximately $26 million by the fourth quarter of fiscal 2005. However, these expense
reductions alone, without additional revenue growth, will not make us profitable. We may not be successful in
achieving the necessary revenue growth or the expected expense reductions within the anticipated time frame, or at
all. We may not achieve profitability or sustain such profitability, if achieved.

We have substantial cash requirements to fund our operations, research and development efforts and capital
expenditures. Our capital resources are limited and capital needed for our business may not be available when we
need it.

For the first six months of fiscal 2005, our net cash used in operating activities was $15.5 million compared to net
cash used in operating activities of $28.3 million for the first six months of fiscal 2004. Net cash used in operating
activities was $43.2 million for fiscal 2004 and $125.6 million for fiscal 2003. Our principal sources of liquidity are
our existing cash balances, and marketable securities and cash generated from product sales. As of March 31, 2005,
our cash and cash equivalents totaled $23.9 million and our marketable securities totaled $48.2 million. We believe
that our existing sources of liquidity will be sufficient to fund our operations, research and development efforts,
anticipated capital expenditures, working capital and other financing requirements for at least the next twelve months.
However, we cannot assure you that this will be the case, and if we continue to incur operating losses and negative
cash flows in the future, we may need to reduce further our operating costs or obtain alternate sources of financing, or
both. We may not have access to additional sources of capital on favorable terms or at all. If we raise additional funds
through the issuance of equity, equity-based or debt securities, such securities may have rights, preferences or
privileges senior to those of our common stock and our stockholders may experience dilution of their ownership
interests.

We operate in the highly cyclical semiconductor industry, which is subject to significant downturns.

The semiconductor industry is highly cyclical and is characterized by constant and rapid technological change, rapid
product obsolescence and price erosion, evolving technical standards, short product life cycles and wide fluctuations
in product supply and demand. From time to time these and other factors, together with changes in general economic
conditions, cause significant upturns and downturns in the industry in general, and in our business in particular.
Periods of industry downturns have been characterized by diminished product demand, production overcapacity, high
inventory levels and accelerated erosion of average selling prices. These factors have caused substantial fluctuations in
our revenues and our results of operations in the past and we may experience similar fluctuations in our business in
the future.

Our operating results are subject to substantial quarterly and annual fluctuations.
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Our revenues and operating results have fluctuated in the past and may fluctuate in the future. These fluctuations are
due to a number of factors, many of which are beyond our control. These factors include, among others:

changes in end-user demand for the products manufactured and sold by our customers;
the timing of receipt, reduction or cancellation of significant orders by customers;
fluctuations in the levels of component inventories held by our customers;

the gain or loss of significant customers;
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market acceptance of our products and our customers products;
our ability to develop, introduce and market new products and technologies on a timely basis;
the timing and extent of product development costs;
new product and technology introductions by competitors;
fluctuations in manufacturing yields;
significant warranty claims, including those not covered by our suppliers;

availability and cost of products from our suppliers;
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